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. 1 NTRODUCTI ON

The nmere existence of tax havens, let alone their satisfactory definition
gives rise to varied reactions anong tax experts. W should, however, confess
that, for our purposes, we do not consider experts those who nerely describe
them and explain, with an obvious vested interest, how the tax regi nes of these
havens work, and how foreign individuals and foreign legal entities can take
advant age of such regines or of other forns of treatnment such as those of a
corporate or banking nature.

In any event, tax havens exist. It is therefore necessary to define their
main features, and rather than criticizing or justifying their presence, we
shoul d 1 ook into the reason for their current existence.® It is also very
inmportant to mnimze, and if possible, elimnate tax havens as tax-evasion
mechani sms on an international |evel or as shelters for hiding gains from
illicit activities.

1. WHAT IS THE DEFI NI TION OF A TAX HAVEN?

Predi ctably, authors have varied opinions on how a tax haven is set up and
what it is.

* Prepared by M. Adol fo Atchabahian, consultant to the Departnent of
Econom c and Social Affairs of the United Nations Secretariat. The views
expressed are those of the author and do not necessarily reflect those of the
United Nati ons.
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Al ai n Vernay? began his interesting book with a harsh | ook at tax havens.
Accepting themas part of reality, he said they were where "timd as well as
bol d capital dreans of escaping to sooner or later. There, secrecy is secure,
taxes are light and freedom absol ute"”. The author uses an anecdotal style, ful
of colourful and readable touches, to tell abundant inside stories taken from
current political and economic realities, which are directly or indirectly
related to the tax havens exanmined in the book. That style, however, does not
seemvery useful in defining the basic features of tax havens. This is evident
in the book where he says "a tax haven is always a fair ground, a free-trade
zone and a currency-exchange office all lunped together; it is populated by a
foreign |l egion of wealthy people and united essentially by custons conventi ons,
and by a common use of financial regulations, a common parity rate and a comon
concept of profit".?3

Ri chard Gordon's statenent,“ however, is somewhat nore substantial. For
hima tax haven is "any country that has a lowtax rate or no taxes at all™
either for all income or a given category of incone, and one that also offers a

certain degree of banking or trade secrecy.

M | ka Casanegra de Jantscher's® brief and substantial analysis is nore
useful for our purposes. The termrefugio tributario (tax shelter) used here is
i nterchangeable with tax haven. |In the author's opinion, it is a place where
foreigners can receive incone or acquire assets w thout having to pay high taxes
on them

The Executive Secretariat of the Inter-Anmerican Centre of Tax
Admi ni stration (Cl AT) also el aborated a definition of a tax haven, saying that
it was not only a place where tax benefits were awarded or where one could take
advant age of |egal provisions to obtain certain tax benefits, but was also a
pl ace that possessed other, non-tax features which made the country or place a
suitable centre for carrying on a diversity of businesses. The Cl AT concl udes
this definition, however, by enphasi zing the subjective aspect, saying that it
referred mainly to persons or entities not resident in these places or
countries.®

Casanegra de Jantscher says that this last circunstance is the distinctive
quality of a tax haven. Cbviously, it is therefore of decisive inportance in
terns of taxation for those countries whose residents, citizens or conpanies are
attracted by the pull of the tax havens.

As a consequence, while there is an elenent of legitinmacy in foreigners
avai l i ng thensel ves of the diverse conparative advantage offered by tax havens,
it is equally legitimate for these countries to be concerned about |osing the
i ncome and wealth of its residents, citizens or conpanies to these havens; their
concern stens fromthe desire to check this tendency, which obviously causes a
| oss of tax revenue and restricts the volune of funds avail abl e for devel opnent
of their national econonies.
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[11. REASONS FOR THE EXI STENCE OF TAX HAVENS

We are inclined to say that perhaps the main cause of the boomin tax
havens in recent tinmes - especially since the Second Wrld War - has been, on
the one hand, the highly unstable, disorderly, if not chaotic, devel opnent in
both the political and the econom ¢ spheres, often acconpanied by frenetic
deval uati on of their currencies by nany countries, particularly devel opi ng
countries, along with the steady growth, on the other hand, of infornal
cl andesti ne, hidden or underground econonies in alnost all countries, wthout
any distinction as to their degree of econon c devel opnent.”’

