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Abstract

This paper focuses on a relatively new issue in diebate on policy coherence for

development: the incoherence between tax and alidigs) using a case study of the

Netherlands as illustration. Although the Nethedgoannot be considered a ‘pure’ tax haven
like the Cayman Islands and the British Virgin t&la, evidence indicates that it does play a
key role as ‘conduit’ country in tax planning stiwes of multinationals that wish to channel

funds to ‘pure’ tax havens. This paper shows tea aonsequence of the Dutch fiscal regime,
other countries, including developing countrieg failing to collect important tax revenues

which otherwise could have been used to financéteare, education and other essential
public goods and services. It is estimated thaelbging countries miss about € 640 million

in tax revenue — about 15 % of Dutch ODA. This s#g the Dutch tax policy is incoherent

with the Dutch policy on development cooperation.
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1 I ntroduction

Traditionally, discussions on policy coherencedevelopment have centred on policies such
as agricultural and trade. In this paper, we foonsa relative new issue: the incoherence

between tax policy and development policy — wittaae study of the Netherlands.

A key element of sustainable development is dewegppountries’ ability to raise sufficient
tax revenue to finance infrastructure, schoolind health as well as reduce their dependency
on development assistance. In addition it has lsgoed that apart from raising revenue
taxes also play a “central role in building andtaumsng the power of states, and shaping their
ties to society” by enhancing the accountabilitjwsen the state and its citizens. (Brattigam
et al, 2008).

There are, however, signs that multinational comgsamand wealthy individuals are
increasingly using complex fiscal structures tdtshicome to tax havens and avoid taxes in
the countries where they operate or reside. Asaamgpuence both poor and rich countries fail

to collect important tax revenues that could hasenbused to finance public goods.

A few studies that have estimated the amount ofésenue forgone suggest that the effects
for developing countries are severe. Oxfam (20@@ijated that developing countries miss
out on US$ 50 billion in tax revenue each year aom@sequence of tax evasion and tax
avoidance strategies by multinational companieagusax havens in different parts of the
world. According to the African Union more than U%3%0 billion is “looted from Africa
through tax avoidance by giant corporations andta&lgjtight using ‘a pinstripe infrastructure’

of western banks, lawyers and accountants”.

The main aim of this paper is to analyse the camseces for developing countries of the tax
haven features of the Netherlands and investii@@aossible incoherence between the Dutch
tax and aid policies.

The paper starts with a broader discussion on yacltierence for development, followed by
a discussion on the harmful effect of tax havenslevelopment. In section two, the paper
presents an overview of the Dutch tax regime and ihoelates to international tax planning
structures. Descriptive information is provided the number of intermediary financing

companies as well as associated capital and indlonve through these companies from and



to developing countries. Section four we explore thnsequences of tax avoidance via the
Netherlands, specifically for developing countridéext, we estimate the tax revenues
foregone in developing regions as a consequendaxo@voidance constructions involving

Dutch entities. The report ends with conclusiond mtommendations.

2 Policy coherencefor development

The concept of policy coherence for developmentdPe€flects the high relevance of various
policy areas and financial flows, other than depeient assistance, for poverty reduction and
sustainable development. There exists no univgrsadireed definition of PCD, though
(McLean Hilker, 2004; Hoebink, 2005, ECDPM/Parti@mbH/ICEI, 2007). For the purpose
of this paper, a definition from a previous studyl e used: “PCD means working to ensure
that the objectives of a government’'s developmeslicp are not undermined by other
policies of that government, which impact on depelg countries, and that these policies

support development objectives where feasible” @dolHilker, 2004, p. 5).

Debates on the relation between various aspeastefnal policy emerged in the early 1990s
and resulted in a clause in the Treaty on the EraopJnion (Maastricht Treaty) in 1992,

requiring the European Union (EU) to ensure coesist of external relations, security,

economic and development policies. Over the pasty&ars, donor governments started to
establish PCD mechanisms, such as coherence umitscansultation procedures, and
attention for PCD is becoming more systemic (ECDPaficip GmbH/ICEI, 2007).

Apart from incoherence within development cooperatitself and internal coherence

between development and other external policief) B@rently covers coherence between
development policies and other policies as wellgblok, 2005). Trade policy is by far the

most widely included in PCD initiatives (Europeaan@mission, 2007a). In a recent working
paper, the European Commission identified twelNevent policy areas: trade, environment,
climate change, security, agriculture, fisherieBe tsocial dimension of globalisation,

migration, research, the information society, tpaomg and energy (European Commission,
2007b). Note that this list does not include taxator financial aspects of globalisation. By
contrast, a list of six key policy areas identifiegd the OECD includes foreign investment,
and mentions that PCD actions by developed cosntoeld involve ‘minimising recourse to

special tax and other incentives which could undiigyort location decisions to the detriment
of less developed countries’(OECD, 2003).



The present paper follows a broad approach to eolker between tax and development
policies that includes decisions on the locatiorreal business activities as well as on the
location of profits within a multinational. The faog will be on the occurrence and prevention
inconsistencies, which is referred to in the fpsirt of the definition of PCD cited above,

rather than on enhancing synergies between developpolicy and other policy areas.

