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�  Tax havens have existed for many centuries and are certainly 
not limited to ‘sunny places for shady people’ as suggested by 
Vince Cable. 

�  The Netherlands, Luxembourg, Belgium and Switzerland all have 
some of the characteristics of tax havens.

�  There are many senses in which the UK has become a leading 
tax haven given the effect of government’s policy in recent years, 
and particularly over the last ten years or so. Criticism by UK 
politicians of tax havens in the context of the UK’s own declared 
policy is hypocrisy. 

�  Much of the recent controversy has surrounded payments for 
intellectual property. There are some important issues here which 
require serious attention. Much of the value in modern companies 
is added by intellectual property, patented processes and brands. 
7KH�SUR¿WV�JHQHUDWHG�E\�VXFK�EUDQGV�GR�QRW�QHFHVVDULO\�EHORQJ�
in the countries in which sales take place. Given their nature, there 
is always going to be room for dispute as to how payments out of 
the UK for intellectual property should be determined; however, 
there would be little change in the UK tax base if such intellectual 
property were not located in tax havens. 

�  ,QWHUQDWLRQDO�DFWLRQ�RQ�WD[�KDYHQV�LV�ERXQG�WR�EH�LQÀXHQFHG�E\�
political rather than economic criteria and is therefore likely to be 
extremely unsatisfactory. 

Summary
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�  ,Q�IDFW��WD[�KDYHQV�EULQJ�PDQ\�EHQH¿WV�WR�FRXQWULHV�±�LQFOXGLQJ�WR�
high-tax countries. High-tax countries can attract mobile capital if 
tax havens can be used to reduce the overall rate of tax paid by 
those who control that capital. Without tax havens, high-tax countries 
would have to either lower the tax charged on all capital (mobile 
and immobile) with the subsequent loss of revenue or put themselves 
in a position where they could not attract any mobile capital which 
ZRXOG�ÀRZ�WR�ORZ�WD[�FRXQWULHV�

�  Tax havens facilitate international fund management business - 
particularly in the form of collective investment vehicles (used to 
pool and invest the capital of investors) which could otherwise be 
subject to tax at the level of the pooling vehicle (even though the 
investors themselves may be subject to tax on the income derived 
LQ�WKHLU�KRPH�MXULVGLFWLRQ���$V�VXFK��WD[�KDYHQV�DOORZ�WKH�¿QDQFLDO�
services industry - including that of the UK - to provide services 
globally without triggering unintended and potentially penal rates 
of taxation.

�  7D[�KDYHQV�IDFLOLWDWH�WKH�FUHDWLRQ�RI�¿QDQFLDO�SURGXFWV�WKDW�LPSURYH�
HI¿FLHQF\�DQG� OLTXLGLW\� LQ�¿QDQFLDO�PDUNHWV�� LQFOXGLQJ�IRU�UHWDLO�
investors. Without tax havens, many innovative products might be 
VWLÀHG�E\�SHQDO�WD[�UHJLPHV��
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The conventional wisdom on tax havens - reinforced in recent 
months in the discussion on tax and the corporate sector (for 
example, Starbucks, Google, Amazon, and so on) - is that they are 
the scourge of responsible countries with ‘proper’ tax regimes. As 
with much conventional wisdom, the reality is different.

Tax havens have existed for some considerable time. In the Middle 
Ages, for example, the City of London exempted merchants of the 
Hanseatic League from all taxes in order to attract new commerce 
WR�WKH�FLW\��/DWHU��LQ�WKH�¿IWHHQWK�FHQWXU\��)ODQGHUV�UHPRYHG�GXWLHV�
on much of its trade and imposed relatively few exchange restrictions, 
KHOSLQJ� LW� WR�EHFRPH�D�ÀRXULVKLQJ�FRPPHUFLDO�FHQWUH��6LPLODUO\��
from the sixteenth century to the eighteenth century, the Netherlands 
imposed low duties and thereby created thriving business centres 
at its major ports.1   

7KH� H[LVWHQFH� RI� WD[� MXULVGLFWLRQV� ZKLFK� SURYLGH� D� ¿VFDOO\�
advantageous environment in which to conduct business is therefore 
nothing new. However, the use of tax havens has changed radically 
in the late twentieth century. Historically, business activities in tax 
havens have related to the local market of the tax haven itself. 
)ROORZLQJ�WHFKQRORJLFDO�DGYDQFHV� LQ�FRPPXQLFDWLRQV�DQG�WKH�
globalisation of business in recent decades, tax havens have 
increasingly been used for activities which are far removed from 
the place or places where the impact of such activities is felt. Given 

What is a tax haven?

1  See United Nations (1984: 13) and Doggart, (1987).
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that many businesses can be sited almost anywhere, it is no surprise 
WKDW�IHDWXUHV�RI�WKH�WD[�V\VWHP�ZLOO�LQÀXHQFH�WKH�FKRLFH�RI�ORFDWLRQ�
��DOWKRXJK�WD[�DORQH�ZLOO�UDUHO\�PDNH�D�EXVLQHVV�ORFDWLRQ�VXI¿FLHQWO\�
attractive given the need for political and economic stability, banking 
DQG�¿QDQFLDO�VHUYLFHV��GHYHORSHG�FRPSDQ\�ODZ��DFFHVV�WR�JRRG�
communications, and so on.

Vince Cable’s description of tax havens as ‘sunny places for shady 
SHRSOH¶�UHÀHFWV�WKH�FRPPRQ�YLHZ�WKDW�WKH�WHUP�µWD[�KDYHQ¶�GHQRWHV�
D�ZHOO�GH¿QHG�JURXSLQJ�RI�WHUULWRULHV�ZKLFK�DUH�HDVLO\�LGHQWL¿DEOH�
as tax havens: typically small islands in the Caribbean characterised 
by low or zero rates of tax. This is wholly inadequate. Tax haven 
status is measured on a continuum, not by a binary test, and there 
are many countries which have some characteristics of a tax haven. 

