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Abstract
The aim of this thesis is to provide a description of the phenomenon of tax havens in
relation to the Czech Republic. The thesis begins with description of theoretical
background of the problem. It provides definition, characteristics, and an overview of
main uses of tax havens by Czech firms. This part is followed by analysis of Czech
firms controlled from tax havens in order to determine what type of firms is most
often leaving the Czech Republic. The analysis showed the largest interest from
limited liability companies and companies operating in real estate. The next part of
the thesis presents an estimate of tax loss arising from tax haven activities of Czech
subjects. It is the first estimate of this kind for the Czech Republic. The resulting tax
loss is estimated to be 21 billion CZK per year, which equals to approximately 10%
of annual tax revenue from corporate and personal income tax. The thesis is
concluded with an overview of counter-measures that are taken worldwide and in the
Czech Republic as means of combating the rising phenomenon of tax havens.
JEL Classiﬁcation

F21, F23, H87
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Abstrakt
Tato bakalářská práce se zabývá problematikou daňových rájů z pohledu České
republiky. Práce začíná nastíněním teoretického základu problematiky daňových rájů,
kde jsou popisovány definice, charakteristicky a hlavní způsoby využití daňových
rájů českými firmami. Následuje analýza českých firem vlastněných z daňových rájů
za účelem zjistit, jaký typ firem nejčastěji odchází z České republiky do daňových
rájů. Data ukazují největší zájem ze strany společností s ručením omezeným a firem
podnikajících v oblasti nemovitostí. V další části práce je prezentován odhad daňové
ztráty, která vzniká v důsledku využívání daňových rájů českými subjekty. Jedná se
o vůbec první odhad svého druhu pro Českou republiku. Výsledky ukazují, že roční
daňová ztráta České republiky dosahuje 21 miliard korun, což představuje přibližně
10% ročního výnosu daně z příjmu fyzických a právnických osob. Práce je zakončena
přehledem opatření, která jsou přijímána po celém světě i v České republice, za
účelem boje proti rostoucímu fenoménu daňových rájů.
Klasiﬁkace JEL
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Preliminary contents of the thesis:
Nowadays, there is a growing trend of firms relocating their place of business
to tax havens. This can cause a significant outflow of money (in form of income tax)
from state budget and also higher unemployment, which can cause serious
disturbances in country’s economy. In this thesis I will focus on the case of the Czech
Republic and attempt to answer following questions:
What are the reasons for leaving?
Favourable tax conditions in tax havens are no longer the only incentive of
firms’ relocations to tax havens. Though they still remain the most frequent reason,
there are a few more that we cannot overlook. Over one third of Czech companies
owned from tax havens are registered in the Netherlands, where the corporate tax rate
is nearly at the same level as in the Czech Republic. The motivation for moving there
is legal certainty, better conditions for entrepreneurship and protection of one’s
assets. I will give overview of most common reasons for the use of tax havens.
What firms do most often leave the Czech Republic?
The reasonable assumption is that the most often candidates for moving to tax
havens are large firms. Thanks to increasing returns to scale these companies are
usually earning high profits and therefore it is desirable for them to try to subject
these earnings to lower tax rates. Another category of firms that could have more
reason to leave is investment and financial group. They often use tax havens as
a means of paying less or no taxes on investment. Thanks to bad availability of this
kind of data, I may have to rely only on simple analysis of publicly available data on
Czech firms to determine what type of firms are leaving the Czech Republic.

How do tax havens influence the economy of the Czech Republic?
Tax havens constitute a significant problem for countries all over the world. It
is estimated that G20 looses annually over 100 billion dollars on tax revenues. Tax
revenue losses connected with companies moving to tax havens are significant for
Czech state budget as well, particularly at times of insufficient state budget revenues.
The amount is not easy to estimate, but we can safely assume that it amounts to tens
of billions of Czech crowns. I will attempt to estimate the tax losses to the Czech
Republic arising from tax haven activities. I will take inspiration from approach of R.
Murphy (2009), who estimated the cost of tax havens for the UK.
What are the most common counter-measures taken?
This problem does not go unnoticed by OECD and EU. OECD launched the
“Initiative on Harmful Tax Competition" in 1998 to pressure tax havens to abolish
harmful tax provisions and practices. OECD has also started negotiations with tax
havens, trying to force them to make agreements concerning exchange of
information. The European Union has introduced agreements to increase
transparency of financial information and the cooperation between member states.
The Czech Republic itself has engaged in these negotiations and so far six of seven
prepared agreements have been signed. In addition, suggestions have been made, to
exclude all companies controlled from offshore destinations from government
procurements.

Outline:
1. Introduction
2. Characteristics of tax havens
3. Reasons for relocation to tax havens
4. What firms do most often decide to relocate to tax havens?
5. Influence of tax havens on the economy of the Czech Republic
6. Counter-measures taken
7. Conclusion
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Introduction
Tax havens are attracting considerable amount of attention in the last years, since
they hold a prominent role in the world economy. The phenomenon quickly became
a global issue thanks to increasing globalization of the world. A lot of tax havens now
serve as one of the biggest and most developed financial centres of the world. As
such, they continue to attract vast amounts of foreign direct investment that would
otherwise stay in high tax countries, as well as large amounts of financial assets,
which are passed through them. Furthermore, their favourable tax policies may
provoke more extensive international tax competition. As a consequence, their effect
on the world economy is staggering.
The objective of this thesis is to shed some light on the situation of the Czech
Republic in relation to tax havens. Given there is a steadily increasing interest of
Czech subjects in tax haven activities, this topic is definitely of great importance.
Unfortunately, this topic has not been given much attention by the economists and
politicians in the Czech Republic, and the motivation of the government to combat
this phenomenon is still quite low. As many other countries, the Czech Republic
should be concerned by the impact of tax havens on its economy. The erosion of tax
collections due to tax avoidance and tax evasion, as well as the outflow of investment
out of the country has significant effect on the Czech economy. Thus, this thesis will
attempt to describe the behaviour of Czech firms in relation to tax havens.
Furthermore, it will describe the influence that tax havens have on the Czech
Republic and measures that are taken to reduce it.
The thesis is structured as follows. First chapter of this thesis focuses on the
definition of tax haven and gives a brief overview of the characteristics, history and
some examples of tax havens of the world. The next chapter summarizes the main
reasons for Czech firms to use tax havens. Chapter 3 provides analysis of Czech
companies controlled from tax havens, specifically their numbers, types and
economic activities. Chapter 4 discuses the influence of tax havens on the Czech
economy and the state budget. It provides an estimate of tax loss to the Czech state
budget that arises as a result of tax haven activities of Czech subjects. The last
chapter covers the worldwide progress of the struggle against tax havens. It describes
4

