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International Vertical Equity 

Adam H. Rosenzweig* 

This Essay considers the role of equity in the international tax context. While 

much has been written about the importance of equity in the domestic context, 

the conversation around international tax has failed to recognize the importance 

of the concept of equity. While tax policy in the domestic context has historically 

prioritized equity over efficiency, tax policy in the international context has not 

equally prioritized equity, at least not in the same way. In particular, this Essay 

addresses this question by revisiting the classic and dominant theory of equity 

in international tax policy, inter-nation equity, and its traditional roots in effi-

ciency models focusing on the concepts of “source” and “residence.” By doing 

so, inter-nation equity can indirectly incorporate some of the pro-efficiency bi-

ases inherent in those concepts into international tax policy. International ver-

tical equity attempts to remove those biases by reinvigorating the conception of 

ability to pay in the international context, much like in the domestic tax context. 

While there are still significant hurdles to implementing such a system—most 

notably limited data and the competing nationalistic interests to keep wealth 

within a country’s own borders—the theory of international vertical equity can 

begin to lay the groundwork to establish a more robust and equitable system for 

international taxation. 
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INTRODUCTION 

This Essay addresses the question: What does equity mean in the in-
ternational tax context? Of course, a vast amount has been written on the 
role of equity in the international tax literature, primarily on the theory of 
so-called “Inter-Nation Equity” which has dominated the debate.1 Yet the 
consensus for the most part in that literature has been that equity plays a 
much less significant impact on international tax policy than efficiency. 
To this end, this Essay will consider two motivating questions: (1) why 
has equity not played a stronger role in the development of international 
tax policy as compared to domestic tax policy, and (2) is there a new form 
of equity analysis that can address this problem to allow for a more robust 

role for equity in international tax policy? 

This Essay will propose a new metric of “International Vertical Eq-
uity” (IVE) as a new international tax equity instrument distinct from the 
predominant current theory of inter-nation equity. Rather than attempt to 
measure a country’s “fair share” of tax revenue (as most current metrics 
do), IVE serves as a measure of each country’s relative fiscal capacity to 
fund itself as a sovereign. Unlike inter-nation equity, which analyzes the 
equitable nature of a preexisting division of tax base, IVE provides a 
measure of something closer to a measure of marginal utility commonly 
used for individuals in the international context. In short, IVE provides 
the first metric to extrapolate the well-known theory of Vertical Equity in 
the domestic tax policy context into the international tax policy context. 
In this way, IVE can provide a new metric to help overcome some of the 
conceptual and practical roadblocks to equity, serving a robust function 

under the existing international tax regime. 

I.  THE ROLE OF EQUITY IN DOMESTIC TAX POLICY 

Tax policy is typically described as comprised of three components, 
(1) equity, (2) efficiency, and (3) simplicity, with the goal of tax policy 
being to balance these three at times competing goals into a single coher-
ent tax system. Most often, simplicity is the first to be sacrificed, leaving 
most tax policy debates to be described in terms of a “tradeoff” between 
equity and efficiency.2 The simplest example is the perennial debate over 
the proper highest marginal rate of tax on the highest income earners. 

 

1. See infra Section II.A for a discussion of IVE. 

2. See, e.g., Paul R. McDaniel & James R. Repetti, Horizontal and Vertical Equity: The 

Musgrave/Kaplow Exchange, 1 FLA. TAX REV. 607, 609 (1993) (discussing the system of 

“tradeoffs” in an international tax analysis). See generally James R. Repetti, The Appropriate Roles 

for Equity and Efficiency in a Progressive Individual Income Tax, 23 FLA. TAX REV. 522 (2020) 

(arguing that increased focus on economic efficiency in designing tax policy has come at the 

expense of equity and led to a decreased individual income tax rate progressivity, which in turn has 

exacerbated inequality). 
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Most theories of equity would support imposing higher tax rates on 
higher incomes and lower tax rates on lower incomes. By contrast, while 
slightly more complex, efficiency supports setting the highest tax rate 
somewhere in the middle of the income distribution with very low rates 
at the lowest and highest end of the income distribution.3 The existing 
U.S. federal income tax in fact blends both policies—with progressive 
rates on individuals earning wages and salary and reduced rates on in-
come from capital gains and stock options.4 

Equity itself is traditionally further subdivided into “horizontal” equity 
and “vertical” equity. In general, horizontal equity refers to the concept 
that similarly situated taxpayers should be taxed similarly to avoid arbi-
trariness in tax liability, while vertical equity refers to the concept that 
appropriate distinctions should be made between differently situated tax-
payers, i.e., progressivity.5 Traditional vertical equity provides that tax-
payers should be ranked by some measure, typically annual income, and 
then allocate tax liability higher to those with higher income and lower to 
those with lower income. 

More recently, vertical equity has come under attack as a useful tool 
of tax policy. As one example, a debate has emerged as to whether hori-
zontal and vertical equity have substantively different meaning at all.6 
Critics of vertical equity argue that the act of combining similarly situated 
taxpayers into groups in effect also separates groups of differently situ-
ated taxpayers.7 For example, if all taxpayers with income under $20,000 
per year are treated as similarly situated then, at the same time, the other 
taxpayers with income above $20,000 must not be considered similarly 

situated. If horizontal equity demands the “under $20,000” group pays 
the same tax rate, then horizontal equity also demands that everyone in 
the “above $20,000” group pays a different rate. Assuming this is true, 
vertical equity could be thought of as effectively collapsing into horizon-
tal equity. 

Taken together, the goal of tax policy in the classic sense is to raise a 
fixed amount of revenue in a manner that best balances these competing 

 

3. See, e.g., Joel Slemrod, Optimal Taxation and Optimal Tax Systems, 4 J. ECON. 

PERSPECTIVES 157, 164 (1990) (discussing low tax rates at each end of income distribution). 

4. See generally id.; Johannes Becker & Clemens Fuest, Optimal Tax Policy When Firms Are 

Internationally Mobile, 18 INT’L TAX & PUB. FIN. 580 (2005). 

5. David Elkins, Horizontal Equity as a Principle of Tax Theory, 24 YALE L. & POL’Y REV. 43, 

43 (2006) (“The principle of horizontal equity demands that similarly situated individuals face 

similar tax burdens.”). 

6. See McDaniel & Repetti, supra note 2, at 607 (“The starting point was a statement by 

Musgrave in 1959 that the requirements of horizontal and vertical equity are but different sides of 

the same coin.”). 

7. See McDaniel & Repetti, supra note 2, at 608 (“[I]f we cannot explain why we discriminate 

among unequals, then we cannot explain why we fail to discriminate among equals.”). 
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demands of equity and efficiency. Numerous examples can be found 
throughout the literature, ranging from earned income tax credit,8 mar-
riage penalty,9 capital gains rates,10 home mortgage interest deductions,11 
and tax-exempt status.12 Crucially, what is often forgotten when discuss-
ing such tax policy issues is that the traditional equity/efficiency analysis 
is necessarily being done with respect to individual policies within the 
context of an income tax. Put differently, most equity/efficiency tradeoff 
analysis implicitly is undertaken in service to the goals of the income tax 
and not to the choice of whether to adopt an income tax in the first place. 

So if it is not equity/efficiency, what are the fundamental goals of de-
termining the income tax as choice of tax base? While there is no single 
universal comprehensive theory, the one common thread throughout the 
literature is that (perhaps counterintuitively) no taxing jurisdiction would 
adopt a progressive income tax if efficiency were the sole equitable cri-
terion.13 

This can be best demonstrated through a simple thought experiment: 
What would a tax regime premised solely on efficiency look like? In gen-
eral, from an efficiency standpoint, the most efficient tax base is the one 
that creates the fewest distortions to behavior by taxing the hardest to 
change (or least elastic) tax base.14 The most efficient tax base, therefore, 
would be some form of a head tax, or a tax of a fixed amount on each 
person alive at a given time (such as a tax of $10,000 per person per year 
alive on December 31). The reason the head tax is the most efficient is 
because there is only one way to avoid paying a tax that must be paid for 
being alive—and it is assumed that dying is a pretty extreme way to avoid 

paying taxes.15 

 

8. See I.R.C. § 32 (offering a tax credit for working people with low to moderate income). 

9. See I.R.C. § 1(a)–(h); see generally Maryalene LaPonsie, What to Know About the Marriage 

Tax Penalty, U.S. NEWS: MONEY (Feb. 20, 2020), https://money.usnews.com/money/personal-

finance/articles/what-to-know-about-the-marriage-tax-penalty [https://perma.cc/W545-B2KX] 

(explaining how dual-income couples who get married may end up paying more tax than if they 

had remained single). 

10. See I.R.C. § 1(h) (providing reduced tax rates for gains from certain capital assets held for 

longer than a year). 

