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Abstrakt

Tato práce zkoumá daňové ráje, konkrétně hledá faktory, které mají vliv na pravděpodob-

nost, že se daná země stane daňovým rájem. V dnešní době na světě identifikujeme

přibližně 40 daňových rájů. Hlavním cílem práce je zjistit, jaký vliv na jejich exis-

tenci mají demografické, ekonomické a geografické ukazatele. S využitím rozsáhlého

datasetu pro období 6 let navíc dokumentujeme časový vývoj a případné trendy.

Za pomoci několika standardních regresních metod jsme potvrdili již dříve testo-

vanou hypotézu, že daňové ráje jsou většinou menší a bohatší jurisdikce. Výsledky

dále ukazují, že kvalita vládnutí v daňových rájích je podstatně vyšší, než v ostat-

ních zemích. Tento fenomén není navíc jen otázka jednoho roku, platí dlouhodobě.

Zjištěné výsledky jsou statisticky signifikantní a robustní k zahrnutí dalších rele-

vantních proměnných. Daňové ráje jsou také výrazně méně zkorumpované, než

ostatní jurisdikce. Naše závěry pomáhají objasnit, proč se některé země daňovými

ráji staly, zatímco jiné nikoliv a zároveň tak nabízí i doporučení pro hospodářskou

politiku v této oblasti.
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Abstract

This thesis examines tax havens, specifically it searches for factors which influence

the probability that a given country becomes tax haven. Nowadays there are roughly

40 tax havens all over the world. The main target of this thesis is to find out what

effects does the demographic, economic and geographic indicators have on their ex-

istence. By using the extensive dataset for the period of 6 years we illustrate the

time development and possible trends. With the help of several standard regression

methods we confirmed the already existing hypothesis that tax havens are inclined

to be small and more affluent jurisdictions. Moreover, the results indicate that the

quality of governance in tax havens is substantially higher than in other countries.

This is not only a short-term phenomenon, it showed to be valid for a longer time

period. The discovered outcomes are statistically significant and robust to the use

of other relevant variables. Tax havens also scores much better on the measures

of corruption than other countries. Our conclusions help to clarify the causes why

certain jurisdictions become tax havens, and at the same time they provide recom-

mendations for the concerning economic policy.

Keywords

tax haven, government index, probit model, regression analysis.
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Introduction

Tax havens are becoming more and more important among global worldwide econ-

omy. The origin of this fact can be found in the development in the last two decades

of twentieth century, when a massive expansion of cross-border business activities

took place. In accordance, the enormous increase in foreign direct investments mo-

tivated higher demand for financial advantages that tax havens can offer. Nowadays

there are approximately forty tax havens in the world. In the expert literature there

come even more in the discussion issues like determinants and consequences of tax

havens.

This thesis examines in the detail various factors that influence desirability of

becoming offshore financial center. To be more specific, the main hypothesis is that

better-governed jurisdictions are more likely to choose and become a tax haven.

Similar analysis has been already performed in the literature, but following study

widens existing datasets for a more extensive research.

The motivation of the study is to be able to describe the typical tax havens and

its main characteristics. The specific geographic or economic endowment is surely

very important, but there are also other country’s features which are observed in

tax havens. As noted further, there exists a number of side effects and implications

for the local economy of being a tax haven. The evaluation of these circumstances

is one of the critical tasks while deciding whether to become tax haven or not.

Naturally, the country’s government plays a crucial role during this process. The

quality government can evaluate all of the potential consequences and afterwards

behave according to that. Furthermore, the good government is able to effectively

make use of all of the advantages tax haven status offers. Indeed, the results indicates

that tax havens are very well-governed jurisdictions that benefit richly from their

status.

This bachelor thesis is organized as follows. The first part introduces to the

issues concerning tax havens, describing the definition of such country, activities

they are executing abroad and the economic impacts they could have on the other

higher-taxes countries.
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The second part is based on the empirical analysis of all countries in the world.

The major part is dedicated to a revision of a study which provides us valuable

evidence about the relation between governance quality and tax haven status. At the

beginning there are described data used, further the extended analysis is performed

and finally the results are interpreted.
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1 Tax havens characteristics

At the beginning of this thesis it is appropriate to introduce tax havens and their

main properties. This chapter would therefore serve as a foundation-stone for our

subsequent empirical study.

1.1 Definition

There are two fundamental terms which play the most significant role in questions

we are going to discuss.

1.1.1 Tax havens and regulation

In general, tax havens are countries or territories1 that offer very low tax rates and

other numerous advantages including tax avoidance. These tax policies are used to

attract various foreign financial activities. There were several attempts to identify

tax havens of the world according to specific criteria. The first definition and list was

compiled by OECD in 1998, this report describes methods to identify tax havens

and proposes key factors to do so. Those include ”no or only nominal taxes, lack of

effective exchange of information, lack of transparency and no substantial activities”

(OECD, 1998, pg. 23). The list was later on updated in 2000 and 2007, leaving 38

jurisdictions still identified as tax havens.

Another list which could be considered as remarkable was compiled by Tax Jus-

tice Network (TJN) in 2007. The main target was to be very comprehensive, there-

fore it is formed by several already created lists. First of all, it includes all of tax

identified by OECD. These are called ”pure havens”. Furthermore, all of the harmful

preferential tax regimes (discussed in the forthcoming paragraph) are also consid-

ered by TJN as tax havens. The reason is that not only the small jurisdictions, but

also the larger economies should be responsible for worldwide supervision over tax

and law avoidance practices. The last piece of TJN list is formed by a reputation

test performed by the members of the network (TJN, 2007).
1Tax havens are not always independent states, but quite often also islands or territories that

fall within the authority of another state
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OECD also discusses other features of countries called ’harmful preferential tax

regimes’. This aim of this initiative is to prevent such regimes from using harmful

practices, that could harm other countries. These practices include a limited ex-

change of information among the countries or very low tax base. To be specific,

there are defined four characteristics which are considered as key ones in the pa-

per, other eight can also be instrumental in identification. These factors are getting

quite near to those for tax havens, the interesting term seems to be ”ring fencing of

regimes”. This phenomenon can occur in two forms according to the report:”

• A regime that explicitly or implicitly excludes residents from taking benefits

and advantages created by the regime,

• Investors who benefit from the regime are implicitly or explicitly prohibited

to access the domestic market” (OECD, 1998, pg. 28)

The ”ring fencing” works for a domestic economy as a shelter from its own regime,

as well as a protection of its own consumers.

In 2000, OECD published a list of more than thirty countries with regimes that

employ some kind of harmful tax evasion practices. These jurisdictions were ordered

to change their policies, otherwise sanctions could be imposed on them. The meeting

of seven industrialized countries G7 made noticeable steps to avoid potential harmful

tax evasion practices as well. Hampton and Christensen (2002) believe that these

initiatives could reduce the advantages of moving capital offshore and therefore

generally cut down exploiting the practices of offshore financial centers.