counter-measures developed by international organizations as well as the Czech
Republic. All in all, this thesis attempts to answer four key questions:
(i) What are the reasons for Czech firms to use tax havens?
(ii) What type of Czech companies does most often establish tax haven
operations?
(iii)How do tax havens influence the Czech economy and specifically the
Czech state budget?
(iv) What counter-measures against tax havens are taken worldwide and in
the Czech Republic?
Answers to these questions along with description of results will be
summarized in the conclusion.
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1 Tax haven
In the last few decades tax havens became a global issue. They hold an extremely
prominent role in the global financial system as they are now major financial and
commercial centres of the world.
Under the definition of tax haven, many people will imagine countries such as
the Bahamas, the Cayman Islands, the Isle of Man, or similar insular regions that are
well known for their absence of taxation (Klein, 1998). While in reality a tax haven is
any region (state, country, or territory) where certain taxes are levied at a low rate or
not at all. These places offer an escape not only from taxes but from many other rules
and regulations too. Another common feature of tax havens is that they offer high
levels of secrecy (Shaxson, 2012).
The truth is that there are many definitions of tax havens, each of them
concentrating on different set of criteria. But each definition excludes some type of
jurisdiction included in another definition depending on which criteria they consider
the most important. As a result, there are not two identical lists of countries
considered tax havens and these lists can often be quite extensive. Nevertheless, it
can be safely said that most economists would agree on a few basic characteristics of
tax havens, which are: low or zero taxation for non-residents, easy methods of
incorporation, and legally-protected secrecy.

1.1 Definition
1.1.1

OECD definition

In 1998 the OECD presented a set of rules to distinguish what countries can be
viewed as tax havens. According to the OECD, to decide whether a jurisdiction can
be considered a tax haven, three factors have to be taken into account.
The first is that the jurisdiction imposes no or only nominal taxes and that it
offers itself as a place to be used by non-residents to escape tax in their country of
residence (OECD, 1998). But since every jurisdiction is entitled to determine whether
to impose direct taxes and, if so, to determine the appropriate tax rate, this criterion is
6

hardly sufficient. The two other factors to be considered are: lack of transparency and
laws or administrative practices that prevent the effective exchange of information for
tax purposes with other governments on taxpayers benefiting from the low or no tax
jurisdiction (OECD, 1998).
Originally there was a fourth criterion: whether there is an absence of
a requirement that the activity is substantial. This would suggest that the jurisdiction
is attempting to attract transactions that are purely tax driven. The last criterion,
however, was withdrawn after being refused by the US Treasury Secretary and
therefore would be no longer used (TJN, 2007).

1.1.2

Offshore financial centre

Offshore financial centre (OFC) is often mistaken as a substitute for the term tax
haven. Some even consider the OFC a politically correct term for tax haven, because
the term tax haven still carries a lot of negative connotations. The terms tax haven
and offshore financial centre are indeed closely related. There are, however, some
differences between these two. The most important difference is that in addition to
established preferential tax regime, the OFC has to satisfy other conditions that
enable sufficient business growth, such as quality infrastructure, reliable banking,
justice system, and laws (Petrovič, 1998).
The Financial Stability Forum (2000) describes the OFCs as jurisdictions that
attract high level of non-resident activity and satisfy following conditions:
low or no taxes on business or investment income,
no withholding taxes,
flexible incorporation and licensing regimes,
flexible regulatory regimes,
flexible use of trusts,
high level of client confidentiality,
no need for institutions or corporations to have a physical presence.
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As can be seen, both terms have very similar definitions. Therefore, for the
sake of simplification and to avoid confusion, in this work the terms tax haven and
offshore financial centre will be used as substitutable.

1.2 Characteristics
Tax havens tend to deliberately create legislation that offers non-residents better
conditions than they would obtain in their resident country. In other words, they are
employing so called preferential tax regimes. Here are some of the common
characteristics:

1.2.1

No or low effective tax rates

The main goal of tax havens is to attract non-resident companies and their capital.
The easiest way how to attract this foreign capital is to offer considerable mitigation
of the tax liability for the subject. Therefore, these countries design their tax
legislation in such a way that it appears desirable for non-residents primarily from
heavily taxed industrial countries. Palan (2002) distinguishes four classes of tax
havens based on the level of taxation:
countries with no income tax and where foreign corporations pay only license
fees (such as Anguilla, the Bahamas, Bahrain, Bermuda, the Cayman Islands,
the Cook Islands, Djibouti, Turks and Caicos, and Vanuatu),
countries with low level of taxation (such as Liechtenstein, Switzerland,
Jersey, Guernsey, and the British Virgin Islands),
countries that levy taxes only on internal taxable events, profits from foreign
sources are either not taxed at all or taxed at very low rates (such as Liberia,
Panama, Philippines, Venezuela, and Hong Kong),
countries that grant special tax privileges to certain types of companies or
operations (such as the Channel Islands, Liechtenstein, Luxembourg, the Isle
of Man, Monaco, the Netherlands, the Netherlands Antilles, Austria, and
Singapore).
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Many tax havens offer so called “tax holidays” for companies newly
registered there. It entails either reduction or entire elimination of certain type of tax
liability for extended period of time, sometimes even a decade.

1.2.2

Bank secrecy and protection of information

Very strong or absolute bank secrecy is a common trait of all tax havens and it is
often ensured by law. It is implemented on different levels in each country, but it is
always more or less derived from the system established in Switzerland, where the
bank secrecy was codified by the Swiss Banking Act in 1934. Countries that are also
famous for their bank secrecy are for example Luxembourg, Panama, or the Cayman
Islands.
Bank secrecy protects the privacy of bank clients. The banks are forbidden
from sharing any information connected to the bank accounts (including identity of
the owner) with third parties. Even information about client who does not report their
taxable income cannot be disclosed to tax authorities. Violation of bank secrecy is
considered criminal offense and is severely punished by law. Despite the secrecy, the
prohibition of revealing any information about the client, there are usually no
anonymous accounts. Because good reputation is fundamental for most banks, they
tend to carefully choose their own clients and therefore in almost all cases know their
identities. Even the numbered accounts are linked to known individuals. The validity
of bank secrecy is not unlimited. If there are suspicions of criminal activities such as
terrorism, tax fraud, money laundering, or organized crime, the secrecy is lifted and
authorities are given access to information about the account (Velo, 1997).
Bank secrecy and other laws on secrecy hinder effective exchange of
information between authorities, which can attract companies interested in criminal
activities. Whether it is tax evasion, money-laundering, corruption, fraud, or drug
trafficking, these activities are much easier to hide in tax havens from the view of the
outside world (Murphy, 2011). Simply because some tax havens are often reluctant to
provide any information about non-residents to other countries or they deny
cooperation with the authorities of the resident’s country of origin. Secrecy laws,
however, do not attract only potential criminals or people with ill intentions. Many
entrepreneurs simply wish their business to be anonymous even though it is
legitimate, for example for their personal reasons. Delaware is an exquisite example
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as it is one of the world’s top secrecy jurisdictions (FSI, 2009). Companies registered
in this state do not have to file names of the owners, financial statements, or tax
reports into the business register and thus, this information stays strictly private. This
could attract both companies with non-transparent business activities and financial
statements, and individuals who wish to stay in anonymity.