Causes of incoherence can be classified along thmeensions (Hoebink, 2005). First, policy
incoherence can be intended, if a government delibly prioritises other interests, or
unintended, if a government does not notice thdlicting outcomes. Second, incoherence
can be structural, in case different interestsianerently conflicting, or temporary, in case
different interest groups need time to adjust tew situation. Third, the nature of the causes
can be institutional, for instance due to the canmpantalisation of government departments,
or political, due to conflicting interests and ittagies. This classification will be used as a
framework for analysis of the case study preseimdide second part of the paper.

3 Tax havens, Tax avoidance and Development

Tax havens undermine the interests of poor countimie a number of ways (Murphy,

Christensen and Kimmis, 2005).

First, tax havens offer MNCs (and rich individuatbg possibility to avoid or even evade
paying tax in developing countries by routing calpftows through shell companies in tax
havens. Due to the combination of high capital digbidifferences in national tax systems
and the secrecy that surrounds many tax havensinatidnals have considerable flexibility
to engage in ‘profit laundering’ - shifting profitsom (high-tax) countries where the
economic activities take place, to tax havens erofvithout violating national laws. This
happens in two ways: (1) by manipulating pricega@bds that are traded internally, so-called
transfer pricing, and (2) by manipulating intra-qeany financial flows such as interest,

royalty and dividend payments.

Second, apart from missed tax revenue, the usexdidvens to escape taxation also provides
MNCs with unfair competitive advantages vis-a-uisafler companies that do not have the

capacity to organise this type of fiscal structuoeshational companies for which it is not



relevant. As companies in developing countries gererally smaller and typically more
domestically focussed, the existence of tax havends to favour business from the North

over competitors in developing countries.

Finally, banking secrecy and offshore trusts offeby financial institutions in tax havens
make it possible to launder the proceeds of paliticorruption, illicit arms deals,
embezzlement, and global drug trade. The lack afsparency in international financial
markets contributes to the spread of global critekprism, bribery and the looting of natural

resources by the elite.

Recognising the harmful effects of tax havens inegal, the OECD started an initiative
against Harmful Tax Practices in 1998. Currentlye tHarmful Tax Practices initiative
focuses on the conclusion of bilateral Transpaream@y Information Exchange Agreements
(TIEAS) between OECD member states and tax hawltisough this approach increases
possibilities for OECD countries to detect tax évasit is of little help to developing
countries and it therefore not suited to promot®PA& more promising initiative to address
the consequences of tax havens for developing desnis the recently established
International Task Force on the Development Impddtlicit Financial Flows, lead by the

Norwegian government.

4 The Netherlands: A tax haven?

4.1 Definition of tax haven

‘Tax haven’ is a controversial term which is oftased with different meanings and for
different purposes. There also does not exist ishefl countries that can be considered as tax
havens: Hence, for the purpose of this paper, it is importo make the distinction between
‘pure’ tax havens, and countries that exhibit halnpireferential tax regimes. Both types of
tax havens have in common that its laws and pexctibat can be used to evade or avoid

which may be due in another country under thatratbantry’s laws.

‘Pure’ tax havens, also referred to as off shamarfcial centres, are jurisdiction characterised
by: (1) zero or very low tax rates; (2) lack ofrisparency; (3) secrecy laws that prevent
information exchange, and (4) “ring-fencing” of iegs (preferential tax regimes are partly

! See Booijink and Weyzig (2007) for an overview of definitions and classifications of tax havens.



or fully insulated from the domestic markets totpob own economy). Examples of ‘pure’ tax

havens are the Bahamas, Cayman Islands and Bermuda.

The second group of tax havens consists of cogntnigh a diversified economy and
industrial base which have a normal tax system \bitih certain, often very lucrative,
exceptions for certain activities or types of cogtimn. In addition, such countries are
commonly characterised by the presence of speethlewyers and accountants who assist
companies with their tax planning and a large nunolbéax treaties which make it possible to

minimise taxation.

The Netherlands is clearly not a ‘pure’ tax haydawever as the next section will show, the
Netherlands is a country which is characterised lpreferential harmful tax regime. Other
examples of countries with such a regime are Icgl&witzerland, the UK (in particular the
City of London), Cyprus and Luxembourg.

4.2  TheDutch fiscal regime and special financial I nstitutions.

For more than 30 years the Netherlands has beenrkae international tax planning centre
for MNCs (Van Dijk et al, 2006). One particular mechanism that makes thentgoso
attractive is the ‘conduit’ arrangement. From aparspective, this arrangement makes it very
beneficial for MNCs to channel Foreign Direct Intrasent (FDI) as well as interest, dividend
and royalty flows between the parent company in@anentry and subsidiaries or affiliates in
other countries via entities in the Netherlandsy Keaderlying elements of the Dutch tax
regime that facilitate the conduit arrangementtheclarge Double Taxation Treaty network,
zero withholding taxes on outgoing interest andcatiyypayments and special features of the
tax systent.

The conduit arrangement is harmful because as Wt ref certain conduit arrangements
companies avoid paying taxes elsewhere, includawgldping countries. Moreover, by acting
as conduit country, the Netherlands plays an ingmbntole in routing financial flows to pure
tax havens, where many of the licensing and fimansubsidiaries are located, and no tax is
paid. Often the ultimate parent companies of thise haven entities cannot be easily

identified, because of a lack of transparency.

2 See Van Dijk et al., 2006 for a technical discussion of these issues and a detailed description of the various conduit
arrangements.