The first category of reasons, engendered by situations of |ega
i nsecurity, sharp restrictions or even absence of guarantees in the exercise of
the right of ownership, or discretionary measures of confiscation or
appropriation of property, understandably |eads to a search for |ocal es which
of fer adequate levels of security and in which these sources of uncertainty do
not exist. In these circunstances, the factors nentioned take absol ute
priority, and it is only after they have been provided for that, when conditions
are simlar in different tax havens, the decision may be influenced by tax
consi derations, with the aimof reducing the tax burden or of avoiding tax
al t oget her.

As to the second category of reasons, which may originate in either licit

or illicit activities, they may be notivated to sone extent by tax
consi derations. Thus Tanzi notes in respect of the United States of Anmerica
that, in conparison with the relatively small increase in the underground

econony during the period 1970-1978, there is sone indirect evidence indicating
that after 1978 the underground econony grew nore rapidly because of the sharp
increase in marginal income-tax rates.?

In the above-nenti oned observation, which clearly refers to incone tax
rates, there is a reason which is normally regarded in itself as a factor giving
rise to the existence of tax havens, nanely a level of taxation inposed by a
country which its taxpayers consider high and which they therefore find it
justified to reduce by diverting part of their income to countries with | ower
taxati on.

It should be recognized that, as far as individuals are concerned, their
decision to nove into a tax haven may also be influenced in the event that the
latter inposes no tax at all on inheritance.

In sum any one of the reasons nentioned, or all of them together, which
may take an infinite variety of forms, give rise to an inclination to abandon a
certain type of politico-econom c environment and | ook into places whose | ega
systens foster confidence anong individuals, either at the present time or in
the future, or where the tax burden is lighter

In other words, whatever the purpose associated with them- tax, financial
corporate, etc. - tax havens do not necessarily arise spontaneously, but are
nore often the result of causes outside them in reality, however, in the nore
orderly and stable political-economic clinmate which the entire world is
experiencing in the current decade, and al so because of the wi despread trend to

l...
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reduce income-tax rates, either for individuals or for conpanies, we believe
that tax havens are gradually |osing the understandable and |imted degree of
justification they m ght have had because of various reasons explained earlier

V. CHARACTERI STI CS AND SCOPE OF TAX HAVENS

On the basis of what we have explained, it is not really acceptable to
consi der tax havens in terms of a single, general and exhaustive definition that
woul d cover all the places which mght, in sone degree, be regarded as such. In
each case, the actual and effective circunstances of their operation need to be
exam ned.

There are tax havens where the operations carried out "have a bona fide
conmer ci al purpose", as Casanegra de Jantscher explains,® and after clarifying
that such operations are generally not considered inherent in a tax haven,
al t hough they take place in it, the author explains the concept as foll ows:

"Sonme industries located in tax shelters are engaged in the production
of goods for the domestic or foreign market. There are royalties which the
tax shelters pay for patents which are actually used in the country. There
are foreign citizens or compani es which work in tax-shelter countries and
al t hough they benefit fromthe lowtax rates in the country, they do 'real
business within its borders."

Casanegra de Jantscher continues:

"On the other hand, many of the businesses in tax shelters are
fictitious, in that little or no business is carried on in the tax shelter
itself. The merchandi se bought and sold by subsidiaries in the tax
shel ters does not usually pass through the territory of the country but
goes directly fromthe country of origin to the country of destination.
The property of the consortia established in tax shelters is generally
| ocat ed t housands of kilometres away; and neither the concessionaire nor
the beneficiary normally resides in the tax-shelter country."”