1.2.3

Flexible legal environment

Flexible licensing and easy incorporation became a strategy of many tax havens. It
got to the point that today one can buy a company “off the shelf” and start running
a business in matter of 24 hours. Companies are often not required to disclose names
of the owners to the business register. Small legal obligation to disclose information
about the founder of a company makes it almost impossible to track down the real
owners. Tax havens also often offer low regulation environment, low bureaucracy,
and generally better and simpler conditions for entrepreneurship.

1.2.4

Political and economic stability

Although these indicators are hard to determine beforehand and hard to foresee into
the future, political and economic stability should definitely play a role when
choosing a tax haven. Long-term users of tax havens will tend to choose a stable
country with lower risk. Tax havens with unstable political systems pose a risk of
losing a part of or all of the invested capital for example through expropriation of
assets. Although these factors are hard to recognize, some countries can be easily
identified as politically stable. They are either countries economically dependent on
one of the world powers (Monaco, Lichtenstein, Andorra, Bermuda, or Hong Kong)
or economically independent countries, which are stable (Switzerland, Luxembourg,
or the Netherlands) (Leservoisier, 1996).

1.2.5

Developed infrastructure and banking system

Since a great number of tax havens are located on islands, easy accessibility through
modern means of transportation (daily flight connection) is required. High quality
infrastructure including communication connection with the rest of the world is
a necessity as well. Tax haven also has to offer stable banking sector, which can
guarantee protection of deposits. Banking sector tends to be of greater importance in
the economy of a tax haven than in other countries. Thus, offshore banks often
distinguish between resident and non-resident bank activities. Non-resident activities
10

are not subject to the obligation to maintain reserves, they are not subject to financial
controls, and they are usually exempt from taxation (Leservoisier, 1996).

1.3 History
The notion of avoiding or decreasing the tax liability is probably as old as taxation
itself. Tax havens developed piece by piece in different locations all over the world
rather than as a complex state strategy. It is interesting that the attributes that are now
used to identify tax havens: bank secrecy, low taxation, and liberal incorporation laws
are all originated in different places at different times (Palan, 2002).
One of the first attempts of attracting non-resident companies took place in
the late 19th century in the U.S. states New Jersey and Delaware (neither of which are
today considered a tax haven) by enabling easy incorporation of new companies
through liberalization of incorporation laws. In addition to these conditions, these
states also offered relatively low rate of corporate tax (Palan, 2002). While these
states certainly inspired many other regions as to how to attract offshore capital, it is
believed that the modern concept of tax havens emerged shortly after the World
War I.
Some believe that the phenomenon of tax havens was originated in the United
Kingdom. Through a loophole in British law it was possible to register a company in
London for instance and yet the company would not be subject to British taxation, if
it did not have any activities in Britain. This enabled companies to be incorporated in
the UK without paying taxes, hence giving rise to the notion of “virtual residency” or
non-resident companies (Palan, 2009). This rule was by extension applicable in the
whole British Empire.
Together with U.S. state laws and British virtual residency, Swiss bank
secrecy constitutes the third pillar of offshore world. The Banking Act of 1934
severely restricted providing any information considering bank accounts held in
Switzerland to any government (including Swiss). More so, revealing any such
information was now considered a criminal offense. Strengthened bank secrecy
placed under the protection of the criminal law created a strong legal sanctuary for
any capital that crossed the Swiss boarders (Palan, 2009). Increased inflow of capital
was also supported by Switzerland’s ability to maintain relatively low level of
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taxation in the interwar period compared to other European countries thanks to its
neutrality in the World War I.
During the interwar period many European countries followed the example of
Switzerland in developing preferential tax regimes. Lichtenstein introduced new
corporate form based on the Austrian concept of Anstlat, so called holding companies
with no restrictions in terms of nationality of the shareholders. Luxembourg and some
Swiss cantons also adopted the concept of holding companies, which increased
considerably in number. Such companies were usually exempt from income taxes.
Evidence suggests that countries such as Bermuda, the Bahamas, Panama, or Jersey
were also used as tax havens in this period.
The development of modern tax havens is often associated with rising
taxation in the period after the World War II. Significant increase in personal wealth
led the owners of assets to try to increase their revenues by mitigating their tax
liability. But even more important event associated with this development is the
emergence of the Euromarket in 1957. In September 1957 the Bank of England
accepted “the proposition that transactions undertaken by UK banks on behalf of
a lender of borrower not from the UK were not to be officially viewed as having
taken place in the UK for regulatory purposes even though the transaction was only
ever recorded as taken place in London” (Palan, 2009). That resulted in Euromarket
(London) becoming a regulation free zone, which became known as “offshore”
financial market, and its development in City of London was the main force of
formation of integrated offshore economy revolving around London.
Euromarket activities, however, were still taxed. Therefore, the British banks
started expanding their Euromarket activities in the Channel Islands (Guernsey,
Jersey) and the Isle of Man in the early 1960s and this way beginning to develop
them into offshore financial centres for tax purposes. By 1964 the British banks were
joined by three big American banks and that resulted in emergence of the Cayman
Islands and Bermuda as tax havens. And at the end of 1960s Singapore and the
Pacific Islands followed this trend. The first Pacific tax haven was Norfolk Island and
it set precedent for many countries such as Vanuatu, Nauru, the Cook Islands, Tonga,
Samoa, the Marshall Islands, etc. All these countries successfully copied the
legislation in earlier established tax havens including low or zero taxation of exempt
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companies or non-resident companies, bank secrecy laws, trust companies laws,
offshore insurance laws, or flags of convenience for shipping fleets (Palan, 2009).
By the early 1990s the number of tax havens in the world ranged from 50 to
100 depending on the definition used. Statistics of the Bank of International
Settlements showed that about a half of all international banking assets and liabilities
were routed through OFCs and a third of all international foreign direct investment
(FDI) was routed in them as well. This added to the fact that tax havens are used
extensively for tax avoidance, tax evasion, and money-laundering from the
developing countries resulted in efforts by the OECD and the EU to combat tax
havens (Palan, 2009).