As the evidence shows, the above mentioned blacklisting mechanism has positive

effects on concerned countries. Their behavior and policies are changing and a

number of countries blacklisted has decreased. According to Masciandaro (2006),

there are though still a lot of gaps in regulation of offshore financial centers. The

regulatory areas that need to become more effective are these: sharing of fiscal

information, banking supervision, tax policy cooperation, anti-money laundering

and fighting against terrorism finance regimes (Masciandaro, 2006). To conclude,

regulation and control of tax harmful practices are going through a turbulent process,

particularly during the last decade.
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1.1.2 Offshore financial centers

Another important term to be mentioned is offshore financial center (OFC). The

list and major characteristics of OFCs were published by Financial Stability Forum

(FSF) in 2000, IMF Background paper from the same year discusses all of its impor-

tant features (IMF, 2000). The report also summarize some of the business activities

that OFCs are engaged in, this theme will be discussed in one of the following chap-

ters. The basic fact characterizing OFCs is providing financial services by various

institutions to non-residents. Criteria used by FSF to identify such jurisdictions are

somewhat similar to those applied by OECD in their tax havens list. However, it

seems not appropriate to interchange these two terms, one of the reasons are differ-

ent approaches to bank secrecy. There is not a single definition of offshore financial

center, each of them views the conception from a slightly different perspective and

focuses on diverse aspects. The report made by FSF proposes a definition, which

contains three fundamental points characteristic for OFCs:”

• Jurisdictions that have relatively large numbers of financial institutions en-

gaged primarily in business with non-residents;

• Financial systems with external assets and liabilities out of proportion to do-

mestic financial intermediation designed to finance domestic economies; and

• More popularly, centers which provide some or all of the following services:

low or zero taxation; moderate or light financial regulation; banking secrecy

and anonymity.” (IMF, 2000)

This definition seems to be fairly approximative and general. In the first point

there is not clarified what ’large number’ means, as well as construct ’some of all’

in the third point.

Slightly more concrete conception is included in the definition of Ahmed Zoromé

published in the paper of IMF in 2007:

”An OFC is a country or jurisdiction that provides financial services to

nonresidents on a scale that is incommensurate with the size and the

financing of its domestic economy.” (Zoromé, 2007)
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The essential word in this definition is probably ’incommensurate’, which describes

comparison between a volume of financial services provided to nonresidents as against

home entrepreneurs. Zoromé criticizes definitions proposed so far and points out

their limitations. In particular, he gives a notice that previous definitions do not

take into account macroeconomic characteristics of OFCs, which stand for measur-

able effects of their cross-border financial relationships. In terms of the case Zoromé

uses the ratio of two flows, more precisely of net exports of financial services to GDP,

as a main indicator of OFC status. This approach is described by the author as an

objective one.

To conclude, there does not exist one single definition of tax haven or offshore

financial center, which cannot be doubt about. Every new one reacts to the past

development, therefore the status may change now and again. In other cases the

definition uses a different point of view and it is necessary to enroll.

1.2 Cross-border activities

Why do we actually investigate countries which are called tax havens? How do

they influence global economy, so that it is worthwhile to be concerned with studies

similar to this one? There has been written several studies about the importance of

tax havens (or small financial centers - ”SIFCs”1) for the worldwide global economic

system. Tax havens plays an important role for cross-border flows of capital, specif-

ically they primarily serve as financial intermediaries. This means that there are a

lot of financial operations realized in these jurisdictions, but an original source and

final destination is somewhere else.

The status of intermediator, which is characteristic for offshore financial centers,

has one natural consequence for various analysis. Very often it can be quite compli-

cated to discover the final destination of financial flows which are going through a

tax haven. This is important for a stability analysis of financial system, especially

what risk exposures concerns.
1This term is used by Lane and Milesi-Ferretti in their working paper Cross-Border Investment

in Small International Financial Centers from 2010. Countries on the list of SIFCs are at the

same time tax havens, so both terms are interchangeable.
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Moreover, small financial centers have very significant interconnections with very

developed economies. Lane and Milesi-Ferretti (2010) provided a quantitative for-

mulation of the role of tax havens in the international financial flows. They did

it by estimating the foreign assets and liabilities of selected small financial centers

and afterwards putting it into connection with the global cross-border investment

positions of these jurisdictions. According to their study, the external assets and lia-

bilities of small financial centers makes 8.5% of world global cross-border holdings2.

Primarily we talk here about significant areas like cross-border banking activity and

portfolio investment. This share is quite substantial if we take into account that

there live only less than half percent of the worldwide population in tax havens and

a similar value is valid also for average GDP per capita.

What the international financial activities of tax havens concerns, they provide

a wide range of financial services at different levels. Following points are key in their

operation:

Collective investment schemes Many hedge funds use small financial centers as

their home, we may mention Cayman Islands as a representative.

Foreign direct investment Tax havens serves as very important devices for in-

ternational firms. Specifically, small international financial centers can be

useful to execute some financial transactions, such as merger. These countries

are also very often home for many affiliates of corporations and international

banks.

Headquarter services Offshore financial centers offer a lot of tax advantages.

Therefore it can be very favorable for a great number of multinational firms to

be incorporated in a tax haven. Some of the global corporations are headquar-

tered in small international financial centers, having very intensive financial

links with their affiliates somewhere else in the world.

Insurance Some offshore financial centers (primarily Bermuda, British Virgin Is-

lands or Cayman Islands) offer best conditions for captive insurance. It’s a
2Authors used the size of gross international balance sheet of countries, that means the sum of

their external assets and liabilities.
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technique by which a captive insurance subsidiary is establish in order to offer

insurance to its parent companies.

International banking Offshore financial centers have also been very often used

by onshore banks to maximize short-term investment results. This can be

achieved by sweeping client funds very quickly into offshore affiliates.

Structured finance Another sector that offshore financial centers are used for is

called structured finance. A firm can establish a special investment vehicle in

a small international financial center in order to hold a specific asset. This

behavior is a type of ringfencing, when the financial risk is separated from the

balance sheet of parent company. (Lane, Milesi-Ferretti, 2010)

These activities are the reason that offshore financial centers count for very

significant segments in investment chains of many countries.

1.3 Economic effects

There has been written substantial literature about impacts that tax haven status

has on the performance of economy. These impacts have to be examined from two

perspectives - domestic and foreign economies. According to Hines (2004), low tax

rates are very favorable for the domestic economy. National economic statistics

show us that economies of tax havens perform consistently appreciably better than

economies of other countries. Especially favorable for the countries with various tax

advantages was the period of globalization 1982-1999, when the group of tax havens

exhibited the growth of GDP per capita almost 2 percent higher than non-havens.

While investigating relations between tax havens and their governments, the

first apparent thing to notice could be a negative effect on government financial

gains. This hypothesis was however disproved several times. Although tax rates

are inferior to other non-haven countries, losses from lower lump-sum are more than

compensated with other effects which tax haven status brings. Firstly, low tax rates

are very attractive for foreign investors, which means that it boosts considerable

economic activity. In accordance, lower tax rates evoke higher inflow of foreign
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investments than in other countries, subsequently producing more expenditures,

which enlarges tax bases. (Hines, 2004)

Another topic, which is quite often discussed in the economic literature, is the

impact of existing tax havens on other countries with higher taxes. There occur

opinions, that existing tax havens may have an effect of diverting economic activity

from other countries, particularly surrounding countries and countries from the same

region with higher taxes. According to Hines (2004), these concerns are baseless

and the effect is very different. On the ground of available evidence there was

constructed a model, which indicates that presence of a tax haven actually stimulates

the economic activity in the whole region.

However, the impact of tax havens on total welfare of surrounding countries with

higher taxes is still unclear. Augmented economic activity does not necessarily mean

that a country will enjoy higher prosperity. The reason for it is a phenomenon of

tax avoidance, that is closely associated with the use of tax haven affiliates. Conse-

quently, tax bases in countries with higher taxes are eroded and local government

loses part of its revenues, which have to be afterwards compensated in another ways.

Concerned government have several choices to do that, it can increase tax rates, re-

duce spendings or even impose different tax rates on multinational firms than on

domestic firms.

