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Abstract

While globalization has been characterized by substantial increase in trade in goods, the most
rapid expansion has been in the cross-border financial flows. Recent developments in
globalization raise important issues regarding taxation policy and economic development. First,
there is increasing evidence that average taxation rates on capital income have declined over time
in developed and emerging countries. This raises the question of whether this is a result of a
“race to the bottom” or “harmful competition”. Second, the increasing mobility of capital and
ease of incorporation of companies in foreign territories enables multinational corporations to
engage in profit shifting, taking advantages of loopholes in tax policy, gaps in regulatory
frameworks, and lack of coordination of taxation policy across countries. These corporate
practices have harmful effects on economic development. In particular, the least developed
countries are substantially disadvantaged in the allocation of capital and savings; they suffer
large losses in tax revenue due to profit shifting by multinational corporations, while at the same
time they incur severe haemorrhage through capital flight and other forms of illicit financial
flows. This paper elaborates on these issues and discusses how improved transparency in the
global financial system and enhanced global coordination and harmonization in taxation policies
may help address these important problems.
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1. Introduction

Globalization is viewed as the “increasing internationalization of markets for goods and services,
the means of production, financial systems, competition, corporations, technology and
industries”(UNCTAD, OECD, IMF, & WTO, 2002, Glossary, p. 170). It is associated with
increasing mobility of factors of production — especially capital —, explosion of financial flows,
and rapid transmission of technological innovation. The integration of product and financial
markets is facilitated by worldwide adoption of liberalization policies in product and service
markets as well as in the financial system, and the general trend towards removal of regulatory

obstacles to economic activity (UNCTAD et al., 2002, p. 9).

While the increase in trade in goods is the bedrock of globalization, the most rapid expansion has
been in the area of finance. Over the span of three decades between 1980 and 2012, capital flows
grew five times faster than exports. Global trade in merchandises increased by 820% overall or
7.2% annually, from $1979 billion to $18214 billion. During the same period, global (outward)
foreign direct investment increased by 5290% overall or 13.3% annually, from $549 billion to
$23593 billion." Most of capital flows have been directed to the service sector, including
banking. For example in 1999, services accounted for over half of global investment outflows,
although they represented only about five percent of global trade (UNCTAD et al., 2002, p. 9).
At the same time, while there have been substantial efforts to establish and strengthen global
frameworks for the regulation of trade in goods, much less has been done in terms of

coordination of trade in services and finance.

! Data obtained from UNCTAD’s statistical database (online) at http://unctad.org/en/Pages/Statistics.aspx.
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These developments in globalization have important implications for taxation. Tax policy
remains a central element of national policy in several ways. It is the main source of revenue
mobilization to finance public service delivery and to support counter-cyclical policy
interventions. It has an important redistribution role, enabling governments to support
livelihoods for low-income segments of the economy. Taxation policy is also an important gauge
of equity considerations in the policy stance. Finally, taxation is an important tool for promoting
domestic saving and investment, for attracting foreign capital. It is in this context that
developments in globalization are highly relevant for taxation policy. While other dimensions of
fiscal policy are important, this paper focuses on the implications of globalization for taxation

policy.

There are important issues regarding the links between globalization and taxation policy. First,
there is increasing evidence that average taxation rates on capital income have declined over time
in developed and emerging countries (Devereux, Lockwood, & Redoano, 2008). This raises the
question of whether this is a result of deliberate attempts by countries to unilaterally use their tax
policy to undercut each other in order to attract foreign capital and saving. In other words, are
countries engaging in a “race to the bottom” or “harmful competition” using their tax policies?
Second, with the increasing mobility of capital and ease of incorporation of enterprises in foreign
territories, there is concern about multinational corporations engaging in profit shifting, taking
advantages of loopholes in tax policy, gaps in regulatory frameworks, and lack of coordination of
taxation policy across countries. This has important implications for efficiency and equity. The
problem is exacerbated by the lack of transparency in the global financial services, especially in
safe havens (Shaxson, 2011). Third, there is a concern that there is no level playing field in the

globalization process, and that the least developed countries (LDCs) especially are substantially



disadvantaged in the allocation of capital and saving. In particular, LDCs suffer large losses in
tax revenue due to profit shifting by multinational corporations (MNCs) operating in the natural
resources, manufacturing, and service sectors, while at the same time they face severe
haemorrhage through capital flight and other forms of illicit financial flows (AfDB & GFI, 2013;

Ndikumana & Boyce, 2011a; Shaxson, 2011).