Even the OECD, at the height of its work on ‘harmful tax competition’ 
in the mid-1990s, did not regard the existence of low or zero taxes 
DV�D�VXI¿FLHQW�GH¿QLWLRQ�RI�D�WD[�KDYHQ��7KH�REYLRXV�GLI¿FXOW\�ZLWK�
GH¿QLWLRQV�WKDW� IRFXV�RQO\�RQ�WKH�QRPLQDO� WD[�UDWH�DVSHFW�RI� WD[�
havens is that no account is taken of many important tax havens, 
or states with preferential tax regimes, which have high domestic 
WD[�UDWHV�EXW�ZKLFK�KDYH�VSHFL¿F�WD[�UXOHV�GHVLJQHG�WR�UHGXFH�
materially (or remove altogether) the burden of tax that might 
otherwise apply to mobile businesses. 

Indeed, a number of European countries have attributes of tax 
havens, for example:

�  Belgium has a relatively high rate of corporate income tax (34 
SHU�FHQW���EXW�RIIHUV�YHU\�DWWUDFWLYH�WD[�GHGXFWLRQ�UXOHV��6SHFL¿FDOO\�
it has a notional interest deduction on non-interest bearing 
capital and generous ‘thin capitalisation’ rules which permit 
H[WHQVLYH�XVH�RI�WD[�GHGXFWLEOH�GHEW�¿QDQFLQJ��7KH�UHVXOW�LV�WKDW�
the effective rate of tax may be well below the nominal rate. 

�  In the Netherlands, it is possible to combine the extensive 
Dutch tax treaty network (which normally operates to remove 
or materially reduce withholding tax on in-bound payments) 
with its ‘participation’ exemption system under which those 
payments will often not be subject to Dutch tax.



10

�  /X[HPERXUJ�KDV�YDULRXV�QRWLRQDO�GHGXFWLRQV��VSHFL¿F�H[FOXVLRQV�
and tax clearances. 

�  6ZLW]HUODQG�KDV�D�QXPEHU�RI�VSHFL¿F�WD[�SULYLOHJHG�UHJLPHV�
for different types of business where the combination of federal, 
cantonal and communal taxes may in aggregate lead to tax 
rates not much above 10 per cent. 

�  Ireland has an across-the-board low level of corporate income 
tax of 12.5 per cent. 

Of course, all the above countries are OECD members. There are 
also regimes such as in Hong Kong which combine a low rate of 
tax with a strictly territorial basis of taxation (with the result that 
QRQ�+RQJ�.RQJ�VRXUFH�LQFRPH�DQG�SUR¿WV�DUH�QRW�VXEMHFW�WR�WD[��
and Singapore has various tax incentive schemes.

The UK is arguably an even better example of a country which 
provides a number of tax privileges that could be regarded as 
UHÀHFWLQJ�IHDWXUHV�RI�D�WD[�KDYHQ��$V�D�UHVXOW�RI�D�QXPEHU�RI�FKDQJHV�
over recent years, the UK no longer taxes gains on material equity 
LQYHVWPHQWV�RU� GLYLGHQGV� ÀRZLQJ� LQWR� WKH�8.� IURP�RYHUVHDV�
subsidiaries. However, it is still possible to make use of generous 
interest deductions for tax purposes in relation to the costs of 
¿QDQFLQJ�VXFK�LQYHVWPHQWV��7KH�8.�JRYHUQPHQW�KDV�DOVR�GRZQ�
VFDOHG�WKH�LPSDFW�RI� LWV�RZQ�DQWL�WD[�KDYHQ��µ&RQWUROOHG�)RUHLJQ�
Company’) rules and, of course, as discussed further below, two 
consecutive governments have led a sustained campaign to bring 
down the rate of corporation tax. In addition, there is also the 
recently-introduced special regime for the taxation of income from 
patents, the so-called ‘Patent Box’, which represents a way of taxing 
a more mobile form of income more lightly (at a special 10 per cent 
rate) with the aim of making the UK a more attractive location for 
this important and mobile form of intellectual property (IP) income. 
In effect, the UK government is aiming to create onshore the kind 
RI�SUHIHUHQWLDO�¿VFDO�UHJLPH�WKDW�ZRXOG�RWKHUZLVH�EH�DYDLODEOH�LQ�D�
WUDGLWLRQDO�ORZ��RU�QR�WD[�KDYHQ�VWDWH��7KH�8.�LV�QRW�WKH�¿UVW�FRXQWU\�
to introduce a special IP tax regime - similar regimes exist in Belgium, 
/X[HPERXUJ��WKH�1HWKHUODQGV�DQG�6ZLW]HUODQG��,)6��������������
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It is estimated by HMRC that the Patent Box will cost £720 million 
in 2014-2015, rising to £910 million in 2016-2017 and the cost will 
probably be higher once the full effect of the policy is realised (ibid.).