11. See I.R.C. § 163(h) (2016) amended by Tax Cuts and Jobs Act of 2017, Pub. L. No. 115-97, 

§ 11043(a), 131 Stat. 2054, 2086 (providing a deduction for homeowners for the interest they pay 

on any loan used to build, purchase, or make improvements upon their residence). 

12. See, e.g., I.R.C. § 501(c)(3)–(4) (exempting charitable, religious, educational organizations 

and certain social welfare organizations). 

13. See, e.g., Louis Kaplow, Taxation, in 1 HANDBOOK OF LAW AND ECONOMICS 647, 652 (A. 

Mitchell Polinsky & Steven Shavell, eds., 2007). 

14. See, e.g., Daniel N. Shaviro, The Economics of Tax Law, in 3 THE OXFORD HANDBOOK OF 

LAW AND ECONOMICS 106 (Francesco Parisi ed., 2014); see also David A. Weisbach, Line Draw-

ing, Doctrine, and Efficiency in the Tax Law, 84 CORNELL L. REV. 1627 (1999). 

15. See Shaviro supra note 14, at 107. 
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On its face, the single largest and most obvious problem with a head 
tax is that it doesn’t distinguish between taxpayers based on wealth or 
income or any other attribute other than being alive16—millionaires are 
taxed the same as minimum wage earners, practicing lawyers are taxed 
the same as law students, even a parent is taxed the same as her infant 
child. For example, under a head tax of $10,000 per person, a married 
couple with two children, with one spouse being a market wage earner 
with a salary of roughly $25,000 per year and the other providing full-
time childcare with an imputed value of about $50,000 per year, would 
owe $40,000 in taxes, while a single billionaire earning $10 million in the 
same year would owe $10,000. 

In an economic model the head tax is an “ideal” tax because it opti-
mizes efficiency while raising necessary revenue.17 In the real world, 
however, taxing jurisdictions have uniformly rejected head taxes pre-
cisely due to equity considerations. If anything, progressive income taxes 
have dominated tax policy. Modern progressive income tax regimes are 
premised on the so-called Ability to Pay theory, which provides that a 
taxpayer’s tax liability should be set as a percentage of that taxpayer’s 
income based on how much that taxpayer can afford to contribute, such 
that the percentage increases for those with higher incomes. Ability to 
Pay is based on a theory known as “declining marginal utility of money” 
which provides that utility from income is highest at low-income levels 
and declines as incomes increase. In other words, the first dollar earned 
by a person used for necessities like food and shelter is more valuable to 
that person in terms of “utility” than the one millionth dollar, which might 
be spent on luxuries or saved for the future. In turn, Ability to Pay theory 
provides that marginal rates should increase as incomes increase; for ex-
ample, a taxpayer earning $10,000 a month might pay 25% in taxes while 
one making $2,000 a month might only pay 5% in taxes. 

As can be seen from this overview of tax policy, the building blocks 
of an income tax are not necessarily weighted equally—efficiency would 
support something like a head tax or endowments tax while equity would 
support something like a progressive income tax or wealth tax. In the real 
world, every major developed country has adopted some form of progres-
sive income tax (at least in combination with other taxes).18 While it 

 

16. See id. (“Substantial reliance on constant per capita levies is unacceptable precisely because 

of distributive concerns.”). 

17. See Slemrod, supra note 3, at 159. 

18. See generally EDWIN R.A. SELIGMAN, PROGRESSIVE TAXATION IN THEORY AND PRACTICE 

1 (2d ed.1909) (noting progressive income tax systems across continental Europe, Japan, America, 

Australia, Canada, and elsewhere). 
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doesn’t necessarily explain why, this fact is consistent with the conclu-
sion that equity won out over efficiency as the guiding normative princi-
ple for choice of tax system and tax base. 

II.  THE ROLE OF EQUITY IN INTERNATIONAL TAX POLICY 

Given the dominance of equity over efficiency in the development of 
the modern income tax, at least in the choice of tax base context, it might 
surprise many that in the international tax context efficiency has tended 
to dominate tax policy debates.19 Even more surprisingly, perhaps, this 
appears to have become the case without much investigation. Rather, for 
the most part the literature appears to assume that efficiency is the supe-
rior policy-making metric. While recent scholarship has begun to ques-
tion this conclusion, either by advocating for a stronger role of equity or 
newer more robust theories of equity,20 for the most part they have not 
challenged the dominant role efficiency has played in the first place.21 

From its beginnings in the early twentieth century, international tax 
policy was analyzed in terms of the well-known theories of “capital ex-
port neutrality” (CEN) and “capital import neutrality” (CIN). The basic 
premise underlying these “neutrality” theories is that the tax law should 
minimize distortions to the cross-border business decisions of taxpayers. 
For example, CEN provides that if a taxpayer operating solely in the 
United States pays 30% U.S. income tax, then that taxpayer should also 
pay 30% in U.S. income tax if operating in both the United States and in 
other countries. Since the total tax liability is the same, the tax should not 
distort business choice whether to operate in the United States or in other 
countries. This is sometimes referred to as “worldwide” taxation, in that 
tax must be imposed on both domestic and foreign income to achieve this 
goal. By contrast, CIN provides that a U.S. business operating in a foreign 
country should pay the same local rate of tax as other companies doing 
business there. This is also referred to as “territorial” taxation because it 

 

19. See Kim Brooks, Inter-Nation Equity: The Development of an Important but 

Underappreciated International Tax Policy Objective, in TAX REFORM IN THE 21ST CENTURY: A 

VOLUME IN MEMORY OF RICHARD MUSGRAVE 471, 492 (John G. Head & Richard Krever eds., 

2009) [hereinafter Brooks, Inter-Nation Equity] (“[W]hy has inter-nation equity been undervalued 

or under-utilized in [international] tax policy . . . ?”). 

20. See Nancy H. Kaufman, Fairness and the Taxation of International Income, 29 LAW & 

POL’Y INT’L BUS. 145, 145 (1998) (describing individuals who have proposed a more equity-driven 

international tax framework). 

21. See J. Clifton Fleming, Jr. et al., Fairness in International Taxation: The Ability-to-Pay 

Case for Taxing Worldwide Income, 5 FLA. TAX REV. 299, 302–03 (2001) (examining the role that 

fairness concerns, embedded in the ability-to-pay-concept, play in justifying the U.S. policy of 

taxing U.S. residents on their worldwide incomes). 
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is implemented by exempting the foreign income of business from do-
mestic tax. The law is “neutral” in that domestic companies are not put at 
a competitive disadvantage with local businesses in the foreign market. 

Ability to Pay theory, as discussed above, provides that tax rates 
should increase progressively as income rises due to the declining mar-
ginal utility of money. Ability to Pay looks to ability to consume, mean-
ing that as income goes up, taxpayers can afford to pay more tax and still 
have enough income to meet their consumption needs (or, put differently, 
their lost consumption results in lower loss of utility than other taxpay-
ers). Since all that matters is ability consume, it follows that the source of 
income (whether domestic or foreign) is irrelevant. After all, money is 
money whether it’s earned in the United States or China and whether it’s 
paid in U.S. dollars or yuan. Since taxpayers can use any of it to consume 
goods and services, it all should be taken into account under Ability to 
Pay. 

For most of U.S. history there was not much conflict, at least deep 
conflict, between the policies supported by CEN and those under Ability 
to Pay in actual tax policy. From 1919 through 2017, the United States 
international tax system was based primarily on some form of worldwide 
system. Over the past couple of decades, however, a movement devel-
oped to support shifting from a worldwide system to a territorial system, 
the policy supported by CIN. Economists and legal scholars vigorously 
debated whether CEN, CIN, or some other neutrality metric should serve 
as the basis for international tax policy in the modern economy.22 While 
the literature was sharply divided, a growing but far from unanimous con-

sensus began to emerge that as the worldwide economy grew increasingly 
global, CIN became the more appropriate base. 

By comparison, however, Ability to Pay does not suffer from such un-
certainty. Ability to Pay theory supports a worldwide income tax. There 
simply is no way under a robust and clearly defined theory of Ability to 
Pay to conclude that two U.S. taxpayers earning the same total income 
should pay two different amounts of tax solely because they operate in 
different countries. This is not a secret: it was vociferously argued in the 
literature throughout the debate.23 

Even with efficiency conflicted about the proper tax base and equity 
strongly supporting worldwide tax, the United States joined most of the 
rest of the countries of the world in 2017 by repealing its worldwide tax 
 

22. See, e.g., Michael J. Graetz & Michael M. O’Hear, The “Original Intent” of U.S. 

International Taxation, 46 DUKE L.J. 1021 (1997); Reuven S. Avi-Yonah, Globalization, Tax 

Competition, and the Fiscal Crisis of the Welfare State, 113 HARV. L. REV. 1573 (2000). 

