NOT ENOUGH
SUBSTANCE?

Assessing changes made by UK-linked tax havens to fulfil EU
requirements

www.oxfam.org.uk OXFAM



OXFAM BRIEFING NOTE —APRIL 2019

New EU requirements to combat tax avoidance — as part of a tax haven
blacklist process started in 2017 — may change how multinational
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changes, they will continue to facilitate tax avoidance, which strips countries
— rich and poor — of funds needed to fight poverty.

© Oxfam Great Britain April 2019

This paper’s lead writer was Diarmid O’Sullivan for Oxfam GB. Oxfam
acknowledges the assistance of Rebecca Gowland, Johan Langerock, Oliver
Pearce, Toni Pearce, Susana Ruiz, Claire Spoors and Chris Worrall in its
writing and production. It is part of a series of papers written to inform public
debate on development and humanitarian policy issues.

For further information on the issues raised in this paper please email Oliver
Pearce, opearcel@oxfam.org.uk

This publication is copyright but the text may be used free of charge for the
purposes of advocacy, campaigning, education, and research, provided that
the source is acknowledged in full. The copyright holder requests that all such
use be registered with them for impact assessment purposes. For copying in
any other circumstances, or for re-use in other publications, or for translation or
adaptation, permission must be secured and a fee may be charged. E-mail
policyandpractice @oxfam.org.uk.

The information in this publication is correct at the time of going to press.

Published by Oxfam GB under ISBN 978-1-78748-427-6 in April 2019.
DOI: 10.21201/2019.4276
Oxfam GB, Oxfam House, John Smith Drive, Cowley, Oxford, OX4 2JY, UK.

Cover photo: Road Town, Tortola in the British Virgin Islands.



1 SUMMARY

» Seven UK-linked tax havens (Anguilla, Bermuda, the British Virgin Islands, the
Cayman Islands, Guernsey, Jersey, the Isle of Man) were put on the EU’s
original ‘grey list’ of tax havens in 2017.

* These seven brought in reforms by the end of 2018 to try to avoid being put on
the EU’s blacklist.

* New Oxfam analysis shows that these reforms do not go far enough to prevent
UK-linked tax havens from facilitating tax avoidance, which means poor
countries risk losing out on vital revenue for schools and hospitals.

+ The UK government can catalyse further change in its Overseas Territories and
Crown Dependencies by enforcing tax transparency and challenging zero to low
tax rates.

Tax havens linked to the UK are some of the most significant parts of the offshore
economy, and staggering amounts of money flow through them. As of 2017, more
than $1 trillion was being invested via the British Virgin Islands (BVI) alone. These
secretive tax havens have long attracted investors seeking to avoid tax because
they have offered a combination of no taxes on corporate profits (with certain
exceptions) and the ability to easily set up companies that exist entirely on paper.*
Profits created in developing countries can flow to tax havens engineered as debt
repayments or other ways to avoid tax. Lower tax revenues in developing countries
means less money to invest in schools, hospitals and other services vital for growth
and overcoming poverty.

The loss of corporate tax revenues is estimated to cost developing countries
$100bn a year, and tax havens play a major role in this organized theft. According
to economist Gabriel Zucman, in 2015 at least 40% of multinationals’ foreign profits
were shifted from the countries in which they were generated to tax havens.”

TACKLING TAX AVOIDANCE IN THE UK AND UK-
LINKED TAX HAVENS

The UK government has led the way on important tax transparency measures: in
2016, it introduced a public register of beneficial ownership, revealing the real
owners of companies. It has called for Overseas Territories and Crown
Dependencies to follow suit, and the recently adopted Sanctions and Anti-Money
Laundering Act (2018) requires the UK to prepare an Order of Council by the end
of 2020 to enforce this measure on Overseas Territories if it is not implemented
voluntarily. Also in 2016, Parliament gave the UK government the power to require
companies to publicly report their tax payments and related data on a country-by-
country basis through an amendment to the Finance Act. Since multilateral talks
have stalled, the UK should implement this requirement.

However, UK policies and positions risk allowing a ‘race to the bottom’ on
corporate tax. Alongside other countries, the UK should recognize the global
problem of lowering statutory and effective tax rates and seek agreement for
minimum levels. Piecemeal approaches, such as the UK’s proposed revenue-
based Digital Services Tax, will not tackle fundamental flaws in the international



corporate tax system and will encourage countries to offer ever-lower tax rates.
The UK government should take heed of the intention in the EU blacklist to
promote ‘fair taxation’ policies, and work with other countries to ensure fair and
effective taxation of multinational companies.