From a global perspective, taxation policy can also play an important role in advancing global
initiatives. This is at two levels. At the first level, taxation can generate valuable resources to
support the financing of ‘global public goods’. At the second level, targeted taxation can help
discipline the production of ‘global public bads’ such as pollution. Achieving these goals

requires a high level of coordination and political commitment by national governments.

This paper discusses these issues with a view to shed light on ways to improve global
institutional mechanisms and frameworks to increase efficiency and equity in taxation in the
context of globalization. The next section describes the main features and developments in tax
regimes under globalization. Section 3 discusses tax competition and potential gains from
international coordination in tax policy. Section 4 explores the linkages between tax competition,
transparency and the emergence of tax havens as facilitators of profit shifting, transfer pricing,
and other illicit financial flows. Section 5 reviews the existing global institutional frameworks
for tax coordination and anti-tax evasion conventions, examines their effectiveness and discusses
their potential. Section 6 examines the implications of international tax cooperation for revenue
mobilization in developing countries. Section 7 briefly discusses the potential benefits from
international coordination of taxation policy for financing global public goods. Section 8

concludes.



2. Tax policy in the context of globalization

2.1. Special goals and challenges associated with globalization
In addition to its traditional role in the domestic economy, tax policy takes on an expanded role
in the context of globalization. It is a tool for managing the country’s trade and investment
relations with the rest of the world, including protecting the domestic economy against external
shocks. At the global level, taxation is also a tool for (1) setting up incentives for discouraging
the production of public ‘bads’ such as pollution and (2) for mobilizing financing for public

goods. This is further elaborated in Section 7.

In the context of globalization, national fiscal policy design and management is guided by two
important objectives. The first is to improve the competitiveness of national. In this respect,
fiscal policy uses two main tools: the statutory tax rate on capital and corporate profit; and the
effective marginal tax rate on business income. The second objective is to attract foreign capital
and saving while retaining domestic capital in the local economy. This objective is challenged by
the fact that tax policy is a sovereign policy and therefore there is no expectation that countries
will automatically harmonize their policies. In fact more often than not, tax policies are not

harmonized, and this is not new.

The lack of harmonization of tax policy is partly due to the fact that economies are characterized
by different levels of productivity of capital and different rates of consumer/saver intertemporal
substitution between saving and consumption. However, even taking into account these
considerations, the evidence tends to show substantial disparities in taxation rates that are not

backed by these fundamental characteristics. Let’s take the example of tax on capital. One would



expect that differences in tax rates across countries would reflect differences in productivity of

capital. The data in Figure 1 for 1991 suggests that this is not systematically the case.

<Insert Figure 1 here>

Fiscal policy in the context of globalization is confronted with the reality of increased cross-
border capital mobility following the gradual deregulation of capital account regimes. If
domestic tax rates are perceived as being higher than in other countries, then businesses will be
tempted to move abroad either or both their investments and their business profits. This raises
policy concerns as such decisions affect the country’s potential for growth and employment

creation.

The competitiveness implications of fiscal policy have come to the center stage in the wake of
the recent global financial crisis in developed countries as they struggle to ignite and sustain
economic recovery. In the United States, the crisis has re-energized claims from the business
community and the conservative political establishment that American companies are penalized
by relatively higher statutory and effective tax rates compared to other OECD countries. This, as
the argument goes, would be one of the major reasons why American businesses have been
relocating production abroad, especially in developing and emerging countries to reap the
benefits of lower effective costs of capital and labour. Recent evaluations tend to lend some
support to the claim about US tax rates being higher than in comparable countries. In 2013, the
average effective corporate tax rate was 39.1 percent in the United States, followed by Japan at
37% (Figure 2). All the other major OECD countries had lower rates. In the UK, the rate was a
full 16 percentage point lower than in the United States (39.1% compared to 23%). In all OECD

countries except Chile, the tax rates have declined since 2000, and quite substantially in some



countries. The United States experienced a smaller decline in corporate tax rate compared to

other countries.