As a result of facilitating conduit arrangementg tHetherlands hosts a large number of
entities that are used for tax planning purposége Dutch Central Bank (DNB) maintains a
special register for this type of entities whicle aeferred to as Special Financial Institutions
(SFIs)3 SFis include both ‘mailbox’ companies (i.e. shimpanies) and other tax planning
vehicles. Mailbox companies are companies admatedrby trust offices and therefore have
no substantial commercial presence of their ownceoming to information from the
Chambers of Commerce, they mostly employ eithev peone person. They merely perform
an administrative function with the overall aimretiucing the tax burden of the multinational
that owns it* Trust offices incorporate legal entities on behalf their clients, mostly
multinationals, and provide them with an addressnagement and administration. These are
essential requirements to give the company ‘substam other words a real presence, in the
Netherlands, which are required to be able to madees of certain features of the Dutch tax

regime.

Apart from mailbox companies SFls also include pénning entities that are not managed
by a trust office. Most of these are part of veagge multinationals that, given the scale and
complexity of the transactions, probably do notf@reto contract out their financial
management. The size and scope of these entitigdrean small units which employ only a
handful of administrative staff, to departmentdasfye regional or financial head offices of
multinational corporations (MNCSs) in the Netherlandccording to DNB about 75% of SFIs
are represented by trust offices (DNB Quarterlyi&ir, 2007).

In conformance with their purpose, DNB (2004) idfkees three types of SFIs. The first are
financing companies. They take up and on-lend fuolokgined from international capital
markets, from the parent company, or from otherarfoing affiliates. Examples of
multinationals with Dutch financing companies afB#iller and BHP Billiton. The second
are holding companies. These manage foreign pgaations, act as dividend conduits and
perform acquisitions on behalf of the parent comypa@®ome examples are Mittal Steel,
EADS, ENI, Trafigura, Premier Oil, BHP Billiton arfirelli.® It is likely that most of these

companies also perform financing activities. Thadthtype are royalty and film right

® See DNB Statistical Bulletin (2003) for a defintion.

* Although tax planning appears to be the main purpose of mailbox companies, occosianally mailbox companies are established
in the Netherlands to benefit from foreign investment protection under Dutch Bilateral Investment Treaties (BITs).

The examples mentioned in this section are based on research by the authors. They do not represent data of DNB and it is
therefore unknown whether these companies are included in the DNB SFI register.
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companies that exploit licences, patents and filghts. There is no public data on
transactions associated which each type of SFI [NB states that “considering the
magnitude of their cross-border transactions, thanting companies are the largest type of
SFls, followed by holding companies” (DNB, 2004).

Figure 1 depicts the number of SFIs for the ped®d7-2006. It clearly shows the steady
increase overtime. In 2006, DNB recorded 12.00GSBINB also presents figures for gross
transactions (the sum of total in and outflowsS&fl, which increased from € 782 billion in
1996 to a staggering € 4,600 billion in 2006 — atoine times Dutch GDP. This also

confirms the increasing activity of SFIs in the Nextands.

Figure 1: Number of and SFls, 1977-2006.
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Source: DNB Statistical Bulletin, various issued &NB Quarterly Bulletin, various issues.
Note: The figures presented for 1977-1999 are basedharts and therefore not exact. There is niahlel date for 2001-

2005Fehler! Verweisquelle konnte nicht gefunden werden.
4.3 Foreign direct investment via SFls
SFIs mainly serve to route funds through the Nédinels and therefore have very few

relationships with the Dutch economy. Hence, ineortb separate FDI related with real

® On the basis of the trust office register of DNB Van Dijk et al. (2006) estimated the existence of about 20,000 mailbox
companies in the Netherlands. It seems that a considerable part of mailbox companies falls outside the DNB definition of
SFls. Possible explanations are that DNB uses a strict definition of SFIs, which excludes certain types of mailbox companies,
for instance, mailbox companies which are part of a Dutch group structure or are which serve for other purposes than
onlending activities. Further, the estimation of 20,000 mailbox companies probably also includes a number of inactive entities
that are not part of the DNB SFI register.



operational business from that driven by tax avetgastrategies, DNB has decided to present
annual FDI statistics net of SFI transactiéms.order to obtain a better understanding of the
scope of SFI transactions in the global economguré 2 compares the Dutch outward FDI

stockincluding SFigto the FDI data of some other economies.

Figure 2: Outward FDI Stock, selected countries, 2005
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Source: FDI stocks from UNCTAD (2006) and SFI FDitocks from T5.11 and T5.15, DNB website:
http://www.statistics.dnb.nl/index.cgi?lang=uk&ted®alans(04-05-07).

Note: US$ values in World Investment Report havenbexchanged in Euro using average exchange rate=€$1.24,
<http://www.statistics.dnb.nl/index.cgi?lang=nl&toeboerser (02-05-007). Outward FDI stock of special ensitieomparable

with SFls for other countries, such as Luxembound) laeland, is not shown due to lack of data.

The figure shows that the outward FDI stock of S#ldar exceeds the outward FDI stock of
Dutch companies. When SFI transactions are nontake account, the Netherlands comes
fifth in terms of the size of outward FDI stock. Wever when SFI investments are included
the Netherlands is the second largest foreign toves the world, just behind the USA and
far ahead of the UK, the number three largest itoveslot surprisingly, the figure for Inward

FDI stock (not presented) shows the same pattettmea$or outward investment stoék.

" One of the reasons why DNB maintains a register of SFls is to ‘clean’ certain statistics. The transactions of SFls are so
enormous that they would blow up the balance of payments and international investment position figures, rendering them
useless for the analysis of international financial flows.