UK-LINKED TAX HAVENS HAVE MADE LIMITED
REFORMS

After many major revelations of tax avoidance, such as Lux Leaks and the Panama
Papers, the EU committed to draw up a blacklist of tax havens. In December 2017
it released its first such blacklist, and recently published its first annual review of
the list. Oxfam’s analysis of measures introduced by previously listed jurisdictions
suggested that 23 countries should be on the new EU blacklist,® but only 15
countries were in fact blacklisted.” All except Bermuda of the UK-linked tax havens
have been left off the list, while the BVI and the Cayman Islands have been given
longer to amend technical details of their new laws and so placed on the updated
‘grey list’.

By threatening to put them on its tax haven blacklist, the EU has succeeded in
pressing seven UK-linked tax havens to change their laws by the end of 2018: the
Crown Dependencies of Jersey, Guernsey and the Isle of Man, and the Overseas
Territories of the BVI, Cayman Islands, Bermuda and Anguilla.

The new laws and regulations will require multinationals to locate ‘economic
substance’ within these tax havens in the form of staff, assets and management
control, making it harder for them to book profits in these tax havens while having a
presence there only on paper. These changes represent progress in trying to deal
with paper companies, but ultimately they fall short of what is required.

UK-LINKED TERRITORIES NEED TO DO MORE TO
PREVENT TAX AVOIDANCE

The new laws passed by the seven UK-linked tax havens require companies within
their jurisdiction to have ‘adequate’ economic substance there, but neither the tax
havens nor the EU itself have yet defined what this means. Examples offered by
the EU suggest that the threshold for what counts as ‘adequate’ economic
substance may be so low that, in Oxfam’s view, multinationals will be able to easily
meet it and continue to pay zero tax.

Because of these basic weaknesses, the new rules may change the pattern of tax-
haven use by multinationals without necessarily leading to big reductions in the
global amount of tax avoided. The EU and the UK need to adopt a tougher
approach to blacklisting tax havens, which recognizes that low or no tax on
corporate profits is itself a huge incentive for tax avoidance.

This report shows how tax havens deprive developing countries of tax revenues
(section 2) and provides background to the new laws (section 3) before analysing
their likely impacts (section 4). It highlights key drawbacks of the new laws (section
5), and concludes with recommendations that call for tougher measures that will
properly deter zero tax regimes which incentivize profit shifting.



2 HOW TAX HAVENS DEPRIVE
DEVELOPING COUNTRIES OF
FUNDS

The Indian Ocean country of Mauritius — a tax haven widely used by investors in
Africa and Asia — reported investment of nearly $68bn in 2017 from the three
biggest UK-linked tax havens: the BVI, the Cayman Islands, and Bermuda. Some
investment also flows directly from the UK-linked tax havens into larger developing
countries. Nigeria reported total investments of just over $22bn in 2017 from the
BVI, the Cayman Islands and Bermuda — accounting for more than a quarter of all
investment into the country.® It is highly unlikely that the real investors are actually
based in these tax havens; rather, much investment is likely to be flowing through
them for low tax and regulatory compliance. Investments made through tax havens
can undermine developing country economies because they are not able to trace
company ownership and tax records, and are therefore likely to be missing out on
tax revenues.

TAX AVOIDANCE AND PUBLIC SERVICES

Tax avoidance means that governments have less money for essential services
such as health and education. The equalizing power of progressive taxes and vital
public services is reduced, entrenching gender inequality. The UK should ensure
that its tax havens are transformed — not least to uphold and promote women’s
rights.

Tax havens impact on women’s rights: losses through tax avoidance and evasion
by multinationals force governments to cut public services or to raise a greater
proportion of their tax revenue from sources other than corporate tax. Most
developing countries raise two-thirds or more of their tax revenue through
consumption taxes, which eat up a larger proportion of income the poorer people
are.” Women are more likely to be poor than men® and to depend the most on
public services, because of their gendered roles and the discrimination they face
(see box 1). Women’s experience of poverty and public services is also shaped by
widespread discrimination and inequality in accessing resources.



