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Introduction

According to the Organization for Economic Cooperation and Development (OECD)?,
internationa tax competition is lowering tax raes and making government expenditure
more efficent worldwide. However, the OECD dso reported that some countries have

introduced harmful tax practices that encourage noncompliance with the tax laws of other

countries. The OECD defines two types of harmful tax practices. preference regimes and
tax havens. This paper focuses on the OECD work on tax havens. It introduces the OECD
aguments and its criteria for the identification of tax havens and provides an evauation
of whether arguments, criteria are consgtent. It argues if lack of transparency more than
low tax rates is what makes the issue criticd to OECD countries. It evauates three policy
dternatives thaa OECD member countries could adopt to avoid tax havens unwillingness
to exchange information: unilaterd defendve messures, bilaerd and  multilaterd

goproaches. In conduson, it recommends a multilaerd solution to a sustainable long-run

cooperation.

1. The OECD Work on Tax Havens

1.1 Overview

Globdization is reducing trade bariers and increesng capitd flows among countries
The avalability of grest amounts of mobile capitd represents a didinguished opportunity

for many countries to attract investors. The OECD assarts countries make adjusments in

! “The OECD 1998 Report on Harmful Tax Practices’. Available at
www.oecd.org/dataoecd/60/28/2664438.pdf. site visited on April 08, 2004.



ther tax sysems for this purpose®. Whenever these adjustments were supposed to foster
competition and economic efficdency, the OECD offers no oppodtion. However, when
countries adopt aggressve tax policies tha can cetanly disupt other countries they
should be seen as harmful. The OECD 1998 Report on Harmful Tax Practices described
this Stuation asfollows

“...globdization has, however, dso the negative effects of opening up new ways by which
companies and individuas can minimize and avoid taxes and in which countries can exploit these
new opportunities by developing tax policies amed primarily a diverting financid and other
geographically mobile capital.”

In the same report, the OECD set the principles and the drategy designed to guide a
project to diminage harmful tax practices worldwide. The initid report edablished the
criteria for identification of tax havens, the agenda for future work and severd
recommendations to OECD members regarding defensve measures, didogue policy,
treaties and other issues. The project has been followed up by three other OECD progress
reports in the years 2000, 2001 and 2004. In the year 2000, the OECD issued the fird ligt
of jurisdictions tha were conddered to be tax havens. This lis has been updaed ever
gnce In addition, the OECD hes invited dl those jurisdictions to commit on the
edimination of thar hamful tax practices Today, 33 jurisdictions have <Sgned
commitments to cooperate while there are dill five uncooperaive jurisdictions. Table 1

(below) reproduces the current list of cooperative and non-cooperative jurisdictions.

Table 1A: The Five Non-cooperative durisdictions.

Andorra Liberia Principality of Principality of Marshall Islands
Liechtenstein Monaco

2 In“ Are Corporate Taxes, or Countries, Converging? Slemrod arguesif tax rates convergence is amatter
of international tax competition or aresult of domestic pressures.
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Table 1B: The 33 Jurigdictions Committed to Improving Trangparency and Edablishing
Effective Exchange of Information in Tax Maiters®

Anguilla Antigua and Aruba Bahamas Bahrain Belize
Barbuda

Bermuda British Virgin Cayman Cook Islands | Cyprus Dominica
Islands Islands

Gibraltar Grenada Guernsey Isle of Man Jersey Malta

Mauritus Montserrat Nauru Netherlands Niue Panama

Antilles

Samoa St. St. Lucia San Marino Seychelles St. Vincent
Christopher & and the
Nevis Grenadines

Turks & US Virgin Vanatu

Caicos Islands | Islands

1.2. The OECD Arguments against Tax Havens

The OECD heas put forth the following main arguments concerning tax haven’ practices:

a)
b)

)
d)

They can erode nationa tax bases of other countries;
They may alter the structure of taxation by shifting part of the tax burden from mobile to

relatively immobile factors and from income to consumption;
The can discourage compliance by taxpayers and increase the administrative costs of

enforcement; and
They may hamper the application of progressive tax rates and the achievement of
redidributive goas.

The OECD condders that these pressures on tax sysems goply to both business income

in the corporate sector and to persond investment income. The logic underlying OECD’s

aguments may be summaized as follows when a juridiction goplies no or only nomind

taxes on income (busness or persond), resdents of a non-haven country may divert their

% Source: http://www.oecd.org/document/39/0,2340.en 2649 33745 30572135 1 1 1 37427,00.html.