In Europe, Luxemburg, Ireland and Cyprus (and possibly also Denmark) are frequently mentioned as countries with a
favorable tax regime for conduit arrangements similar to those offered by the Netherlands. Outside Europe, Hong Kong is
known for being used for round-tripping investments from and to China (UNCTAD, 2006; ECB, 2004). If data on special
entities comparable with SFIs on such countries (not available) were also included in the figure, their total outward FDI stock
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5 Consequences for developing countries

The Dutch tax regime that facilitate conduit stawes and the presence of SFIs have

important consequences for developing countriees&lare summarized in the next section.

5.1  Negative effects

Conduit constructions and treaty shopping

The large and growing number of SFIs indicates thaltinational companies increasingly

use the Netherlands to plan their group tax strestuChannelling intra-group income and
capital flows through Dutch finance, holding angalty companies, in order to make use of
the beneficial Dutch tax regime, suggests thatd@voided in other countries. This tax would
have been paid if the Netherlands had not been ased conduit country to decrease
withholding tax on interest and royalty paymentsroligh such constructions, income is
sometimes shifted from a subsidiary in a develomiagntry to a subsidiary in a pure tax

haven in the form of royalties or interest. Theedirresult is a lower total tax burden for the
multinational corporation, no or very low tax reues on the income shifted to the pure tax
haven, and some tax revenue on the operationalimiarghe Netherlands, at the expense of

the developing country.

Regarding conduit constructions, there could béexifices between industries. To shift
income in the form of royalties, multinational corptions require intangible property, such
as a registered trademark, brand name or patentwifiich substantial royalties can be
charged. It therefore seems that relatively R&@2msive multinational corporations, , which
generate more intangible property, and companigshwineavily depend on trademarks and
brand names, have more opportunities for incomigirgni This includes the pharmaceutical,
electronics industry and food industry. Howevegréhare also indications that royalties and
interest are to some extent substitutes for incehiting (Grubert, 1998). If a multinational

corporation does not hold substantial intangiblepprty in pure tax havens, it might therefore

use financing strategies to achieve tax avoidamstead.

The size of the income shifted through Dutch congubsidiaries and the associated negative

consequences for developing countries are not knd¥we data required for such an analysis

might also have been substantially higher. However, given the longstanding reputation of the Netherlands as suitable for tax
planning purposes and the already very high level of FDI stocks controlled by Dutch companies, it is unlikely that other
countries' FDI stock including SFIs would have been higher than that of the Netherlands.

11



are not available. However, supporting data on fihancial flows between SFIs and
developing countries presented above, the promaifosuch constructions by tax advisors
(see Van Dijk et al, 2006), and anecdotal evidenfcthe use of such structures involving

developing countries indicates they are used intjpe’

Group interest box, hybrid securities and hybrid entities
In 1997, the Netherlands introduced a special redion Group Financing Activities (GFA).

This regime offers an effective tax rate of 6-10#tbe balance of interest received minus
interest paid on loans to and from foreign affémtin 2003, the GFA regime was found to
violate EU competition law and it is now being pb@out. Less than a hundred companies
were admitted to the GFA scheme, including largdtimationals such as BHP Billiton and
SAB/Miller’®, and for most companies the scheme expires in 2002008. A new law,
replacing the GFA regime and offering similar betsefcurrently awaits approval from the

European Commission.

Multinational corporations using the scheme camnease loans from a Dutch group financing
company to a subsidiary in a developing countravoid taxation. The direct result is a lower
total tax burden for the multinational corporatemd a higher tax revenue in the Netherlands

at the expense of the developing country.

There is some evidence from recent academic stadiegell that multinational corporations
indeed use intra-group financing strategies to cedtheir total tax burden (Mintz and
Weichenrieder, 2005; Grubert, 2003; Riest@l. 2005). These studies are based on detailed
financial data from individual subsidiary and pareampanies. Other constructions, such as
those involving hybrid participating loans or hybBV1/BV2 entities with a US parent, have
similar effects for a developing country (Weyziglaran Dijk, 2007).

Competition
The Dutch tax system provides opportunities fortmational corporations to reduce their tax

burden, as described above. This provides them avitlbompetitive advantage over smaller
and less internationalised companies, includingeiiim competitors in developing countries.

® An example of profit shifting using a royalty conduit structure is the case of SAB Miller, an Anglo-South African brewery.
According to information in a magazine (Noseweek 2003a, 2003b) for over 25 years the company paid millions in royalties to
its Dutch mailbox subsidiary that owned the trademarks of several of its beer brands. Through this, during the apartheid
years, SAB avoided the exchange controls that were imposed in South Africa and successfully avoided paying any taxes in
South Africa on the money’s sent to these subsidiaries.

1% Reports filled at the Chamber of Commerce by these companies mention the use of the CFA regime.

12



As the competitive advantage from tax avoidaneerglated to operational performance, it is

likely to distort market efficiency and does nohtrdbute to economic development.

Facilitation of money laundering

As mentioned above, tax havens are often used dmegnlaundering, embezzlement or other
illegal financial activities. That this also apit the Netherlands is corroborated by a recent
study that concluded that the Dutch financial regiand SFIs are vulnerable to money
laundering (Ungeret al, 2006). This could indirectly support undesiralaletivities in

developing countries as well, such as corruptiahilgal arms and drugs trade.