1.4 Tax havens of the world
There is no official list of tax havens that would meet all the criteria and would be
agreed by all economists. Therefore, there are as many different lists as there are
different sets of criteria applied.
The number of tax havens in the world is in dispute. Not two international
organizations agree on the count. The IMF (2006) recognized 52 offshore financial
centres. On the other hand, the OECD (2009b) reported existence of 42 tax havens
and offshore financial centres, some of which committed to implementation of the
international tax standard.
Countries that are traditionally considered tax havens are for example: the
Bahamas, Bermuda, the Cayman Islands, Cyprus, Luxembourg, Lichtenstein,
Mauritius, Malta, the Marshall Islands, the Netherlands, Panama, San Marino, or
Seychelles.
Generally, tax havens can be divided into two large groups: offshore and
onshore. The term offshore describes small countries or non-sovereign jurisdictions
(such as the Cayman Islands, the Bahamas, the Cook Islands, Jersey, Monaco,
Andorra, etc.) which do not levy taxes on property and income. On the other hand,
the term onshore describes large countries with high tax rates, which provide
favourable tax conditions only for certain kinds of economic activity, in order to
promote expansion and growth of these areas. This group includes countries such as
Ireland, the Netherlands, and Greece (Klein, 1998).
13

From historical point of view we can organize modern tax havens into three
groups. First group consists of tax havens based on the United Kingdom and the
British Empire and it is by far the largest one. It is derived from the activities of the
Euromarket and therefore centred on London. It includes Crown Dependencies,
Overseas Territories, Pacific Islands, Singapore, and Hong-Kong. Second group
consists of European tax havens more specialized as financial centres, for example
Switzerland, Lichtenstein, Luxemburg, the Netherlands, etc. And the third group
consists of the remaining countries, mostly tax havens emerging from transition
economies (Palan, 2009).
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2 Use of tax havens by Czech firms
International tax planning (optimization of tax liability) is no longer the only reason
for the use of tax havens. While the incentive to save money on taxes and raise profits
is probably still the most common among the companies, the reasons for relocation
are no longer only tax related. Protection of one’s assets (information), no regulation,
anonymity, and flexible legislation (low bureaucracy) are only a few among many
reasons to consider setting up an offshore company. The goals of international tax
planning can be accomplished through establishment of various types of offshore
companies such as International Business Companies, partnerships, trusts,
foundations, holding companies, offshore banks and insurance companies, etc.

2.1 International tax planning
Main goal of international tax planning is minimization of the tax liability of
a company. The reasons for popularity of tax planning among the Czech companies
are relatively high corporate tax rate and withholding tax. Additionally, some costs
spent by a firm to ensure earning revenues are not considered tax deductible (such as
losses from sales of receivables and securities).
Wealthy individuals and profitable firms make use of favourable tax
environment by shifting taxable earnings or any activities burdened with tax into tax
havens, where taxes are considerably lower or not paid at all as many forms of
income or activities by certain companies are exempt from taxation.

2.1.1

Transfer pricing

Transfer pricing is the most popular and most widely used method of international tax
planning, especially by multinational corporations. Transfer pricing is a profit
allocation method that operates through transfer prices. These are the negotiated
charges made between related companies that are usually controlled by a single
parent company (Petrovič, 1998).
The parent corporation adjusts the charges between related companies for
goods, services, or use of property (including intangible property) in tax sensitive
15

manner, meaning in such a way that profits are raised in a component of the
enterprise that is subjected to the lowest taxation (the one that is located in tax
haven). Basically the multinational corporations are trying to divide the profits
between parent and subsidiary in such a way that profits are cumulated in a low tax
jurisdiction, thus diminishing the tax liability.
Transfer pricing rules are based on the “arm’s length principle”, which means
that transfer prices between related parties should be established in the same way as
between two or more unrelated companies operating at arm’s length (Petrovič, 1998).
The determination of price of goods and services between companies is unrestricted.
For tax purposes the price can also be determined freely, but tax authorities are
entitled to intervene, if prices negotiated between related parties (parent-subsidiary)
differ from commonly used prices (the prices are outside the range of arm’s length
principle) (Klein and Žídek, 2002).

2.1.2

Intercompany loans

Intercompany loans are loans made internationally within the same group. They are
used as means of temporary shifting of financial funds to the subsidiary, where they
are needed at the moment. The principle of the loan is not taxed by the income tax.
Therefore, the company receiving the loan can decrease their tax burden thanks to tax
deductibility of the interest.
Double Taxation Agreements (DTAs) can be applied in attempt to reduce
taxation. The Czech Republic imposes a withholding tax (15%) on the loan interest
unless the DTA determines lower rate, which is most usually the case. The rate can
be determined even at 0% (Klein and Žídek, 2002). To prevent abuse of
intercompany loans for secret capitalization, the tax deductibility of interest on these
loans is subject to thin capitalization rules.

2.1.3

Factoring

If a group wishes to concentrate financing into a different jurisdiction and manage it
from there, factoring is convenient way to do it. Factoring – sale of business’s
accounts receivable to a third party (a factor) at a discount – is widely used in
international trade. The treatment is similar to forfaiting, debtor’s obligations shift
from the exporter to the factor.
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In international tax planning factoring can be used as a method of transferring
portion of profit into more suitable jurisdiction (with lower tax) by setting up
a factoring company there. Another frequent reason for setting up this structure is the
income of a foreign factor, as it is not subject to taxation in the Czech Republic
(Klein and Žídek, 2002).

2.1.4

Treaty shopping

In a case that Czech company needs to collect dividends from a company domiciled
in a country, with which the Czech Republic does not have a DTA, and lower the
withholding tax imposed, they could establish a third company in jurisdiction with
DTA with the Czech Republic (Klein, 1998). That way it is possible for a company to
enjoy the benefits of a DTA, even though it is domiciled in a country which is not
signatory to the agreement (in this case the Czech Republic). Treaty shopping can
also be applied to licensing fees and interests.

2.2 Protection of assets and privacy
Protection of assets is just as important motivation for moving offshore as tax
planning. Asset protection works on the principle of formal separation of assets from
their owners. Most frequently used legal forms for protection of assets are trusts and
foundations, for these structures do not reveal names of their beneficiaries and
founders. That way the assets cannot be traced back to them. These forms are known
only in the common law and so they are not used in the Czech Republic.
By putting assets into trust we transfer the ownership of the assets to trustee,
who holds the property for the benefit of the beneficiary. The assets are therefore
protected from creditors and from all claims of third parties for that matter. For
example, it is not possible to impose distraint on these assets because the true owner
is not known. We also gain certainty that the assets will not be split up in case of
unfavourable development and the protection of assets stays active even after death
of the settler (Klein and Žídek, 2002).
In the Czech Republic the information about an owner of a business is
publicly available and very easily found on the internet. When establishing
a company, all the information about owners and share holders has to be entered into
the Business Register. This information is easily accessible and may not be beneficial
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for further growth of a company or for members of the owner’s family. Anonymity of
the owner can therefore be seen as a form of protection against unwanted attention. In
offshore countries the names of share holders and owners of companies registered are
not publicly available and sometimes not even known to the authorities. This ensures
absolute protection of owner’s privacy while simultaneously maintaining their control
over their assets.