“The OECD has determined that three other jurisdictions- Barbados, Maldives, and Tonga - identified in
the 2000 Progress Report as tax havens should not be included in the List of Uncooperative Tax Havens.
Barbados will not be included in the list because it has longstanding information exchange arrangements
with other countries, which are found by its treaty partners to operate in an effective manner. Barbadosis
aso willing to enter into tax information exchange arrangements with those OECD Member countries with
which it currently does not have such arrangements. Barbados has in place established procedures with
respect to transparency. Moreover, recent |legislative changes made by Barbados have enhanced the
transparency of its tax and regulatory rules. The OECD has determined after careful review of the current
laws and practices of Tonga and the Maldives that these jurisdictions do not meet the tax haven criteria.”




invesments and be free riders of the public goods availeble in their home countries* As a
result, non-havens base for taxaion dgwinks and, in order to kegp up revenues,
governments fed tempted to shift the tax burden from mobile to immobile factors such as
labor, consumption and property. Consequently, progressivity and redigribution are both

undermined.

The OECD ds agues tha tax havens can didort finencd and, indirectly, red
invesment flows and induce didortions in the paten of trade and globd wefare
Presumably, the rationd here is tha tax havens may lack substance to drive up
invesment to higher output levds and net exports than a non-haven country with a
numerous labor force and a drong busness sector. They harbor grest amounts of
financid cgpitd but it is arguable whether red cepitd flows accordingly, since they are
usudly smdl idands with limited resources Truly, most people suspect that financid
cgpitd inflows in tax havens hide illegd transactions such as, for example, money-
laundering and even terrorism.® The recent news about the Parmalat financid scanda® in
its Cayman Idand subddiay gives some support to this idea However, solid empiricad

evidenceis hard to find since secrecy is one of the key Strategies used by tax havens.

“ Tax havens residents are also seen as free riders of the public goods of neighbor countries since these are
key factors to generate income.

> See Cohen, Adam. “Banking on Secrecy”. Time. New Y ork. Oct 22, 2001. pp 73-75.

® Cayman Net News in “ Cayman Islands probe into Parmalat one of many around the world”, February 10,
2004, available at www.caymannetnews.com/2004/02/589/probe.shtml .




1.3 The OECD Criteria to Identify Tax Havens

The OECD has defined four factors for the identification of tax havens’: No or only
nomind taxes, lack of effective exchange of information, lack of trangparency and no
substantid activities.

a) No o only nomind taxes — it means tha there is no or nomind tax on the reevant

income, usudly capitd. This is the fird necessary condition to identify a tax haven but it
is not sufficient because a country may be competing farly or adopting a preferentiad
regime.

b) Lack of effective exchange of information - tax havens typicaly have in place laws or

adminigretive practices under which busnesses and individuds can benefit from drict
secrecy rules and other protections agangt scrutiny by tax authorities thereby preventing
the effective exchange of informaion on taxpayers benefiing from the low tax
juridiction.

c) Lack of transparency - eg. the detals of the regime and/or its application are not

aoparent, or there is inadequate regulatory supervison or finencid disclosure Lack of
trangparency may be dtractive for those who want to hide the origins of thelr income or
keep them undeclared in their source countries; and

d) No subgantid activities - the juridiction facilitates the edtablishment of foreign

owned entities without the need for a locd subdtantive presence. This is what makes
doubtful how smdl idands can hogt billions of dollars in foreign direct invesment if they

gpparently do not have the necessary resources to yield production

" Extracted from “The OECD 1998 Report on Harmful Tax Practices’ .



To be induded in the OECD lig of tax havens a jurisdiction mugt present dl these
factors. Y, as a principle, the OECD dates thet if a country offers itself as a place, or is
percaived to be a place, to be used by nonresdents to ecape tax in ther country of

residence, it should be atax haven.

1.4 Applying the Criteria

When gpplying these criteria, the OECD Forum based its conclusons on a factud review
of jurisdictions that appeared to have the potentid for stisfying them® This is what the
Forum reported:

“...Sarting from published sources, the Forum identified an initid grouping of 47 such
jurisdictions. These jurisdictions were asked to submit information pertinent to the application of
the tax haven criteria in the context of their facts and circumstances. The Forum examined,
discussed, and reviewed this information, using a series of bilateral contacts (under the auspices
of small Study Groups comprised of Forum members) and through multilatera consultations with
the Forum itself. The Study Groups prepared factual jurisdiction reports with input from, and in
many cases agreement by, the jurisdictions as to the factual accuracy of the reports. In these
contacts and consultations, the full participation of each jurisdiction was invited and encouraged.”