So, returning to the above discussion as to how we can describe 
or categorise tax havens, it may be concluded that the reason why 
LW�LV�VR�GLI¿FXOW�WR�SURGXFH�D�VLPSOH�GH¿QLWLRQ�RI�WD[�KDYHQV�LV�WKH�
diverse nature of tax havens, as illustrated by the examples above.2  
To be meaningful, therefore, the term ‘tax havens’ should be used 
- as in this paper - to denote a wide continuum of states with 
preferential tax features. In short, warm, sandy beaches are by no 
means a pre-requisite for tax haven status and many developed 
countries close to home may well have characteristics of tax havens 
±�VXFK�DV�WKH�8.�LWVHOI�

2   7KH�81�KDV�SUHYLRXVO\�UHFRJQLVHG�WKDW�QR�LQWHUQDWLRQDOO\�DJUHHG�GH¿QLWLRQ�LV�SRVVLEOH���
see UN (1984: 30). 
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Tax havens are used in a variety of ways but the most important 
and topical policy questions relate to the role of tax havens in 
enabling tax planning by multinational corporations. This typically 
involves multinational companies setting up subsidiaries in tax 
havens to supply services to other companies within the group. 
These services might include lending money within the group or 
providing other treasury services; the provision of group insurance 
services; or the provision of group intellectual property functions, 
such as licensing the use of patents, brands, etc. The following 
diagram illustrates a simple IP structure:

The uses of tax havens
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UK Operating Co
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There has been considerable focus on the use of tax havens for 
IP functions and a lot of negative publicity surrounding this. It is 
worth noting that this is an area in which the UK, with its new ‘patent 
box’ rules discussed above, is aggressively seeking to attract 
business. A common allegation is that the claim to make payments 
WR�HQWLWLHV�LQ�WD[�KDYHQV�IRU�WKH�SURYLVLRQ�RI�VXFK�,3�LV�ERJXV��)RU�
example, Vince Cable has stated: ‘Our own tax authorities have 
got to be very tough on things like royalty payments, which is where 
a lot of the subterfuge takes place’.3 These concerns have also 
been echoed by the Public Accounts Committee which has struggled 
to understand the relevance of IP to retail and consumer business. 
$XVWLQ�0LWFKHOO��IRU�H[DPSOH��FRPPHQWHG��µ$QRWKHU�¿GGOH�OXUNV�LQ�
intellectual property, where the intellectual property of making coffee 
- a caramel macchiato or whatever - is so expensive that they have 
to pay a tribute to Luxembourg for making coffee in that way.’4 

It is, however, a reality of modern business that IP, branding etc. 
have become commercially important and this is especially important 
in the area of retail and consumer business: IP may not be needed 
to make the coffee but it will often be needed to get customers 
WKURXJK�WKH�GRRU��)RU�H[DPSOH��LQ�D�UHFHQW�VXUYH\�RI�WKH�WRS�JOREDO�
����EUDQGV��WKH�WRS�¿YH�DUH�DOO�UHWDLO�DQG�FRQVXPHU�EXVLQHVVHV��
as are eight of the top ten (which includes Apple, Google and 
Amazon). The value of the Apple brand is estimated at $87.3bn, 
with Amazon’s brand value estimated to be $36.7bn.5 The survey 
results are in line with other similar recent surveys.6 

3   Vince Cable, speaking on the Andrew Marr show, reported on the Guardian website at 
http://www.guardian.co.uk/politics/2012/nov/18/vince-cable-tax-crackdown. 

4   Austin Mitchell, House of Commons, Committee of Public Accounts, HM Revenue & 
Customs: Annual Report and Accounts 2011-12, proceedings of 5 November 2012, 
question 48.

5   6HH�%UDQG�)LQDQFH�VXUYH\��*OREDO�����������KWWS���EUDQGLUHFWRU\�FRP�OHDJXHBWDEOHV�
table/global-500-2013.

6   See, for example, http://www.interbrand.com/en/best-global-brands/2012/Best-Global-
Brands-2012-Brand-View.aspx and http://www.wpp.com/~/media/SharedWPP/Reading 
5RRP�%UDQGLQJ�EUDQG]B����BWRSB����SGI�DQG�D�UHFHQW�)LQDQFLDO�7LPHV�UHSRUW�RQ�WKH�
value of global brands - http://www.ft.com/reports/global-brands-2012. 
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The topic of how IP charges are recognised and computed for tax 
purposes is an area of current study by the OECD but the material 
value of IP and branding is indisputable.

The commercial value of IP, therefore, means that, whether it is 
located in a tax haven or not, the effect on the UK in terms of IP or 
branding charges paid out of the UK (for example, in cases such 
as Starbucks, Amazon, Google, Apple etc.) will be the same: 
challenging such structures which locate IP in tax havens - even if 
successful - will therefore not lead to any more UK tax being 
collected. If the IP were not located in a tax haven, it is likely that 
it would be located in and purchased from the country in which the 
company would be domiciled if there were no tax considerations 
±�SUHVXPDEO\�WKH�86$�LQ�WKHVH�FDVHV��,I�SUR¿WV�DUH�JHQHUDWHG�E\�
EUDQGV�RU�RWKHU�IRUPV�RI�,3��VXFK�SUR¿WV�GR�QRW�EHORQJ�LQ�WKH�SODFH�
where companies make their sales. 