5.2  Discussion of negative effects

There have been questions as to whether the sastegntioned above would make sense
for operations in developing countries, becauseymaaltinational corporations obtain tax
holidays or other tax incentives when they investthese countries. As a consequence,
subsidiaries in developing countries are exemphfoorporate tax and pay withholding taxes
only, so there would be no corporate tax to avaidhie first place. However, even though
many foreign investors do enjoy generous tax ineestin developing countries, this does not
mean thatall foreign investment is completely exempt from cogbe tax for an indefinite
period. Academic studies using micro data show sbate multinational corporations do pay
corporate taxes in developing countries (Mintz aNdichenrieder, 2003; Grubert, 2003;
Desai et al., 2003). A loss of corporate tax reesnis therefore still possible. It should also
be recognised that corporate income taxes corestgutnuch larger proportion of total tax
revenues in developing countries than in develaoechtries (Tanzi and Zee, 2000).

If tax avoidance strategies lower the tax burdenthenoperations of MNCs in developing
countries, this could make it more attractive teest in these countries. Thus, apart from
income shifting effects, there may also be an éfbecreal business operations, and there is
some evidence for this from actual behaviour of MNGrubert, 2003). Higher levels of
investment would mitigate the negative consequeatésx avoidance. It is unlikely that this
would fully compensate for the loss of tax revenubsugh, because tax avoidance would
have similar effects as formal tax incentives areseé effects are generally limited. This will
be discussed in the section on coherence with dprednt policy.

5.3 Positive effects
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Apart from the negative effects above, the Dutshptalicy also has some positive aspects for
developing countries. These would include the feilay:

O The participation exemption: The participation eypgion, instead of a credit system,
encourages investment in countries with a corpaiaterate lower than that in the
Netherlands.

O Tax sparing credits: tax sparing credits encouiagestment by allowing MNCs to
benefit from tax holidays in developing countrieghout residual taxes applying in
the Netherlands. Offering tax holidays is not alg/ag a country’s own interest,
though. This will be explained in the next section.

O DTTs based on the UN model convention; The DTTschated between the
Netherlands and developing countries all use the rdbbel convention for tax
treaties. In contrast to the OECD model treaty,ytlyenerally do not reduce
withholding taxes on royalties and interest to Zewbto some 10%. This is relatively
favourable.

O Higher withholding taxes allowed under DTTSs.

Apart from these specific aspects of the Dutchregime, it has been pointed out that the
most important positive effect of signing a DTTtlet it will help developing countries to
attract more foreign investment. Although there amne studies which demonstrate a
positive impact of tax treaties on FDI in rich ctrugs, only very limited research on this
topic has been undertaken with respect to deveajopountries. A recent study did find a
positive relation between signing a tax treaty &bd in developing countries, but noted that
this finding only applied to middle income counsriand not to lower income countries
(Neumayer, 2006). Hence, there is no conclusivadenge that the overall effect of

concluding a DTT with the Netherlands is positived developing country.

6 Coherence with aid policy

6.1  Previousstudieson coherence between Dutch aid and tax policy

" Even if it is assumed that DTTs will lead to more investment in developing countries, this does not automatically mean the
effects are positive (see Summer, 2005).
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The Netherlands aims to enhance coherence of gmesrnpolicy in other areas with its
policy on development cooperation. Tax policy ighty relevant in this respect. The Dutch
government is committed to providing high levels @bnor financing, and its ODA
expenditures have been fixed at 0.8% of GNP. Pathis sum is directly provided to
governments of developing countries as bilateralglet support and as debt relief. Enabling
multinational corporations to avoid taxes in depélg countries, which lowers government
revenues in these countries, therefore seems irstenswith high levels of ODA to raise
these budgets. There is also a more direct linlwdat tax policy and the UN Millennium
Development Goals (MDGs), aimed at halving extr@meerty by 2015. Tax issues related to
MDG 8, which is supportive of the other seven MD@sg more specifically to two of the
seven more concrete targets that have been seld@ 8. Almost by definition, international
tax issues form an integral part of a financiatsysthat is supportive of development and of

a comprehensive solution for the debt problemsegktbping countries.

There has already been some attention paid todsxes in Dutch development policy,
especially from 2001 to 2004. In 2001, the Eraskdnersity Rotterdam (EUR) prepared a
position paper on tax competition among develogiagntries for the Ministry of Foreign
Affairs (Bols et al, 2001). The main conclusion of the paper is thatihcentives are not
usually a decisive factor for MNCs when decidingettter or not to invest in a certain
developing country, so they are usually ineffectiveJanuary 2002, two months before the
Financing for Development Conference in Monterréyiexico, former minister for

development cooperation Herfkens referred to this $peech:

“More state financing — ODA — cannot be the onlgpense. We also need to work out more
incentives for the middle income countries.[MICs})(But the MICs also have to do their
own homework and revise present practices. | régdaarned from an Oxfam report that
development countries lose large amounts of indoaeause of the so called fiscal measures
(tax holiday). (...) The developing countries shaddlize that foreign investors first of all
consider the enabling environment before decidingirvestment. They will not deny the

fiscal advantages but this is not what will attréeeém.” (Herfkens, 2002).

The largest initiative on taxation from the Minisf Foreign Affairs came in 2003, when it
commissioned two major studies on tax policy antcBuelations with developing countries.