Recently, the OECD has abandoned the “no substantid activities’ factor. It has pointed
out that it is very difficult to define whether a country lacks substantia activities® Thus,
only the “no or only nomind taxes’ and the information factors remained as important to

identify tax havens

8 The OECD 2000 Progress Report on Harmful Tax Practices. Available electronically at website

www.oecd.org. consulted in April 08, 2004
The OECD 2001 Progress Report on Harmful Tax Practices. Available electronicaly at website

www.oecd.org. consulted in April 08, 2004.



2. Analysis of the OECD Framework

Based on the OECD work on tax havens, this section investigates whether tax havens are
(or not) a reevant issue, why one can see them as hamful and, if s0, how much harm
they can impose on OECD countries. Findly, it evduaes the OECD drategy concerning

tax havensto concludeit is on the way to achieveits god.

2.1 Comments on OECD arguments and Criteria

Contragting the OECD criteria and its arguments, one can argue whether they are directly
related. While the former are based on the nature of tax havens practices the latter
focuses on the consequences on other countries, which are hard to measure. It is
remakable, though, that the OECD has induded lack of effective exchange of
information and lack of trangparency in its criteria and has asked tax havens to commit on
the dimination of both. Interestingly, there is no requirement to commit on the ban of
low tax raes. Does this suggest that the OECD sees more ham on the ability of tax
havens to hide information than in any other practice? This discusson continues dong

the next sections.

2.2 Are Tax Havens a Relevant |ssue?

The lack of empirica evidence specificaly denoted to tax havens makes it difficult to
answer to this question. Yet, most of the maerid avalable for anadyss was found in the
reseerch dedicated to tax competition. This quedtion is key to undergand if the OECD

has rased the issue appropriately since there is some critidism manly from the dameants



of assets protection. In order to find the answer, fird it is argued what is harmful on tax

havens practices and, second, if any harm exigts, it is asked what the length of it is.

2.2.1 Are Tax Havens Harmful or just Fair Competitors?

For some people, tax havens help keep tax rates down and, therefore, are legitimate tax
competitors. They are seen as legd offshore indruments to provide assets protection from
governments  abuses or even confiscation. According to Cohen® this was the argument
that officds from the banking-indugry-friendly Center for Freedom and Prosperity mede
to convince the early Bush adminidration to stay out of the OECD’s campagn aganst
tax havens. The events of September 11", however, brought the anti-money laundering

issue back to life.

It is very hard to draw the line between far and unfair competition. Looking back a the
OECD’s arguments againg tax havens, mogt of them ae addressed extensvely in the
literature regarding tax competition, which the OECD admits can be dso far. Moreover,
if a country has had its tax base eroded, how is it possble to know if this is a result of far
internationdl  tax competition, domestic pressures or tax havens practices? Semrod
(2000) assures that no empiricd evidence on it was found. Also, if we condder that tax
havens are sovereign jurisdictions, why cannot they fix ther own tax regimes? Even the
OECD recognizes that every country has the right to set its own tax policy. If tax havens
aoply no tax on foreign invetment and this makes non-havens worse off, there is gill no
reason to assat this is unfar because it can adso benefit investors and reduce the

inefficiencies asociated to taxes that, in most cases, occur.

10 See Cohen, Adam. “Banking on Secrecy”. Time. New Y ork. Oct 22, 2001. pp 73-75.
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Fallowing this reasoning, the Switzerland government has stated the following about the

OECD 1998 Report

“The Report recognizes that each State has sovereignty over its tax system and that levels of
taxation can differ from one State to another. However, that same Report presentsthe fact that tax
rates are lower in one country than in another as a criterion to identifying harmful preferentia tax
regimes. This results in unacceptable protection of countries with high levels of taxation, which
is, moreover, contrary to the economic philosophy of the OECD.”