23. See, e.g., Adam H. Rosenzweig, Why Are There Tax Havens?, 52 WM. & MARY L. REV. 

923, 996 (2010) (advocating for the harmonization of international tax laws to reduce the incentive 

for poorer countries to become tax havens). 
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regime and replacing it with a territorial tax system for multinational 
businesses based in the United States.24 From a political standpoint, the 
argument that worldwide taxation put U.S. business at a significant dis-
advantage to its competitors based in Europe or China in the global mar-
ketplace seemed to win the day. Under this argument, U.S. businesses 
would be forced to lose market share, lay off workers, or even go out of 
business due to this competitive disadvantage. 

By contrast, Ability to Pay did not seem to influence the political de-
bate to any significant extent, notwithstanding that it serves as the pri-
mary normative basis for the U.S. income tax system as a whole.25 To 
draw an analogy, imagine a political candidate proposes completely re-
pealing income tax on millionaires as a way to stimulate economic 
growth. The common response, and one often raised in political debates, 
would be that the proposal is an unfair giveaway to the rich at the expense 
of the middle class and working poor.26 Even if unspoken, it seems that 
Ability to Pay principles underlie such critiques, at least as a political 
matter. To be clear, this is not to say that tax cuts could not or should not 
be adopted depending on the circumstances, but rather that Ability to Pay 
theory has proven a persistent and powerful counterweight to such pro-
posals ever since the adoption of the modern income tax. 

Why the huge disparity in the role equity plays in domestic tax policy 
versus international tax policy? As an initial matter, the concept of equity 
in the domestic context appeals more directly to familiar and intuitive 
notions of political and moral conceptions of fairness than in the interna-
tional context. For example, it may not be hard to understand why a head 

tax in the United States that imposes the same tax liability on a single 
parent working for minimum wage as it does on wealthy individuals such 
as Mark Zuckerberg (the founder and CEO of Facebook)27 might be con-
sidered unfair on its face, but it can be more difficult to understand intu-
itively whether a worldwide tax regime with foreign tax credits might be 
more or less fair than a territorial tax regime with a global intangibles 
minimum tax. 

 

24. See generally, Tax Cuts and Jobs Act of 2017, Pub. L. No. 115-97, 131 Stat. 2054; J. Clifton 

Fleming Jr., Robert J. Peroni & Stephen E. Shay, Expanded Worldwide Versus Territorial Taxation 

After the TCJA, 161 TAX NOTES 1173 (2018). 

25. See Fleming, Jr. et al., supra note 21, at 345.  

26. See, e.g., Dave Gilson, How Trump Turned Tax Day into a Giveaway for the 1 Percent, 

MOTHER JONES (Mar./Apr. 2018), https://www.motherjones.com/politics/2018/04/how-trump-

turned-tax-day-into-a-giveaway-for-the-1-percent/ [https://perma.cc/V7KJ-NFK2]. 

27. Mark Zuckerberg, FORBES, https://www.forbes.com/profile/mark-zuckerberg/ 

[https://perma.cc/D3CV-G6Y5] (last visited Jan. 7, 2021) (tracking CEO of Facebook Mark 

Zuckerberg’s real time net worth—currently nearly $100 billion—as well as other biographical 

information). 
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By contrast, traditional neutrality theories such as CEN and CIN have 
begun to come into question in the international tax literature from many 
different sides. Interestingly, CEN and CIN first came into question from 
an efficiency standpoint. For example, recently a competing theory of 
“capital ownership neutrality” (CON) was introduced, which, as its name 
indicates, focuses on the ownership of capital as opposed to CEN and 
CIN which focus on incentives to import or export capital.28 Even further, 
a recent strand of the literature has started to question the concept of neu-
trality in the field of international taxation altogether.29 This line of liter-
ature contends that, rather than serving as purely objective baselines, the 
outcomes of neutrality theory depend almost entirely on which margin is 
being analyzed. The problem is that efficiency theory does not neces-

sarily provide a reason to favor one particular margin over another. In 
other words, neutrality theory can tell us how to maximize on a margin, 
but it provides little guidance on which margin to use. Yet that is precisely 
what it had been used for throughout most of the development of interna-
tional tax policy.30 

Despite this emerging consensus that efficiency cannot serve as the 
lodestar for international tax policy, somewhat surprisingly other tax pol-
icy metrics have not readily stepped up to take its place.31 It is difficult 
to understand precisely why this is the case. It may be due, in part, to a 
misunderstanding of equity in the international context; it may be in part 
due to the lack of a single clear equity criterion in the international con-
text; perhaps it is due to the lack of easily and readily available metrics 
to measure equitable disparities.32 Regardless which one may turn out to 
be true, what matters more is that all of them are more in the nature of 
symptoms than causes; symptoms of a subtle but pervasive structural bias 
in favor of efficiency over equity in international tax policy. 

An example can help flesh this out. Recall the example above where 
one political candidate proposes a zero tax rate on millionaires. The fa-
miliar and immediate response, rooted in Ability to Pay, was an inherent 

 

28. See Mihir A. Desai & James R. Hines Jr., Evaluating International Tax Reform, 56 NAT’L 

TAX J. 487, 496 (2003) (stating that tax systems satisfy capital ownership neutrality if they do not 

distort ownership patterns). 

29. See generally Michael S. Knoll, Reconsidering International Tax Neutrality, 64 TAX L. 

REV. 99 (2011). 

30. It is partially for this reason that some have begun to reject using the so-called alphabet soup 

of CEN, CIN, CON, finding them to be more confusing than helpful in setting international tax 

policy. DANIEL N. SHAVIRO, FIXING U.S. INTERNATIONAL TAXATION 14 (2014). 

31. Nancy H. Kaufman, Equity Considerations in International Taxation, 26 BROOK. J. INT’L 

L. 1465, 1465 (2000) [hereinafter Kaufman, Equity Considerations] (claiming that issues of 

fairness, which are inherently about values, play second fiddle to some other considerations). 

32. See Brooks, Inter-Nation Equity, supra note 19, at 492 (explaining that the concept of equity 

has been considered too vague to provide sufficient guidance on particular international tax issues). 
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unfairness in such a proposal. Now assume that the proposal is to reduce 
the tax rate on income earned from sales of goods and services by U.S. 
taxpayers in China to zero. The potential responses become more com-
plicated. One might be that the proposal is unfair to U.S. taxpayers who 
do not operate in China, but another might be that the proposal helps U.S. 
businesses compete or expand in the Chinese market, or another could be 
to prevent Chinese companies from taking over certain industries like so-
cial networking or biotechnology. 

As this example shows, claims of equity in the international context 
raise more complex and potentially conflicting positions. Without a more 
precise way to identify and quantify equitable tradeoffs, any claim to eq-
uity in the international context can appear purely subjective or self-serv-
ing and thus be subject to misplaced attacks which in the domestic tax 
policy context would seem unacceptable on their face. 

Perhaps the starkest example of this can be seen in the context of pro-
posals to transfer tax revenue from wealthier to poorer or developing 
countries as a means to increase development. For example, one of the 
original tools advocated to help developing countries was a provision 
called “tax sparing” in tax treaties. In short, tax sparing would permit de-
veloping countries to use low tax rates as a way to attract capital invest-
ment without developed countries undoing it through higher taxes.33 Tax 
sparing was adopted in many bilateral tax treaties but was strongly op-
posed by the United States, mostly on an efficiency basis.34 Even worse, 
the data started to show over time that tax sparing did not in fact help 
developing countries as much as had been hoped and expected. Eventu-

ally, tax sparing fell out of favor as a tool for equity in international tax 
policy.35 

Over the years, other tools were proposed to replace tax sparing, but 
none gained much support.36 Instead, a new criticism slowly began to 
develop that not only were these proposals ineffective but that they were 

 

33. See William B. Barker, An International Tax System for Emerging Economies, Tax Sparing, 

and Development: It Is All About Source, 29 U. PA. J. INT’L L. 349, 361 (2008) (“[T]he object is to 

permit developing economies to reduce their income taxes under an incentive scheme for foreign 

taxpayers without having the residence country collect the spared tax.”). 

34. See, e.g., Kim Brooks, Tax Sparing: A Needed Incentive for Foreign Investment in Low-

Income Countries or an Unnecessary Revenue Sacrifice?, 34 QUEEN'S L.J. 505, 518–19 (2009) 

[hereinafter Brooks, Tax Sparing] (offering the arguments that led to the failed 1957 U.S.–Pakistan 

tax sparing treaty as an example of American resistance to tax sparing). 