Box 1: The UK’s responsibility to ensure that UK-linked tax havens uphold
women'’s rights

The United Nations (UN) CEDAW (Convention on the Elimination of All Forms of
Discrimination Against Women) Committee is reviewing how the UK fulfils its
obligations on women’s rights. Oxfam and its partners argue that UK-linked tax
havens undermine women’s rights around the world.

Globally, women, because of gendered discrimination and defined gender roles,
shoulder a heavier and unequal burden of unpaid care work, have lower incomes than
men (on average), and experience discrimination, violence and abuse in many
aspects of their lives. Public services such as education, healthcare, clean water, and
family planning are all essential to support gender equality. Therefore, it is women and
girls who are the hardest hit by lack of investment in such services and who
experience discrimination, violence and abuse in many aspects of their lives, which is
exacerbated by inequitable tax policies. Tax havens often

mean that developing countries are deprived of funding and are restricted in mobilizing
resourgces into these essential services that could support the realization of women’s
rights.

Although many of the Overseas Territories and Crown Dependencies jurisdictions
enjoy a relative form of political independence, the UK continues to provide ultimate
protection and has some overriding legal influence, particularly in most of the
Overseas Territories. Yet many of those jurisdictions are key tax havens, facilitating
tax losses in developing as well as developed countries.

While many of the Crown Dependencies and Overseas Territories have aligned
themselves with international tax transparency standards, a number are still significant
tax havens. In many Overseas Territories and Crown Dependencies, tax policies have
provided loopholes for low effective individual and corporate tax rates. Combined with
financial secrecy, these policies enable corruption and wider corruptive practices
including tax avoidance for the world’s wealthy elites and multinational companies.

The CEDAW committee published its review of the UK, including recommendations
that, ‘While the introduction of [the Sanctions and Anti Money Laundering] Act
constitutes a positive step in the fight against money laundering, tax evasion and
corruption, the Committee remains concerned that the offshore tax regimes in the
Overseas Territories and Crown Dependencies continue to enable multinational
companies and wealthy individuals as well as criminal organizations to avoid paying
tax, leading to significant losses of revenue that could be utilized for public services for

women.'*°

Source: Oxfam submission to UN Committee on the Elimination of Discrimination Against Women

EXPOSING TAX AVOIDANCE IN UK-LINKED TAX
HAVENS

Any measures which deter people and companies from using UK-linked tax havens
could have a positive knock-on effect on tax revenues in developing countries if
they make it harder for investors to avoid paying tax in developing countries by
using tax havens. Investigations such as the Paradise Papers (see box 2) show
how tax havens, including UK-linked ones, have helped companies avoid taxes in
developing countries. The EU blacklist, despite its shortcomings — and any future
UK blacklist — could encourage developing countries to pursue their own
countermeasures against tax havens.™



Box 2: Tax havens help to deprive developing countries of revenue

The Paradise Papers scandal highlighted examples of how multinational
companies use tax havens to avoid taxes in developing countries:

Burkina Faso. The country is believed to have lost out™ due to Glencore’s global tax
arrangements, including the use of apparent shell companies set up in the BVI and
Bermuda which meant Burkina Faso was effectively unable to tax the zinc mined by
Glencore’s local companies.

Namibia. Hong Kong-based fishing company Pacific Andes™® is believed to have
routed part of its operations through a company in Mauritius to take advantage of a
treaty and pay very little tax in Namibia. Meanwhile, the hard-working people working
for the company are struggling to see a future for their families.

Angola. Managers of Angola’s sovereign wealth fund — worth $5bn in a country where
one in three live in poverty - used Mauritius and other havens'* to move millions of
dollars in fees and dividends and apparently avoid tax. The chain of offshore
companies involved includes some incorporated in the BVI.

Unfortunately, there are fundamental problems with the EU’s approach to tax
havens which arise from the concept of ‘economic substance’ itself; there appears
to be a very weak interpretation of this concept, while the tax havens have a strong
economic incentive not to apply the new rules too effectively. This suggests that
the EU’s approach will not necessarily have much effect on tax avoidance in
developed and developing countries alike, at least in the short term. Developing
countries in particular would benefit from an approach which more effectively
prevented and deterred profit-shifting, such as blacklisting zero tax regimes.

