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Motivation (1)
Many governments, particularly those in economic federations,
are concerned about the increased usage of tax havens

+  Are we losing tax revenue?
+  Are we losing activity?
+  Are we racing to the bottom?

What determines the demand for havens? What determines the
ability to access avoidance opportunities?

What do firms use havens for?

How do haven operations interact with non-haven operations?
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Motivation (2)

Very different rationales and implications of haven use...
+ Relocation of taxes from high-tax to low-tax jurisdictions
+ Facilitating deferral/avoidance of repatriation taxes by U.S.

Does economic activity in tax havens come at the expense of
activity in other countries?

# |f there is a certain (fixed) amount of total world economic
activity, locations are substitutes.

@ Total world economic activity may not be fixed - greater
activity in one place might then stimulate greater activity
elsewhere. How?

1. Tax haven affiliates might provide valuable intermediate inputs
used by operations elsewhere.

2. The use of tax havens to facilitate tax avoidance may reduce
the tax cost of operating in high tax places, and thereby make

them more attractive than they would otherwise be. 3

Our Approach

Using data on U.S. multinational firms, examine characteristics
that are associated with a demand for tax haven operations

Separately consider the distinctive role of larger tax havens in
order to identify effects of profit reallocations to havens and
their effects within regions

Given that the effect of haven operations on non-haven
operations is the same as non-haven operations on haven
operations, look for an instrument for non-haven operation
growth and examine effects on haven use

»  This will tell us how the use of havens effects non-
havens...




Data and Empirical Setup for Demand for Havens
Confidential data for U.S. firms from the BEA with detailed
financial and operating reports on their activity

Logit regressions where dependent variable is dummy for haven
usage

Parent year observation for 1982, 1989, 1994 and 1999

Independent variables — Sales, Non-haven sales, R&D/Sales,
Industry intrafirm trade, average industry non-haven tax rate

Additionally, Tobit regressions where dependent variable is
share of affiliates or affiliate sales in havens

What stimulates demand for tax haven activity - Results
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Conditional on using
havens, what
differentiates demand for
big haven activity?

sLarger firms more likely
to concentrate activities
in larger havens

« Greater intrafirm trade
and R&D intensity also
associated with more
large haven usage
*Higher average
nonhaven tax rates
appears to contribute to
demand for big havens

Effects of Regional Tax Havens — Empirical Setup (1)
Are haven and nonhaven operations complements or substitutes?

All foreign operations are jointly determined — need an instrument

Ideally, would instrument for changed costs of using a haven and
then use predicted values in second stage to see how
changed haven use affects non-haven growth

Such instruments are hard to find

Complementarity and substitutability are symmetric properties, so
the effect of tax haven operations on non-haven activities can
be estimated by examining the effect of non-haven operations
on tax haven activities




Effects of Regional Tax Havens — Empirical Setup (2)

Estimate this in first differences: change in tax haven

operations as a function of the change in non-haven
activities

Non-haven economic growth rates (the weighted average
within a parent) can be used to predict non-haven activity
growth rates in the first stage

Predicted values of non-haven activity growth rates can be

used to investigate the relationship to haven usage in a
second stage

Effects of Regional Tax Havens - Second Stage Results

Table 7

‘The Relationship between Haven and Non-Haven Activity, Within Regions

m=msm Predicted values
from the first stage
regression are
associated with the
onset of haven
usage - by
symmetry, lowered
costs of haven
usage stimulates
nonhaven activity

Conclusions (1)

Size, level of globalization, R&D intensity, Intrafirm trade all
contribute to the demand for havens — all happen to also be

increasing in importance. Havens and their uses are here
to stay

Tax motivations are more complex than reallocations of profits
from high-tax areas — havens also figure into avoidance of
U.S. taxes

Regional effects are large

No evidence of diversion of activity and, if anything, the

availability of havens appear to stimulate activity in non-
havens
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Conclusions (2)

Open economies have incentives to tax mobile multinational

firms less heavily than they do other firms given relative
elasticities

It is very difficult to differentiate tax burdens in this way for
political and practical reasons

Regional tax havens may permit countries to maintain high
corporate tax rates that they effectively impose at different
rates on domestic v. multinational taxpayers.

& Note this can be an optimal configuration.

= Countries may or may not realize this is happening.