2.3 Trade
International trade is very important incentive for use of offshore companies.
A company established in a convenient tax haven can easily become excellent control
centre for trade transactions of all kinds all over the world. These structures often use
services of logistic and forwarding companies that arrange transportation and storage
for the goods and often enjoy the benefits of free trade areas and free trade zones.
Typical offshore countries suitable for registration of ships (both for the
purpose of international trade and for personal use) are Belize, Panama, Cyprus,
Malta, and the Bahamas (Petrovič, 1998). These countries offer low costs, easy
registration procedure, no income tax from activities of merchant ships, and lenient
requirements on the state of registered ship.

2.4 Investment
Tax havens are very attractive locations for routing portfolio capital flows and direct
investment between their source and destination. Tax havens usually serve the
purpose of pass-through entities, since most of the flows has different destination
than said tax haven. These flows are typically not subject to local taxes and therefore
companies are able to avoid or defer capital gain taxes, withholding taxes, or stamp
taxes. Financial entities in tax havens also offer complex services to assist investors
such as advisory, accounting, and financial expertise, etc. In case of multinational
corporations there is a possibility of financing foreign direct investment through debt
rather than equity in order to be able to use tax deductibility of interest payments
(Hines, 2010).
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There are countless more reasons as to why a company would choose to use a tax
haven. Not previously mentioned would include: use of holding companies, leasing,
long-term investment, accumulation of income from intellectual property (know-how,
licences, franchise, or copyright), real estate, use of investment funds, etc. We cannot
forget that offshore financial centres can be used for illegal purposes too, for example
for money-laundering (to avoid criminal investigation corporations move money
gained from illegal activities – drug trafficking, fraud, corruption, etc. – into secrecy
jurisdictions to conceal its origin) or tax evasion (companies do not declare assets and
income to relevant tax authorities).
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3 Czech firms and tax havens
In general, Czech firms that use tax haven operations can be divided into two basic
groups: large multinational companies that set up affiliates in tax havens and smaller
enterprises that transfer their ownership to a larger company already established in
a tax haven.

3.1 Multinational companies
Desai et al. (2006b) conclude that multinational corporations and companies that are
most active abroad are most likely to move their operations to tax havens, which
supports the theory that there exist economies of scale in tax avoidance through tax
havens. Multinationals use tax haven affiliates mainly to reallocate taxable earnings
to a low tax jurisdiction through methods of international tax planning such as
transfer pricing, intrafirm trade, or transfers of intangible property. They used data
from American multinational corporations to test their hypotheses.
Firms are also more likely to establish new tax haven operations, if their
foreign investments into non-havens are increasing rapidly, and if their foreign
operations are greater than domestic. Companies with high R&D intensities and
companies in industries for which high share of total sales go to partners abroad are
also more likely than others to have a tax haven affiliate (Desai et al., 2006b). It is
relatively easy for R&D-intensive companies to reallocate the income produced by
intangible assets thanks to highly non-transparent transfer pricing process.
Desai et al. (2006b) also suggest multinationals with low foreign tax rates and
multinationals with intensive intrafirm trade to be more likely setting up tax haven
operations. For these, reallocation of taxable income is not the only use of tax haven
affiliates. They also use them to generally avoid home country taxation of foreign
income. This outcome is rather unexpected and is in direct contradiction with
findings of Gumpert et al. (2011), who concluded that higher foreign tax rates are
associated with greater probability of owning a tax haven affiliate, based on data
collected from German firms. This behaviour is more probably applicable to Czech
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multinationals, since there are likely to be more similarities between them and
German businesses than American ones.

3.2 Smaller firms
The incentive for smaller firms to transfer their ownership to offshore companies is
essentially the same, reallocation of profits to jurisdiction with lower taxation. This
reallocation is of course associated with costs, which differ with various firm
characteristics.
Gumpert et al. (2011) find that variable cost of income reallocation are low
for manufacturing firms and they therefore base their decision to invest in tax havens
strongly on taxation. Service firms, on the other hand, face higher marginal costs of
profit reallocation and relative uniformity of these costs among service firms. They
set up tax haven operations nonetheless, because of lower fixed costs. Firms with
more R&D activities and larger intangible assets have lower costs of reallocation of
income due to lack of comparable prices.
The decision of a firm to invest into a tax haven therefore depends on the
marginal cost of reallocation of taxable income and fixed costs of tax haven
investment. Ultimately, the decision for a firm to move their activities to a tax haven
is very complex and individual. There is no official “turning point”, but experts on
tax planning state that with gross profit higher than 1,000,000 CZK, moving the
firm’s operations to a tax haven is worthwhile. Given the Czech corporate tax rate of
19% the company would pay corporate tax 190,000 CZK. Annual tax costs (mostly
consisting only of fees) in tax havens usually do not exceed 100,000 CZK (Junek,
2009).

3.3 Current situation
Statistics about Czech firms with owner registered in tax haven are published
annually by the Czech Capital Information Agency (CEKIA). Their analysis is based
only on publicly available data about Czech firms and it is therefore likely that real
numbers are significantly higher. Table 1 shows numbers of Czech companies
controlled from tax havens and their development over time. All companies with
foreign capital present are included in the statistics. Therefore, if a company is
controlled by Dutch and American capital, it is included in both countries’ figures.
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Additionally, the statistics focus only on direct connection between the owner and the
controlled company and thus disregards more complicated ownership structures.

Table 1: Numbers of Czech firms in tax havens
2012 2011

Relative
change
2011-12

Absolute
change
2011-12

2010 2009 2008 2007 2006

Bahamas

39

35

4

11.43%

35

33

33

36

33

Belize

118

94

24

25.53%

83

77

55

43

32

7

5

2

40.00%

5

6

6

6

5

455

438

17

3.88%

422

424

441

406

359

37

38

-1

-2.63%

32

33

33

23

21

199

11.67%

956

663

Bermuda
British Virgin
Islands
Cayman
Islands
Cyprus

1904 1705

1550 1411 1150

Gibraltar

74

66

8

12.12%

66

70

61

58

53

Hong Kong

80

69

11

15.94%

59

49

41

33

33

Jersey

57

59

-2

-3.39%

59

58

57

58

58

Lichtenstein

261

255

6

2.35%

245

262

275

259

257

Luxembourg

1173 1192

-19

-1.59%

1254 1241

935

864

720

Monaco
Netherlands

51

54

-3

-5.56%

64

48

40

35

39

16

15

1

6.67%

14

13

14

22

20

-58

-1.29%

4519 4551 3474 3274 3042

Antilles
Netherlands

4443 4501

Panama

199

190

9

4.74%

170

162

108

78

72

Seychelles

512

414

98

23.67%

330

262

225

167

130

22

United Arab

225

214

11

5.14%

184

162

133

97

97

2903 2750

153

5.56%

2635 2545 2135 2021 1888

12554

460

3.80%

11726

Emirates
United States
of America1
Total

12094

11407

9216 8436 7522

Source: CEKIA (2013)