On the other hand, the presence of tax haven may have also positive effects for

surrounding countries. Primarily, the competitiveness of banking sector in a source

country could increase. A condition for this effect is an efficient financial sector of

concerned offshore financial center. Other case is when if a multinational company

headquartered in a tax haven offers services and intermediate goods to its affiliates

in higher-taxes country. Desai, Foley and Hines (2004) arguments that thanks to

tax havens and their tax avoidance machinations it is possible for other surrounding

countries to maintain higher tax rates and at the same time not to suffer decreases

in foreign direct investment. Simultaneously, these practices may distort a healthy

competition among other countries to attract foreign investments by lowering tax

rates.

The core of his paper is comprised by the analysis of American multinational
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firms and how do they use tax havens. It emerged that offshore activities are a

crucial part in tax avoidance strategies of American corporations. Moreover, the

analysis comes to several conclusions. Affiliates in offshore financial centers have

a purpose to relocate taxable income from countries with higher taxes, which is

beneficial to the parent company. In addition, those affiliates which are located

in larger tax havens appear to be the most suitable for such relocating. Another

conclusion has been already discussed, offshore financial centers doesn’t seem to

distort economic activity from surrounding jurisdictions, in fact it looks like that

the effect is opposite.

The existence of tax havens and the opportunity to use them carries many im-

plications for the governments of high-tax countries and for their policies. The

policymakers face a crucial question, if it is the best choice to make domestic tax

rates more favorable or if they should let investors make a use of foreign tax havens.

Multinational corporations that are using the services of tax havens can avoid heavy

tax burdens in their home countries. Subsequently the level of foreign direct invest-

ment is kept higher than in the world without tax havens. This assumption means

that higher-tax jurisdictions may benefit from the presence of nearby offshore finan-

cial center. The study by Gordon and Hines (2002), which performs an analysis

of international taxation of foreign income in open economies, leads to somewhat

different conclusion. It is recommended that tax rates on foreign investors should

be reduced below the rates imposed on domestic investors. This suggestion is based

on an assumption, that foreign investments are more tax-elastic than domestic in-

vestors.

On the other hand, Desai, Foley and Hines (2004) arguments that governments

in countries with higher tax rates might still prefer to take advantage of affiliates

in nearby tax havens, than simply lowering domestic tax rates. The justification of

this opinion lies on a political level. It could be tough to implement a policy, that

give preferential treatment to foreign investors at the expense of domestic-owned

business. Another effect would be that domestic firms would be enforced by the tax

policy to make steps towards restructuring as foreign companies, which would be

beneficial for them. As we can see, studying the impacts of nearby tax haven on
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another jurisdictions in the neighborhood is rather complex and every novel analysis

brings a fresh perspective, particularly if well supported by the evidence.

The trade off between positive and negative influences of offshore financial centers

is the core of a study by Rose and Spiegel (2006). Incidentally, their analysis makes

use of Worldwide Governance Indicators, as well as the forthcoming analysis in the

second part of my thesis. They also investigated causes and impacts which offshore

financial centers bring, but their methodology has been somewhat different than the

previous ones. As a crucial part of their paper they created a simulated model of two

countries—home country monopoly bank and an offshore financial center with many

tax advantages. The study points out that offshore financial centers encourage bad

behavior in source countries, primarily tax evasion. Nevertheless, the presence of

nearby offshore financial center provide also substantial benefits. A bilateral model

shows that the proximity of an OFC has a positive effect on the competitiveness of

domestic banking sector, as well as on financial depth and banking competitiveness

of its neighbors.

One of the crucial part of their study is a simple theoretical model of OFC ac-

tivity, that simulates the trade offs brought by their presence in the region. The

results confirm the predictions of the model, the level of competitiveness and finan-

cial depth are strongly associated with the distance from an OFC. To summarize,

offshore financial centers have a little bit more of positive consequences in source

countries than negative, in other words their best characterization is ”symbionts”.

(Rose and Spiegel, 2006)

To conclude, there are two contradictory opinions standing against each other.

Moreover, there doesn’t exist any official economical theory which could completely

clarify the problem. To some, the presence of tax haven evokes better economic

activity in higher-tax countries, causing higher welfare and prosperity. Others think

that tax havens are in operation at the expense of other surrounding countries,

which does’t offer such tax advantages. That is the reason why evidence is one of

the determinative factors in any analysis like this. Empirical study is one of the

instrument, which could help us to investigate economic impacts of tax havens.

This is one the reasons, why it could be beneficial to study government quality
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and its influence on tax haven status. While discussing economic effects on high-

tax countries, governments of participating countries play an important role in this

process. If one country becomes a tax haven, it has certainly some kind of influence

on another country, which is located within the same region. A quality government

should be able to handle all of the complex considerations and evaluate the effects of

nearby tax havens. It should react well and take clever steps towards future devel-

opment, particularly what a tax policy concerns. At the same time, the main goal

of the government is definitely good economic prosperity of its country. Therefore,

the quality of governance could have an appreciable influence on economic effects

like that in the previous text.

1.4 Desirability of becoming tax haven

There is definitely a large number of various variables which influence the probability

that certain country or jurisdiction becomes a tax haven. These variables are from

different categories, including geography, economic performance, policy, financial

sector or demography of the country. Masciandaro (2006) examines a process of

choosing to be an offshore financial center and related factors. He assumes that a

country’s policymakers choose such jurisdiction status, so that benefits from it are

the highest possible. This decision is influenced by many factors. First of all each

country has some specific features, primarily we talk about political endowments.

Therefore, there arise specific investment costs to keep the necessary endowment.

Masciandaro talks also about another costs which offshore financial center can

brings, specifically ”international reputation costs”. Establishing offshore jurisdic-

tion can evoke negative reactions in the world because of so called harmful practices.

That’s why government needs to invest into legislative changes that improve coun-

try’s reputation.

The study also tries to describe the probability that a country will become an

offshore financial center, particularly from the view of gains and losses. Government

can expect consequent gains and losses, but their expectations are dependent also

on variables from many spheres like economic, structural or institutional. These

variables are different in each country, so any general assumptions are meaningless.
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Masciandaro examines the conditions, which are suitable for a given country

to become an offshore financial center. For this purpose he developed a simple

model, observing that the probability to become on OFC depends on the sensitivity

to benefits and costs. Higher sensitivity of a country to benefits, combined with

lower sensitivity to the related costs, increases the likehood of becoming an offshore

financial center (Masciandaro, 2006).

To be more specific, the examination of country’s features which are influencing

decisions about jurisdiction status reveals following results. Offshore financial center

status has a negative relationship with resources endowment, crime pollution risk

indexes and international reputation sensitivity indexes. Resources endowment (or

country’s economic structure) means that poor resources to invest in the interna-

tional trade causes higher likehood for a country to become an OFC. The second

factor covers some of the country’s social features, which reduce the risk of orga-

nized crime and terrorism. The more such characteristics a given country has, the

more advantageous OFC status could be. Similarly, if a country is indifferent to

the expenses of international reputation, it is likely to become an offshore financial

center, according to Masciandaro (2006).

The only characteristic, which has a positive relationship with an OFC sta-

tus, is supposedly the quantity and quality of social capital. This feature helps to

strengthen the connections with customers outside the offshore financial center and

is a very important part of country’s endowment (Masciandaro, 2006).

The serious aim of this thesis is to examine some of those determinants, which

influence the probability for a jurisdiction to become a tax haven. The intuitive

fact is that tax havens are relatively small countries with not very large population.