3 WHY NEW LAWS WERE AGREED
IN THE UK-LINKED TAX HAVENS

In November 2016 the member states of the EU set out criteria for assessing which
low-tax jurisdictions outside the EU should be put on its ’list of non-cooperative
jurisdictions for tax purposes’ — the EU’s tax haven blacklist. These criteria covered
issues of transparency, adoption of measures against tax avoidance from the
OECD'’s base erosion and profit shifting (BEPS) process, and ‘fair taxation’. The
EU then applied these criteria to numerous low-tax jurisdictions outside its own
borders, including those linked to the UK, as part of its first published tax haven
blacklist in December 2017. This section explains why the EU placed the seven
UK-linked tax havens on the grey list and why they have all since introduced new
‘economic substance’ laws.

The EU’s Criterion 2.2 requires that jurisdictions ‘should not facilitate offshore
structures or arrangements aimed at attracting profits which do not reflect real
economic activity in the jurisdiction’.”® The intention is that multinationals should not
be able to shift their profits to paper subsidiaries in tax havens where they might
have no real economic activity. If a multinational is to enjoy a super-low tax rate, or
no tax rate at all, then it should have ‘economic substance’ — that is, tangible
assets, activities and people that contribute to its profits — in that jurisdiction. In



essence, companies need to actually conduct at least some relevant business in
the country.

The EU’s criteria do not target zero tax regimes as such. The EU, like the OECD
and the UK itself, has long taken the view that low or no corporate taxation is not a
problem in itself, but becomes a problem when corporations shift profits to a tax
haven from somewhere else. This is a basic flaw in the EU’s approach, which
greatly weakens its attempts to grapple with tax havens, since companies are
incentivized to comply with the economic substance test to benefit from zero tax
rates. The UK should also recognize the role played by zero tax regimes.

THE SEVEN UK-LINKED TAX HAVENS ARE ON THE
EU'S ‘GREY LIST

The EU concluded in 2017 that the seven UK-linked tax havens did not meet
Criterion 2.2.* Even though it considered that the seven jurisdictions complied with
its other criteria on transparency and international tax reforms, the lack of
substance rules meant they were placed on the EU’s grey list, meaning that they
needed to change their legislation by the end of 2018 or be put on the blacklist.
The rest of the UK’s Overseas Territories — except for Turks and Caicos which was
belatedly added to the grey list — were not put on the grey list or are not considered
by the EU to be tax havens."’

Table 1: Global foreign direct investment flows via seven UK-linked tax
havens, 2017

Jurisdiction Total outward investment ($m)
British Virgin Islands 1,181,769
Bermuda 935,699
Cayman Islands 822,146
Jersey 304,686
Guernsey 51,839
Isle of Man 9,387
Anguilla 869
Total for the seven tax havens 3,306,395
Total reported investment in all countries 34,578,733
around the world

Source: International Monetary Fund (IMF) Coordinated Direct Investment Survey (CDIS) database.18

These figures are for foreign direct investment stocks as reported by third countries. The IMF database is not
complete because not all countries have reported, so the total of global foreign direct investment is likely to be
larger than shown here.

As table 1 shows, the seven UK-linked tax havens identified by the EU account for
nearly 10% of all the foreign direct investment stock reported to the IMF by
countries receiving investment.*® Nearly $200bn is invested in the UK itself via the
seven tax havens — more than half of it via Jersey — and tens of billions of dollars
are also invested in developing countries, directly or indirectly, via the seven tax
havens. The disproportionate use of tax havens for investment flows is notable;
multinational companies and individuals can use tax havens to protect much of
their profit or wealth from taxes that should be due elsewhere.



The minimum sanctions recommended by the EU for tax havens on its blacklist are
currently quite mild: essentially, multinationals that use these tax havens would
face a higher risk of being audited by their home tax authorities, which could lead
to them being compelled to pay more tax.?’ However, being on the blacklist creates
reputational risk for a tax haven, which might mean it loses business to other more
‘reputable’ tax havens, and could open it up to tougher countermeasures from
individual EU member states. The UK could also consider strengthening its own
measures against listed tax havens, including by ensuring its Overseas Territories
and Crown Dependencies go further than the letter of EU requirements.