The analysis shows that 12,554 Czech companies are currently controlled
from tax havens. Thus, 3.43% of the total 366,500 firms registered in the Czech
Republic have an owner registered in tax haven. The number has increased by 3.8%
(460) in the last year and shows continuing upward trend of number of companies
interested in tax havens. Historically largest year-to-year growth was registered
between 2009 and 2010, when the number of companies increased by 2,191 (by
23.8%).
It is clear that European tax havens such as the Netherlands, Cyprus, and
Luxembourg are the most favourite destinations among entrepreneurs that seek tax
optimization, anonymous ownership, and protection of assets. European tax havens
were last year clearly dominated by Cyprus with growth rate of 12%. The popularity
of Cyprus has been rising steadily over the years (from 2006), whereas the number of
firms registered in Luxembourg or the Netherlands has been declining in last few
years. The number of companies controlled from the Netherlands in 2012 was the
lowest in last four years.
Compared with previous years there has been an increase of interest in tax
havens outside of Europe. The most popular destination of last year was Seychelles
with growth of 24%. The greatest relative changes were recorded for Bermuda (40%)
and Belize (65%), but these can be attributed to low comparative base and are
therefore of low importance. Increased interest of offshore destinations can be
explained by unsure future of anonymous shares in the Czech Republic.

1

The United States of America is not considered a classic tax haven. Nonetheless, it can be used as
such by firms fulfilling certain conditions: the firm cannot be owned by an American, cannot trade
with American residents, cannot employ Americans, cannot have tax liabilities in the USA, cannot
have income from the USA, etc.
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3.4 What firms leave the Czech Republic?
The data of this kind are generally very scarce. Thanks to access to the Magnus
database that is run by CEKIA, it was possible for me to collect information about
7,092 Czech firms that are controlled from tax havens. Seeing as CEKIA records the
number of companies controlled from tax havens to be over 12,000 and some of the
companies may be included several times, the sample of 7,092 companies can be
considered representative. The database contains only publicly available information
collected by CEKIA, therefore level of information about individual businesses vary
based on what information the particular company discloses to public registers. Thus,
only simple analysis of business form and economic activities was possible. Only
businesses directly (and currently) held by an investor from a tax haven were
included, any more complex ownership structures were omitted. As to what country
constitutes a tax haven, the list of countries that are used for CEKIA’s yearly
statistics was utilized: the Bahamas, Belize, Bermuda, the British Virgin Islands, the
Cayman Islands, Cyprus, Gibraltar, Hong Kong, Jersey, Lichtenstein, Luxembourg,
Monaco, the Netherlands Antilles, the Netherlands, Panama, Seychelles, the United
Arab Emirates, and the USA. Companies that have multiple investors from different
tax havens investing in them were reported only once for the sake of total analysis,
but for comparison by country they were reported in each country.

3.4.1

Business entities

Complete majority of Czech firms that leave for tax havens are limited liability
companies (Czech “společnost s ručením omezeným”), as is shown in Figure 1. They

Figure 1: Business entities in tax havens
1%
16%

5%
Limited liability company
Joint-stock company
Affiliate
78%
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Other

account for 78% of the total count. Second largest group consists of joint-stock
companies (Czech “akciová společnost”), they represent 16.5% of total.
Approximately 4.8% of Czech firms controlled from tax havens are affiliate branches
of multinational corporations, most of which are controlled from the USA. There are
only a handful of limited partnership business entities, such as Czech “komanditní
společnost”, and non-governmental non-profit organizations, such as foundations or
charitable trusts, that would seek to relocate to tax havens.

3.4.2

Economic activity

To divide companies into groups according to their line of business, the NACE
classification of economic activities is used. Many firms naturally engage in more
than one field of activity, but we consider only the main one as recorded in the Czech
business register. The distribution of Czech firms controlled from tax havens
according to their economic activity is depicted in Figure 2.

Figure 2: NACE of Czech firms in tax havens
Agriculture
Manufacturing
Energy supply
2% 2% 1%
14%

9%

1% 3%

Construction
Wholesale and retail trade
Transportation and storage

26%
32%
2% 4%

2%

2%

Accommodation and food
services
Information and communication
Financial and insurance
activities
Real estate activities
Professional and technical
activities
Administrative activities
Other

The proportion of firms that operate in real estate is clearly the largest. They
account for 32% of all firms controlled from tax havens. That entails companies that
rent their own properties or offer intermediary services of real estate agencies.
Second largest group are companies operating in wholesale and retail trade, they
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constitute approximately one fourth of the total. Firms that concentrate on
professional, scientific and technical activities represent 14% of the sample. They
most often operate in advertising, accounting, consultancy, or research and
development. Manufacturing firms account for 9%. These four groups represent
about 80% of the total and are therefore most common economic activities of firms
controlled from tax havens. The remaining 20% contain companies operating in
agriculture, energy production and supply, transportation and storage, construction,
information and communication, or financial services.
The biggest proportion of real estate companies is located in Cyprus (27%)
and Luxemburg (20%) only then followed by large tax havens (the Netherlands),
indicating that these kinds of companies more extensively use smaller tax havens.
Manufacturing firms, on the other hand, seem to prefer big tax havens, such as the
Netherlands and the USA, where 43% and 20% respectively are located. That can be
attributed to bigger suitability of larger tax havens for reallocation of taxable income
thanks to size of their economies (Desai et al., 2006b). The trend is similar for
wholesale and retail trade firms, for which the Netherlands and the USA are the most
popular too, with 26% and 24% respective shares. Nonetheless, companies operating
in trade are frequently using Cyprus too, its share accounts for about 17%.
Suppose we divide the list of used tax havens into two artificial groups: small
tax havens and big tax havens. Small tax havens include the Bahamas, Belize,
Bermuda, the British Virgin Islands, the Cayman Islands, Cyprus, Gibraltar, Jersey,
Lichtenstein, Luxembourg, Monaco, the Netherlands Antilles, and Seychelles. Big
tax havens include Hong Kong, the Netherlands, Panama, the United Arab Emirates,
and the USA. Then we can see that manufacturing firms indeed prefer big tax havens,
because almost 64% of them are located there. Real estate agencies tend to locate in
smaller tax havens, from where approximately 67% of them are controlled.
Wholesale and retail trade companies are evenly distributed between small and big
tax havens indicating that they do not prefer neither big nor small tax havens over the
other. It is evident that different tax havens are attractive for different type of
companies depending on the characteristics of their economic activity.
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4 Influence on the Czech economy
Tax havens largely influence the world economy (and hence the Czech economy as
well) in both good and bad way. As Rose and Spiegel (2007) suggest, offshore
financial centres encourage bad behaviour such as money laundering and tax evasion
from source countries. Nevertheless, offshore financial centres can also have
unintended positive consequences. For example, they can enhance competitiveness of
the domestic banking sector and support financial intermediation. Thus, they could be
characterized as both “parasites” and “symbionts”.
Most would agree that tax havens have mainly bad influence. Slemrod and
Wilson (2009) conclude that the elimination of a small number of tax havens leaves
all countries better off provided they were not tax havens to begin with. Elimination
of large number of havens (including the smaller ones), however, would lead to
certain difficulties.
Tax havens are definitely huge players in the world economy. Approximately
50%‐65% of all international banking assets and liabilities are routed through these
types of countries. Furthermore, the majority of hedge funds are registered in these
locations (Palan, Murphy, and Chavagneux, 2010).