35. See James R. Hines Jr., “Tax Sparing” and Direct Investment in Developing Countries, in 

INTERNATIONAL TAXATION AND MULTINATIONAL ACTIVITY 39, 70 (2000) (describing issues 

with “tax sparing” that have caused its value to decline in relation to equity in international tax 

policy). 

36. See Brooks, Tax Sparing, supra note 34, at 558 (explaining that high income countries 

should look for ways to prevent tax competition among low-income countries instead of agreeing 

to tax sparing). 



2021] International Vertical Equity 481 

also bad policy in that they reward and thus incentivize developing coun-
tries to use their tax systems to undermine (or steal) U.S. and international 
tax base away from where it properly belonged. As an example, one com-
mentator stated that “[Supporters] argue that tax havens cannot be beat 
except by being bought off under the current tax system. One wonders 
how buying off all the possible tax havens would be possible when each 
has insatiable demands.”37 

These arguments appear to mirror many arguments made in the do-
mestic context, such as the debate over the earned income tax credit 
(EITC). In general, opponents argue that giving money through the tax 
system to the working poor in the United States does nothing but incen-
tivize people to remain poor enough so as not to lose that benefit. In ef-
fect, efficiency theory would say that the EITC, while better than other 
programs, is undesirable because it effectively locks people into a level 
of poverty indefinitely.38 

While these arguments share a basic premise, it is important to note the 
stark difference in tone and impact between the domestic and interna-
tional context. With few distinctions, the efficiency analysis proves win-
ning in the tax sparing debate but unpersuasive in the EITC context. Why 
do similar equity arguments prove so persuasive in one context and not 
the other? 

To demonstrate this more starkly, reimagine the above quote modified 
to apply in the domestic context, as follows: “[Supporters] argue that 
[poor and starving people] cannot be beat except by being bought off un-
der the current tax system. One wonders how buying off all the [poor and 
starving people] would be possible when each has insatiable demands.” 
The incentive-based argument effectively remains the same, but the eq-
uity analysis seems to feel different and much less appealing. In the do-
mestic context, not only has the EITC survived such critiques, but it has 
thrived, becoming one of the largest anti-poverty programs in the entire 
federal government.39 Why the stark difference?  

Of course, the two situations are not identical, and in no way is this 
example meant to equate developing countries with domestic families liv-
ing in poverty or to attribute such a position to the quote’s author. Rather, 
the point of the thought experiment is to demonstrate just how starkly 
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different the application of equity in the domestic context can sound com-
pared to the international context. While rarely discussed, this disparity 
seems deeply entrenched in the literature. If there is even a chance that 
this disparity does not reflect an affirmative policy choice but rather 
something like path dependence or upon reflection proves anachronistic, 
there would be less reason to remain committed to it. The remainder of 
this section will discuss the development of equity theory in the interna-
tional tax context. 

A.  Inter-Nation Equity 

The first, and by far the most dominant, theory of equity in interna-
tional tax is the theory of inter-nation equity. The concept of international 

equity begins by looking to the baseline concept of “national gain” and 
then determining whether departures from this baseline are fair or unfair. 
To quote the original 1972 essay: 

Let X, a resident of A, invest in B. Income earned thereon constitutes a 

national ‘gain’ to country A. If country B taxes the income earned by 

X, the gain accruing to country A as a nation is reduced. This is the 

issue of inter-nation equity. The fact that the gain accrues to B’s treas-

ury is not the crucial point. B may pass this gain on to its tax-payers by 

tax reduction, but it still retains the national gain. Similarly, A has suf-

fered a national loss due to B’s tax. This national loss results, whether 

A gives a credit to X for taxes paid to B, thereby suffering a treasury 

loss, or whether the income is taxed again and X is left to bear the bur-

den.40 

As a second step, inter-nation equity then allows for departures from 

the baseline distribution of tax base attributable to national gain to ac-
count for factors such as disparities in labor and capital, natural resources, 
and other attributes of different countries. Crucially, however, interna-
tional equity places the burden for departures from national gain on pro-
ponents of these departures. In essence, inter-nation equity creates a pre-
sumption in favor of national gain and against redistribution of tax base. 
Over time, this presumption has proven particularly difficult to over-
come. 

As explained in more detail below, while inter-nation equity was in-
tended to incorporate equitable principles into international tax policy, it 
did not start from equitable first principles, whether theories of sover-
eignty, egalitarianism, democratic legitimacy, or others. Rather, it was 
developed from the same initial model as the international tax efficiency 
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analysis.41 To isolate the issue of efficiency in international tax that 
model was designed using two countries and one item of income, with 
one being the country of source and the other the country of residence.42 
This makes sense for an efficiency model because there is no issue of 
international tax unless at least two countries are competing over taxing 
an item of income. From this perspective, it is irrelevant which country 
is labeled source and which is labeled residence, or whether they are dif-
ferent in terms of wealth or standard of living, since all that matters is that 
two countries exist in the model. 

By contrast, the point of inter-nation equity is precisely to take into 
account differences between countries, which it does by assigning differ-
ent measures of wealth or development between the countries of source 
and residence. Yet, building an equity analysis with the same conceptual 
framework and model as efficiency unintentionally but effectively incor-
porated a pro-efficiency bias into the analysis. To draw an analogy, it is 
much like home-court advantage in sports. Since equity is playing against 
efficiency on efficiency’s “turf” and using efficiency’s “equipment,” it 
starts at an inherent disadvantage. Or using a different analogy, it is as if 
equity opted to cede the opening move in perpetuity to efficiency in a 
global game of chess.43 By doing so, in the long run the advantage effec-
tively dominates the outcome over almost any other factor. 

Contrast this to vertical equity in the domestic income tax context, 
which typically starts its analysis by looking at individuals as taxpayers 
where the only tool to differentiate among taxpayers is income.44 Unfor-
tunately income is a very poor proxy for many if not most underlying 

traits one might want to take into account in an equity analysis. Being 
rich doesn’t make one good; being poor doesn’t make one bad. Unskilled 
taxpayers born to wealthy parents may earn high incomes while highly 
skilled lawyers may choose to work for low-paying public interest jobs. 
Even for the same taxpayer, one year the taxpayer may appear rich due 
to a large bonus and the next year may appear poor due to retirement. 
Since income is the only proxy available, however, some standard by 
which to compare taxpayers based on income is necessary. This is where 
declining marginal utility comes in. This theory provides that higher in-
come taxpayers can disproportionately afford to pay higher taxes than 
lower income taxpayers. Using declining marginal utility as the metric, 
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vertical equity can provide a policy outcome of progressive rates as in-
comes increase. By defining equity on its own terms in this manner, eq-
uity can stand on equal footing with efficiency in domestic tax policy. 

B.  Interindividual Equity 

Inter-nation equity defined in this manner can be contrasted to interin-
dividual equity. In short, inter-nation equity uses the nation as the rele-
vant unit in international tax while interindividual equity looks to indi-
vidual people as the relevant unit. Interindividual equity disregards 
countries on the premise that ultimately equity cares about the well-being 
of people and thus must ultimately focus on individuals. For this reason, 
much like in the domestic context, the foundational theory of interindi-

vidual fairness is Ability to Pay. Recall that from a normative theory 
standpoint, Ability to Pay incorporates the concept of vertical equity such 
that the tax law should take into account relative differences in income in 
assessing overall tax liability. Some advocates of interindividual equity 
have argued that the same criterion should apply in the international con-
text.45 The basis of their argument is relatively straightforward: since 
Ability to Pay underlies the domestic international tax system there is no 
reason it should stop applying at a country’s borders. For this reason, in-
terindividual equity typically supports worldwide taxation of income. 