ACTION BY THE SEVEN TAX HAVENS

The threat of moving onto the blacklist was effective in getting the seven UK-linked
tax havens on the grey list to act. By the end of 2018, all seven had introduced new
laws or regulations, or amended existing ones, so as to require resident companies
to have economic substance as defined by the EU, as well as bringing in related
accounting and reporting requirements. All these new laws came into effect at the
start of 2019.

In some cases, there were complaints within tax havens that the laws had passed
at high speed to meet the EU’s deadline. A newspaper in the Cayman Islands
highlighted the fact that the local legislature, which had taken nearly a decade to
change the speed limit on a local road, had debated and passed the new economic
substance law in two weeks.?*

The new laws adopted by the seven tax havens are generally very similar to each
other and, in some cases, identical. This is because they reflect a framework
issued by the EU in a scoping paper of June 2018, which set out its view of what
compliance with the economic substance criterion would require.22 Two Overseas
Territories, the BVI and the Cayman Islands, have been asked by the EU to
address concerns about ‘collective investment funds’ by the end of 2019, though
there is very little public information about this.?® Similarly, it is not clear why
Bermuda ended up on the blacklist, given that it brought in similar reforms to the
other, de-listed UK tax havens.*

However, the fact that the EU has yet to define crucial terms such as ‘adequate’
substance (such terms are to be defined in subsequent regulations and guidance)
inhibits analysis in advance of implementation. Such details will determine how
effective the new laws will be in deterring corporate tax avoidance. Based on the
EU guidance, which the tax havens followed to draft the overall laws, Oxfam’s
analysis suggests that they may not be very effective at all.



4 HOW EFFECTIVE ARE THE NEW
LAWS?

Oxfam has analysed the new laws to assess their likely impact on stemming
multinational tax avoidance. This section details our analysis.

The substance test requires each affected company to:
+ show that it is directed and managed from within that jurisdiction;

« show that it engages in ‘core income-generating activities’ within that
jurisdiction;

* have an ‘adequate’ number of skilled staff, assets, costs and income in the
jurisdiction in relation to its core income-generating activities;

» provide accurate information to the authorities to show that it passes the
substance test, with penalties for failing to do so;

* meet a more difficult test for ‘high-risk intellectual property’ business and a
potentially easier test for holding companies that only own shares.

Most of the new laws specify that companies must file reports annually to the local
authorities to show that they meet the test, with failures to meet the rules leading to
penalties, which may ultimately include the company being struck off. This does not
necessarily mean that the substance test will be quickly applied, or that a company
which fails the test will quickly have penalties imposed on it: the laws of the
Cayman lIslands, the BVI and Jersey, for instance, stipulate that the authorities
have up to six years after the end of a financial reporting period to determine that a
company has not met the test.?®

There are also requirements for the authorities of the tax havens to report to
foreign tax authorities on companies which fail the substance test, or manage
‘high-risk’ intellectual property (see below).

There are six general features of the new requirements, which are analysed in turn.

a. Direction and management

Some board meetings should be held in the jurisdiction, with quorum of directors
present.

This is a reasonable but not very onerous requirement.

The new laws generally require that a company holds some (but not all) of its board
meetings in the jurisdiction and that board meetings take place with a frequency
commensurate with the importance of the decisions being taken.

All the new laws require a quorum of directors to be physically present in the
jurisdiction for meetings, though this does not appear to mean that directors have
to actually live there; they may just fly in for meetings.

10




b. Core income-generating activities

Certain business types have to show that at least some activity takes place in the
jurisdiction.

This is an important requirement but there is not sufficient guidance on the type and
extent of such activities, particularly whether they need to be proportionate to incomes
generated.

All the new laws require that if companies which are tax-resident in a jurisdiction
engage in certain types of business activity that are ‘geographically mobile’ (that is,
easy to shift to tax havens), then they must pass a substance test by showing that
a part of this activity takes place within the jurisdiction and generates ‘core income’.

The list of these types of business activity has been provided by the EU and
includes banking, insurance, fund management, financing and leasing, running a
corporate headquarters, shipping, distribution and service centres (which deal with
other companies in the same corporate group), holding shares in other companies
or in intellectual property.

c. ‘Adequate’ staff, assets, costs and income

Companies will have to employ ‘adequate’ staff, and have ‘adequate’ assets and
costs, but ‘adequate’ is yet to be defined.

Without a clear definition of ‘adequate’ it is hard to assess this requirement. There is a
high risk that the threshold for ‘adequate’ will be low enough for many large
companies to manage small operations in tax havens to satisfy the requirement, while
still shifting profits there to make use of zero tax rates.