However, there is one issue that desarves dtention. Tax havens deny information that is
important to other countries to unvel ciminds. Anonymity is an essentid condition on
their practicess The Cayman Idads rules, for example explictly date tha any
requirement for information about tax eveson from another country shdl be denied. This
is an ided gtudion for terorigts and drug criminds to park money out of dght. Even if
without concrete proofs on it, lack of trangparency is potentidly bad for the mgority of
the world population. In other words, if for the ske of a few ones who keep assets in tax
havens a big pat of the world populaion has to pay the price for terrorism, money
laundering and crime, then juridictions that hide information that could be used to track
the origins of dirty money shdl be seen as harmful. In this sense, the campaign agang
tax havens should be extended to involve dl lack of trangoarency in the world banking

sysem.

In sum, if the OECD arguments are controversd and provide no shdter to fight aganst
low-tax rates regimes, countries should have a leas one drong reason to deter tax
havens lack of trangparency: because they can hide information that could be useful to

prevent crime and by doing it they impose a cost on the rest of the world.
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2.2.2 How Much Harm Can Tax Havens Impose on OECD Countries?

Accepting the idea that tax havens are potentiadly harmful the quedtion is how to evduae
the extenson of this harm? The OECD reports say tax havens can have a large impact on
the tax bases of other countries but those reports never show this in numbers. The
literature is ds0 vague in respect to tax havens. Thus if tax havens are harmful it is

necessary to investigate if their effectsin foreign tax sysems are large or smdll.

According to OECD arguments, tax havens are harmful because they can erode other
countries tax bases and move the tax burden to immobile factors such as labor and
property. If tax havens harmful practices were supposed to degrade other countries tax
systems, this is not happening on a globd scde Genschd ™ based on OECD data,
concluded that tax revenues, on average and in many countries, are not declining but ill
increesng. He adso concdluded that the capitd income tax base has not been eroded and
the effective tax rates on corporae income have increased dightly since 1970. A recent
sudy by the OECD shows tha taxes on labor are fdling in most of the OECD countries,
though in some countries such as Turkey and lcdand, tax wedges have increased over the

last seven years.

Genschd shows that there is nether sharp fdl in effective tax rates nor totd revenues in
the period of 1970-1999. This meens that & leest in OECD countries as a whole, tax
havens practices impact on the totd tax base if any, could not undermine the ability of

governments to collect taxes What is ill unknown, and need more research, is if this

1 Genschel, P. “Globalization, Tax Competition, and the Fiscal Viability of the Welfare State”. Max
Planck Institute. May, 2001.



pattern happened because OECD countries domestic tax policies were effective or if tax
havens effects were inggnificant. It is dso unknown if tax havens could affect the tax
sysgems of only paticua OECD member countries and ther effects in non-members

states.

Also, there is no empiricd evidence of a race to the bottom in effective capitd tax rates
Hays (2003) evduaes the hypothess of capitd taxes rates converging to the middle but
he dso daes tha some countries might be able to compete for mobile capitd despite
high rates of taxaion. Garet(1998) concludes that international cepitd flows ae
unrelated to totad revenues or persond income, consumption or corporae taxes as shares
of GDP in developed capitdit democracies. Garet explans tha public infrasructure
and other public goods are dtractive to internationd capitd. Slemrod (2001) found a
strong tendency for both statutory and corporate rates to regress toward the mean. Yet, he
was unable to find direct evidence that internationd competitive pressures exert a large

influence on them.

Grubert and Mutti (2000) have different opinions. They sy tax sysems exet a highly
ggnificant effect on the choice of US corporations for locaions. They argue that FDI is
an ingpproprigte measure of red invesment because they may samply represent financing
or repatriation behavior. Indead, they suggest the use of the stock of capitd and cost of
copitd as key varidbles in ther modd. About tax havens they suggest that tax havens

investors likely usered capita in branches somewhere dse.
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Hence, the literature does not darify the question of how much harm tax havens impose
on the tax bases of other countries. Neverthdess, it is possble to check an indicator of
therr prominence. For example, the OECD has argued tha FDI in low-tax jurisdictionsin
the Caribbean and the Pecific more then five-fold from 1985 to 1994. Y¢, it is dso true
that globdization has made FDI flows increase in other parts of the world. In order to
give an idea of how much investment was driven to in tax havens and compare this to the
levels of investment in the rest of the world, the table bdow condensed rdevant FDI data
collected from the United Nations Conference on Trade and Development (UNCTAD)

website™.

Table 2: FDI inflows in millions of dollars.