4.1 Foreign direct investment
Tax havens receive large gross flows of both portfolio and direct investment from
other countries. Some tax havens such as the Cayman Islands and Luxembourg draw
larger amounts of portfolio investment than for example Japan, a country that has
more than 250 times their population (Hines, 2010). Tax havens also receive large
amounts of direct investment from high income countries. They are recipients of
approximately 30% of world’s share of FDI, and in turn, are the originator of similar
amounts of FDI (Palan, Murphy, and Chavagneux, 2010). Proximity to tax havens
plays a significant role as nearby countries are the largest sources and destinations of
these flows.
Balance of payments of the Czech Republic shows that Czech foreign direct
investment reached $13.2 billion in the end of 2011. Of that amount, $6.5 billion
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(49.2%) were directed into the Netherlands and $0.6 billion (4.4%) flowed to Cyprus.
Consequently, more than half of the Czech foreign direct investment flows into
countries with preferential tax regimes. The Czech Republic is also a recipient of
large amounts of foreign direct investment from tax haven countries. The total
amount of investment originated in tax havens reached almost $45 billion at the end
of 2011, which is roughly 40% of all direct investment directed into the Czech
Republic. The biggest contributors of these flows are European tax havens such as
the Netherlands, Luxembourg, and Cyprus, which constitute 27.4%, 6.1%, and 3.6%
respectively from the total amount of FDI in the Czech Republic (CNB, 2013).

4.2 Economic activity
Tax havens are largely believed to divert economic activity from high tax countries
and impose significant costs on them. That arises mostly because tax havens attract
investment that would otherwise stay in a high tax jurisdiction. Desai et al. (2006a),
on the other hand, pointed out that empirical evidence does not support this
hypothesis. They concluded that reduced cost of using tax havens does not divert
economic activity from non-havens and firms facing these reduced costs respond by
expanding their economic activities into nearby (neighbour) high tax countries rather
than by establishing tax haven operations. According to Hines (2010), there is even
positive effect of foreign investment on domestic business activity and therefore tax
havens that facilitate foreign investment also indirectly stimulate economic activity of
the investing country.
Tax havens are mostly fast growing economies and definitely have the
potential to influence economic growth rates and business activity elsewhere, since
they are mostly intermediaries. According to Hines (2010), tax havens exhibit faster
growth than other countries and also countries located closer tax havens experience
more rapid growth. Rose and Spiegel (2007) document that proximity to tax havens
also improves competitiveness of financial sector by providing competition for
commercial banks and financial institutions. The private banking sectors of countries
close to tax havens are less concentrated and have higher levels of financial activity.
The Czech Republic being situated in the centre of Europe is relatively close to some
of the European tax havens so it may be affected by some of them, but the effect is
most likely very low.
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4.3 State budget
One of major concerns is also potential loss of tax base, either by not disclosing an
income earned in tax haven to home government, or by reporting domestic income
for tax purposes as being earned elsewhere (Hines, 2010). This erosion of tax base
and therefore of tax collection definitely negatively affects the Czech state budget
especially at times of insufficient revenues. Additionally, the erosion of tax base can
move tax burden to immobile factors such as property and labour, which can
subsequently lead to higher unemployment.
This thesis will attempt to estimate the tax loss to the Czech Republic due to
tax haven activities of those who are subject to Czech tax upon their income or would
be, if the Czech Tax Administration knew about them. Since the Czech Ministry of
Finance does not provide any such estimates of this amount, there are no official
figures available for comparison. Hence, this will be the first estimate of this kind for
the Czech Republic.
This thesis will try to replicate the approach used by Murphy (2009) on the
case of the United Kingdom. The resulting annual tax loss consists from three parts:
tax loss by high net worth individuals (HNWIs) resident in the country, tax loss by
large companies and tax loss from tax evasion. Thus, this approach consolidates the
losses from both legal tax avoidance (actions by the HNWIs and large companies)
and illegal tax evasion.

4.3.1

High net worth individuals

The Tax Justine Network (TJN) published a report by Henry (2012) called “The Price
of Offshore Revisited”, which revised and improved the earlier report “Price of
Offshore” from 2005. Based on the data from the World Bank, the IMF, the United
Nations, the Bank for International Settlements, national treasuries and central banks
this report estimated that $21 to $32 trillion of unreported wealth was owned by high
net worth individuals (HNWIs) via tax havens at the end of 2010. This financial
wealth was invested through more than 80 offshore secrecy jurisdictions. The
estimate was obtained by comparing results from several different methods including:
estimates of real and nominal unrecorded offshore capital flows from set of
139 countries (by comparing sources and uses of foreign capital),
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estimates of wealth accumulated offshore by these unrecorded flows,
estimates of offshore private banking assets under the management of the top
50 international private banks,
estimates of cross-border asset holdings by “non-bank” investors based on
analysis of offshore investor portfolio behaviour.
The estimates are also supported by data on trade mispricing, cross-border
demand for reserve currency and gold, and comparison of market researches by
leading consulting firms. Nonetheless, this figure is considered highly conservative
because it takes into consideration only financial wealth and does not include nonfinancial assets such as real estate, yachts, gold bricks, etc., where it is impossible to
find the true owner. Also the data only consider individuals holding liquid assets over
$1 million, the HNWIs. On the other hand, Fuest and Riedel (2010) point out that it is
unlikely that all assets are held offshore solely for tax purposes and therefore it is
unlikely that all income from these assets evades taxation.
This unreported wealth of $21-32 trillion would generate return of
$630-960 billion a year at a modest rate of return of just 3%. The consequent income
tax loss arising from holding these assets offshore would amount to $190-280 billion,
assuming the income is taxed at a rate of 30%. This figure is also conservative, for it
does not include tax loss arising from transfer pricing and tax competition.
According to 16th Annual World Wealth Report by Capgemini (2012), there
were 10.9 million HNWIs in the world in 2010, of which 3.1 million were located in
Europe. Unfortunately, Capgemini (2012) does not disclose the number of HNWIs
for the Czech Republic. To determine the number of Czech HNWIs in 2010 a report
“Dimensions of European Wealth” by MDCR (2012) is used. Although the numbers
for some European countries differ significantly (especially for Germany) from the
numbers estimated by Capgemimi (2012), the altogether count of HNWIs in Europe
for year 2008 is very similar, so for lack of alternatives data from this report will be
used. The number of HNWIs in the Czech Republic in 2010 is estimated to be
26,400.
Assuming that Czech resident HNWIs have similar wealth distributions to
average HNWI, then the annual tax loss from HNWI activities offshore can be
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calculated as a portion of the total amount: $190-280 billion * 26,400/10,900,000 =
$460-678 million, which at a rate 1 USD = 19 CZK amounts to 8.7-12.9 billion CZK,
with a plausible midpoint of about 10.8 billion CZK.