It may be said that the hypothesis described in the paragraph we have j ust
cited - generally nmade possible through the operation of subsidiary or holding
conpani es formed ad hoc with their headquarters in the tax havens - is a typica
feature of international economic life. Wile it is true that this nodus
operandi may arise fromother causes - either purely comercial, or involving
busi ness strategy at the global level, or even political - it is equally true
that what tends to predominate in themis the objective of reducing, or
avoi di ng, the paynent of taxes, either in the country of origin of the goods
whi ch are being nmarketed or of the services which are being provided, or in the
country of destination of such goods or services, or perhaps in both.

To the extent that the latter is the objective sought, it "is generally
achi eved", Casanegra de Jantscher notes, "either (1) by accumul ating income in
the tax-shelter country at lowtax rates, and later withdrawing it and investing
it el sewhere in accordance with the wi shes of the investors; or (2) by
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artificially nmoving econom c gains fromhigh-tax countries to a tax-shelter
country".

In this respect, we feel that it is relevant to note that the transnationa
corporations (as Hubert Hamaekers?!! notes, on the basis of data extracted from
docunent ati on produced by the Organi sation for Econom c Cooperation and
Devel opnent, over 60 per cent of world trade is carried out within the network
covered by these corporations) are the bodies which are nost likely to operate
in this manner, through utilization of the well-known nmechani smof transfer
pricing of the goods and services exchanged within the same econom ¢ group
bet ween the parent corporation and its subsidiaries or branches established in
different countries.'® The vulnerability of this nmechanismis all the greater
when the transfer prices do not correspond to the "armis |length" principle,
i.e., those which, in respect of each transaction, could result fromthe
operation of the market in relation to the goods or services being traded.

At all events, it should be nmade clear that it cannot possibly be
mai nt ai ned that tax havens are characterized only by the dichotony described. A
definition of tax havens, covering the characteristics they may have and the
varying fornms these characteristics nmay take, would be very broad. As evidence
of this it nmay be nentioned that, in his book on this subject, one author lists
13 indicators which, according to him are usually taken into considerati on when
i dentifying tax havens. 3

A brief classification of tax havens, largely in terms of taxation, m ght
be based on the follow ng categories:

(a) There is no tax on the income of conpanies or on dividends transferred
abr oad;

(b) The incone-tax rates are reduced,

(c) Resident companies are exenpt fromthe tax on i ncone obtai ned abroad,
so that it is especially inportant to distinguish it frominconme produced within
the tax haven; this group could be subdivided into (i) countries which wthhold
tax at source on dividends that conpanies transfer abroad to persons who are not
resident in the tax haven, and (ii) those which do not wi thhold tax on such
di vi dends;

(d) Income tax is not applied to the profits of holding conpanies; in this
case too a subdivision should be nmade into (i) countries which withhold tax at
sour ce on dividends paid by holding conpanies to their sharehol ders, and
(i1) those which exenpt fromtax the dividends paid by holding conpanies to
their sharehol ders and the interest paid out to creditors.

In our opinion, this type of classification of tax havens - drawn up solely
fromthe standpoint of income tax, since this is the largest part of the tax
burden as a whole - should not be viewed nerely as an exercise in
classification; rather, it should be seen as a guide for devel oping taxation
policies which could be adopted by countries whose tax revenues are di m nished
by the abuse of such havens by their taxpayers, whatever their |legal nature or
tax status.
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A conparison of |egislation enacted over the | ast few decades has shown
that many countries have sought to devel op such legislation with a viewto
preventing the abuse of certain provisions of their tax legislation or to
preventing fraud or tax evasion, in both cases by utilizing some sort of
oper ati onal mechani sm which takes into account the use of tax havens.® This
situation, on the one hand, and, on the other, the new opportunities created by
the current tendency towards econom c integration anong regional groups of
countries - with the predictable result of harnonization in the various fields
of taxation - raise questions about the fate in com ng years of the different
measures whi ch m ght be taken to neutralize the distorting effects on taxation
caused by tax havens.