One study was conducted by the International Bumeatkriscal Documentation (IBFD) and
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focussed on DTTs and tax administrations in devetpgountries (De Goede et al., 2004).

The conclusions of the study included the following

O “Generally the attribution of taxing rights in ataeaty will limit the taxing rights of
developing countries (...) and may thus lead to (.shart-term budgetary loss.(...)

O A tax treaty can be viewed by the developing coua an important tool to promote
its investment climate by providing foreign investavith more certainty about the tax
consequences of their investment (...). Such imprergsnmay generate additional
foreign investment and employment and thus leaddeased tax revenue by way of
additional corporate taxes, wage taxes, and saes

O Tax treaties are important instruments for tax aulsirations to counter tax avoidance
and evasion through exchange of information anduatudssistance in the collection
of taxes;

O Finally, it may be important from a political poiat view for developing countries to

conclude tax treaties (...) to strengthen internati@o-operation.”

The study also notes that in view of the lack oémfitative data, it is difficult to draw a
definitive conclusion from the qualitative analysksut it can safely be assumed that the
hundreds of tax treaties that developing countn@ge concluded with developed countries

indicate that many developing countries on balattéute positive effects to these treaties.

The other study was again conducted by the EUR faruksed on tax incentives offered by
developing countries and income shifting throughansfer pricing in trade with the

Netherlands. With regard to tax competition, thedgtconcludes that tax incentives might in
theory be effective in attracting certain typessafuable FDI that are relatively tax sensitive,
but in practice such considerations are not takém account by developing countries when
granting tax incentives, which makes them largesffective (Muller et al., 2004). The effect

of tax avoidance on the size of foreign investmesimilar to the effect of tax incentives.

The research finds little evidence of transfer ipgc manipulation in trade with the
Netherlands at the expense of developing countiksough worldwide transfer pricing is
one of most important mechanisms for income slyfamd tax avoidance and evasion, this
result might have been expected, because thevediamall differences in statutory tax rates
do not allow large gains from transfer pricingrade with the Netherlands.
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With hindsight, it is striking that the Ministry dforeign Affairs commissioned elaborated
studies on all main tax issues relevant to devaefppbuntries, except tax avoidance through
financing and royalty constructions. It is remarleatnat even the IBFD study on tax treaties
left out these issues, while they may be the sitaglpest source of concern with regard to the
coherence of Dutch government policy on tax andelbgment. Other studies on tax and
financing for development tend to overlook thesetipalar issues as well (e.g. Martens,
2006).

It seems that since 2004, the Ministry of Foreigfai#s has not been considering Dutch tax
policy and tax issues in general as a priority. &pptly, this is partly a result of the findings
from the two studies conducted by the IBFD and EWwjch did not indicate any
inconsistency between tax and development policyitst MDG 8 progress reports of 2004
and 2006, the Ministry did not mention Dutch polay tax issues at all (Ministry of Foreign
Affairs, 2004, 2006).

6.2  Estimate of missed tax revenues

In order to illustrate the magnitude of consequenfmr developing countries, a rough
estimate can be made of the missed tax revenu#dsoge countries due to tax avoidance
constructions involving Dutch SFIs. Data made amdd by DNB on the geographical
composition of SFI inward and outward investmentks and flows confirms that SFls are
also used as vehicles for investment in developaggons. Estimates of missed tax revenues
still involve many assumptions, however, becausecticulations require other data as well,
for example about the composition of SFI incomaf th not readily available. The estimates
are therefore necessarily imprecise. Furthermbee NB data distinguishes continents and
geographical regions rather than groups of devetppountries or low income countries. The
regions below include important middle income coest according to the World Bank
classification, such as South Africa, Brazil, Chires well as low income emerging
economies, notably India. Only corrections made Hyh income countries are excluded

these from the regional data.
The first three data columns in the table beloweled ‘FDI via SFIs’, present investment
positions of SFIs in the main developing region®bifca, Latin America, and Asia, for the

years 2003 to 2005. These investment positiongherdotal outward FDI stocks of SFls,
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including equity investment as well as loans artteofinancial transactions to subsidiaries,
parents, and other related companies that aregbate same group. SFI investments in
Central America have been corrected to excludehtasens in the Caribbean. Total inward
FDI stocks in mainland Central America and in treriibean, from all sources worldwide,
are roughly of the same size (UNCTAD, 200&wever, it may be expected that SFIs have
relatively large investments in tax havens, andefioge it has been conservatively assumed
that only 20% of SFI investment in the region ismiainland Central America, where it is
strongly concentrated in Mexico. SFI investmentsAsia, excluding the Middle East and
Japan, have been corrected to exclude SingapopeipRke of Korea, Taiwan and Hong Kong.
Inward FDI stocks in these four countries accoontsB% of global investment of the region
(UNCTAD, 2006) and for 68% of Dutch investments fign-SFI companies (DNB FDI
statistics). Using these benchmarks, it has beerservatively assumed that the other
countries in the region, including China and Indegeive only 35% of total SFI investment

in the region.