We will quantify similar predictions in the following empirical section. We try to

choose variables which could give us some interesting results. What is most of our

attention, is the impact of government quality on the desirability to become tax

haven.
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2 Empirical study

This chapter should examine factors that somehow influence probability of becom-

ing tax haven. There naturally appears a problem of causality very often in this

kind of study. It could be a challenge to prove that the causality is only single-

directed. When such a situation comes up, there will be a notice in the text. To be

more specific, we will mainly focus on two factors, governance quality and level of

corruption.

First of all it would be appropriate to ask a simple question: why should the

governance quality of a given country have a positive effect on the likehood to

become a tax haven? One explanation could be that tax havens governments are

more effective in making use of advantages tax haven status offers. Benefits and

returns which comes together with the status are more likely to appear in the well-

governed tax havens than they would in poorly governed jurisdictions.

One of the usual problems while investigating such models is a question of causal-

ity. In the ideal case the government quality would simply affect the probability of

becoming tax haven and we are done. Unfortunately, the process is not completely

one-way. Specifically, the decision to become a tax haven might contrarily affect the

quality of domestic government. Another issue could be that there may exist other

geographic, political or economic circumstances which have certain influence on the

government quality but also on the decision-making whether a given jurisdiction

become a tax haven. Because of this concerns, the dataset was adapted so that our

results really represents the real effects of governance quality as much as possible.

For this purpose an instrumental variable of country’s legal origin was added. If we

include this variable into our regression, the results are still consistent as we can see

later. It means that the influence of governance quality on tax haven status is still

very strong. These findings help us to solve the question of causality, it indicates

that the direction runs from the quality of government towards the tax haven status.
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2.1 Analysis of governance and other factors

A paper from 2006 written by Dhammika Dharmapala and James R. Hines Jr. ex-

amines influence of governance quality upon the probability for a country to become

a tax haven. Eventually the paper managed to reach very interesting results. The

replication of this study builds the core of my thesis. I try to observe the existing

results and to verify them. Consequently more and up-to-date data were added,

which gives us a new view of the chronological development of examined variables.

With such possibility we are able to reinforce or infirm the original results from a

wider perspective.

2.1.1 Data

The essential component of the empirical study is a comprehensive dataset which

includes number of variables for all obtainable countries and territories. The original

study contains data for the year 2004 and therefore carries a static character. The

dataset that was created for this thesis is much more extensive and comprises years

from 2004 to 2009. Range like this enables us to compare the relations among

specific variables throughout longer period of time, in our case six years.

The main point of our study is to examine influence of independent variables on

tax haven status. Therefore we will use a dummy variable whether a country is tax

haven or not as a dependent variable in our models (=1 for tax haven; =0 for non-

haven). There exist also another methods for identifying tax havens. Masciandaro

(2006) used more numerical values to distinguish different levels of offshore attitude.

Specifically, number from 0 to 4 indicates number of blacklists a given country was

present on at the some time. In order to simplify our analysis, we use only an

indicator variable which indicates a membership in the tax haven family.

There are several methods to distinguish tax havens and non-havens. One possi-

ble way is to draw a comparison of relevant macroeconomic features of all countries

and then smooth out those jurisdictions whose values are appropriate to the tax

haven status. I used another method in my thesis, which is based on several tax

havens lists already written before. To ensure the best comparability to the original

study, we use the same family of tax havens as Dharmapala (2006) in our subsequent
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probit models. Tax haven status is pretty stable quantity throughout the time and

any changes in the jurisdictions status are very rare. It may seem that it doesn’t

make any outstanding sense to make any changes in the enumeration in the course

of monitored years.

Nevertheless, I decided to take such exceptions into account. In 2000, OECD

identified 41 jurisdictions as tax havens. Later in 2007 the same organization pro-

posed a reduction in number of tax havens, eliminating Barbados, Maldives and

Tonga from the previous list. The reasoning is that these countries began to ex-

change more information with other OECD members and in this manner contributed

to better transparency. They also made particular legislative changes to prevent

from the potential harmful tax practices (OECD, 2002). In my thesis I take into

consideration these modifications in tax havens list. As the forthcoming probit anal-

ysis shows, results are not greatly influenced by these changes, but it is appropriate

to stick with the current tax havens lists. The complete list of tax havens is pre-

sented in Table 1. The first column indicates if a given jurisdictions is present on the

list by OECD from 2007, second column represents definition used by Tax Justice

Network and the third column stands for the list of offshore financial centers by

Financial Stability Forum (FSF).

Because we are primarily studying a governance quality in relationship to the tax

haven status, we use a composite measure of governance quality as a key explanatory

variable. For our purpose we use the Worldwide Governance Indicators (WGI)

constructed by Daniel Kaufmann, Aart Kraay and Massimo Mastruzzi. This project

involves six aggregate indicators, which represent six different sights of governance

quality. Those are:

• Voice and Accountability - ”VA”

• Political Stability and Absence of Violence - ”PV”

• Government Effectiveness - ”GE”

• Regulatory Quality - ”RQ”

• Rule of Law - ”RL”
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• Control of Corruption - ”CC” (The World Bank Group, 2010)

Values of these measures are running from -2.5 to 2.5, have normal distribution,

their mean equals 0 and standard deviation is 1. Higher values correspond to better

quality of governance.

To construct the aggregate governance index which is used in forthcoming probit

models, we put the measures mentioned above together. To be specific, the aggre-

gate governance index is constructed as an unweighted mean of the WGI measures,

quantified for each year and each jurisdiction. It is important to mention, that there

were used only five of the six available indicators for the calculation. Measure called

Regulatory Quality was excluded from the index. Dharmapala shares a reasoning

for this exception - RQ is namely directly connected to the tax system of a particular

country. This means that there could be some mechanic correlation with tax haven

status. Moreover, sophisticated studies by Kaufmann et al. (2005) point up that

there doesn’t exist any relation among other 5 governance indicators and country’s

tax system (Dharmapala, 2006).

The WGI data are available for the period 1996–2009. For purposes of my thesis,

I use one year interval data for the period 2004–2009. As the initial year I chose

year 2004, which is entirely used in Dharmapala’s paper Which countries become tax

havens. Following years show us the development of composite governance index,

which demonstrates a progress of relation between government quality and tax haven

status throughout the time.

Beyond the governance index we use a set of control variables for the analysis

below. These are in particular GDP per capita based on purchasing power parity

(PPP) and total population of the country or territory. Another variable is a con-

trol variable whether a country is United Nations member or not. This parameter

is included because not all of jurisdictions from our dataset are sovereign states,

including some of the tax havens. These territories directly use a major currency

or have fixed exchange rates. Membership in UN organization is closely related to

the independence of a country, and therefore including such variable should lead to

better consistency of results.

Some of the basic geographical variables are also used, including country’s to-
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tal surface area and a dummy variable indicating whether a country is an island.

Another set of variables includes those processed by Gallup, Sachs and Mellinger

in their paper Geography and Economic Development (1999). To be specific, we

use the proportion of the population within 100 km of the coastline, the smallest

distance by air from the country’s capital city to the closest core economic areas

(simply, to one of the following three cities: New York, Rotterdam or Tokyo) and

an indicator variable whether a country is landlocked.

In the subsequent analysis there is used another three variables picked up from

paper Quality of government (LLSV, 1999). These are above all legal origin of the

country’s commercial law (indicator variables for 5 origins - British, French, German,

Scandinavian and Socialist), the absolute value of country’s latitude and degree of

ethnolinguistic fractionalization going with its values from 0 to 1.