V. TOMRDS THE NEUTRALI ZATI ON OF TAX HAVENS

It must be clearly understood that this goal of neutralization is based
essentially on unavoi dabl e taxation principles that nust be respected at both
the national and international |evels. One of those principles, tax equity, is
related to fairness; while another is efficiency - based mainly on econonic
consi derations - which, if not taken into account, could conpromnise the
obligation to achieve the best allocation of resources.®

Tax havens, as we have very briefly defined them have inherent
characteristics which in nost cases tend to nullify application of the taxation
principl es menti oned above, thereby underm ning the tax revenues of the
countries which are the source of the capital whose yield escapes fair taxation

The goal of universality in taxation of income is therefore seriously
eroded by the utilization of tax havens to escape taxation; as a result the
principle of equality is not fulfilled. It is fairly sinple to achieve - as
poi nted out by Tanzi ! - by using a tax haven which "may provi de a conveni ent tax
address, and thus a convenient tax residence, for taxpayers who wi shed to reduce
their tax liabilities".

Tanzi goes on to say that "this possibility will be particularly attractive
for individual taxpayers from high-tax countries who would be subject to high
margi nal tax rates on reported incomes in their countries". This taxation
manoeuvre of using the principle of an address or residence for taxation
pur poses - which may al so be used by corporate entities - has as nany
possibilities as one mght inmagine, to such a degree that, as Tanzi concl udes,
"I'f the residence principle is fully applied, these earnings mght end up
escapi ng taxation al nost conpletel y".

In the final analysis, according to Tanzi,® "it is not the existence of the
tax havens that tends to lower the world tax rate on capital income, but the tax
treatnent of incones earned el sewhere and channelled to the tax havens". He
goes on to say: "If source base taxation were w dely used, tax havens woul d not
have nmuch of an effect on the tax rates unless the tax haven countries devel oped
| arge production bases thenselves. It is the conbination of tax havens with the
application of the residence principle to sone incones that has this depressing
effect on the world rate of taxation on capital incone.™
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Keeping in mnd this phenonenon of the transfer of tax bases to the tax
havens, Pagan and W I ki e'® explain that the devel oped countries - which (as the
aut hors thensel ves state) inevitably had high tax rates - when faced with the
probl em of preserving their tax base, have since the m d-1970s envi saged,
anongst ot her nmeasures, "ways to attack the growi ng use of tax havens", such as
the provisions for counteracting both tax avoi dance and tax evasi on adopted in
the United States, Canada, Germany, the United Ki ngdom Bel gium and France.

Sonme of those provisions single out for special treatnment any operations carried
out via tax havens or by enterprises established in tax havens, which are
sonmetines nanmed in the relevant |egislation

V.  EXCHANGE OF | NFORMATI ON BETWEEN TAXATI ON AUTHORI Tl ES

The effort to maintain the | evels of tax revenue necessary for the
provision of public services - which the abuse of tax havens, as we have shown,
often tends to defeat - conbined with the thorny probl emof conbating tax
evasion at the international level - frequently encouraged by tax havens - have
led the affected countries to nake use of a special tool: the exchange of
i nformation between national taxation authorities with a view to uncovering
evi dence of tax evasion by taxpayers resident in one country who failed to
declare in that country income or assets originating in the other country.

Virtually all exanples of existing bilateral conventions for avoiding or
reduci ng i nternational double taxation, including that of the Andean Pact,
despite having been clearly inspired by the principle of the source - and, by
ext ensi on, agreenments based on those conventions - contain clauses concerning
t he exchange of information between taxation authorities. There are also
agreenents in force whose sole aimis to ensure that that exchange takes pl ace.

The European Union, for its part, as early as 1977 - when it was known as
t he European Econom ¢ Community - adopted a directive providing for mutua
assi stance by the conmpetent authorities of the nenber States in the area of
direct taxation,? the provisions of which deal with so-called indirect as well
as direct taxes, which are listed by the directive, for each signatory country.
The multilateral treaty aimed at avoi ding double taxation on income ratified by
the five Scandi navian countries (Denmark, Finland, Iceland, Norway and Sweden),
in force since 1 January 1990, also contains provisions in this area.

In any case, it nust be recogni zed that the exchange of information between
the taxation authorities of countries has been fraught with obstacles; in
summ ng up the current situation in the area, Alberto G ovannini states that
there has been a "renarkabl e absence of cooperation among tax authorities in
i ndustrialized countries, mrrored by strategic use of bank secrecy laws to
attract foreign tax evaders".?!