Table1: Inward FDI stocksvia SFlsand an estimate of missed tax revenues for 2005

FDI via SFls Total FDI | Share Tax missed
2003 2004 | 2005 2005 SFls Es. 1¢ Est. 2°

(€bn) (€bn) (€bn) (€bnf (%)  (Ebn)  (€bn)

Total Africa 10 10 13 213 6% 0.098 .-

Latin America excl Caribbean 32 40 46 555 8% 0.342 0.039
Central America excl Caribbe&r 13 18 21 192 11% 0.155 0.009
South America 19 23 25 363 7% 0.186 0.030

Asia excl Middle East, JP, SG, 28 28 30 462 7% 0.199 0.062

KR, TW, and HK

Total developing regions =70 = 80 =90 =~ 1,200 7% =~ 0.64 ~0.11

Total all countries 919 | 946 1,033 ~7,.800" | 13% ~6.8° ~1.8

Source: DNB, unpublished data on SFls, UNCTAD (3006

Note: a 20% of total Central America to correcttiee Caribbean; b 35% of total Asia excl MiddlesEand Japan (JP) to correct
for Singapore (SG), Rep. of Korea (KR), Taiwan (T\&hd Hong Kong (HK); ¢ using average exchange €afe= $ 1.24; d
Estimate 1: assuming 5% -point of taxes missed584 fieturn on investment on inward FDI stocks; enizte 2: assuming € 1 bn
missed through financing constructions, proportidaaon-equity stocks per region, and € 0.8 bough royalties, proportional to
total royalty payments per region; f excl SFis atider FDI in the Netherlands; g based on all coemtexcl the Caribbean and
Luxembourg; h estimate cannot be calculated duat® problems.

It is interesting to compare the investments ofsSkKI developing countries with the total
inward FDI stocks in these countries as reportetdd WNCTAD (2006). The total stocks are
shown in the column ‘Total FDI 2005’ and the prdpmr of total investment for each region
that is channelled through SFls is shown in theiool ‘Share SFIs’. This proportion ranges
from 4% for North Africa to 11% for Central Americ@n average, some 7% of all foreign
investments in the main developing regions is héldbugh Dutch SFIs. As a point of
reference, the bottom row of the table shows the for all countries worldwide, similar to

the total in table 1, but excluding the Netherlaitsisif.
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Estimating missed tax revenues requires a few durdssumptions. For a relatively simple
estimate, it is assumed that the pre-tax returnneastment on operations in developing
countries is 15%. This is in line with historicadte’? Note that total income on FDI received
by SFIs was approximately 5% (€ 53 billion of inamn FDI over € 1,033 billion of total
FDI stocks abroad). The income reported by Dutcls Sl6es not consist of pre-tax profits,
however, but of interest payments and of divideadd capital gains from after-tax profits.
There could also be a significant effect from esrand omissions in the data. Still, it cannot
be fully explained why total income on FDI receivieg SFls is relatively low compared to
their total investment stocks abroad. Thereforaeight be safer to use the more robust rate of

15% pre-tax return on investment.

It is further assumed that missed tax revenues atrtoub% of this pre-tax income, which is
the same as assuming that on average the effexiiperate tax rate abroad is lowered by 5
percentage points. This percentage can only benasd. In reality, it may be lower, for
example because SFIs are not that effective orusecdax savings may be unevenly
distributed among regions. SFI subsidiaries may bénefit from local tax breaks that should
not be attributed to the SFIs or may use otheatetdance mechanisms too, such as transfer
pricing, that do not necessarily involve Dutch SHswever, as the main purpose of SFIs is
to reduce the tax burden of multinational corporai the percentage may be much higher as
well. It is also possible that investments througRls in some developing regions are
underestimated because they may sometimes be dleahm@ other developed countries,
such as Hong Kong, Singapore, or Cyprus. Any esérfta missed tax between 1% and 10%

of pre-tax income can probably be defended.

Note that the net gain to multinationals is alwéyser than the taxes missed in developing
countries, due to the costs of tax planning andltheer tax charges that arise in other
countries to which income is shifted. The lattelule tax on the operational margins of SFis
in the Netherlands, which is more than € 1 billidhe total missed tax revenues in all other
countries worldwide must therefore be assumed tatdeast as large as this, and probably
several times as large. The simple estimate destabove implies total missed tax revenues

worldwide of € 6.8 billion, of which some € 640 fwh in developing regions and roughly €

2 UNCTAD, Foreign Direct Investment in Africa: Performance and Potential, UNCTAD/ITE/lIIT/Misc. 15 (Geneva:UNCTAD,
1999), p. 18.
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76 million in Sub-Saharan Africa. The estimatehiewsn in the table as ‘Tax missed, Est1’.
Note that it is also assumed here that the revasfiset of lower effective taxes is not
substantially offset by increased foreign investimas discussed in the previous section.

Only part of these missed tax revenues would bevexed were the Netherlands to take
effective measures to eliminate possibilities faternational tax avoidance. There are two
reasons for this. Firstly, it is sometimes argueat without the international tax avoidance
opportunities offered by the Netherlands, the ibmests in developing countries would not
have taken place in the first place. However, weeek that this only has a marginal effect
because tax considerations are usually of secoridggrtance in international investment
decisions, especially for production or salestiocs. The second reason is more important.
If harmful conduit and group financing structuresuld no longer be possible via the
Netherlands, many multinationals using these wahlahge their tax planning strategies and
use subsidiaries in other countries to achievestime effect. The alternative strategies will
probably be somewhat less attractive and less taxdmherefore be avoided in developing
countries. However, tax avoidance will continue other countries. Therefore international

cooperation to fight harmful tax avoidance is eiaén

6.3  Causesof policy incoherence

Although no specific written policy of the Dutch Mstry for Development Cooperation on
tax revenues in developing countries could be fotimel facilitation of corporate tax planning
constructions can be considered incoherent with lhilateral ODA and the general
commitment of the Dutch government to MDG 8. Thases for this policy incoherence will
now be analysed, applying the three dimensionshefanalytical framework presented in
Section 2.