The analysis contains another five additional variables, which are mainly used

for a check of robustness. Into this group falls a dummy variable which indicates

whether a country uses English as an official language (using CEPII dataset), an-

other dummy variable describes the political system in each country, specifically it

indicates whether a country has a parliamentary system3 or not (using The World

Bank’s Database of Political Institutions 2010). Furthermore, we use the data of

governments expenditures for operating activities as a percentage of GDP, the num-

ber of fixed telephone lines in a country and the value of subsoil assets – coal, gas,

oil and selected metals (in USD per capita). The last two variables serve as indica-

tors for the level of development of communications infrastructure and the natural

resource endowment of a country.

More information and details relating to all variables, including their description

and sources, are presented in Data Appendix.

2.1.2 Revision of subsistent results

At the beginning we evaluate results for the year 2004 and thereby make a revision

of the study Which Countries Become Tax Havens? by Dhammika Dharmapala

(2006). In so doing we implement same methods as the original paper, as well as
3By the term parliamentary system we mean that the chief executive is elected by the legislature.
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we use very similar initial set of variables, so that final results can be comparable to

each other. Summary statistics in Table 2 contain simple averages of all important

variables, as well as their standard deviations. This table takes into account 223

countries and jurisdictions, categorizing them into tax havens and non-havens ac-

cording to definitions described in previous section and finally calculating averages

and standard deviations for each group.

The results are very consistent with the original values. Our attention is mostly

paid to the composite governance index, where we found a very distinctive difference

between tax havens and non-havens. For havens, the composite governance index

equals approximately 0.71, while for non-havens it equals -0.12 (see Table 2). First

piece of knowledge is that the examined governance quality measure in tax havens

is much higher than the mean of the total aggregate index, further there is a huge

gap between values of the index for havens and non-havens. This evidence shows us

a great difference between the quality of governance institutions in tax havens and

non-havens.

Another tendency, which is perhaps even more obvious than governance quality,

can be seen in aggregate population, area and GDP per capita. We can acknowledge

the previously investigated results, that tax havens are in general small countries

(much smaller population and area) and show also much higher values in GDP per

capita, which indicates general greater affluence of tax havens.

Other results also fully corresponds to those discovered in 2006. Consequently,

tax havens are less likely to be landlocked, they tend to be islands much more likely

than non-havens, very often use English as one of the official languages. Further-

more, tax havens are situated geographically closer to the core economic centers

and have greater fraction of population living within 100 km of the coast than non-

havens.

The typical legal origin of tax havens is obviously the British one, a few of

them have French or German legal origin, Socialistic and Scandinavian legal origin

doesn’t possess any share among tax haven countries. Last but not least, the level of

government spending is very similar in both tax havens and non-havens, nevertheless

there is more homogeneous population in tax havens, while the value of subsoil
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mineral assets is much higher in non-havens.

Table 2 contains statistics which include all countries and jurisdictions we use

in our analysis. However, tax havens are predominantly small countries with pop-

ulation below one million. Therefore it is not very felicitous to study the group

of all tax havens and non-havens. From the huge set of countries we filtered only

those with small population (below one million). This adjustment is quite useful,

because we obtain more comparable results with its help. The summary statistics

of small countries can be found in Table 2. The aggregate governance index of small

tax havens is even higher than global index, the gap between tax havens and non-

havens become a little bit smaller. Nevertheless it doesn’t have any strong influence

on the statistical significance, results are consistent.

Another part of the analysis is a probit model, where tax haven status is the

explanatory variable. In this analysis there were included countries for which re-

quired data are available. The main control variable is the composite governance

index, followed by GDP per capita, population, the distance by air to the closest

core economic center, dummy variables of landlocked status and UN membership

and regional dummies (Europe and Central Asia, Asia/Pacific, the Americas, and

the Middle East and Africa).

The results of probit regression are presented in Table 5, that means coefficients

of variables mentioned above and their standard errors (in brackets). The table con-

tains five columns, each presenting the discovered coefficients for different groups

of countries. The first value for the whole world equals 0.748, suggesting that the

aggregate governance index has a significant, strong and positive effect on the de-

sirability of the country to become a tax haven. Although the value is somewhat

smaller than the one in the original analysis, this deviation doesn’t make a signif-

icant difference in the final meaning. The other columns checks the robustness of

the estimate with the of filtering countries by different viewpoints.

Restricting the sample to only small countries (with population below one mil-

lion) provides us much better comparison group, as mentioned earlier. This adjust-

ment doesn’t influence the results, as we can see the coefficient is 0.791 (Table 5,

column 2). This value indicates that larger countries does not contaminate the
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original sample including all jurisdictions. The next column represents only UN

members, which means that dependent territories were excluded. This reduction

also doesn’t drive the results, the estimated coefficient is 0.805 (Table 5, column 3).

Moreover, the income effects among the poorest countries does not have a strong im-

pact in connection with the governance quality and tax haven status. This statement

is supported by the coefficient 0.853 of the group, where the poorest countries are

removed (GDP per capita below $1000), so the results are again unaffected (Table 5,

column 4). Slightly surprising is the evidence, that leaving all African countries out

of the sample leads also to consistent results. This reduction was performed because

there are a lot of countries with very low governance quality in Africa and also no

tax havens. In spite of this fact the coefficient for non-African sample was estimated

as 0.846 (Table 5, column 5).

In Table 5, there are also coefficients for other control variables, which provide

us valuable results. First of all, the effect of GPP per capita is insignificant. On the

other hand, population is highly significant in all groups except of small countries

and territories, which is well predictable. The effect of population on the probability

of becoming tax haven is negative, which confirms the assumption of the small size

of tax havens. The landlocked status is not significant, as well as the indicator of UN

membership. In spite of its insignificance, the UN membership has a positive effect

on the likehood of becoming a tax haven. This estimate indicates that independent

countries are more likely to be a tax haven than the dependent territories, which are

not members of United Nations. Last but not least, distance by air has a negative

effect, but its significance is highly unstable.

To get deeper in our analysis, we performed a number of another robustness

checks. These tests are not documented in such depth as the previous probit model,

but they serve very well to temper or contrarily to emphasize reported results.

Firstly, we tried to use another definitions of tax havens, more precisely slightly

different tax havens lists. The application of list by Hines and Rice, as well as

OECD and Tax Justice Network, does not affect the results. If we include the three

jurisdictions that were removed by OECD in 2007 (Barbados, Maldives and Tonga),

we also obtain consistent results.
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Moreover, we tried to include some of the other variables, to test if these mod-

ifications somehow change the positive relation between the governance index and

desirability to become a tax haven. Addition of the surface area does not drive the

results, as well as the dummy variable whether a country is an island. These two

variables are insignificant. If we include the variable of ethnolinguistic fractionaliza-

tion, the coefficient of this measure is insignificant and negative. We get a similar

outcome after including the indicator variables of the use of English as one of the

official languages and parliamentary system. These adjustments also doesn’t have

an important impact on the government index coefficients.

Furthermore, if we replace the composite governance index by any one of its

components (VA, PV, GE, RQ, RL and CC), we obtain also consistent results.

Afterwards, we try to replace the governance index by a new dummy variable which

indicates whether a given governance lies in the top 25% (sorted by quality) or not.

Results are still consistent after this experiment.