<Insert Figure 2 here>

A recent report by PriceWaterhouseCoopers (2013) finds that in the past years, effective
corporate income tax rates have gone up in the majority of sectors in the United States. For
example, the average effective corporate income tax rate for companies in the third top quartile
in the aerospace and defence industry increased by 1.6 percentage point from 32.3% in 2010 to
33.9% in 2012 (Table 1). The data also indicates that the increase in the burden of taxation has
been uneven, falling disproportionately on smaller companies. To use the example of the
aerospace and defence industry, the average effective corporate tax rate for companies in the
bottom first quartile increased twice as much as in the third quartile: by 4.5 percentage points
from 19.5% to 24% during 2010-12. The larger multinational companies have experienced a
relatively smaller increase in the tax burden. The increase in the tax burden should be even
smaller for multinational corporations which are able to take advantage of low taxation in foreign
territories where their branches and affiliates are located in addition to tax avoidance through

various ‘tax planning’ mechanisms and outright tax evasion (discussed later in the paper).

<Insert Table 1 here>

The differences in effective corporate income tax rates across countries could be a result of many
factors. The first is, obviously, the statutory tax rate. However, these differences are also driven
by the overall structure of the tax regime. In other words, these differences are a result of cross-

country variations in both the tax rate as well as the base. This involves considerations on what



activities are taxed or not, what provisions are available for tax deductions and allowances, and
differential treatment of income on the basis of where it was earned — domestically or abroad.
These considerations are central to tax competition; they are elaborated in Section 3 further

below.

2.2. Trends and shifts in tax policy regimes

The configuration of tax regimes around the world has experienced three main developments
over the last five decades. The first was the introduction of the Value Added Tax (VAT), which
is now the most widespread form of consumption tax. The rationale for this form of taxation was
that it is the least distortionary way of taxing private consumption. The second major
development has been the general lowering and flattening of statutory income tax rates on high
income individuals and corporations (Bird, 2012). The third noteworthy development is a recent
push for more equity considerations in tax policy. These changes and trends reflect, to some
extent, shifts in views of what good tax policy is within the academic community and the policy

aréna.

In the 1960s, it was all about income tax. Under what is referred to as Development Tax Model
1.0, progressive comprehensive personal income tax was deemed to be the ideal tax regime
(Bird, 2012). In particular, such a regime was considered especially appropriate and preferred for
developing countries (Bird, 2012; Bird & Zolt, 2005; Kaldor, 1963). Indirect consumption tax
was considered as ‘necessary evil’. International and sub-national aspects of taxation were
relegated to the margin and were not considered important in tax policy design. This model of

taxation eventually proved ineffective in helping developing countries in the mobilization of tax



revenue. Tax to GDP ratios did not increase, which was an important cause of the fiscal

challenges faced by developing countries in the 1980s in addition to external debt crisis.

In the 1980s, the thinking on taxation underwent an important shift in the context of market-
oriented policy reforms enshrined in the so-called Washington Consensus. The prescription was
that a broad based low tax rate model — Development Tax Model 2.0 — was the most appropriate
for developing and developed countries (Bird, 2011). It is in this context that the preference
shifted to VAT as the more preferable form of taxation. However, like under Model 1.0, the
premise remained that “more tax is better”; thus, the objective remained to increase tax revenue.
Note, however, that even with the shift towards VAT, income taxes remained important. What

changed was that the rates were declining, as were tax incentives, but the bases were broadening.

Under the 2005 United Nations Millennium Project, a minimum of 4 percentage-point increase
in the tax to GDP ratio was deemed necessary for developing countries to achieve the
millennium development goals. This meant that countries were expected to raise their tax/GDP
ratios from an average of 17-18% to 22%. This goal proved to be rather ambitious and even
unrealistic. In fact no least developed country achieved this target. In 2011, the IMF
recommended a less ambitious goal of 2 percentage increase in the tax/GDP ratio, and suggested
that most countries could achieve this increase with VAT alone “with no great effort” (Bird,

2012, p. 8).