Companies will have to show that they are employing an ‘adequate’ number of staff
and have ‘adequate’ assets and costs within the jurisdiction in proportion to the
income-generating activities which they are carrying out there. Companies do not
have to perform these activities themselves and can contract them out to third
parties, provided there is no double-counting of services provided by the same third
party to more than one company.

The laws do not spell out what ‘adequate’ means and leave this definition to
regulations or guidelines to be issued later. This ambiguity poses a major problem
for the EU’s reliance on economic substance as a response to profit-shifting into
tax havens.

d. A harder test for ‘high-risk’ intellectual property

Jurisdictions require higher risk intellectual property (IP) companies to prove they pass
the substance tests and share this information with the authorities in the parent
company’s home jurisdiction.

This higher bar is expected to have some impact for some companies in some of the
tax havens. Therefore, the impact of this requirement is likely to see some kinds of
shell companies conclude that the costs of business are too high to continue in certain
tax havens.

‘High-risk’ intellectual property (IP) means software, patents, brands or other
intellectual assets that are developed by a corporation somewhere else, then
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moved to a subsidiary in a tax haven. This subsidiary can charge royalties to other
parts of the corporation to use the IP, reducing their taxable profits in the countries
where they do business and causing profits, in the form of the royalty payments, to
flow into the tax haven.

The EU is particularly concerned by this practice, which is emphasized in its
demands to the tax havens.?® This reflects the fact that some high-profile tax
avoidance cases in the EU, like that of Apple and Ireland, involved the parking of
IP in tax havens.?’

Companies must show that they have qualified employees based in the jurisdiction
who have played a significant part in the development, exploitation, maintenance,
enhancement and protection of the IP, and are not merely passively holding the IP
and carrying out decisions taken elsewhere.

Initial analysis suggests that this rule may have some bite. The law firm Simmons
and Simmons commented, in a December 2018 analysis of the Cayman Islands’
law, that the IP substance rule ‘in practice will be challenging to satisfy’.28 Jersey’s
consultation with the private sector in August 2018 indicated that this rule would be
harder for some companies to meet than others and ‘there was an assumption
from some respondents that their IP clients would diminish in numbers’ as a result
of it. In other words, that some corporations will stop using Jersey as a tax haven
for IP assets.?®

e. A lighter test for companies that hold shares

Companies only owning shares in other companies face less arduous tests, such as
needing to have sufficient staff to manage the equity investments.

Such companies will still be able to use tax havens without making significant
changes.

Since pure-equity holding companies (those that exist only to hold shares in other
companies, earning income in dividends or capital gains from those shares) often
employ few or no staff, whether they are based in tax havens or not, this is not
necessarily an onerous requirement. A newspaper in the BVI, where most of the
400,000 or so active local companies are said to be holding companies, quoted a
senior local lawyer in January 2019 as saying: ‘The future of financial services of
most of the Crown Dependencies and Overseas Territories, especially the BVI,

depends on the meaning of the phrase “employees and premises”.”*

f. Reporting requirements and penalties

Companies need to provide reports to authorities, including details about local staff.

The reports will often be shared with parent company jurisdiction authorities, though it
is unclear what this entails for non-EU headquartered companies.

The full reporting processes and compliance checks are not yet clear.

All the new laws require companies to provide the authorities in that jurisdiction
with detailed information to show that they are passing the substance test,
including not just financial and business data but such items as the employment
histories and qualifications of their local staff. There are penalties for non-
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compliance; mostly small fines, but including the possibility of prison terms for
providing false information to the authorities.

There appears to be a weakness in all these rules, from the EU’s point of view, that
these reports have to be sent only to the tax authority of the country where that
company’s parent company or ultimate owner is based. The rules, as published, do
not explicitly provide for cases where a multinational headquartered outside the EU
(for example, in the United States) has subsidiaries in EU countries which trade
with other subsidiaries in tax havens but do not own them. The UK could consider
working with the EU to pre-empt being treated as a ‘third country’ in the blacklisting
process.

5 MAJOR SHORTCOMINGS OF THE
NEW LAWS

How much substance is ‘adequate’?

« There is no quantitative definition of ‘adequate’ economic substance yet,
meaning it could be open to wide interpretation.