In this debate it is worth distinguishing between two issues that are 
often implicitly treated as a single issue. If, for example, Starbucks 
is only able to market coffee at the price at which it retails in the 
UK because of the intellectual property in the brand, methods of 
roasting and so on, then two things will affect the amount of UK 
WD[�SDLG��7KH�¿UVW�LV�WKH�SULFH�SDLG�IRU�WKH�LQWHOOHFWXDO�SURSHUW\�WR�
WKH�VXEVLGLDU\�WKDW�RZQV�LW�±�WKLV�LV�NQRZQ�DV�WKH�WUDQVIHU�SULFH��
(The basic requirement for transfer prices between associated 
companies is that they are set at market rates applicable to the 
transaction concerned in any particular case). The second is the 
location of the subsidiary that owns the intellectual property. 
&RUSRUDWLRQ�WD[�LV�QRW�FKDUJHG�RQ�VDOHV�EXW�RQ�SUR¿WV�DQG�WKH�SUR¿WV�
are generated by the brand. The transfer price can be, and often 
is in practice, contested by the tax authorities. It is not clear that 
any change in the law could make any material difference to this 
situation: tax law already contains all the mechanisms necessary 
to resolve whether transfer prices conform to the required market 
rate standards. With regard to the location of the IP, it is highly 
XQOLNHO\�WKDW�D�86�EDVHG�¿UP�RSHUDWLQJ�LQ�WKH�8.�ZRXOG�ORFDWH�WKH�
IP in the UK if the tax system were wholly neutral in this regard. 
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Although states - including tax havens - should arguably be free 
to adopt whatever tax rules and tax system they wish, there have 
been various attempts to curtail this freedom on the basis that there 
DUH���RU�VKRXOG�EH���OLPLWV�WR�¿VFDO�DXWRQRP\�DQG��LQ�SDUWLFXODU��WKDW�
states should not engage in harmful tax practices.

The OECD’s work on harmful tax practices, which is the most well-
known such initiative, commenced in 1996. It initially targeted tax 
KDYHQV�DV�RQH�RI� WKUHH�VSHFL¿F�ZRUN�VWUHDPV�EXW� WKLV�SURYHG�
problematic and the work soon merged together with the other work 
streams on member and non-member countries. The output of this 
work required that, by the end of 2005, member states of the OECD 
in particular refrain from adopting any new harmful tax regimes and 
remove any existing ones. As will be evident, this work has both 
fallen into abeyance and also been largely overtaken by the OECD’s 
shift in focus to one of ensuring that states enter into transparency 
and exchange of information obligations.7  

2QH�RI�WKH�GLI¿FXOWLHV�RI�WKH�SUHYLRXV�ZRUN�RQ�KDUPIXO�WD[�FRPSHWLWLRQ�
LV�WKDW�LW�VHHPHG�LQÀXHQFHG�E\�SROLWLFDO�IDFWRUV�DV�ZHOO�DV�WHFKQLFDO�
IDFWRUV��)RU�H[DPSOH��LW�ZDV�GLI¿FXOW��LQ�WKH�DEVHQFH�RI�DQ\�VSHFL¿F�
guidance, to understand exactly how an assessment was made of 
whether a particular tax regime was actually harmful. 

‘Initiatives’ on tax havens

7   There are clear indications that tax havens well understand that they will need to meas-
ure up to the emerging international standards on tax transparency as this is material to 
their economic sustainability. The renewed international focus on tax transparency has 
led to a number of tax havens, such as Switzerland and Singapore, to commit to the 
VWDQGDUG�IRU�WKH�¿UVW�WLPH�
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Both Australia’s Offshore Banking Unit and Canada’s International 
Banking Centre regimes were initially regarded as a cause for 
concern but then, for reasons that were not particularly clear, they 
were determined not to be not actually harmful by the OECD. 
There were also claims that the OECD seemed willing to take on 
the smaller states such as Jersey but not, for example, the more 
politically charged tax regime in Hong Kong because of concerns 
about the attitude of China.

It is likely that, in the longer term, the focus over the last four years 
on transparency and exchange of information will lead to a system 
of automatic exchange of information (i.e., the systematic and 
regular transmission of taxpayer information from the ‘source’ 
country - which may be a tax haven - to the country of residence 
of the taxpayer concerned).

Given the recent direction of the OECD’s global efforts on tax 
transparency and the general level of compliance with this agenda 
by tax havens, it may seem odd that politicians now seem to want 
to go back to a more interventionist approach with regard to tax 
havens, potentially resuscitating the harmful tax competition debate. 
This is, however, precisely what has emerged from the recent 
debate on multinational corporations and tax.
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The recent debate on tax has raised a number of quite different, 
GLI¿FXOW�DQG� IXQGDPHQWDO� WD[�SROLF\� LVVXHV��� IRU�H[DPSOH�� WKH�
requirement to create a sensible set of global tax standards to apply 
to digital business and the need to develop the existing global tax 
framework so that it can apply across the global marketplace and 
not just in the developed OECD states. These are enormously 
important matters which raise some major questions about the 
suitability of the current international tax framework. These issues 
need to be addressed urgently - and carefully - to avoid material 
disruption to global business and the allocation of resources.

There has also been much discussion on the levels of tax paid by 
multinationals. In fact, many politicians have tended to focus 
exclusively on this last issue as if it were the only issue to be 
addressed (rather than being a consequence of the way the current 
tax rules designed by politicians, work), ignoring the more 
fundamental tax policy points. In consequence, tax havens have 
been featured heavily in the debate and the overall picture presented 
is that they are a major part of the problem.  

Ed Balls comments are typical of the views expressed by politicians: 
‘We need to revive stalled efforts on an EU and international level 
to tackle the problems that are caused by the use of tax havens.’8  

Tax havens and the recent 
corporate tax debate

8   Ed Balls writing in the +XI¿QJWRQ�3RVW, 25 November 2012.
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There is also the recent comment from David Cameron, speaking 
in Davos earlier this year: ‘Any businesses who think that they can 
carry on dodging that fair share…and setting up ever more complex 
tax arrangements abroad to squeeze their tax bill right down. Well, 
they need to wake up and smell the coffee because the public who 
buy from them have had enough’.