A rigorously objective analysis of the exchange of information which we are
di scussing leads to the conclusion that it is a suitable nechanismfor achieving
its intended objectives. The difficulties which may aries in that context are
not inherent and are not in thenselves barriers to exchange. On the contrary,
those difficulties are unrel ated, exogenous, nostly political in nature;
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however, we do not support using sovereignty as an argunent for opposing
progress in the use of such exchanges.

We do feel, on the other hand, that it is quite legitinate to be concerned
about the need to ensure confidentiality, discretion or secrecy when processing
information in the exchange nentioned above. All possible safeguards nmust be
put into place to avoid betraying that trust during exchanges of information
It is not, however, acceptable to refuse any exchange of tax information
what soever, on the grounds that confidentiality could be violated.

In short: what is basically required to guarantee the successful exchange
of informati on between taxation authorities is for the countries thenselves to
clearly show the political will to do so. Once that has been achi eved, such
exchanges must be coupled - as they are to a large extent in the European Union
directive nmentioned above - with all the guarantees necessary to make them a
careful, responsible, serious task shared by the taxation authorities of the
various countries. Thus, it is necessary to ensure that such exchanges are in
fact linked to the investigation of manoeuvres or behaviours which are presuned
and i ndeed proven to be attenpts to avoid taxation. The existence of such a
link will be reason enough for justifying such exchanges. Wre that not the
case, there would be no purpose in or justification for exchanging information

Not es

! Thus, we wish to dissociate ourselves from past descriptions of tax
havens. A brief reference to them appears in the introduction to L. W Watson's
di ssertation of 20 Novenber 1985 presented at the seminar on international trade
held in Sao Paul o, Brazil, with references to the works of R A Gordon, Tax
havens and their use by United States taxpayers, published in 1981, and
C. Doggart, Tax havens and their use, published in 1979

2 Alain Vernay, Los paraisos fiscales (Barcelona, Plaza y Janés, S. A,
1970), p. 13.

5 . cit., p. 253.
4 Gordon, op. cit., in footnote 1.
5 M| ka Casanegra de Jantscher, "¢;Qué son los refugios tributarios?"

originally published as "Finanzas y desarrollo”, vol. 13, No. 1, and reproduced
in the Boletin de la DA, Buenos Aires, Decenber 1976, p. 676

5 Executive Secretariat of Cl AT, "Problematica general de |os paraisos
tributarios”, a paper presented during the course on tax adm nistrati on and
i nternational taxation, given in Ajijic, Mexico, 17-28 March 1980.

" The Underground Econony in the United States and Abroad (Lexington,
Massachusetts, Lexington Books, D. C. Heath and Conpany, 1982), by Vito Tanzi,
is a good reference source on the subject.

8 Vito Tanzi, op. cit. in footnote 7, p. 90.
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In the conclusions of a later work ("The underground econony in the United
States: annual estimates for 1930-1980", International Mnetary Fund, Staff
Papers, June 1983), the sane author puts forward the view, on the basis of
appl yi ng a net hodol ogy explained in the book that in 1980 the informal econony
in the United States accounted for a share of between 4.5 per cent and
6.1 per cent of the gross donmestic product.

® . cit. in footnote 5, p. 676
0 . cit. in footnote 5, p. 677

1 Hubert Hammekers, "Transfer pricing: history; state of the art;
per spectives" (Amsterdam |International Bureau of Fiscal Documentation, m neo,
May 1997).

2 I'n various parts of their paper "Transfer pricing strategy in a globa
econony” (Amsterdam International Bureau of Fiscal Docunentation, 1993),
Jill C. Pagan and J. Scott WIlkie link the subject of transfer prices with the
exi stence of tax havens and explain the |egislative neasures adopted by various
countries to prevent manoeuvres which they believe may jeopardi ze their tax
revenue.