YEAR Ava. (A) Ava. (B) % (B-A)/A
85-89 90-94

COUNTRY/GROUP

World 128,048 203,172 59%
Developed countries 105,064 134,636 28%
Tax Havens * 1,232 2,898 135%
China 2,487 16,062 546%
United States 48,759 37,240 -24%

* These are Panama, Gibraltar, Malta, Netherlands Antilles, Cayman Islands, British Virgin Islands, Bermuda, Belize,
Bahamas, Aruba, Antigua and Barbuda.

Source: UNCTAD World Investment Report 2000

The numbers show thet the rate of FDI inflows to tax havens incressed more than the
world and the developed countries average, but less then the rate in China In reative
terms, FDI inflows to tax havens are only 2.1% of the levd in developed countries and
only 14% of the world. These numbers suggest that Garret and Hayes conclusons that

there may be other factors that influence decisons on capitd invesment is true since

12 pvailable at http:
22,2004.

. Sitevisited on April
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China and developed countries were gble to attract large amounts of capitd aspite their
tax regimes. However, the increase in the FDI to tax havens aso suggests that Grubert
and Mutti may be true. Given the smdl percent of the world invesment in tax havens and
the increese in the leveds of FDI inflows to deveoped countries, it is arguable if tax

havens can exert alarge influence on tax systems of OECD members.

Another important aspect of this question appears if we look a to what extent are tax
havens connected with money laundering, crime and terror. This time, there could be a
large cost to the resx of the world, given the losses in terrorig atacks and crimind
activities. There are cods in tems of loss of lives as for example, the Victim
Compensation Fund that was crested to compensae the families of people who were
killed in the September 11" tragedy is about to cost between $3 to $5 billion dollars to
American taxpayers. There are codts to busness as, for instance, in the Parmaat scandd,
a loss of more than 10 hillion dollars is supposed to be impinged on credtors™® However,
none of these cods are reated to the OECD arguments againg harmful tax practices.

Stll, these are potentidly huge cogts though further research is needed to estimate them.

In concluson, it is arguable if tax havens degrade or could degrade the tax systems of
OECD countries. Yet, it is quite dear that hidden information on tax havens is potentidly
used for crimind activities and this is where the big cogt is If the OECD based its
decison to campagn agang tax havens on the idea of potentid harm of lack of

trangparency and prevention of unfortunate consequences, then it makes sense to have the

13 Cayman Net Newsin “Cayman Islands probe into Parmal at one of many around the world”, February

10, 2004, available at www.caymannetnews.com/2004/02/589/probe.shtml .
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issue induded in its agenda with high priority. Remember that the IRS has edimated a 70
billion loss in taxes due to undedared income hidden in tax havens, that the Cayman
idands, with population of 35000, holds more than $800 hillion in deposts tha
according to the US State Depatment tax havens harbor more than $ 5 trillion and ther
connections to illegd activities is a lesst probable’* that terrorism is thresten people
now more than ever. Clealy, OECD decison-makers could not look gpatheticdly a
these facts. Thus, even if research is inconclusve about tax havens harmful practices, the

srategy adopted by the OECD that focuses on dialogue and trangparency makes sense.

2.3 Hasthe OECD Strategy Been Effective?

The OECD has liged 38 jurisdictions as tax havens (see Appendix A). As mentioned, 33
jurigdictions have made public commitments to diminae their harmful tax practices by
31 December 2005 and there are only five non-cooperative jurisdictions. By now, with
87% adherence, this process is on the way to achieve its god, and probably the
committed countries would not change behavior if the OECD has not pressured them to
do it. Interestingly, the OECD is nether bargaining not threstening, which is remarkable.
In other words, 33 juridictions agreed to change the behavior that was according to their
domedtic priorities in face of an externd dimulus. However, 13% of jurisdictions reman

non-cooperative and the OECD has not sgnaled with any sanctions yet.

The OECD drategy deserves doser atention. By smply induding a juridiction on lig of

non-cooperdive tax haven, the OECD may have imposed a high cost for busness in mogt

14 These data come from Owens, J. “The OECD work on Tax Havens”. The Friedrich Ebert Foundation
Conference on “Money Laundering and Tax Havens - The Hidden Billions for Development”. July 8 - 9,
2002.
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juridictions, probably due to the risk of retdiation by any OECD member. Ancther issue
is that the excluson of the fourth factor (substantid activities) from the criteria for
identification of tax havens was not as criticd. Our andyss of the potentid harm from
tax havens suggests that the key issue is information, thet is, it is important to the OECD
members to have access to information hidden in tax havens whenever necessaxy to
counteract illicit practices In fact, the focus of the OECD work now is to devdop an
indrument that will provide a legd framework for effective exchange of informaion and
a the same time presarve the confidentidity of taxpayers, preventing the use of
information for unauthorized purposes. On the other hand, there is no mention in any of

the OECD reports of proposas to make tax havens adopt different tax rates.