» No common definition would make checking compliance harder.

+ The EU has suggested some benchmarks, but these are low, particularly for
large multinational corporations, which may see the conditions as being a
worthwhile cost.

The EU has not required the seven tax havens to include in their laws a
guantitative definition of the ‘adequate’ quantity of business and staff a
multinational must locate in a jurisdiction to qualify for its zero tax regime. The
failure to quantify ‘adequate’ could well make the new rules largely ineffective.

Some of the seven tax havens have already signalled that they intend to judge the
meaning of ‘adequate’ on a case-by-case basis. The guidance issued to the private
sector by Jersey, Guernsey, and the Isle of Man states that: ‘what is adequate for
each company will depend on the particular facts of the company and its business
activity’.31
The EU itself does not have a single quantitative definition of what ‘adequate’ might
mean. Two examples cited in its scoping paper of June 2018, which has been used
by the seven jurisdictions as a general blueprint for their new legislation, suggest
that it expects this threshold to be low:

1. atax haven company engaged in financing and leasing might be expected to
incur at least €5m a year in annual business spending and employ at least three
gualified, full-time employees in that tax haven;

2. a corporate headquarters company in a tax haven might have to incur at least
€3m in annual business spending and employ at least 10 full-time staff,
including managers and other professionals.32

These kinds of thresholds, if they are adopted and enforced in practice, might deter
smaller players from using the seven tax havens, but for larger companies, moving

13



a few staff or a few million dollars’ worth of business into a tax haven may well
seem like a small price to continue accessing a zero tax rate.

How rigorously will the tax havens apply their own laws?
« Some tax havens have vast numbers of companies to regulate.
» Tax havens are not incentivized to check companies rigorously.

* Some tax havens have given themselves a very long time to check that
companies are compliant.

Vast numbers of companies are resident in these tax havens, and the local
authorities appear to know little or nothing about what these companies are
actually used for. The BVI is reported to have more than 400,000 companies; the
Cayman Islands has 106,000 registered companies and the Premier of the islands,
Alden McLaughlin, was quoted in the local media in December 2018 as saying:
‘there is simply no data on the majority of business being conducted in Cayman’.33
Jersey has 45,000 companies and, as of December 2017, its regulators only had
profit data on 6,000 of these.>*

The EU and its member states will have to closely monitor the implementation of
the new rules although, without extensive disclosure from the tax havens
themselves, it will be very difficult for them to do so.

Low or no taxation of corporate profits is inherently harmful
» Substance rules can be met while many companies still avoid taxes.

« Tackling zero rate tax regimes directly would be more effective.

This problem will persist until the EU recognizes that any low or no tax regime for
corporations, anywhere in the world, will continue to create serious risks of tax
avoidance even if tax havens adopt substance rules. Some EU member states are
beginning to recognize this. For example, both France and Germany have
supported the idea of a minimum effective tax rate: this means that corporate
income which ended up in a tax haven and was not taxed there could be taxed in
the corporation’s home country instead.® The UK government should consider
supporting such proposals.

Box 3: Countermeasures against tax havens

The Netherlands announced in December 2018 that its own tax haven blacklist would
include jurisdictions with a tax rate of 9% or less, including all seven of the British
territories that were grey-listed by the EU. The Netherlands — ironically, itself one of
the world’s biggest tax havens for multinationals — plans to impose a range of
measures to deter transactions with these jurisdictions, including an extra 20.5%
withholding tax on interest and royalties paid to them by companies in the
Netherlands.3®

The Dutch approach is not foolproof, though, because corporations might be able to
take advantage of the EU’s internal market by paying royalties or interest to another
EU member state with a low tax rate and moving the money from there to a tax haven.
The original tax haven’s business model could therefore remain unaffected. The EU
should consider an approach based on this principle.
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Source: Government of the Netherlands (28.12.2018) Netherlands Publishes Own List of Low-Tax
Jurisdictions in Fight Against Tax Avoidance. Retrieved 7 March, 2019, from
https://www.government.nl/latest/news/2018/12/28/netherlands-publishes-own-list-of-low-tax-jurisdictions-in-
fight-against-tax-avoidance

Nonetheless, it should be much simpler and more effective to blacklist tax havens
with low or no taxes on corporate profits than to do what the EU is really trying to
do: to work out from a distance whether corporations have meaningfully passed a
substance test that is ambiguous, will most likely set a low threshold, and is
administered by tax haven authorities with limited capacity and strong incentives
not to be too rigorous. The EU should consider more direct approaches, including
the Dutch one outlined in box 3.