Ability to Pay is not the only interindividual form of equity in the in-
ternational tax context, however. More recent scholars have argued that 
issues of global distributive justice are more relevant in the international 
tax context as opposed to the domestic context.46 From this perspective, 
the normative goal of an international tax regime should be less focused 
on taxpayers’ relative ability to pay and more on redistributing wealth 
and income from the wealthiest taxpayers to the poorest potential taxpay-
ers. In this respect, the distributive justice analysis of interindividual eq-
uity would support not only worldwide taxation with progressive rates 
but also explicit redistribution of tax revenue from wealthier to poorer 
countries in the international tax context.47 

A more recent variation on this line of literature has focused less on 
comparative wealth or income of individuals and more on fair taxation as 
a human right.48 In short, this theory treats taxation as an obligation of a 
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state to its people in the same manner as the rights to life or liberty, among 
others. From this perspective, a country imposing a system of taxation in 
which the wealthiest pay no tax and the poorest bear a high tax burden 
would violate human rights in the same manner as if that country denied 
poorer people the right to vote. By tying taxation to human rights, the 
equity analysis by definition takes priority over all else, including effi-
ciency. Further, the right would be inalienable and cross all borders, gov-
ernments, and economic systems.49 

C.  Sovereignty, Trade, and Other Theories 

A recent strand in the literature has rejected a strict dichotomy of inter-
nation and interindividual equity and has looked to other normative base-

lines to serve as the basis of equitable theory in international tax. For ex-
ample, one strand of literature has argued that the proper focus of tax 
policy should not be on division of tax base per se but rather on the impact 
that the tax laws of one country have on the tax revenue of another coun-
try.50 From this perspective, equitable considerations do not involve in-
dividuals but rather sovereigns. As sovereigns, countries have both the 
right to use taxes to raise revenue but also the duty not to interfere with 
the national tax regimes of each other.51 While similar in that it looks to 
the state as the relevant unit, it is not technically considered part of inter-
nation equity because rather than looking to national gain, this line of 
literature looks first to sovereign obligations states owe each other in the 
international regime.52 

From this perspective, for example, increasingly aggressive “anti-
abuse” efforts by large wealthy countries such as the United States that 
reach into the activities of other countries could be considered to violate 
this norm.53 In particular, efforts by the United States to coerce other 
countries into sharing information about bank deposits or other capital 
transfers in and out of their countries as a means to collect taxes against 
U.S. taxpayers would be seen as a violation of this norm by intruding on 
the sovereignty of the other countries.54 
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Under traditional inter-nation equity analysis, small countries that use 
their tax laws to attract capital investment or tax base away from other 
countries were often labeled as “tax havens” or “bad actors” for trying to 
shift national gain inappropriately. For this reason, these countries were 
deemed appropriate targets for punishment both by individual countries 
and international organizations such as the Organisation for Economic 
Co-operation and Development (OECD).55 By contrast, the sovereignty 
literature often takes the opposite point of view, treating the actions of 
these larger wealthier countries as intrusions into the fiscal sovereignty 
of the smaller countries.56 

Similarly, another line of literature has argued that countries that dis-
proportionately benefit from the international economic system owe an 
obligation to transfer revenue to the countries that do not benefit as much 
from the tax system.57 In other words, if a country such as the United 
States derives over half of the worldwide gains from trade due to the 
World Trade Organization, then it has an affirmative obligation to trans-
fer some of that gain to poorer countries in the form of tax base. In effect, 
this line of literature challenges the normative position that national gain 
is a neutral starting point for a tax equity analysis and thus should not 
serve as the starting point for an equity analysis.58 

III.  INTERNATIONAL VERTICAL EQUITY 

As the above discussion demonstrates, all existing theories of interna-
tional tax equity (even competing ones) built on the theoretical founda-
tion of inter-nation equity incorporate the same underlying premises 
about the baseline distribution of worldwide tax base as inter-nation eq-
uity does, which are the same as those underlying the capital neutrality 
model. In turn, to the extent those premises incorporate a bias in favor of 
any one policy over another, those models would all be expected to reflect 
that bias to some extent. If true, the superiority of efficiency over equity 
in international tax could simply reflect this common bias rather than ac-
tual policy superiority. In such a case, what would be needed is a new 
model of equity explicitly not built on those same foundations. This part 
will propose one such new model—International Vertical Equity (IVE)—
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and a new analytic metric—the IVE Score—that can be used to simply 
and clearly apply IVE to the real world. 

A.  Baselines, Bias, and International Tax 

As discussed above, since most theories of international tax share a 
conceptual baseline of “source” and “residence” they all would be dis-
torted to the extent those concepts implicitly carried some bias. This can 
be difficult to see, however, especially with few alternatives to act as a 
comparison. As the first and dominant theory of international tax equity, 
however, inter-nation equity provides the best possible example to try to 
unearth of this phenomenon.  

Inter-nation equity analysis relies on the concept of “national gain,” 
which in turn is built on the same initial allocation of resources and in-
come between countries of source and residence as the capital efficiency 
model. From this perspective, it should not be surprising that inter-nation 
equity ends up supporting similar allocations of tax base as the capital 
neutrality model. This makes sense; after all, if one starts with the premise 
that income or gain “properly” belongs to a country as an initial matter it 
would be difficult for any countervailing policy to depart from that allo-
cation. By framing inter-nation equity in terms of national gain, it is al-
most predetermined to support that allocation, which in turn means that 
any other equity considerations are doomed to fail as a normative goal in 
the international tax context.59 

This problem becomes even more apparent when transitioning from 
the concept of national gain in theory to national gain in the real world. 

Most traditional economic models of international tax assume two coun-
tries, a country of residence and a country of source, so as to isolate the 
issue of cross-border taxation. It follows that national gain in the same 
model would also be defined in terms of an assumed country of residence 
and country of source. In the real world, multinational business transac-
tions are more complex. Many countries define “source” and “residence” 
quite differently for their own tax purposes.60 Thus, rather than serve as 
a neutral baseline, in the real world source and residence are inherently 
legal concepts enacted for the purpose of implementing and enforcing an 
international tax system.61 

The literature generally concedes that economics theory alone cannot 
provide a definition of country of “source” or country of “residence” pre-
cisely because these concepts have no independent normative economic 
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meaning.62 For example, if one were to buy a soda pop at a convenience 
store in the United States and offers to pay with a real dollar bill, the store 
doesn’t ask first where the dollar came from. A dollar is a dollar; there is 
no economic difference between a dollar earned in New York, or a dollar 
earned in California, or a dollar earned in Chicago, or a dollar earned in 
London, or a dollar earned in Shanghai. Unlike gross domestic product 
(GDP),63 income is not a measure of wealth or activity. Rather, income 
is a measure of increases in wealth.64 By contrast, source and residence 
are concepts linked to economic activity, determined primarily by look-
ing to underlying factors such as location of sales, location of production, 
location of payor, location of research and development, or other fac-
tors.65 Which countries are defined as the source or residence therefore 

depends on which factors are chosen. 

For example, assume Apple sells an iPhone for a total profit of $300. 
Apple is headquartered in the United States, and the design and marketing 
of the phone were done in the United States. The patents are owned by 
an Irish subsidiary. The trademarks are owned by a Dutch subsidiary. The 
phone was built in China and was sold in France. Assume Apple earns 
$300 on the sale of the phone. Where is the source of the income? France, 
the country of sale? China, the country where it was built? The United 
States, the headquarters and country of design? Any of these can be jus-
tified by at least part of the economic activity generating the profit. Cor-
respondingly it proves difficult to convince competing countries to adopt 
any factor that is to their own detriment. From this perspective it should 
not be surprising that countries such as India and China prefer population-
related factors while countries such as the United States prefer consump-
tion-based factors. 

With the primacy of source and residence declining, theories of neu-
trality and efficiency built on source and residence have also come under 
challenge. In its place, for the most part, the broader political and policy 
debate in recent years has shifted to defining a country’s fair share of 
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taxes or taxing where value is added.66 Either way, what is considered 
fair is often defined in relative terms to some baseline, typically with little 
to no further investigation into whether that baseline itself meets any in-
dependent normative metrics. Put differently, to show that tax liability or 
revenue is different from an existing baseline does nothing to establish it 
is good or bad, only that it is different. 

From an inductive reasoning standpoint this approach makes sense. If 
specific examples of problems with the existing international tax regime 
can be identified, then doing so and providing solutions to the problem 
not only makes sense but is extremely valuable to the development of the 
tax law. But this approach does nothing to help confront the issue from a 
deductive reasoning standpoint. In other words, without some sense of 
what normative baseline the international tax regime should strive for, it 
is difficult to develop a set of rules to do so. The first step is to understand 
what is normatively troubling in the first place before specific solutions 
can be developed. 

So what precisely is bad about the Apple example from a first princi-
ples standpoint? One of the leading critics has phrased it that  

income derived by a multinational group from business activities in a 

country other than the domicile (however defined) of the group’s ulti-

mate parent company, but which is subject to tax only in a jurisdiction 

that is not the location of the customers or the factors of production 

through which the income was derived, and is not the domicile of the 

group’s parent company.67 

Of note, the definition begins with an assumption that the country of dom-
icile of the parent corporation is the proper country to tax the income of 
that group, and then considers income not in that jurisdiction or certain 
other jurisdictions as abusive or troubling.68 

Implicit in this assumption, however, must be some underlying norma-
tive premise that if tax had been imposed by the country of domicile that 
would be acceptable or at least less troubling. Yet since this underlying 
premise rarely is explicitly stated and even more rarely explicitly de-
fended, it can be difficult to identify. Instead, it can become so accepted 
as a premise as to “go without saying” even if it might be influencing the 
ultimate outcome. In essence, taxation by the country of “residence” (and 
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to a lesser extent the country of “source”) could be thought of as becom-
ing so accepted as the unstated “neutral” baseline that even mentioning it 
can be seen as unusual or inappropriate. This is not meant as a criticism 
of any individual author or individual theory; rather this is a systemic 
claim that requires a systemic reappraisal. As the critical tax literature has 
demonstrated across several areas, it is precisely when bias becomes so 
embedded as to be invisible when it becomes most important to unearth 
it and revisit those premises.69 

It could be argued that much of the frustration with the lack of success 
for equity in the international tax context arises from the fact that it relies 
on source and residence which themselves are biased in favor of effi-
ciency because they come from an efficiency-driven model of interna-
tional tax. If true, it may simply not be possible to separate the instrumen-
tally useful concepts of source and residence from the normative concepts 
of source and residence which build into themselves implicit assumptions 
about distributional baselines that favor wealthier, developed countries. 
In turn, any equity analysis that does use source and residence as base-
lines would also incorporate this bias, even if unintentionally. 