More recent debates about taxation regimes exhibit increasing attention to the fiscal exchange
and equity dimensions of taxation. Specifically, this is illustrated by reforms in the tax system
that seek to achieve a better balance between resource mobilization and income (re)distribution

through changes in corporate income tax, personal income tax, tax on wealth, and others.



The evidence, however, shows that these shifts in taxation regimes have not produced
commensurate effects in effective tax revenue collection. In fact, the evidence indicates
substantial ‘fiscal revenue inertia’ (Bird, 2012). Indeed, there has been little progress in raising
tax/GDP ratios, especially in developing countries (Table 2). The leading region in terms of
growth of tax/GDP ratio is developing Asia where the ratio grew by nearly 3 percent annually
during the 2000-12 period. However, this region continues to trail other regions in tax
mobilization, with a 21.7% tax/GDP in 2012 (up from 15.4% in 2000). In Sub-Saharan Africa,
there has been virtually no change in the tax/GDP ratio over the past decade. The best performers

in this respect are Latin America and the Middle East and North Africa with ratios above 30%.

<Insert Table 2 here>

Several factors have been advanced to explain the poor performance in tax revenue mobilization
in developing countries. These include lack of economic transformation that perpetuated the
dominance of low-tax generating sectors such as agriculture, and inefficiencies in tax
administration, some of which are due to lack of technical capacity. In the spirit of Kaldor
(1963), it may be argued that taxation has not increased as expected “because it is seldom in the

interest of those who dominate the political institutions to increase taxes” (Bird, 2012, p. 8).

Moreover, performance in tax revenue mobilization also reflects the degree of compliance by tax
payers, which in turn is influenced by the public’s perception of the efficiency of utilization of
resources as illustrated in the supply and quality of public services. In general, accountable states
have more leverage in mobilizing tax revenue. In particular, successful strategies for raising tax
revenues must be backed by enhanced rule of law, reduction of corruption, improved tax morale,

and contraction of the shadow economy. Obviously these are not easy to accomplish, but “some



countries may find it easier to do such things than finding oil — and they may well be better off
by doing so since oil wealth may solve the revenue problem only at the cost of exacerbating
substantially the governance problem” (Bird, 2012, p. 8). In fact, in the case of developing
countries, those that ‘have found oil’ have performed worse in tax revenue mobilization than
their less ‘lucky’ non-oil counterparts (see Ndikumana and Abderrahim (2010) for evidence in

the case of African countries).

In addition the evidence also indicates ‘fiscal structure inertia” (Bird, 2012). Despite the various
changes in the tax rates and legislations, there has been no major change in the structure of the
tax system. In particular, the share of consumption taxes has not substantially increased
following the introduction of VAT, as increases in VAT revenues have been offset by declining
customs revenues due to trade liberalization (Martinez-Vazquez & Bird, 2011). As for personal
income tax collection, there is no systematic common trend across countries; the ratio of
personal income to GDP has increased in some countries and decreased in others (Table A.lin
the Appendix). The same goes for corporate income tax as a share of GDP (Table A.2 in the

Appendix).

3. Tax competition and gains from international policy coordination

3.1. Distortionary effects of taxation
The substantial variations in statutory and effective tax rates across countries suggest that there
are scopes for competition for capital and savings on the basis of fiscal policy. These disparities
may in fact be a result of active attempts by governments to compete over mobile capital and
savings. This implies that globalization increases the distortionary effects of taxation. In the

context of a closed economy, taxation can create a wedge between consumer-saver’s marginal
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intertemporal rate of substitution and the producer-investor’s marginal productivity of capital.

This can result in misallocation of capital across sectors and activity.