First, the lack of PCD appears to be largely wemded. In a debate in the Dutch
Senate and in meetings with the Ministry of Finansewas emphasised that Dutch tax
policies were not intended to harm developing coesit Any harmful effects for those
countries were described as unwanted side-effects.

'3 is assumed that missed tax due to financing constructions is proportional to SFI debt financing stocks in a region instead of
total SFI investment stocks yields a second estimate, shown in the table as ‘Tax missed, Est. 2'. This estimate is more
conservative with total tax avoidance of € 1.8 billion, and taking into account that total missed taxes worldwide must be well
over € 1 billion, it is in fact a minimum estimate. It also yields a more conservative distribution over regions, with developing
regions carrying a smaller proportion of the burden. Developing regions are therefore missing out on at least € 100 million of
tax revenues. See Weyzig and Van Dijk (2007) for details.
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Second, the incoherence is structural in natuilgerahat temporary. The interest of
large MNCs to minimise their global tax burden thlgh profit shifting is inherently
conflicting with the interest of developing coussito increase their tax revenues. The
Ministry of Finance is mainly concerned about thetdd business climate and has a track
record of actively attracting financing activitieklarge multinationals.

Third, the lack of PCD appears to have both imstihal and political causes.
Currently institutional shortcomings are domindmcause neither the Ministry of Finance
nor the Ministry of Development Cooperation assegbe impact of Dutch tax policies on
developing countries. However, if institutional aargements to compare policy goals and
impacts were present, this would expose the intigreonflicting policy priorities of the
development and finance departments and couldfdrereeinforce the political barriers to
PCD.

7 Conclusions

The main aim of this study has been to investigaiad to what extent the tax haven features
of the Netherlands are harmful for developing caaatand whether there is an incoherence
between the Dutch Aid and tax policies. The studdsented new data and calculations on the
operations of Special Financial Institutions (SFIEhese are Dutch subsidiaries of foreign
multinationals used for international tax plannownstructions. At present, the Netherlands
hosts 12,000 SFIs. The amount of foreign direcestment (FDI) that is channelled through
these SFls is enormous. Together, they control $\000 billion of assets or 13% of global
inward FDI stock. If this data would added to FDBJ Bbutch companies, the Netherlands
would be the second largest investor worldwidg, gdier the US and far ahead of the UK, the
third largest investor. In 2005, SFIs had invesapgroximately € 90 billion in developing
countries. This was 7% of total FDI in these costr

SFIs can be divided into financing companies, mgdtompanies, and royalty companies.
The financing companies generate the largest volomgansactions. Some of the most
important potentially harmful tax avoidance constiens used by SFIs are royalty and
financing conduits and the Dutch Group Financingiviiies (CFA) regime, which is being
phased out. It has been replaced by a new ‘grotgreist box’ that is currently being

investigated by the European Commission and hayeto¢ntered into force. Some of these
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regulations, such as the previous CFA regime afuduae group interest box, are unique for
the Netherlands. Other constructions, such as toyahd financing conduits, could in

principle use alternative conduit countries as well

Apart from being a tax haven for MNCs, the Nethadk is also a donor country for
international development. As such, it supports tth¢ Millennium Development Goals
(MDGs) of halving world poverty by 2015, includitige instrumental MDG 8 to develop an
international financial system that is supportiiepoverty reduction. In 2006, the Dutch
government provided € 4.3 billion in Official Deepiment Assistance (ODA). This report
has estimated that as a consequence of the tax heatires of the Netherlands, developing
countries are missing € 640 million in tax revemp&e year. This equals 15% of the Dutch
official aid budget. A more precise estimate wouttjuire more detailed data on the

composition of SFI income.

In addition, the Dutch tax regime that causes aketadistorting tax advantage for MNCs
over smaller domestic competitors in developingnties. Finally, it should be noted that
Dutch tax policy also has some positive aspectsiémeloping countries. However, there is
insufficient data available to substantiate theitpaseffects, let alone to sustain claims that

these would compensate for the negative effects.

The Netherlands being a tax haven for multinatenidlerefore has important negative
consequences for developing countries. This rdsegjuestion of whether Dutch tax policy
is coherent with Dutch policy on development coagien. The Ministry of Foreign Affairs
already recognised the coherence aspect of taxypahd development policy in the past.
However, it appears that the large role of SFignavoidance and the associated amount of
missed tax revenues in developing countries hageljescaped attention until recently. The
lack of PCD is therefore unintended, which is mdato the lack institutional arrangements to
align tax and development policies. However, thasea of policy incoherence are also

structural and political in nature.

Finally, it should be recognised that tax avoidamgean international problem. If the
Netherlands were to eliminate opportunities fomifait tax avoidance while other countries,
such as Luxembourg and Switzerland, continue terdffis type of construction, a large part

of the missed tax revenues would not be recovdtresilikely that many multinationals would
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simply continue avoiding taxes using constructiviasthose countries instead. On the other
hand, Dutch financing conduits may also faciliteete avoidance via other countries as they
can be used as a conduit to reinvest the untaxame. Ending such structures could have a

broader impact beyond the use of Dutch SFls as well
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