Approached from this perspective, the challenge is to define one’s nor-
mative theory of fairness in the international tax regime without relying 
on concepts of source and residence. The difficulty is that, absent the 
mooring of source and residence, any theory that happens to be coexten-
sive with one’s strategic self-interests would not add any independent 
normative content. In other words, any proposed normative framework 
that also perfectly matches one’s strategic self-interest would immedi-

ately be suspect as being insincere and self-serving. As a result, it should 
not be surprising that such theories also prove less than persuasive in gen-
erating consensus as might have been initially hoped. 

From this perspective, the legal terms of source and residence, while 
important if not crucial from an instrumental standpoint, not only do not 
help but could affirmatively hurt theories of tax equity in which they are 
incorporated. Returning to inter-nation equity, this would mean that it 
should not use source and residence to define national gain, yet that is 
precisely what the literature has done over the past decades. By doing so, 
inter-nation equity, as the dominant normative framework in the interna-
tional tax literature, has proven less of a counterbalance to efficiency but 
ultimately a means to reinforce it. To be clear, this is not to say inter-
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nation equity cannot have independent normative content, but rather that 
theories of inter-nation equity built on source and residence depend en-
tirely on definitions of source and residence that themselves could im-
plicitly favor one outcome over another. 

B.  Vertical Equity and International Tax  

To begin to create a new definition of equity for international tax, at a 
minimum that theory must begin with the premise that the fact that a par-
ticular item of tax base is allocated to a particular country under source 
and residence rules is irrelevant to whether that country should be entitled 
to tax that item of income. Rather, source and residence rules would be 
treated only as instrumental legal rules used to implement and divide in-

ternational tax base among countries and not as an exogenous neutral 
baseline. Assuming this to be true, some other metric would be needed to 
guide the equitable division of tax base. 

To determine what this underlying metric should be in the international 
context, it helps to look to the more familiar and well-established concept 
of vertical equity. As discussed above, vertical equity provides that the 
tax law should make appropriate distinctions among taxpayers who are 
not similarly situated. For the most part, vertical equity analysis in an 
income tax uses income to distinguish among taxpayers. While this is a 
simplifying assumption, it provides the clearest and most tractable way 
to implement vertical equity analysis. From this perspective, as taxpayers 
move up the income scale, they are considered better able to pay taxes 
and thus should pay higher rates of tax. In the domestic context this re-
sults in an income tax with progressive rate tables such as those used in 
the United States.70 

In the international context, however, implementing vertical equity 
proves more complex. First, the relevant tax unit needs to be defined. 
While the unit can be the individual, as in the domestic context, in the 
international context the relevant unit could also be the country. Second, 
the choice of unit impacts the measure of income. In the United States, 
individuals must convert income earned in various different currencies 
into a single functional currency, typically the U.S. dollar, for tax pur-
poses.71 For example, a taxpayer using dollars as their functional cur-
rency but who is paid in a currency such as euros must convert those euros 
into dollar equivalents to report the income, which means the identical 
salary in euros could be reported as different amounts of income due 
solely to the happenstance of the euro/dollar exchange rate fluctuation 
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over time.72 As a starting point, the simplest way to extend a vertical eq-
uity analysis into the international context would be to start with the few-
est changes, i.e., treat individuals worldwide as the taxable unit and to 
use U.S. dollars as the functional currency under some simplified (even 
fixed) exchange rate. 

Regardless which unit is chosen, the largest hurdle of expanding ver-
tical equity internationally is the lack of data. For example, worldwide 
individual income data is not collected. There is no world tax authority 
to do so, and there still is no fully developed mechanism for countries to 
share tax data automatically.73 While this presents a challenge, it need 
not prove insurmountable. Even in the domestic context, using income 
itself is a proxy for utility and ability to pay. Thus, the issue is not whether 
income data is available but rather whether any proxy roughly as good as 
income in the domestic context would be readily available. 

To that end, the World Bank and OECD do publish data on country-
level income statistics including not only gross domestic profit (GDP) but 
also net national income (NNI), as well as GDP per capita and NNI per 
capita. Neither metric perfectly matches individual income as a proxy for 
vertical equity. In particular, per capita metrics are necessarily mean av-
erages and tell us nothing about distribution of income among individu-
als. As a starting point, however, these metrics can provide a comparative 
metric as between individuals resident in different countries. 

As an example, using the most recent World Bank data, the average 
income per capita per year in the United States is $47,249; in France 
$36,748; in Italy $29,817; in Costa Rica $9,040; and in India $1,803.74 
Treating this identically to income for individuals, vertical equity applied 
literally would demand that the average U.S. taxpayer pay a significantly 
higher marginal tax rate than the average Indian taxpayer to reflect the 
significant disparity in income. In effect, the most simplistic version of 
vertical equity applied in the international context could effectively de-
mand net transfers of revenue from U.S. taxpayers to Indian taxpayers. 

Of course, this analysis leaves out many important factors, such as the 
significant disparities in cost of living across the globe; while these issues 
are not unique to international tax, they can prove even more daunting to 

 

72. See, e.g., Rodney W. Burton & E. Brownwell Johnston, Jr., The Tax Impact of Changing to 

the Euro Under U.S. Tax Law, 24 INT’L TAX J. 1 (1998). 

73. See generally About Automatic Exchange, OECD: AUTOMATIC EXCHANGE PORTAL, 

https://www.oecd.org/tax/automatic-exchange/about-automatic-exchange/ 

[https://perma.cc/RT3E-QGKA] (last visited Jan. 9, 2021) (chronicling international efforts to es-

tablish the automatic exchange of income information). 
74. Adjusted Net National Income per Capita, WORLD BANK, 

https://data.worldbank.org/indicator/NY.ADJ.NNTY.PC.CD [https://perma.cc/QVE4-SEB8] (last 

visited Jan. 11, 2021). 
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overcome when applying vertical equity in the international context.75 
For example, as of 2018, the cost of living in Hawaii, the highest cost of 
living U.S. state, was roughly 30% higher than Mississippi, the lowest 
cost of living U.S. state, which means the median household would need 
to earn $15,000 more in Hawaii to afford the same cost of living as the 
median household in Mississippi.76 By contrast, while an average U.S. 
taxpayer earns roughly thirty times more income than an average Indian 
taxpayer (in nominal functional currency), that income consumes signif-
icantly more in India than it could in the United States.  

Fortunately, the World Bank has calculated an additional metric that 
attempts to take this disparity into account by converting the unit of meas-
ure from a single functional currency into a hypothetical unit called Pur-
chasing Power Parity (PPP). PPP is calculated by measuring income not 
in nominal currency but in relation to how much it can consume in its 
relevant market.77 Using PPP instead of dollars, the disparity between the 
U.S. taxpayer and the Indian taxpayer drops from thirty times to nine 
times. While this makes the two taxpayers two-thirds less disparate, ver-
tical equity would still require the U.S. taxpayer to pay a significantly 
higher rate than the Indian taxpayer. 

Intuitively, this result makes sense. The United States has the largest 
economy in the world, at least based on total GDP,78 and (excluding cer-
tain small population countries such as Monaco and Macao) has one of 
the ten highest GDP per capita.79 By almost any measure, even taxpayers 
at the poverty level in the United States have higher average income than 
most individuals around the world.80  

 

75. See, e.g., Louis Kaplow, Fiscal Federalism and the Deductibility of State and Local Taxes 

Under the Federal Income Tax, 82 VA. L. REV. 413, 439 (1996). 

76. See Cost of Living, FED. RES. BANK ST. LOUIS: ECON. RES., https://research.stlou-

isfed.org/publications/cost-of-living/calculator [https://perma.cc/DMY8-XYVW] (last visited Jan. 

21, 2021). 

77. GNI, PPP (Constant 2017 International $), WORLD BANK, 

https://data.worldbank.org/indicator/NY.GNP.MKTP.PP.KD [https://perma.cc/3UCT-MHHF] 

(last visited Jan. 11, 2021).  