In the open economy context there are two additional potential distortions due to taxation (Razin
& Sadka, 1991). Under globalization, residents in any country may engage in rate of return
arbitrage on capital (firms) and saving (households and firms) on the basis of differences in
taxation between their home country and the rest of the world. Their objective is to maximize the
returns to savings and capital regardless of the country where they choose to locate their
investments and channel their savings or profits. Differences in taxation therefore can create
disparities in the intertemporal marginal rate of substitution, which may result in misallocation of
savings across countries. Similarly, differences in taxation may drive disparities in marginal

product of capital, resulting in misallocation of capital or investment across countries.

If countries choose to compete over capital and savings using fiscal policy, their tool kit include
more than the rate of taxation. In addition to setting the tax rate, governments can choose what to
tax, when and how much to tax it. From the tax payer’s perspective, this affects the taxable
income and symmetrically from the government, this affects the tax base. There are two
important dimensions besides the tax rate along which governments can compete to attract and
retain capital and savings in the context of globalization. The first is the treatment of foreign-
earned income. Here governments can choose between two approaches. The first is the residence
based taxation whereby residents are taxed on their world-wide income equally regardless of
whether the income is earned at home or abroad. The second is the source of income approach
where residents are not taxed on foreign-earned income and foreigners are taxed as residents on

income earned from domestic sources. If all countries adopted the same approach, then marginal
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intertemporal rates of substitution as well as marginal products of capital would be unaffected by
tax considerations and savings and capital would be allocated according to country-specific
fundamentals; taxation would not be distortionary in an open economy context. But in practice,

there is no coordination in foreign income taxation.

The second possible dimension of tax competition is the treatment of debt and equity in taxation.
Corporations can (legally) use clever financial accounting to take advantage of allowances for
deduction of interest payments not only by increasing the use of debt relative to equity, but also
through intra-corporation lending to minimize the overall tax burden. The latter is an avenue for
‘thin capitalization’ as well as profit shifting across territories, resulting in overall lower effective
tax payments for the corporation as a whole. Therefore the data on effective corporate tax rate
may be misleading with respect to the level of statutory taxation in a country. This also means
that countries have more tools at their disposal when they use tax policy to compete over capital

and savings.

3.2. Evidence: do countries engage in tax-based competition over capital and
savings?

The question of whether countries effectively engage in tax-based competition has been
motivated, in part, by the substantial variations of tax rates across countries as well as the steady
decline in effective marginal tax rate on capital and corporate profits (Devereux et al., 2008).
Obviously the decline in the tax rate is a concern because it implies loss in government revenue.
But, at least in principle, these losses may be compensated by gains arising from increased
economic activity due to inflows of foreign capital, if in fact the tax provisions do succeed in

enticing increased capital inflows.
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The research community has attempted to shed light on the question above by combining
theoretical modelling and empirical analysis to search for evidence of effective tax competition
(Devereux et al., 2008; Huizinga & Laeven 2008; Marceau, Mongrain, & Wilson, 2010; Paeralta,
Wauthy, & van Ypersele, 2006; Wilson & Wildasin, 2004). To get a handle on the question, one
must consider the interplay between the decisions by the government regarding taxation and the
reactions of private sector actors (firms and individual savers) with regard to the levels and
allocation of capital and saving. The interplay can be conceived as a two-stage game between

private actors and the government. This is summarized in Figure 3.

<Insert Figure 3 here>

The outcomes of these interrelated decisions by the government and private sector actors are
critically important for the relative economic performance of countries with accompanying
welfare implications. These decisions imply that economic activity may be displaced due to
disparities in taxation policies (Desai, Foley, & Hines, 2006). There are also possibilities of
misallocation of capital and savings across countries as discussed earlier. Information plays a key
role in the decisions by firms and savers to allocate capital and saving. This happens at two
levels. First, accurate information on the true content of taxation policy — statutory as well as
effective tax rates — is important in the determination of the optimal level and location of capital.
Second, the extent of disclosure of information, or transparency, affects incentives of firms and

savers in determining the location of economic activity (capital), savings and profits.