If dl countries commit and behave accordingly, the issue might be solved. However,
some points should be consdered:
Whether the criteria and the subsequent ligt redly induded dl tax havens in the world
IS a good question. Indeed, not every country agrees with the OECD lis and criteria
Brazil, though not an OECD member, adoptsits own lig of 54 jurisdictions,
Only after December 2005 it will be possble to reevduae tax havens compliance
For now, the issueisfollowing its course;
The OECD is negotiating with the five uncommitted jurisdictions and there is dill
room to do it till December 2005. Ye, if these jurisdictions keep ther dtatus without

any sanctions, the credibility of the whole project can be undermined.
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Thus, even if the OECD arguments againg tax havens seem not convincing and even if
the criteria are subject to some criticism, the dtrategy has peformed well because most
juisdictions have committed and the path for more trangparency and cooperation in the
international  capitdl market is being paved. Yet, we should wat till 2006 to dHat
watching the results. The key point is whether the OECD will have the autonomy to

impose sanctions whenever it is necessary.

3. Palicy Alternatives

In respect to tax havens, we can think about three policy dternatives that OECD
members can adopt. Imagine the following scenario: after December 2005, dl tax havens
are committed to exchange information with OECD countries but some of them may fed
a great incentive to cheat. If a tax haven does not comply, what are the aternatives for
OECD member countries? Fird, each country can act unilaterdly with defensve
measures. Second, they can try a bilaterd agreement with the rebd tax haven. Third, they
can dlow the OECD to spesk for them with only one voice In order to compare these
dternatives it is usful to assume that tax havens ae initidly better off with non-
trangparency and the rule for cooperation is as suggested by Rodrik:

“Hence, for cooperation to be sugtaindble, the short-term benefits of defection must be
amdl, the discount rate low, and the future benefits from cooperation high”

3.1 — Unilateral Defensive Measures

A bunch of defensve measures can be used to counteract harmful tax practices and the
OECD has recommended their use under certain circumgtances. The most relevant are

Controlled Foreign Corporations (CFC) rules. The use of CFC means that a country

18



assumes that corporation income is in the hands of its resdent shareholders who are taxed

accordingly to this country’srules.

If a tax haven is nontrangparent and if an OECD member makes use of CFC to avoid
lossin tax revenues, the following should be consdered:
Asauming this messure is effective, it might have some influence on the evader’s
behavior but, unless under very paticular conditions (for example, the country is the
mgor and mogt sgnificant supplier of invetors to the tax haven), it will neither make
short-term  benefits of defection smal (or costs high) nor the future benefits from
cooperation high. The tax haven is dill better off with defection because one country
aone cannot change the tax haven'sleve of foreign investment;
Because the issue is lack of trangparency, it is very hard for the source country to
figure out what the effective income redly is. The tax base canot be determined
precisely without the tax haven's cooperation. Of course, the country can use
presumptive higher tax rates but this may lead to a high efficency cogt to its
economy;
By taxing its reddents, the non-haven country may be in competitive disadvantage if
other countries do not do the same;
This measure can both rase compliance and adminidrative costs, making the tax

sysem more complex.

The obvious advantage of this policy is thet it is esder to adopt snce it is unilaerd and

does not require other OECD membersto agree onit.
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For smilar reasons, other defensve messures™ induded in the OECD 1998 report woud
fal. In order to impose a high short-terem cost on tax havens o that it would be indined
to cooperae, a country would have to further defensve measures to do more harm. Some

examples are athreat on trade sanction, ared trade sanction, and amilitary action.

These measures would follow sequentidly till cooperation is achieved. Of course, the last
one is extreme and would require a lot of conditions that ae rady achieved. As
previoudy evaduated, snce tax havens ham to OECD countries is undesr, it is arguable
whether countries would be willing to adopt radicd measures. Also, depending on the
volume of trade between the tax haven and the harmed country, defensve measures

related to trade sanctions could be more or less effective.