78. GDP (Current US$), WORLD BANK, 

https://data.worldbank.org/indicator/NY.GDP.MKTP.CD?most_recent_value_desc=true 

[https://perma.cc/8JKA-UWQ7] (last visited Jan. 13, 2021) (sort the “All Countries and 

Economies” chart by “Most Recent Value (Millions)” to see the country with the highest GDP).  

79. GDP Per Capita (Current US$), WORLD BANK, 

https://data.worldbank.org/indicator/NY.GDP.PCAP.CD?most_recent_value_desc=true 

[https://perma.cc/HL9A-E6ZK] (last visited Jan. 13, 2021) (sort the “All Countries and 

Economies” chart by “Most Recent Value (Millions)”). 

80. In the United States, the 2020 federal poverty guideline was set at $12,760 for a single 

individual. Annual Update of the HHS Poverty Guidelines, 85 Fed. Reg. 3,060 (Jan. 17, 2020). Of 

the 204 countries the World Bank collects data on, 134 have average per capita incomes of less 

than the U.S. federal poverty guideline. Adjusted Net National Income Per Capita (Current US$), 
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In terms of an equity analysis, this result may strike many as inappro-
priate or unfair, at least as an intuitive manner. There has never been 
much support in the United States for a policy of significant transfers of 
tax revenue to taxpayers in India or Bangladesh or Haiti. Part of the intu-
ition underlying this resistance is based on the fact that part of the reason 
for disparities in income around the world has to do with differences in 
development, infrastructure, and especially government. For example, it 
would be expected that a country governed by a corrupt government 
which spends little on improving general welfare of its residents would 
have much lower GDP and GDP per capita. Conversely, part of the reason 
for high U.S. incomes could be due to a generally stable and effective 
government, including stable currency, legal systems, and physical infra-

structure. From this perspective, it might seem absurd for vertical equity 
to demand transferring revenue from the United States to such a govern-
ment when the money would be expected to be lost to corruption. Ulti-
mately, the combination of primarily country-level data and the difficulty 
of separating individual equity from country-level effects on national in-
come makes the country more appealing as the tax unit for any vertical 
equity analysis. 

The primary difficulty in using the country as the unit is finding a com-
parable base to measure utility that could be used as a proxy in the same 
manner as income for individuals. Any base tied directly to GDP, NNI, 
GDP per capita, or related concepts ultimately suffers the same issues as 
discussed above for individuals. In addition, and unique to the country 
level, is whether and to what extent country-level metrics should measure 
something different than merely an aggregate of the individuals residing 
in that country. The key question, therefore, is: What ultimately makes a 
country different from an individual? Ultimately, it is the fact that the 
country as sovereign and only the sovereign, has the power to impose 
taxes. From this perspective, using the sovereign as the relevant unit 
means considering not only the total output or income generated within 
that country but also looking to both actual tax revenue, potential tax rev-
enue, and public spending funded by tax revenue. 

International vertical equity takes these differences into account in the 
following ways. First, IVE defines the unit is as the sovereign taxing ju-
risdictions. Second, it doesn’t look solely to measures of income but in-
stead creates a matrix of measurements unique to the sovereign by look-
ing at a jurisdiction’s tax revenue, public spending, and national income. 
It does so by calculating and assigning a novel “IVE Score” which, gen-
erally speaking, is intended to represent a country’s public spending as a 

 

WORLD BANK, https://data.worldbank.org/indicator/NY.ADJ.NNTY.PC.CD 

[https://perma.cc/8WSZ-4PNK] (last visited Jan. 13, 2021). 
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percentage of its total national income. Putting aside issues surrounding 
sovereign debt as an initial matter, the IVE Score reflects the relative 
amount a country had to tax itself to pay its bills. The higher the score, 
the less national income remains available for the private consumption or 
investment. Perhaps more importantly, the higher the IVE Score the less 
tax base is available to be taxed, for example in the face of an emergency 
such as COVID-19. 

Thinking of this in terms of vertical equity for individuals, the IVE 
Score could be thought of as a type of marginal tax rate for countries. 
Under vertical equity for individuals, the higher the marginal rate the less 
is assumed to remain available for personal consumption or investment. 
By applying a theory of declining marginal utility of money, vertical eq-
uity concludes that taxpayers with higher income are harmed less by pay-
ing taxes than taxpayers with lower incomes in terms of overall utility.). 
Similarly, vertical equity in the international context could be thought to 
conclude that wealthier countries are harmed less by adopting new taxes 
so as to raise additional revenue than poorer countries, at least in terms 
of overall utility. Translated into IVE Scores, this would mean countries 
with lower IVE Scores would be relatively better able to afford to impose 
new taxes so as to raise additional revenue than countries with higher IVE 
Scores. At the extreme end of the spectrum, a country with an IVE Score 
of 1 would have fully taxed its own economy—there simply would be 
nothing left to tax if an emergency arose. 

In essence, the IVE Score could be thought of as the inverse of income 
used as a proxy to assess relative declining marginal utility. For individ-

uals, lower incomes are assumed to match higher marginal utility of 
money and higher incomes are assumed to have lower marginal utility of 
money. While reasonable people can debate where to draw the line be-
tween high and low incomes, the connection to marginal utility has re-
mained mostly without question. For countries, in much the same way, 
higher IVE Scores would be assumed to match with higher marginal util-
ity while lower IVE Scores would be assumed to have lower marginal 
utility. In other words, countries with low IVE Scores can more easily 
afford to raise additional tax revenue with less pain than countries with 
high IVE Scores. 

C.  Translating IVE Scores into IVE Policy 

In theory, IVE Scores provide a meaningful metric that can be used as 
an effective proxy for utility at the country level and thus translating tra-
ditional vertical equity into “international” vertical equity. Unlike vertical 
equity, however, where the policy of progressive rates seems a natural 
and comfortable fit, policies that further IVE in the international context 
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can prove more difficult both to conceive and implement. A direct trans-
lation of vertical equity into IVE would require wealthier countries pay-
ing more in taxes than less wealthy countries. Translating this into IVE 
Scores would mean that wealthier countries should have higher IVE 
Scores than poorer countries. Yet, as discussed in more detail below, the 
opposite is true. 

There are macroeconomic concepts which attempt to measure some-
thing similar to the annual income of a country that, while not identical 
to the concept of income for an individual, seem to attempt to capture 
some similar concepts on a macro level. As discussed above, the most 
familiar of these is gross domestic product or GDP. GDP is intended to 
be a measure of the gross output of a national economy from domestic 
sources so as to measure the ultimate total economic value produced in a 
given period. GDP is often used to compare countries in terms of relative 
wealth by looking to their total economic output per year, and GDP per 
capita is often used to compare countries on a relative basis in terms of 
wealth generated per person per year in a given country. 

As discussed above, given the parallels between GDP for a country 
and income for an individual and the fact that GDP is already used as a 
measure of relative wealth and income among countries qua countries, it 
follows that it may be useful as well in a tax analysis. From a tax stand-
point, however, GDP or similar economic concepts are not sufficient in 
and of themselves. The reason is because GDP is not exogenous to tax 
policy; countries affect their GDP both by the taxes they impose and the 
public spending those taxes finance, such as roads, bridges, electricity, 

national defense, and others, as well as through fiscal policy including 
tax law.81 Thus, unlike in domestic vertical equity, international tax re-
quires taking into account this additional factor. 

For example, the Cayman Islands has an extremely high per capita 
GDP, but it is almost entirely due to the fact that it has zero income tax 
and thus is used as a location for many international investment funds 
such as hedge funds.82 Thus, while on paper the Cayman Islands would 
appear to be wealthy in terms of GDP per capita, it more closely resem-
bles a poorer country in terms of tax revenue, public goods, or public 
services. 

 

81. Norman Gemmell et al., The Growth Effects of Tax Rates in the OECD, 47 CANADIAN J. 

ECON. 1217, 1217 (2014). 