Vito Tanzi al so nakes a perceptive analysis of the interrelationship
bet ween transnati onal corporations and transfer prices - a subject which has
been given extensive and in-depth treatment in recent years - in "d obalization
tax conpetition and the future of tax systems", Washington, D.C, | M Wrking
Paper, Decenber 1996), under the sub-headi ng "Taxes on enterprise income".

3 The book by Hoyt L. Barber (Tax Havens: How to Bank, Invest and Do
Business - O fshore and Tax Free (McGawH Il, 1993)) is a typical exanple of
our coment in the first paragraph of this paper regarding persons who confine
t hensel ves to describing tax havens (the author identifies 45 places as tax
havens) and using this information to engage in a kind of marketing.

O the 13 indicators mentioned above (listed on p. 8 of the book) 12 are as
follows: tax structure; political and economc stability; exchange control;
treaties signed in tax matters; governnent attitude; nodern |aws on commrerci al
conpani es; facility of procedures for the formation of conpanies and competitive
tariffs in that respect; facility of communications and transport; professiona
and banki ng services; secrecy and confidentiality; incentives and opportunities
for investment; and |ocation of the tax haven. Barber also nmentions the
application of English common | aw and, explaining the reason for this reference
on p. 12 of his book, nmakes his mercenary intention even clearer in saying:
"English conmon | aw has a long tradition and case |law history to draw upon. It
is definitely the preferred choice of |legal systens. Confidentiality in
financial transactions is customary practice and required under comon | aw.
Anericans will find this attitude refreshing."

14 See "Paraisos fiscales: Su origin. Su justificacién. ¢;Su proéxino
exterm ni 0?" by Teresa Gonez and Dani el Malvestiti, in Periddico Econdm co
Tributario (Buenos Aires, La Ley, year Il, No. 46, 29 Septenber 1993), p. 2.
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We feel that it is beyond the scope of this paper to consider, and
therefore will not take up, the "legal nodalities of operation in tax havens”
described in paragraph 6 of op. cit. in footnote 6.

15 That tendency has been observed not only at the national |evel, but also,
as pointed out by Ben Terra and Peter Wattel (European Tax Law, Deventer, the
Net her | ands, Kl uwer Law and Taxation Publishers, 1993, pp. 83, 186 and 231), at
t he supranational level within the current European Union, where various
nmeasures and draft directives in the taxation field have been ained at
facilitating menber States' efforts to counteract the negative effects on their
taxation revenues that mght result when their taxpayers try to avail thenselves
of the tax advantages offered by tax havens.

6 Ben Terra and Peter Wattel (op. cit. in footnote 15, p. 243) maintain
that: "International tax avoidance and evasion lead to | osses for nationa
budgets, violate the principle of fair taxation (honest taxpayers will have to
pay nore) and therefore cause distortions in the conditions of conpetition and
prevent optimal allocation of capital.”

Y Vito Tanzi, (Taxation in an Integrating Wrld, Wshington, D.C., The
Br ooki ngs Institution, 1995), p. 78.

8 p. cit. in footnote 17, pp. 80/81
. cit. in footnote 12, pp. 17/18.

The aut hors' expl anation, on pp. 233/234, of the various factors which are
sources of concern when studying in depth the transfer prices adopted by
transnational corporations obviously includes, anong those factors, the
di fferent ways tax havens are used.

20 The relevant text is reproduced in its entirety beginning on p. 279 of
the op. cit. in footnote 15.

Thi s question of the exchange of information - as Tanzi says on p. 82 of
the op. cit. in footnote 17 - "has acquired, and will continue to acquire,
fundanmental and growi ng inportance in an integrating world".

2l Vito Tanzi, op. cit. in footnote 17, p. 82.

Tanzi hinmself, in the same work, when naking his final observations
(p. 136), extends this |lack of cooperation to the tax havens: these, he says,
have no interest in sharing information with the countries from which they
attract capital.

Furthernore, according to Tanzi, the various limtations surrounding the
exchange of information, including between countries which are not tax havens,
suggest that it would be unrealistic to suppose that exchange of information
could be the one, sinple solution to the problemcreated by | ack of cooperation
and by the attitude of the tax havens.