7KLV�FRQFHUQ�LV�E\�QR�PHDQV�UHVWULFWHG�WR�WKH�8.��)RU�H[DPSOH��
Angela Merkel has recently complained: ‘It’s not right that giant 
global companies have huge sales here…and then only pay taxes 
somewhere in a tiny tax haven’. Mrs Merkel wants to put tax havens 
out of business altogether: ‘That’s why we’re going to put an end 
to tax havens at the G8 meeting this year in Great Britain’.9  

Although largely presented in the public debate as a new issue, 
the same concerns about the use of tax havens by corporations 
KDYH�EHHQ�DURXQG�IRU�PDQ\�\HDUV��2YHU�WZHQW\�¿YH�\HDUV�DJR��IRU�
example, the government of New Zealand stated its determination 
‘to prevent the erosion of the income tax base by cross border 
transactions which enable the deferral or complete avoidance of 
tax...The use of tax havens in particular has become widespread 
and has been a drain on government revenue’.10  

The big problem with all these political pronouncements on the use 
of tax havens by multinational corporations is that they lack any 
honesty - perhaps understanding - of the issue that is at the heart 
of the debate. That issue, which relates to the actions of states, 
not corporates, is tax competition.  

As indicated above, many UK politicians of all parties have been 
particularly vocal in complaining about tax havens. However, they 
seem almost oblivious to the fact that a main plank of UK tax policy 
is to attract business to the UK by making it the most attractive 
location in which to do business. This objective has been explicitly 
stated by George Osborne but earlier governments have been no 

 9 ����)HEUXDU\�������VSHHFK�LQ�WKH�QRUWKHUQ�WRZQ�RI�'HPPLQ��DV�UHSRUWHG�RQ�WKH� 
7HOHJUDSK website.

10 �1HZ�=HDODQG�0LQLVWU\�RI�)LQDQFH��&RQVXOWDWLYH�'RFXPHQW�RQ�,QWHUQDWLRQDO�7D[�5HIRUP��
December 1987.
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different in their general approach. Attracting business inevitably 
means developing a range of measures (such as the patent box 
discussed above) which have the effect of creating a tax haven or 
preferential tax features in the tax system, typically targeted at 
attracting mobile capital into the UK. UK tax policy on this point 
KDV�EHHQ�SUHWW\�FRQVWDQW��)RU�H[DPSOH��VXFFHVVLYH�&KDQFHOORUV�
have made much of their rate-reducing actions including Gordon 
Brown in 1999: the reduction of the corporation tax rate (to 30 per 
cent) made it, he boasted, ‘now the lowest rate in the history of 
British corporation tax, the lowest rate of any major country in 
Europe and the lowest rate of any major industrialised country 
anywhere’. Later, in 2007, it was noted by HM Treasury and HMRC 
that ‘the challenge of globalisation is not new and it has consistently 
LQÀXHQFHG�*RYHUQPHQW�SROLF\�VLQFH�����¶�11 The same document 
also notes that foreign ownership of the corporate sector had then 
reached 50 per cent, up from 30 per cent in 1995.

7KH�WD[�SROLF\�JRDO�FRXOG�QRW�EH�FOHDUHU��DV�FRQ¿UPHG�UHFHQWO\�E\�
David Gauke: ‘We are delivering a bigger set of pro-business tax 
reforms than our global competitors or predecessors ever managed...
In three years the UK has moved from being an also-ran to the most 
competitive regime in the world, overtaking Ireland, the Netherlands 
DQG�6ZLW]HUODQG«RYHU�¿YH�\HDUV�WKH�WRWDO�¿VFDO�LPSDFW�RI�FKDQJHV�
to the corporation tax regime introduced by George Osborne, 
excluding the North Sea, amounts to a reduction of almost £7bn…
capital is now more mobile and competition greater, so governments 
have to work harder to attract investment. But by historical and 
international standards, we have made our business tax system 
much more competitive’12���,W�LV�QRW�VXUSULVLQJ�WKDW��DV�WKH�,)6�KDV�
recently highlighted, in the next two years corporate tax receipts 
will fall to below 6 per cent of total tax receipts and will be at the 
lowest level since 1984/85. The tax policy of many other developed 
countries is similarly engaged in a tax competition strategy.

11   3DUD������µ7D[DWLRQ�RI�IRUHLJQ�SUR¿WV¶��-XQH�������+0�7UHDVXU\�DQG�+05&�
12   David Gauke writing in City AM, 7 March 2013: ‘We’re more radical than Thatcher with 

business tax reform’. These comments were also echoed by David Cameron during 
Prime Ministers Questions on 13 March 2013.
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It is clear therefore that all the complaining by UK politicians about 
the use of ‘tax havens’ by multinational corporations simply amounts 
WR�SRLQWLQJ�WKH�¿QJHU�DW�WKH�XVH�RI�ULYDO�WD[�UHJLPHV�FUHDWHG�E\�RWKHU�
VWDWHV��)XUWKHUPRUH��WKH�FULWLFLVP�KDV�EHHQ�YRLFHG�DV�WKH�8.�KDV��
over the last ten years or so, itself laboured to produce the most 
tax-competitive business environment. Somewhat ironically, given 
the political noise, the recently-announced cut in the rate of corporate 
tax rate to 20 per cent now triggers, in relation to UK subsidiaries 
of Japanese companies, the Japanese anti-tax haven rules, meaning 
that such companies may potentially be taxed in Japan on their UK 
earnings because the UK is regarded as operating as a tax haven. 
A similar situations has already existed for UK subsidiaries of 
German parent companies under the German anti-tax haven rules.