A very important step is a comparison between the existing results by Dharma-

pala and new results presented in this thesis. Essentially, the obtained values enable

us to make very similar conclusions as the previous study. That is the crucial finding

and it is obvious that we can definitely confirm and verify the older results, although

the whole dataset was created anew. However, there emerged some tiny deviations

from the original study, which have probably arisen during the computations. The

list of tax havens is completely identical, as Dharmapala used in his paper. The

employed data come from the same source and the methodology should also corre-

spond to the original study. Therefore, we are not absolutely able to explain the

little inaccuracies in the final values. This deviations have still no effect on the last

conclusions.

2.1.3 Additional interpretation

The results may also be interesting in the relation to the international reputation of

tax havens. In the literature they are often described as countries which do not obey

international norms and behave like rebels. Hampton and Christensen (2002) call tax

havens ”offshore pariahs”, Rose and Spiegel (2006) use even stricter term ”parasites”.
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Therefore we try to observe this phenomenon using results of our probit regression.

OECD created a register of countries that shows some signs of harmful practices

like money laundering activities. It is true that many jurisdictions from this list are

also tax havens, but our results shows something else about their governments. As

noted earlier, the estimated governance index coefficient for tax havens is 0.748. For

our purpose we computed also mean governance index for countries demonstrating

money laundering activities. This value equals 0.493, which is considerably lower

than the one for tax havens. Moreover, if we take only countries that are only on the

tax havens list and not identified as ”money laundering” jurisdictions, we get value

which is higher than the original tax havens coefficient. To conclude, the analysis

using only those ”clean” tax havens even strengthen the positive effect of governance

quality to the desirability to become a tax haven.

Countries entitled as tax havens evoke rather naturally a suspicion of corruption

behavior. At the beginning there are tax avoidance opportunities, where a given tax

haven helps multinational firms to avoid paying taxes in their home country. At the

same time such a firm would pay a fee to the offshore government for their assistance.

The existing laws however forbids such practices and the government cannot obey

the regulations and receive such fees at the same time. The only possibility is that

a tax haven government commits a corruption behavior.

Therefore we perform an additional analysis of corruption in the world. For

this purpose we used the data from Transparency International, specifically the

Corruption Perceptions Index (CPI) report, which is compiled every year. We make

use of the most current release available, year 2010.

The CPI ranks countries according to the general perception of corrupcy in the

public sector. The index is constructed for the purpose to compare countries as easily

as possible. It incorporates a wide range of different information about corruption

from various sources. The 2010 CPI is based on a number of business surveys

including various questions relating bribery, kickbacks and general questions on the

public sector and its effectiveness. Corruption is a phenomenon, hidden activity,

which is often very difficult to discover, let alone to measure. That is the reason

why a perception is used, in the course of time it showed to be a reliable estimate
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of corruption.

The CPI measure goes with the values from 0 to 10, the higher the index the

cleaner milieu. The 2010 results contain 178 countries around the world (two coun-

tries fewer than last year) and they were derived from the 13 published surveys.

The CPI is not an appropriate tool to examine time series and development of cor-

ruption over time (Transparency International, 2010). However, it is completely

sufficient for our static analysis, which compares the corruption level in tax havens

and non-havens.

The values of the CPI are in 2010 available for 17 tax havens and 161 non-

havens. The mean index for tax havens equals 5.75, whereas non-havens score

the average 3.82. The value for tax havens is not only considerably higher than

non-havens, but it is also exceeds the global mean of all countries in the world,

which equals approximately 4.0. Unlike the suspicion, tax havens seem not to have

corrupt governments. Contrarily, their corruption measures reach very high values,

in comparison to non-havens. This detection strongly supports the assumption of

high quality of tax havens governments.

To summarize, results from the probit analysis for the year 2004 are consistent

with the findings from Dharmapala (2006), sometimes with slight inaccuracies that

have no significant effect on final deductions. We performed the identical analysis

and analogous checks of robustness, confirming their original outcomes. Research

shows that the probit analysis considerably supports the first shallow survey. It

affirms that the governance quality of tax havens is higher than non-havens.

2.2 Time extension of the analysis

One of the main contribution of this thesis is the extension of the original static

analysis to the broader study. This enables us to examine the development of the

relation between governance quality and tax haven status, as well as the potential

impact of the global financial crisis in the last few years.

The dataset for the year 2004 was compiled and afterwards there were added

five more years up to 2009. This is the most current year, which the required data

are available for. During this process there were used the same sources, as in the
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previous examination. When the data for a given country is missing, this jurisdiction

was leaved out. Moreover, there are available additional values in comparison to

the year 2004. This is apparently caused by the improved information exchange

between individual countries and institutions which collect the data. For example,

there exist values of governance measures for four new countries in 2009, whose data

were unavailable in 2004. If such case occurred, this jurisdiction was added to the

dataset.

Table 3 presents the summary statistics of all important variables for the year

2009. In general, we can observe consistent values in comparison to the year 2004,

with several changes which could be called natural development. The composite

governance index, which is most of our attention, equals 0.73 for tax havens, while

the value -0.13 corresponds to non-havens. If we look at the Table 2, we find out

that tax havens are even slightly better governed than in 2004, whereas the govern-

ment quality of non-havens worsened by a small piece. Although the differences are

not very distinct, we can observe an interesting tendency. Well-governed countries

are getting even better-governed, while poorly-governed jurisdictions are becoming

worse-governed. This phenomenon offers us two ways to explain.

Firstly, the changes in governance quality could be explained by the initial qual-

ity. This means that good and effective government make efforts to maintain its

high level, the internal structures are convenient for next improvements. Simply,

better-governed country might make better policy choices. On the other hand, the

bad quality of country’s administration predetermine a deeper downfall, just because

there is a lack of quality endeavors to turn the development over.

Another clarification may be based on the reversed causality. In the previous

analysis we verifies that quality and effective policymakers contribute to the prob-

ability that a given country become a tax haven. Afterwards the process could

continue reversely, meaning that tax haven status prepares fitting conditions to

even improve the governance. In a simplified way, these two effects may support

and strengthen each other. The development of the aggregate governance index

gives justification to our assumption.

The progress of composite index during the observed time period is shown at
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the Figure 4. There is visible a slight oscillation around certain values, but there

isn’t any clear trend neither for havens nor for non-havens. In 2005 and particularly

in 2009 we observe that both lines are becoming a little closer to each other, it

means that the quality of governance in havens and non-havens converges a little.

Nevertheless, the global long-term trend suggests that this evidence is rather an

indication of unimportant oscillation than some long-term change in the government

quality development.

All of the other variables are highly consistent with the results from 2004, par-

ticularly those which doesn’t change with time. The mean of GDP per capita went

through a certain progress, it increased noticeably in both groups. However, the

growth of affluence of tax havens was almost three times bigger than non-havens.

Another remarkable change is that government expenditures as a percentage of GDP

increased rapidly, in tax havens again quicker than in other countries. Furthermore

there came about a slight natural growth in the total population and number of tele-

phone lines, relatively evenly in both groups of territories. Other variables didn’t

record any momentous progress.

Figure 1 plots a relation between the composite governance index and the log-

arithm of GDP per capita for all observed countries. Red triangles represents tax

havens, while blue circles stand for non-havens. From the simple observation we

can observe that tax havens tend to be more affluent (high GDP per capita) and

their governance index is also relatively high, mostly lying with their values in the

positive numbers. What is of our attention, tax havens are largely assembled above

the fitted line. This fact suggests that for any given value of GDP per capita the

governance quality of tax havens is above the expected fitted value.

To be most precise, we examined the same variables for the group of small

countries, that means with population below one million. This adjustment don’t

have any impact on results, the governance index of small tax havens is even higher

than the global value. If we look at figure 3, we find out that the assumptions for all

countries (mentioned in the above article) are also very well valid for the restricted

group of small jurisdictions.