The literature on tax competition provides some consistent evidence that demonstrate the
important role of globalization. The evidence confirms that capital and profits have become more

mobile across countries, as illustrated by the massive capital flows towards both developed and
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developing countries, although the lion share is still at the advantage of advanced economies.
The evidence also confirms that governments do use taxation policy to compete over capital,
profits and savings. Among the tools that are at the disposal of the governments, the key factor
that seems to be determinant in tax competition is the statutory tax rate. In contrast the effective

marginal tax rate seems to play a minor role (Devereux et al., 2008).

The analysis in the empirical literature indicates that tax competition has been enhanced by the
increasing deregulation of capital flows (Devereux et al., 2008). In the case of developing
countries, capital account liberalization occurred in the context of the general push for economic
liberalization from the 1980s. In the developed world, the major change was the culmination of
the European integration into a common currency, which provided an environment for near-
complete mobility of capital. In the context of closed capital account or restricted capital flows,
tax competition is less effective in moving capital between countries. But this holds only for
transparent and honest movements of capital; illicit capital movements are generally independent
of the degree of capital flow regulation (Fofack & Ndikumana, 2013; Ndikumana & Boyce,

2011b; Ndikumana, Boyce, & Ndiaye, 2013).

3.3. Gains from tax policy coordination

The increased capital mobility has motivated debates on the need for global and regional
cooperation on corporate income and capital taxation policies (FitzGerald, 2002). The objective
is to avoid the “race to the bottom” whereby in an attempt to lure capital to their home countries,
governments undercut each other’s capital income tax mobilization. Coordination of tax policy is
both a technical and a political process. It is critically contingent on systematic and efficient

exchange of information on taxation. It also requires sensitive sovereign decisions about trade-
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offs between gains from harmonization and payoffs from differentiated regimes. In making these
decisions, economic and financial calculus is often be trumped by political considerations. This
may explain why international conventions and protocols on taxation take long to design and are

difficult to implement and enforce. This is further discussed in Section 5.

Coordination and harmonization of tax policy may take place at the regional level and at the
international level. The gains from harmonization are maximized if all countries were to agree to
exchange full information on taxation and systematically enforce a common regime such as a
residence-based taxation. However, the gains from coordination depend on other factors
underlying the domestic economies and the regulation of exchange between countries. In
particular, a key determinant of the feasibility of coordination and the gains from it is the degree
of capital mobility across countries. In the presence of perfect capital mobility globally, the gains
from regional coordination appear to be rather small (Serensen, 2004). Regional coordination
would be justified if the set of countries in the region are more integrated among each other, but
relatively closed vis-a-vis the rest of the world. Given the general trend towards capital account
deregulation, harmonization efforts at the regional level need to be effectively coordinated with

Initiatives at the international level.

4. Tax competition, tax evasion and safe havens

4.1. Why care about safe havens
The discussion of coordination of taxation policy in the context of globalization cannot be
complete without an analysis of the role of safe havens, or tax havens, secrecy jurisdictions, or
offshore financial centres (OFCs). These terms are used often interchangeably although they do

not mean the same thing. So, for example, while it is typically presumed that most illicit
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financial flows are concealed in small tropical islands called safe havens, a substantial share of
the funds are in fact located in financial centres in major OECD countries. But the latter are
rarely, if ever, referred to as OFCs or tax havens. Thus far the discussion in this paper on how tax
regimes induce and affect the mobility of capital, profits and savings has not considered the legal
and transparency aspects of transactions. Yet, transparency and legality of financial flows is
central to understanding the recent explosion of financial flows around the world, a substantial

part of which goes towards or transit through tax havens.

But why should we care about tax havens? There are several reasons. First due to the services
that secrecy jurisdictions offer to capital holders, they facilitate the transfer and concealment of
capital including illicitly acquired funds. This has emerged as a major issue for developing
countries in the context of debates on development financing and governance. But developed
countries have also begun to pay attention to the problem of secrecy jurisdictions because of the
substantial revenue losses incurred through profit shifting, transfer pricing and other illicit
transactions (Bartelsman & Beetsma, 2003; Sikka & Willmott, 2010). It is estimated that
developing countries are more vulnerable to the impact of safe havens (Hampton & Christensen,
2010; Hebous & Lipatov, 2013; Shaxson, 2011). Thus safe havens are central to debates on

taxation policy and development financing for developing countries.