As is further discussed below, from a business and wealth creation 
perspective, tax competition and the role of tax havens have been 
emphatically positive forces. This is discussed in detail in Richard 
Teather’s IEA monograph on this topic (Teather, 2005). But, when 
it comes to judging the actions of politicians, this is beside the point. 
Either, it appears, politicians really have no idea that the general 
tenor of corporate tax policy in the UK is part of the process of tax 
competition by states (in which case their grasp of tax policy is 
surprisingly thin) or they understand this but simply prefer to spin 
the issue as relating to egregious behaviour by corporations on the 
basis that this can always be relied upon to score political points 
(in which case the scale of hypocrisy is stupendous). Either way, 
the approach to this debate by many politicians who seek to 
characterise the issue as one of bad behaviour by corporations 
has not been uplifting.
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The effect of tax havens is almost invariably portrayed as negative. 
It is, for example, a fundamental assumption of recent OECD and 
EU pronouncements that tax havens have a purely deleterious effect. 

There are, however, good reasons to draw a quite different 
conclusion. Most fundamentally, tax havens play a key role in 
limiting the taxing ambitions of the state. In the UK, as in many EU 
states, the government now spends half of our national income.  
This is detrimental to the general welfare in society and has a 
particularly damaging effect on business and individuals given that 
this level of spending is fuelled by high taxation. The existence of 
tax havens, coupled with the high mobility of capital, means that 
governments are constrained in the tax rates that they might 
otherwise seek to apply and this is obviously helpful to business 
generally and particularly to wealth and job creation. Thirty years 
DJR��FRUSRUDWH�WD[�UDWHV�DYHUDJHG�QHDUO\����SHU�FHQW��VWLÀLQJ�
economic growth. They are now closer to 27 per cent, though this 
excludes additional taxes on capital gains, dividends and business 
property taxes such as business rates. Governments have responded 
to the fear that investment capital - and jobs - will disappear across 
national borders by lowering corporate tax rates. Tax competition 
and the role of tax havens have played a material role in bringing 
this about.

Tax havens also provide a role in removing the damaging distortions 
LQ�WKH�¿QDQFLDO�V\VWHP�WKDW�ZRXOG�RWKHUZLVH�SUHYHQW�WUDQVDFWLRQV�
from happening or materially reduce their incidence. The position 
can be illustrated by reference to the UK tax ‘distribution’ rules 

E!ects of tax havens
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which in various circumstances have the effect of re-characterising 
interest payments (which would otherwise be tax deductible) as 
distributions (which are treated as akin to dividends and therefore 
QRW�WD[�GHGXFWLEOH���7KHUH�KDV�EHHQ�D�ORQJ�WUDFN�UHFRUG�RI�GLI¿FXOW\�
LQ�DSSO\LQJ�WKHVH�UXOHV�WR�¿QDQFLDO�LQVWUXPHQWV���HVSHFLDOO\�WKH�PRUH�
LQQRYDWLYH�SURGXFWV��)RU�H[DPSOH�� LQ�WKH� ODWH�����V�DQG�����V�
efforts were made to accommodate the bourgeoning structured 
notes market in the UK as this would have been its natural home 
given London’s international capital markets expertise. Structured 
notes typically involve underlying reference assets - such as 
securities and derivatives - being held by an issuer which would 
LVVXH�µVWUXFWXUHG¶�QRWHV���L�H��ERQGV���WKH�¿QDQFLDO�SHUIRUPDQFH�RU�
return on which would be determined by the underlying assets held. 
+RZHYHU��WKH�WHFKQLFDO�GLI¿FXOWLHV�DULVLQJ�ZLWK�UHJDUG�WR�WKHLU�WD[DWLRQ�
were not resolved (notwithstanding the complete absence of any 
tax-driven features being involved) largely due to a reluctance on 
the part of the UK tax authorities to amend or ease the rules to 
accommodate the innovative features of these products. Inevitably, 
the market rapidly concluded that the UK was a wholly unsuitable 
location in which to issue these instruments and the business left 
the UK in favour of other - usually tax haven - locations where the 
tax rules were much clearer (and, critically, did not seek to impose 
a punitive tax asymmetry on these instruments - as the UK rules 
potentially did - by taxing the underlying securities or derivatives 
held but not giving relief for payments in coupon form). The thriving 
structured notes market therefore developed offshore. There are 
many other examples of the same ‘pressure valve’ effect of tax 
KDYHQV��)RU�H[DPSOH��WKH�H[FKDQJH�WUDGHG�IXQG�PDUNHW�LV�FHQWUHG�
in Ireland and not the UK due to the perceived onerous nature of 
the UK stamp duty rules and big ticket leasing transactions were 
an early refugee from the UK (often going to the Netherlands or 
Ireland) due to unworkable UK tax rules.

To take the example of exchange-traded funds, these are important 
vehicles that provide liquidity in investment markets and provide 
retail investors from many jurisdictions with a very effective and 
H[WUHPHO\�FKHDS�ZD\�RI�LQYHVWLQJ�LQ�D�GLYHUVL¿HG�UDQJH�RI�VHFXULWLHV��
This is achieved by the ability of such funds to pool the capital of 
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a large number of investors and collectively invest it (usually in 
EXVLQHVVHV�LQ�KLJK�WD[�FRXQWULHV��ZLWKRXW�D�VLJQL¿FDQW�OHYHO�RI�IXUWKHU�
tax at the pooling stage. By removing such ‘fund level’ taxation the 
existence of tax havens allows such products to develop without 
fear of double or triple taxation (which might otherwise arise at the 
level of the underlying businesses in which the funds invest; at the 
level of the fund itself; and when the return is passed back to the 
hands of the investors).