6 CONCLUSION AND
RECOMMENDATIONS

The new rules represent a break from the past: they will compel multinationals to
have more substance in tax havens where they may have had only a paper
presence in the past. However, this added substance may only be a token amount.
The EU’s own study suggests that for non-IP companies, it could amount to just a
few staff being moved to a tax haven, or a few million euros a year of business
expenses being undertaken from there. As the IMF notes:

‘Substance requirements, however, bring their own difficulties: potential tax savings
may be so large that companies are willing to allocate whatever resources are
needed to pass a substance test, however unproductive they truly are in that use;
and tax competition becomes focused on attracting real activities. This reflects
inherent limitations in addressing tax competition only in the form of specific
regimes; it is increasingly recognised that low/zero taxation have adverse spillover
effects.®’

There is no guarantee that significantly more tax revenue will be paid in the EU or
in developing countries as a result of the new laws adopted by the seven UK-linked
tax havens, since multinationals may simply do a little business in a tax haven or
shift their offshore activities from some tax havens to others. Developing countries
are unlikely to see benefits from the new rules in the form of higher corporate tax
revenues, which means that governments will have limited funds to invest in vital
public services. For blacklists to be effective on fair taxation’, they need to include
all jurisdictions which offer low or no tax on corporate profits, irrespective of
whether there is ‘economic substance’ to companies’ presence there.

The ultimate effect of the new laws on tax avoidance by multinationals will depend
on how stringently the new rules are interpreted and applied by the UK-linked tax
havens, and how the EU reacts to their actions.*® These rules will not exist in
isolation but will interact with various other reforms undertaken by EU member
states against tax avoidance, such as a form of country-by-country reporting for
banks, and requiring companies to reveal their real owners, which are beyond the
scope of this briefing.

‘Substance
requirements ... bring
their own difficulties:
potential tax savings
may be so large that
companies are
willing to allocate
whatever resources
are needed to pass a
substance test,
however
unproductive they
truly are in that use;
and tax competition
becomes focused on
attracting real
activities.’
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Some of the tax havens have given themselves up to six years to determine
whether all the companies under their jurisdiction (which number in the tens or
hundreds of thousands in some cases) are compliant. There may be a cat-and-
mouse game as some multinationals try to game the new rules, the tax havens try
to balance the EU’s desire for action with their own incentives not to drive away
business, and the EU decides how tough it will get with the tax havens.

THE UK CAN CATALYSE FURTHER CHANGE

The UK could, however, play a more direct role in relation to its Overseas
Territories and Crown Dependencies. Last year’'s new UK law requiring the
Overseas Territories to implement public registers of beneficial ownership
highlighted the ultimate power the UK can draw on. The UK and the EU should
also consider providing financial aid to some of the blacklisted tax havens — where
there is genuine economic need because of their dependence on offshore financial
services — as a way for these tax havens to diversify their economies away from
business models that undercut the tax revenues of other countries. The Overseas
Territories and Crown Dependencies should also consider diversifying their
economies.

The recently agreed EU 5™ Anti-Money Laundering Directive includes a
requirement for member states to have public registers of beneficial ownership so
that the real owners of companies can be identified. This key measure helps
identify possible tax avoidance by individuals as well as companies. The UK
already has a public register and last year Parliament passed a provision in the
Sanctions and Anti-Money Laundering Act requiring this to be implemented in
Overseas Territories too. The EU may add such a requirement to its blacklist
criteria. The UK should support implementation of public registers expeditiously.

Recommendations:

+ The UK should treat all jurisdictions with no or very low effective corporate tax
rates as tax havens, irrespective of how much ‘economic substance’ these
jurisdictions require of multinationals. This should be mirrored by the EU
blacklist.

» The UK should work with EU member states to seek consensus for a tougher
approach that limits deductions and imposes withholding taxes on transactions
with third-country tax havens on its blacklist.

*« The UK should create its own tax haven blacklist.

» The UK government should ensure that the Overseas Territories are supported
to implement public registers of beneficial ownership by 2020, and should
require that Crown Dependencies do the same.
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