Safe havens also deserve attention due to distributional and equity implications of their
operations. Part of the massive amounts of capital held in tax havens belong to the economic and
political elites of developing countries, who, in addition to acquiring most of it illicitly, do not
pay taxes on the earnings from the underlying assets. This implies substantial regressive taxation

and a relatively higher burden of taxes on the middle class. Thus, safe havens indirectly
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contribute to worsening income inequality in developing countries. In fact, given the massive
amounts of wealth that is channelled through safe havens, and therefore not incorporated in
national accounts for income and expenditures, it is likely that the standard measures of welfare
and inequality as well as cross-country distribution of wealth are substantially underestimated

(Zucman, 2013).

The attention to tax havens is further motivated by the linkages with corruption in both
developed and developing countries. Secrecy jurisdictions provide a safe haven for corrupt rulers
to hide stolen assets, including funds obtained through embezzlement of the proceeds from
natural resource exploitation and trade. For example, it is estimated that up to 8 percent of all
petroleum rents from oil-rich countries with weak institutions end up in private accounts in OFCs
(Andersen, Johannesen, Lassen, & E., 2012; Hebous & Lipatov, 2013). By facilitating the
transfer and concealment of corruption-related funds, tax havens undermine governance in
general (Torvik, 2009). They may also have a negative impact on tax regimes, as they provide
incentives for rulers to devise tax regimes that facilitate profit shifting. As a result, tax
compliance is undermined as safe havens facilitate tax avoidance and tax evasion by
multinational corporations and the political and economic elites. This further undermines tax
morale through negative demonstration effects (Fjeldstad, Schulz-Herzenberg , & Sjursen, 2012).
Indeed, if neighbours do not pay taxes, and especially if they happen to be rulers, then there is

less incentive for a regular resident to honour his/her tax obligations.

There are, however, voices that have argued that there are some positive effects associated with
tax havens. It is argued that secrecy jurisdictions and tax havens enhance competition in

neighbouring countries (Rose & Spiegel, 2007), and that they may even have positive welfare
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effects by providing opportunities for investment by firms fearing high taxes and expropriation
in corrupt countries (Hong & Smart, 2010). But these alleged potential benefits pale in the face
of the devastating negative effects arising through the drainage of resources (Ndikumana &
Boyce, 2011a; Reuter, 2012; Shaxson, 2011), deterioration of governance in the public sector

and erosion of business ethics.

4.2. Institutional mechanisms of secrecy

Tax havens thrive on secrecy. The key service they sell to their clients is the promise to withhold
all the information pertaining to their identity and the characteristics and outcomes of their
business activities. That is their main capital, and they work hard to preserve and protect it even
in the face of increasing pressure from the global community and individual major countries —
especially the United States — to lift their veil of secrecy. Thus safe havens invest heavily in
undermining financial transparency. Financial transparency obtains when “every actor and
transaction within a system can be traced to a discrete, identifiable individual” (Sharman, 2010,

p. 127).

Secrecy jurisdictions and tax havens are able to provide protection to their customers through
complex institutional mechanisms that establish intricate layers of secrecy and make it difficult
to link illicit proceeds to the predicate crime and the ultimate beneficiary; that is, linking crime to
the criminal. This is summarized in Figure 4. Secrecy is provided through two main mechanisms.
The first is outright anonymity whereby no meaningful information on the beneficial owner of an
asset, transaction, or company is recorded during the initiation of a transaction, the establishment
of a company or the opening of a bank account. Economic units established in this context are

nominative and often do not even undertake any activities in the territory where they are
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domiciled. These ‘shell companies’ are created to serve as vehicles for transfer pricing, transfer
of illicit funds, and other activities which may include legal as well as legal operations. The
second mechanism is through a web of legal ownerships involving a tangled inter-jurisdictional
web of interlocking relationships. There are two key features of these mechanisms. The first is
what we may call the chameleon structures of shell companies in the sense that these companies
can be modified, restructured, and re-named expeditiously to evade any inquisition by the
regulator or law enforcement authorities. The second is the mobile jurisdiction of the companies
whereby the domiciliation of the company can be changed at will in no time to evade law
enforcement and criminal investigation. These mechanisms are made possible by the lax legal
systems and regulations in the secrecy countries. They are also perpetuated thanks to the
immense economic power of the companies and individuals that hold wealth and channel their

transactions through these territories.