3.2 Bilateral Agreement

Since a tax haven is better off with non-cooperation, a bilaterd agreement would work if
the source country can offer a benefit greater than the incentive tax havens may have to
cheat. For example, if the agreement is between the jurisdiction and its main country ( for
example, the British Virgin Idands and Britain), the cost of noncooperation for a tax
haven may be high. It might be the case tha Britain provides some public goods for its
colonies as, for indance, safety againg a foreign invadon, that a tax haven would not be

willing to dispense

15 These are foreign investment fund rules, restrictionsin foreign income participation, reporting of
international transactions by taxpayers, and transfer pricing rules.
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However, for mos OECD countries, this policy would not work. Not every country can
offer a tax haven bendfits greater than ther incentives to reman non-transparent

regarding their tax records.

3.3 The OECD asthe Negotiator

In this case, countries would give to the OECD the power to negotiate. One disadvantage
is that sovereign states would resign ther paticular interests and obey the conditions of
an agreement. Another disadvantage is tha countries would have to wat until other
OECD members decide on their prior quesions and be subject to the didribution of
power within that organizetion. Powerful countries would have more weigh on decisons.
If, for example, the US or the EU opposes the dauses that tax havens would obey, then
an agreement will likdy fail.

Despite these cons, this policy would extend the experience reported in this paper, which
is on the way to effectiveness. Moreover, where the other dternatives fall, it can succeed.
In deding with tax havens the OECD, more than isolated countries, can impose on them
a high cog for non-compliance if its key members (the US, the EU and Jgpan) act with
only one voice It can discourage tax havens chedting by meking dl members adbpt the
samne defendve messure and thus isolaing the rebd tax haven from the internaiond
community. For example, if dl OECD members impose an extra tax in dl transactions
with a certan tax haven, this might divert key investors to other choices. Consequently,
invesment on the defective tax haven may dhink till the point it disupts its economy,
and the tax haven would face a cost higher than the benefit of compliance would be. The

use of other measures such as CFC and ultimatdy trade sanctions tend to be more
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effective if adopted in a coordinated and massve way. However, till now, the OECD has
not been coercive. To change this, member countries leaders must support a change in

the organization behavior based on certain conditions.

There is dso another reason for a multilateral approach. If the issue is lack of
trangparency and lack of effective exchange of information, then the benefits for OECD
member countries if they join a multilaterd agreement are gregter than if they try to act
by themsdves Frd, there would be only one framework for exchanging information,
reducing the adminigrative costs of dl countries. Second, the other dternatives perform
poorly. Unilaerd measures would not improve transparency, as dready discussed.
Bilaterd agreements would sponsor many frameworks and it would be hard for a member
country to access the information that other member has Thus, in the hypothess of only
one framework, access to information can be esger, less expendve, and member

countries could aso exchange information among themsdlves.

In condugon, the multilatera solution usng the OECD is the one tha will bring the
biggest benefit to member dates. It would, however, cost to them the resignaion to the
decisons adopted in the externd forum. Powerful economies such as the US, the EU and
Japan mugt agree in order to make this policy successful. They must weigh the codts they
face with that lack of trangparency (and consequently its potentid links with crime and
terrorism) againg the cogt of ther resgnaion to OECD decigons (which may incdude the

politica cost of domestic resstance) in order to take adecison.



Conclusion and Recommendations

The OECD has collected the commitment of most of the liged jurisdictions to diminate
tax havens prectices Though it is difficult to didinguish between tax competition and
harmful practices, the OECD drategy to ded with tax havens enabled officids to st up a
lig of jurisdictions that were percaived as tax havens Until now, mog juridictions are
committed to exchange informetion, which is key to prevent crimind practices and
terrorism worldwide. Tax havens are not committed to raise their tax rates but no generd

degradation of OECD countries tax systems could be observed.

In terms of policies, it is recommended that after December 2005, the OECD extents its
power to negotiate an agreement with dl tax havens. While unilaterd defensve measures
seem ineffective in most cases and hilaterd agreements unfeesble in many gtuations, the
multilateral gpproach offers the red posshility of effectiveness in achieving more
trangparency on transactions involving tax havens. It should be noted, however, that the
OECD role could be undermined if key powerful members oppose cooperdion. It is
recommended that more ressarch address the benefits that more trangparency in the
internationd capitd market can bring to the fight agang terroriam and crime. If this is
emphaszed then oppodtion shdl be minimized. With regad to those current non-
cooperdive juridictions, it is recommended that the OECD cary on atempts to obtan
ther commitment till December 2005 and that powerful sates support the adoption of

proposed sanctions after thet.
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