)XUWKHUPRUH��HYHQ�RQ�WKH�JRYHUQPHQW¶V�RZQ�WHUPV��WKH�HIIHFW�RI�
tax havens can be positive. One of the usual reasons given for the 
negative view of tax havens is that they erode the tax base of high-
tax countries by attracting activities such as intermediate holding 
companies, treasury and funding vehicles and companies holding 
intangible property rights. The ‘proof’ of this negative effect is 
typically stated to be the fact that tax havens facilitate a 
disproportionate percentage of the world’s foreign direct investment. 
)RU�H[DPSOH��&\SUXV�KDV�IRU�PDQ\�\HDUV�EHHQ�RQH�RI�WKH�PRVW�
LPSRUWDQW�VRXUFHV�RI� IRUHLJQ� LQYHVWPHQW�ÀRZV�LQWR�5XVVLD��DQG�
PRUH�VLJQL¿FDQW�WKDQ�)UDQFH��*HUPDQ\�DQG�WKH�86��VHH�'H�6RX]D��
2008) and a similar role is taken in relation to investment in India 
by Mauritius (which has been the largest source of foreign investment 
in India13). However, contrary to this prevailing view, it does not 
necessarily follow that this makes high-tax countries worse off. 
There is an emerging body of research indicating that tax havens 
and preferential tax regimes such as those discussed above actually 
EHQH¿W�KLJK�WD[�FRXQWULHV�EHFDXVH�WKH\�HQDEOH�WKHP�WR� LPSRVH�
lower effective tax rates on highly mobile businesses while taxing 
LPPRELOH�¿UPV�PRUH�KHDYLO\�14�7KH�HI¿FLHQF\�RI� WKH�DSSURDFK�LV�
recognised by the recent broad-based review of UK tax policy 
contained in the Mirrlees Review.15 

14   See, for example, Keen (2001); Desai and Hines (2006); Desai et al (2002); Hong and 
Smart (2007).

15   6HH�FRPPHQWV�LQ�WKH�,)6�*UHHQ�%XGJHW��)HEUXDU\�������S������DQG�0LUUOHHV�HW�DO��
(2011).
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7KLV�LV�SHUKDSV�D�GLI¿FXOW�SRLQW�WR�XQGHUVWDQG��+RZHYHU��LPDJLQH�D�
country that has government spending of the order of 50 per cent 
RI�QDWLRQDO�LQFRPH�±�URXJKO\�WKH�OHYHO�LQ�WKH�8.��,I�WD[�KDYHQV�FRXOG�
not be used by multinational corporations operating in this country, 
then a non-discriminatory single rate of corporate tax would have 
to be set. If this were set low then corporations would make a small 
contribution to the overall tax take. If it were set high, on the other 
hand, mobile capital would leave the country and low-tax countries 
would become relatively more capital intensive. Tax havens allow 
corporations employing mobile capital to reduce their tax bill whilst 
a higher rate of effective tax is charged on returns to less mobile 
capital as countries compete for that capital. In other words, tax 
KDYHQV�EHQH¿W�KLJK�WD[�FRXQWULHV�E\�DOORZLQJ�WKHP�WR�WDUJHW�PRUH�
effectively their tax competition efforts.

This might be regarded as being in some sense unjust or 
GLVFULPLQDWRU\�±�SHUKDSV�FUHDWLQJ�DQ�XQOHYHO�SOD\LQJ�¿HOG��,Q�IDFW��
however, this approach accords with our understanding of how 
HI¿FLHQW� WD[�V\VWHPV�VKRXOG�ZRUN�� ,Q�RUGHU�WR�EH�HI¿FLHQW��D�WD[�
system should tax factors of production in inverse proportion to 
their elasticity of supply. That is the economic rationale for a land 
value tax, for example. This approach minimises distortions in the 
economic system because it reduces the effects of the tax system 
on economic behaviour. It is true that such a system might not 
generate what is sometimes known as horizontal equity because 
GLIIHUHQW�¿UPV�LQ�VLPLODU�FLUFXPVWDQFHV�PLJKW�EH�WD[HG�GLIIHUHQWO\�
VLQFH�LW�LV�SRVVLEOH�IRU�VRPH�W\SHV�RI�¿UP�WR�XVH�WD[�KDYHQV��+RZHYHU��
it is highly likely that high tax countries would not readily be able to 
attract mobile capital in any case and, therefore, the use of tax 
KDYHQV�DOORZV�FRXQWULHV�WR�EHQH¿W�IURP�PRELOH�FDSLWDO�ZKLOVW�VWLOO�
levying high taxes on the rest of the economy, thus leading to lower 
taxes for all citizens as well as higher levels of economic activity. 
These comments are not intended to justify the existence of high 
taxes but to make the point that tax havens do not necessarily erode 
the tax base of high tax countries.
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7D[�KDYHQV�PD\�DOVR�SURYLGH�RWKHU�EHQH¿WV��DV�VKRZQ�E\�D�UHODWLYHO\�
recent independent review into tax havens from a UK perspective.

In December 2008, the then UK Chancellor of the Exchequer, 
$ODVWDLU�'DUOLQJ�FRPPLVVLRQHG�0LFKDHO�)RRW�� IRUPHUO\�RI�7KH�
)LQDQFLDO�6HUYLFHV�$XWKRULW\��WR�FRQGXFW�D�UHYLHZ�RI�QLQH�WD[�KDYHQV�
(three Crown Dependencies, the Isle of Man, Jersey and Guernsey, 
and six Overseas Territories) with particular focus on their role and 
impact on the UK economy.  