The next step is to perform the probit analysis for the current 2009 data and make
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a remark of it. Table 6 presents estimated coefficients, as well as standard errors

and signs of significance. The world’s coefficients equals 0.686, which is noticeably

lower than the value for 2004 (0.748). The government measure has still relatively

strong impact on the probability of becoming tax haven, although this this effect

decreased throughout the five years.

The other adjustments to the sample has similar effects as before. Removing

countries with the population over one million does not influence the results, as

well as filtering only jurisdictions with GDP per capita over $1000. Leaving out

the dependent territories by choosing only UN members also leads to consistent

results, the regression is also robust to the exclusion of African countries. Other

control variables are behaving similarly like five years ago. The only unequivocally

variable is total population, which has a negative effect on the likehood to become

a tax haven. All of the additional robustness checks leads to a verdict, that these

modifications do not influence the original results.

Our extended study examines the relation between governance quality and tax

haven status using a new time dimension. In general, it confirms the assumptions

previously stated, showing that tax havens are still small countries (in surface area

and population) and appear to be more affluent than other countries (based on

the values of GDP per capita). Moreover, they are better governed than non-

havens according to the composite indexes. Performed models show us that this

phenomenon isn’t valid only for one random year, but works well also for panel

data. Our six-years dataset reveals a continuity of this trend throughout the time.
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Conclusion

In my thesis I examined factors which somehow determine the desirability of a given

country to become a tax haven or its evolution. There has been written several

studies dealing with these issues and a significant part of my study is based on

their results and conclusions. What is particularly of my interest is the impact of

governance quality on the probability that a jurisdiction becomes a tax haven. For

this purpose I performed a complete revision of an existing study by Dhammika

Dharmapala, widening his work to a larger extent.

With the help of simple models and probit regressions I confirmed the assumed

facts, tax havens are small countries with both area and population, and they are

generally more affluent than other countries. Moreover, tax havens appear to be

better-governed than non-havens and the impact seems to be rather significant. The

influence of governance quality can go through several ways as discussed earlier.

To conclude, we examined the existing hypothesis of positive effect of the gov-

ernance quality on the tax haven status, which was one of our main goals. Another

notable contribution of this thesis is the widening of the whole study, which enables

us to investigate this issues from the time perspective. Thanks to the extended

dataset I was able to examine the development of the composite government index.

The analysis shows that the impact of government measures is still significant after

five years, although the effect is slightly weaker. This conclusions are valuable for the

assessment of the original results. They indicate that tax havens are well-governed

not only during one random year, but this phenomenon seems to be valid in the long

term. Another point of interest was the relation between tax havens and corruption,

finding out that these jurisdictions score well in the corruption perceptions index.

This is contradictory to the common accusations that tax havens are parasites and

money laundering jurisdictions.
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Appendix

Data appendix

Government index:

Source: The Worldwide Governance Indicators (WGI), Kaufmann, Kraay and Mas-

truzzi (2010 release), available at http://info.worldbank.org/governance/wgi/index.asp

The government index (provided for 213 countries) is computed as an unweighted

mean of 5 of 6 government measures as defined in WGI. This variable has standard

normal distribution, continuously running from approximately -2.5 to 2.5, with mean

of 0 and standard deviation of 1. The higher values refer to better level of gover-

nance quality.

Population:

Source: The World Development Indicators (WDI) by World Bank, available at

http://data.worldbank.org

Population is based on the definition of total population, expressed in thousands.

For data of countries which are missing in WDI, estimates from CIA’s World Fact-

book were used (http://www.cia.gov/cia/publications/factbook).

Surface area:

Source: The World Development Indicators (WDI) by World Bank, available at

http://data.worldbank.org

Surface area is a total area of a country expressed in square kilometres.

GDP per capita:

Source: The World Development Indicators (WDI) by World Bank, available at

http://data.worldbank.org

GDP per capita is expressed in thousands of U.S. dollars and based on purchasing

power parity (PPP). For data of countries which are missing in WDI, estimates from

CIA’s World Factbook were used (http://www.cia.gov/cia/publications/factbook).
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UN member:

Source: United Nations’ website, list of member states, available at

http://www.un.org/en/members/index.shtml

Dummy variable, equals 1 if country was member state in 2006.

Landlocked:

Source: The CEPII dataset, available at http://www.cepii.fr/anglaisgraph/bdd/distances.htm

Dummy variable, equals 1 if the country is landlocked.

Island:

Source: Created using information from CIA’s World Factbook, available at

http://www.cia.gov/cia/publications/factbook/

Dummy variable, equals 1 if the country is an island.

English as an Official Language:

Source: The CEPII dataset, available at http://www.cepii.fr/anglaisgraph/bdd/distances.htm

Dummy variable, equals 1 if english is used as one of the country’s official languages.

Parliamentary System:

Source: The World Bank’s Database of Political Institutions 2010, available at

http://econ.worldbank.org

Dummy variable, equals 1 if system in the country is parliamentary, means that the

legislature elects the chief executive.

Distance by Air:

Source: Geography and Economic Development by Gallup, Sachs and Mellinger,

1999.

This variable (measured in km) is defined as "the smallest distance of the country’s

capital city to one of the following three cities: New York, Rotterdam, or Tokyo"

(Gallup, Sachs and Mellinger, 1999). If there is a missing value, distance of the

closest possible country combined with a self made estimation is used. Estimations
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were created with a help of map, with should ensure much better accuracy of the

data.

Fraction of Population within 100 km of Coast:

Source: Geography and Economic Development by Gallup, Sachs and Mellinger,

1999.

This variable represents "the proportion of the population in 1994 within 100 km of

the coastline4"(Gallup, Sachs and Mellinger, 1999).

Ethnolinguistic Fractionalization:

Source: The quality of government, LLSV, 1999.

Computed as an unweighted mean of five component indices of ethnic and linguistic

fractionalization. This variable runs from 0 to 1.

Government Expenditures:

Source: The World Development Indicators (WDI) by World Bank, available at

http://data.worldbank.org

Data is expressed as a percentage of GDP.

Legal Origins:

Source: The quality of government, LLSV, 1999.

Five dummy variables indicating the legal origin of commercial law in each country

(English, Socialist, French, German and Scandinavian ).

Latitude:

Source: The quality of government, LLSV, 1999.

The absolute value of the country’s latitude, running from 0 to 1.

4Coastline is defined as "the proportion of a country’s total land area within 100 km of the

ocean coastline, excluding coastline in the arctic and sub-arctic region above the winter extent of

sea ice" (Gallup, Sachs and Mellinger, 1999)
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Telephone Lines:

Source: The World Development Indicators (WDI) by World Bank, available at

http://data.worldbank.org

The total number of main telephone connections in the country per 1000 population.