82. See, e.g., Michel Brocard & Francois-Serge Lhabitant, A Primer on the Tax Framework of 

Offshore and Onshore Hedge Funds, EDHEC BUS. SCH. 1, 19–24 (2016) (discussing the 

advantages of locating a hedge fund in the Cayman Islands, including its zero taxation regime, that 

has led to over 25% of the world’s hedge funds being located there). 
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Unfortunately, at this level of specificity, it becomes difficult if not 
impossible to discern any useful generally applicable policy rules suffi-
cient to establish a neutral baseline for equitable analysis outside of a 
straight case-by-case basis. To overcome this, a simplifying assumption 
becomes necessary. In this case, the key simplifying assumption will be 
to look to not only GDP of a country but also NNI. As discussed above, 
NNI measures a country’s income generated by productive capacity and 
to exclude highly mobile and manipulable forms of income such as finan-
cial services.83 In essence, NNI provides insight into the productive ca-
pacity of a country’s economy which at least in theory should be less 
influenced in the short run by that country’s own tax policy. To this end, 
two IVE Scores would be calculated: one representing the country’s total 

income tax revenue for a given year over its GDP that year and one over 
its NNI for that year. Of course, neither statistic completely excludes the 
effect of tax laws on its own economy, but at least for countries with low 
rankings in both IVE Scores, using GDP and NNI helps alleviate con-
cerns that results reflect more internal domestic politics rather than a 
comparative metric of ability to pay. 

Both GDP and NNI statistics are in place and calculated and published 
annually by the OECD and the World Bank for reasons unrelated to in-
ternational tax policy, not only providing a more neutral baseline than 
source and residence but also alleviating the administrative concern over 
which country should calculate the scores and why other countries should 
trust those scores. 

Once both IVE Scores are calculated, a picture of relative ability to pay 

(meaning at the country level, capacity to raise additional tax revenue) 
quickly emerges, at least among countries at the extreme ends of the spec-
trum. For example, much attention is paid to the U.S. budget deficit and 
the total U.S. public debt, in the popular press at least, if for no other 
reason than its size.84 Many recent proposals to address the deficit have 
come in the form of increasing taxes on multinational corporations or 
other international taxpayers.85 This makes sense if the normative frame-
work of the international tax regime was built on inter-nation equity, 

 

83. See Net National Income, OECD, https://data.oecd.org/natincome/net-national-income.htm 

[https://perma.cc/44MZ-TU9U] (last visited Jan. 7, 2021) (“Net national income (NNI) is defined 

as gross national income minus the depreciation of fixed capital assets (dwellings, buildings, 

machinery, transport equipment and physical infrastructure) through wear and tear and 

obsolescence.”).  

84. See, e.g., Trump’s Most Enduring Legacy Could Be the Historic Rise in the National Debt, 

WASH. POST (Jan. 14, 2021), https://www.washingtonpost.com/business/2021/01/14/trump-leg-

acy-national-debt-increasee/ [https://perma.cc/6KQD-PFB4]. 

85. See, e.g., David L. Carden, To Pay for the Pandemic, Dry Out the Tax Havens, FOREIGN 

POL’Y (July 16, 2020, 12:19 PM), https://foreignpolicy.com/2020/07/16/tax-havens-apple-costs-

 



498 Loyola University Chicago Law Journal [Vol.  52 

where all of the income of a corporation resident in the United States is 
properly considered national gain of the United States. But consider the 
question under an IVE analysis: while the U.S. budget deficit is the larg-
est in the world, its tax revenue as a share of its GDP is a tiny fraction 
compared to most midsize and small developing countries. What this tells 
us is that the United States has greater capacity to increase revenue solely 
by taxing its domestic income base, if necessary. In fact, this implicitly is 
the reason the United States remains able to borrow effectively at the risk-
free rate notwithstanding the size of its national debt. By contrast, coun-
tries such as the Netherlands or Luxembourg, which are typically not 
thought of as poor or developing in terms of GDP per capita or standard 
of living, have an IVE Score significantly higher than the United States, 

at times almost double,86 meaning there is significantly less capacity ei-
ther to tax or borrow. 

This disparity in fiscal capacity can been seen in recent events sur-
rounding COVID-19.87 By all accounts, the virus caused a global pan-
demic requiring worldwide response by every country in terms of testing, 
medical care, and research. The virus impacted every country in the world 
without regard to national borders. Yet preliminary reports seem to indi-
cate that poorer countries are suffering disproportionately from the pan-
demic.88 Putting aside different health care networks in different coun-
tries, the reason seems to be attributable to fiscal capacity. For example, 
while the U.S. economy staggeringly dropped over four percent in the 
first quarter of 2020,89 Congress was able to easily pass billions of dollars 
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in stimulus and unemployment benefits90 and the Centers for Disease 
Control and Prevention (CDC) and National Institutes of Health (NIH) 
aggressively funded research into a vaccine.91 Even in the face of massive 
economic losses, the United States proved to have more than enough fis-
cal capacity to respond. 

Yet few other countries have that luxury. Countries such as Peru and 
Guatemala were significantly less able to respond effectively because of 
the massive drop in their individual GDP and in worldwide demand for 
goods and services.92 These fiscal constraints make responses like con-
tinued quarantine, universal testing, and the use of masks and hand sani-
tizer difficult if not impossible, leading to a vicious cycle.93 Even worse, 
they lead to even greater reliance on the shadow or underground econ-
omy, which not only is unlikely to pay taxes, but also is unlikely to follow 
health regulations, which can lead to even greater spread of the virus. 

If instead, however, the United States were to aggressively attempt to 
tax some of the income from another country with a higher IVE Score, it 
would put increasing pressure on that country to meet its own minimum 
government expenses or even threaten that country’s fiscal sovereignty 
altogether. Thus, under an IVE standpoint, the comparison for raising the 
extra dollar of revenue is between the United States utilizing its own tax-
ing capacity and the United States using the tax capacity of this other 
country. Since the United States can afford to pay significantly more of 
its national income in taxes than most other countries, vertical equity 
analysis would suggest that the United States should tax itself and not the 
other country. Taken to an extreme, IVE analysis could suggest transfer-

ring tax revenue from the United States to those countries with the highest 
IVE Scores. 

 

90. See generally Coronavirus Aid, Relief, and Economic Security (CARES) Act, Pub. L. 

116–136, 134 Stat. 281 (Mar. 27, 2020) (to be codified at 15 U.S.C. ch. 116). 

91. See Fact Sheet: Explaining Operation Warp Speed, U.S. DEPT. OF HEALTH & HUMAN 

SERV., https://www.hhs.gov/about/news/2020/06/16/fact-sheet-explaining-operation-warp-

speed.html [https://perma.cc/TE4V-MPMQ] (last visited Jan. 13, 2021) (“Operation Warp Speed 
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92. See generally Policy Responses to COVID-19, INT’L MONETARY FUND, 

https://www.imf.org/en/Topics/imf-and-covid19/Policy-Responses-to-COVID-19 

[https://perma.cc/ES97-R2NQ] (last visited Jan. 9, 2021). 
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IVE does not necessarily mandate such extreme measures as revenue 
transfers in designing an overall income tax regime, just as vertical equity 
does not end up resulting in 100% tax rates for the wealthiest taxpayers 
and 0% for everyone else, but a robust conception of vertical equity in 
the domestic context does typically result in progressive tax rates. There 
is little reason to think the same would not apply in the international con-
text. IVE could prove especially compelling when determining how best 
to finance so-called “global public goods” (such as global climate change 
or pandemic vaccination) in which all countries benefit.94 With IVE 
Scores providing a metric to do so, it could well prove increasingly diffi-
cult to oppose doing so in the future. 

CONCLUSION 

Efficiency considerations have dominated international tax policy 
throughout its history. As a result, it should not be surprising that the in-
ternational tax regime for the most part has focused on issues of protect-
ing the tax base and accompanying revenue of wealthier countries in the 
name of defending national gain. This has been true whether the issue has 
been so-called income-stripping or tax havens or tax arbitrage or reverse 
hybrids or dual residence companies or inversions or Double Irish or 
whatever. At some point, if a policy regime consistently and exclusively 
reaches the same conclusion no matter what the specific legal issue at 
hand, one must question the premise of that regime. For equity to begin 
to influence real policy choices in the international tax regime, as it has 
in the domestic context, a new and more robust conception of equity and 

its role in tax policy is needed. This Essay does just that, introducing In-
ternational Vertical Equity as that method. 

  

 

94. See P.B. Anand, Financing the Provision of Global Public Goods, 27 WORLD ECON. 215, 

216–17 (2004). 
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APPENDIX95 

 

 

 

95. All data from National Accounts Statistics, OECD, 

https://stats.oecd.org/Index.aspx?DataSetCode=NAAG [https://perma.cc/98DU-KN6Y] (last 

visited Jan. 13, 2021). For 2017 or most recent other year available. All numbers in thousands. 

Country GDP NNI Revenue IVE 

(G) 
IVE 

(N) 

United 

States 

20,494,100 16,756,058 1,944,008 9.48 11.60 

Japan 5,414,680 4,326,767 297,387 5.49 6.87 

Netherlands 970,604 782,280 96,780 9.97 12.37 

Austria 491,095 387,627 47,983 9.77 12.38 

Luxem-

bourg 

67,520 37,401 8,069 11.95 21.57 

Iceland 20,263 14,157 2,521 12.44 17.81 