<Insert Figure 4 here>

In the popular press, the notion of secrecy jurisdictions and tax havens is typically associated
with palm-fringed tropical islands such as the Cayman Island, Bermuda, and others. It also refers
to territories with loose governance such as Somalia which are used as transits for illicit trade
and financial transactions. But recent evidence has shown that large OECD countries are also
guilty of harbouring banking secrecy, and are both conduits and victims of substantial tax
evasion (Hampton & Christensen, 2010; Sharman, 2010; Shaxson, 201 1).2 Moreover,
surprisingly, it is actually the well governed countries that tend to become tax havens and that

benefit the most when they do so (Dharmapala & Hines, 2009). This is contrary to conventional

? More information is available at Tax Justice Network (www.taxjustice.net), including ranking of territories by
degree of secrecy (‘financial secrecy index”).
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wisdom where large advanced economies are viewed as having superior legal environments and
as being the vanguards of transparency and good governance. This conventional belief is

increasingly challenge.

The use of tax havens has been facilitated by the increasing complexity of the structure of
multinational corporations and their multiple-domiciliation characteristics. Being located in
multiple territories with different regulatory frameworks with regard to taxation, banking laws,
and rules governing business operations in general provides incentives and opportunities for tax
evasion. Indeed larger firms with substantial foreign operations benefit the most from using tax
havens (Desai et al., 2006). The implication is that growth of the private business sector may not
be accompanied by proportional increase in tax revenue because of these leakages facilitated by

tax havens.

Rules and regulations in developed countries are evolving in response to the increasing evidence
on the explosion of tax evasion and illicit financial flows. But progress is slow and uneven. As a
result, important discrepancies remain in the institutional frameworks, and these differences are
exploited for the purpose of tax evasion, profit shifting, transfer pricing and other forms of illicit
financial transactions. So, for example, whereas all OFCs regulate corporate service providers,
the US and the UK do not. It is possible that this reflects the influence of the interest groups over
the regulators in states like Nevada and Delaware that are known as tax havens (Sharman, 2010).

It is clear that there is ample room for improvement in coordination.

5. Global conventions and frameworks for tax cooperation and against tax
evasion
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5.1. Existing frameworks

The expansion of activities in tax havens and the explosion of illicit financial flows over the past
decades have prompted a push for establishment and consolidation of international regulatory
frameworks to increase transparency or rather to combat secrecy and enforce responsible
banking and trade practices. Efforts have been initiated at both national level, and global level on

a bilateral as well as multilateral basis.

As the lion share of tax evasion and illicit financial flows is orchestrated by or through large
companies, the first area of focus is the enforcement of standards on corporate governance. The
recent global financial crisis revealed that there are widespread and deep shortcomings in
corporate governance, especially the lack of reliable checks and balances capable of enforcing
responsible corporate practices. In this context, at the global level, the main instrument to
address this problem is the OECD Principles on Corporate Governance, especially chapter VI
which specifies that “The corporate governance framework should ensure that timely and
accurate disclosure is made on all material matters regarding the corporation, including the
financial situation, performance, ownership, and governance of the company” (OECD, 2004, p.

24).

Another area of attention is anti-money laundering which is an important channel of illicit
financial flows (R. Baker, 2005). In this context, the recommendations by the Financial Action
Task Force (FATF) constitute the global standards recognized internationally against money

laundering and terrorist financing. These recommendations are aimed at increasing transparency

? The OECD Principles on Corporate Governance were released for the first time in May 1999 and were revised in
2004. They constitute “one of the twelve key standards for international financial stability of the Financial Stability
Board and form the basis for the corporate governance component of the Report on the Observance of Standards and
Codes of the World Bank Group