7KH�UHVXOWLQJ�)RRW�5HSRUW�ZDV�SXEOLVKHG�LQ�2FWREHU������DQG�LWV�
¿QGLQJV�FRQWUDGLFW�WKH�µFRQYHQWLRQDO�ZLVGRP¶�RQ�WD[�KDYHQV��7KH�
Report found that tax revenues lost by the UK government to these 
tax havens appeared to be appreciably smaller than had earlier 
been estimated. It also noted that the tax havens considered make 
D�VLJQL¿FDQW�FRQWULEXWLRQ�WR�WKH�OLTXLGLW\�RI�WKH�8.�PDUNHW��µ7KH�8.�
KDV�FRQVLVWHQWO\�EHHQ�WKH�QHW�UHFLSLHQW�RI� IXQGV�ÀRZLQJ�WKURXJK�
the banking system from the nine jurisdictions’. The report also 
VWDWHV�WKDW��µ7RJHWKHU�WKH\�SURYLGHG�QHW�¿QDQFLQJ�WR�8.�EDQNV�RI�
$332.5 billion in the second quarter of calendar year 2009, largely 
DFFRXQWHG�IRU�E\�WKH�µXS�VWUHDPLQJ¶�WR�WKH�8.�KHDG�RI¿FH�RI�GHSRVLWV�
collected by UK banks in Crown Dependencies’. The report noted 
WKDW�¿QDQFLDO�ÀRZV�DUH�DOVR�JHQHUDWHG�E\�LQVXUDQFH�EXVLQHVV�DQG�
IHHV�HDUQHG�E\�8.�DVVHW�PDQDJHUV��DFFRXQWDQWV�DQG�ODZ\HUV��)RU�
example, it stated that Bermuda insurers and re-insurers reportedly 
wrote 30 per cent of the 2008 premium at Lloyd’s of London, a total 
of £5.4 billion, and it also referred to the research of the Association 
of Investment Companies which indicates that 108 companies, 

A recent UK Perspective
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which they regarded as being investment companies and which 
are domiciled in the Channel Islands and Isle of Man, paid 
management fees into the UK of over £300 million in recent years. 
0XFK�RI� WKLV�¿QDQFLDO�EXVLQHVV�ZLOO�EH�FRQGXFWHG�RQ�EHKDOI�RI�
individuals who are not resident in the UK for tax purposes and 
would therefore not pay UK tax in any case. The tax havens are 
QHFHVVDU\�WR�HQVXUH�WKDW�VXFK�LQGLYLGXDOV�FDQ�EHQH¿W�IURP�WKH�8.�
VSHFLDOLVDWLRQ�LQ�¿QDQFLDO�VHUYLFHV�ZKLOVW�QRW�EHLQJ�VXEMHFW�WR�WD[HV�
that should not, in any event, be due. 
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As will be clear from the discussion above, politicians are all too 
HDJHU�WR�FRQGHPQ�DQG�SRLQW�WKH�¿QJHU�DW�WD[�KDYHQV��VHFXUH�LQ�WKH�
knowledge that criticising the use of tax havens by big business 
will always be pretty safe ground for a positive sound-bite in a 
tabloid newspaper. The issue may also be seen as a welcome 
RSSRUWXQLW\�WR�UH�DVVHUW�VRPH�µPRUDO�OHDG¶�RQ�PDWWHUV�RI�¿QDQFLDO�
probity given the general perception of politicians. The obvious 
hypocrisy of UK politicians - given that the UK has been working 
hard at pursuing a tax competition agenda for a number of years 
- is either not understood or somehow not found too troubling.

Are politicians generally (and the G8 in particular) really serious 
about addressing the tax issues about which they have been so 
keen to grandstand? If so, they will need to go far beyond what we 
have seen so far - posturing about the behaviour of corporations 
and complaining about some one-dimensional notion of tax havens 
that safely allocates all blame somewhere else. If the task of tax 
reform in this area is to be pursued seriously, politicians will instead 
need to address the various strands of substantive tax policy 
presented by the recent debate on the taxation of multinational 
corporations, including the creation of an acceptable tax policy for 
digital business and the development of international tax rules. 
These would have to apply with certainty across the global 
marketplace and not just in the developed OECD countries. Any 
rule changes will also require careful consideration - and co-
ordination - of the process of migration from current rules and 
VWDQGDUGV�DQG��SHUKDSV�DERYH�DOO��D�UHDOLVDWLRQ�WKDW�VXI¿FLHQW�FODULW\�
and precision in any new rules will be necessary to allow businesses 

The irresistible lure of tax havens
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to comply in practice. The issues are complex and inevitably raise 
the way taxing rights are allocated between states. There will clearly 
EH�QR�VXEVWDQWLYH�µTXLFN�¿[¶�

Tax havens, however, are not simply shady places. The UK and 
other OECD countries have been trying to use tax policy to attract 
mobile capital for some time. In fact, such policies have many 
EHQH¿WV�JLYHQ�WKDW� LW�NHHSV�SUHVVXUH�RQ�JRYHUQPHQWV�WR�UHGXFH�
UHFRUG� OHYHOV�RI�VSHQGLQJ��)XUWKHUPRUH��ZH�KDYH�VHHQ�WKDW� WD[�
KDYHQV�IDFLOLWDWH�¿QDQFLDO�LQWHUPHGLDWLRQ�PXFK�RI�ZKLFK�ZRXOG�EH�
‘double-taxed’ or taxed at inappropriate rates if tax havens did not 
exist. Tax havens enable the UK to take advantage of our comparative 
DGYDQWDJH�LQ�¿QDQFLDO�VHUYLFHV�RQ�DQ�LQWHUQDWLRQDO�EDVLV��

Policy discussions should be focused on the fundamentals of tax 
policy and not on tax havens per se. In the current political environment, 
this may be too much to ask, particularly as it will involve explaining 
��DQG�GHIHQGLQJ���WKH�SRLQW�WKDW�WKH�EHQH¿WV�WR�EH�DFKLHYHG�E\�WD[�
competition can be delivered only by creating a more accommodating 
tax environment for in-bound multinational corporations with mobile 
capital than is available for domestic citizens. Some honesty about 
tax competition would be a good start.
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