Subsoil Assets:

Source: World Bank (2006)

The total value of subsoil mineral assets (stocks of coal, gas and oil) and 10 chosen

metals and minerals (per capita).
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Tables

Table 1 - List of tax havens:

Jurisdiction Code OECD 2007 TJN 2005 FSF 2000

Andorra ADO • • •

Anguilla AIA • • •

Antigua and Barbuda ATG • • •

Aruba ABW • • •

Bahamas BHS • • •

Bahrain BHR • • •

Barbados BRB ◦ • •

Belize BLZ • • •

Bermuda BMU • • •

British Virgin Islands • • •

Cayman Islands CYM • • •

Channel Islands • • •

Cook Islands COK • • •

Cyprus CYP • • •

Dominica DMA • • •

Gibraltar • • •

Grenada GRD • • •

Hong Kong SAR, China HKG ◦ • •

Ireland IRL ◦ • •

Isle of Man IMY • • •

Lebanon LBO ◦ • •

Liberia LBR • • ◦

Liechtenstein LIE • • •

Luxembourg LUX ◦ • •
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Jurisdiction Code OECD 2007 TJN 2005 FSF 2000

Macao SAR, China MAC ◦ • •

Maldives MDV ◦ • ◦

Malta MLT • • •

Marshall Islands MHL • • •

Mauritius MUS • • •

Monaco MCO • • •

Montserrat • • •

Nauru NRU • • •

Netherlands Antilles ANT • • •

Niue NIU • • •

Panama PAN • • •

Samoa SAM • • •

San Marino SMR • ◦ ◦

Seychelles SYC • • •

Singapore SGP ◦ • •

St. Kitts and Nevis KNA • • •

St. Lucia LCA • • •

St. Vincent and the Grenadines VCT • • •

Switzerland SWZ ◦ • •

Tonga TON ◦ • ◦

Turks and Caicos Islands • • •

Vanuatu VUT • • •

Virgin Islands (U.S.) VIR • • ◦
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Table 2 - summary statistics (2004):

Tax havens Non-havens

Mean SD Mean SD

Governance Index 0.7119 0.6978 -0.1239 0.8889

GDP per capita PPP (thousands $) 19.9 18.7 9.9 9.7

Population 1122.0 1859.6 34507.9 137486.2

Surface area 12025 21944 725475 2006644

Landlocked 0.0769 0.2444 0.1957 0.4034

Island 0.5897 0.4739 0.1848 0.3548

English - official 0.6154 0.4805 0.2500 0.4191

UN member 0.6667 0.4629 0.9022 0.2629

Pop 100km 0.7204 0.3332 0.4159 0.3541

Parliamentary system 0.6111 0.4648 0.3226 0.4658

Ethnolinguistic Fr. 0.2082 0.2359 0.3562 0.3089

English Legal Origin 0.6667 0.4739 0.2826 0.4424

Socialist Legal Origin 0.0000 0.0000 0.2011 0.4075

French Legal Origin 0.2308 0.4360 0.4620 0.4988

German Legal Origin 0.0513 0.2018 0.0272 0.1661

Scandinavian Legal Origin 0.0000 0.0000 0.0272 0.1661

Latitude 0.2745 0.1640 0.2822 0.1943

Government Expenditures 26.76 10.75 28.22 10.39

Subsoil Assets 115.17 274.47 2711.40 6943.49

Telephone Lines 0.5533 1.062 6.6631 27.954
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Table 3 - summary statistics (2009):

Tax havens Non-havens

Mean SD Mean SD

Governance Index 0.7300 0.7011 -0.1294 0.7743

GDP per capita PPP (thousands $) 27.7 25.1 12.8 13.5

Population 1226.4 1902.6 36767.9 14678.1

Surface area 12026 21944 725475 2006644

Landlocked 0.0769 0.2444 0.1957 0.4034

Island 0.5897 0.4739 0.1848 0.3548

English - official 0.6154 0.4805 0.2500 0.4191

UN member 0.6667 0.4629 0.9022 0.2629

Pop 100km 0.7204 0.3332 0.4159 0.3541

Parliamentary system 0.6111 0.4648 0.3226 0.4658

Ethnolinguistic Fr. 0.2082 0.2359 0.3562 0.3089

English Legal Origin 0.6667 0.4739 0.2826 0.4424

Socialist Legal Origin 0.0000 0.0000 0.2011 0.4075

French Legal Origin 0.2308 0.4360 0.4620 0.4988

German Legal Origin 0.0513 0.2018 0.0272 0.1661

Scandinavian Legal Origin 0.0000 0.0000 0.0272 0.1661

Latitude 0.2745 0.1640 0.2822 0.1943

Government Expenditures 33.49 12.64 28.40 10.54

Subsoil Assets 115.17 274.47 2711.40 6943.49

Telephone Lines 0.5554 1.089 6.7842 28.245
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Table 4 - summary statistics (2009, small countries, population <1000000):

Tax havens Non-havens

Mean SD Mean SD

Governance Index 0.7934 0.6877 0.2975 0.8754

GDP per capita PPP (thousands $) 28.0 26.8 13.5 12.8

Population 195.9 189.7 303.7 289.7

Surface area 2248 2144 30437 38998

Landlocked 0.0645 0.2899 0.2778 0.3564

Island 0.7096 0.4894 0.6667 0.4781

English - official 0.6452 0.5161 0.3333 0.4356

UN member 0.6129 0.4893 0.6389 0.3811

Pop 100km

Parliamentary system 0.7273 0.4821 0.4167 0.5812

Ethnolinguistic Fr. 0.1814 0.2098 0.4132 0.3299

English Legal Origin 0.7097 0.4986 0.4444 0.5423

Socialist Legal Origin 0.0000 0.0000 0.0278 0.1055

French Legal Origin 0.1935 0.4521 0.5000 0.5167

German Legal Origin 0.0326 0.2189 0.0000 0.0000

Scandinavian Legal Origin 0.0000 0.0000 0.0278 0.1654

Latitude 0.2720 0.1754 0.1907 0.1854

Government Expenditures 36.95 11.74 30.48 12.49

Subsoil Assets 141.14 294.53 709.38 623.45

Telephone Lines 0.096 0.164 0.055 0.294
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Table 5 - probit estimates (2004):

All Small UN members GDP Non-african

Governance 0.748 0.791 0.805 0.853 0.846

Index (0.295) (0.552) (0.309) (0.346) (0.378)

GDP 0.0003 0.0002 0.0003 0.0001 0.0002

per capita (0.0013) (0.0017) (0.0010) (0.0014) (0.0015)

Population -0.00003 -0.0003 -0.00003 -0.00003 -0.00003

(0.000007) (0.00001) (0.000008) (0.000007) (0.000008)

Landlocked 0.038 0.221 0.091 0.043 0.169

(0.499) (0.632) (0.498) (0.534) (0.593)

UN member 0.275 0.602 0.351 0.295

(0.411) (0.545) (0.439) (0.461)

Distance by air -0.0002 -0.00006 -0.0002 -0.0002 -0.0003

(0.0001) (0.0002) (0.0001) (0.0001) (0.0002)

Observations 209 55 190 182 155

46



Table 6 - probit estimates (2009):

All Small UN members GDP Non-african

Governance 0.686 0.709 0.774 0.811 0.756

Index (0.256) (0.460) (0.282) (0.270) (0.286)

GDP 0.0002 0.0003 0.0008 0.0001 0.0002

per capita (0.0009) (0.0018) (0.0009) (0.0011) (0.0012)

Population -0.00002 -0.0002 -0.00002 -0.00002 -0.00002

(0.000006) (0.00001) (0.000007) (0.000006) (0.000007)

Landlocked 0.194 0.380 0.106 0.146 0.124

(0.512) (0.645) (0.509) (0.536) (0.554)

UN member 0.370 0.746 0.390 0.348

(0.382) (0.512) (0.389) (0.390)

Distance by air -0.0002 -0.0002 -0.0001 -0.0002 -0.0002

(0.0001) (0.0002) (0.0001) (0.0001) (0.0001)

Observations 213 57 192 184 157
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Figure 1: GDP and governance - all countries
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Figure 2: GDP and governance - small countries
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Figure 3: GDP and governance - tax havens
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Figure 4: Development of government index - blue line for havens, red line for

non-havens
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