4.3.2

Large companies

As large companies have begun to play increasingly important role in international
trade, the tax loss resulting from their use of tax havens has grown larger as well.
Multinational corporations often take advantage of transfer pricing or other
mechanisms (such as reporting fake transactions or not reporting existing
transactions) to reallocate their profits out of the high tax jurisdictions such as the
Czech Republic and into a low tax jurisdiction.
The Global Financial Integrity (GFI) published a large study by Kar and
Freitas (2012), which focused on illicit flows from developing countries that were
a result of mispriced transactions due to trade misinvoicing and balance payment
leakages. To quantify the effect caused by trade mispricing, they use the method of
matched partner country trade statistics, where they compare country’s exports to
a partner with partner’s reported imports and based on the gap (caused by trade
statistics asymmetries) they estimate the illicit financial flows. Unfortunately, trade
asymmetries do not necessarily indicate trade mispricing, for there are many reasons
for them to arise. Also, Kar and Freitas (2012) recognize all capital outflows from
a country as capital flight (therefore including all standard cross-border transactions),
while different authors often prefer more narrow definition of capital flight and thus
smaller subset of capital transactions is taken into consideration (Nitsch, 2011).
It was estimated by Kar and Freitas (2012) that in 2010 the illicit financial
flows from developing countries amounted to $859-1,138 billion, at least three
quarters of which arise through deliberate misinvoicing of trade, and 7% of which
flowed to Europe. Using the OECD average corporate tax rate of 25% the tax loss on
the illicit flows would be $215-285 billion, of which $15-20 billion would arise in
Europe. The Czech Republic is a relatively small economy regarding Europe. Based
on the data from Eurostat (2012), if we compare the GDP in purchasing power
standards of EU-27 (12,638 billion) and the Czech Republic (211 billion), we can see
that the Czech Republic constitutes 1.66% of the total. Thus, it would be reasonable
to think that roughly 1.5% of the tax loss might arise in the Czech Republic. Using
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the exchange rate 1 USD = 19 CZK again, the annual tax loss on illicit flows to the
Czech Republic would be 4.3-5.7 billion CZK, or 5 billion CZK using the midpoint.
Kar and Freitas (2012) believe the figures conservative because IMF Trade
Statistics, which are used for the estimates, cannot identify all forms of abuse. It
omits value drainages from poor countries not represented by money (mispriced asset
swaps and other transactions without a cash flow), but also cross-border movements
of cash and criminal activities such as smuggling. Trade mispricing occurring in the
same invoice and mispricing of services and intangibles are also not covered in trade
statistics used. Thus, according to Kar and Freitas (2012), the tax loss is likely to be
underestimated.
Nitsch (2011) argues that these figures might be overestimated. He points out
that the approach used by Kar and Freitas (2012) is quite selective in interpreting
a discrepancy in trade statistics as a result of mispricing. While low country’s exports
relative to corresponding partner’s imports are recognized as discrepancy caused by
mispricing, a gap of the same magnitude resulting from country’s large export figures
relative to partner’s imports is ignored in the analysis. According to Nitsch (2011),
this might cause significant increase in illicit financial flows estimates. Additionally,
Kar and Freitas (2012) focus on trade asymmetries on country level, whereas Nitsch
(2011), on the other hand, is convinced that mispricing takes place in individual
transactions. The amount of tax lost could also be overestimated by assuming the
25% tax rate, because it is more than likely that effective rate (that companies are
really subject to) is lower than that.

4.3.3

Tax evasion

As well as legal tax avoidance, illegal tax evasion too takes place through tax havens.
Thousands of people resident in the Czech Republic have bank accounts in offshore
financial centres. Part of these accounts could of course be taxed in accordance with
tax laws, but it is reasonable to believe that a lot of them are not. These accounts
could be disclosed to the Czech Tax Administration and therefore could be subject to
a withholding tax, part of which would be sent to the Czech Republic. On the basis of
these payments it can be estimated that Czech citizens hold approximately 100 billion
CZK in bank accounts abroad (Novotný, 2010). It is reasonable to assume that these
accounts are only a tip of the iceberg. Most of the bank accounts are probably held
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anonymously or under different names and therefore stay undetected by the Czech
tax authorities and evade taxation, also individuals who use trusts and companies to
place their funds offshore will not be caught.
In 2007 Martin Sullivan of Tax Notes in the USA published a series of reports
on selected tax havens, where he estimated the amount of assets in the financial
sector of these tax havens owned by non-resident individuals who were likely to be
illegally evading tax on those assets in their home jurisdictions. Amounts were
reported in billions of $ as estimated by the end of 2006 (see Table 2).

Table 2: Estimates of assets held by non-residents
Jersey

491.6

Guernsey

293.1

Isle of Man

150.5

Switzerland

607.4

Hedge Funds: Cayman Islands, Bermuda,
Bahamas, British Virgin Islands

262.8

Source: Palan, Murphy, and Chavagneux (2010)

This would give a total amount of $1,805.4 billion of assets all over the world.
Thus, assuming a proportion of 1%2 is held by the Czech residents, that gives us
$18.054 billion. It would be reasonable to use the approach suggested by HMRC
(2005) in their “Estimation of Tax Gap for direct taxes”. They use data collected from
set of international banks (both onshore and offshore) to create assumptions for their
calculations and those can be therefore applied to the case of the Czech Republic. By
this approach the estimate of the tax loss will be $203-338 million. Using an
exchange rate 1 USD = 19 CZK, the estimated amount is 3.9-6.4 billion CZK, with
a midpoint of about 5.15 billion CZK.

2

Considering data from IMF (2012) on world’s GDP in purchasing power parity, the Czech Republic
accounts only for 0.35%. It is, however, reasonable to assume that residents from advanced economies
are the ones most likely to hold financial assets offshore. Seeing as advanced economies account for
50.1% of world’s GDP, we can easily calculate that the Czech GDP constitutes roughly 0.7% of their
GDP.
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4.3.4

Conclusion

This data suggest that tax losses caused by the use of tax havens might be
10.8 billion CZK from high net worth individuals resident in the Czech Republic,
5 billion CZK by large Czech companies and 5.15 billion CZK as a result of illegal
tax evasion. This totals to 21 billion CZK of tax lost per annum due to tax haven
activities by Czech subjects. This amount equals to approximately 10% of annual tax
revenue from corporate and personal income tax combined, which was
228 billion CZK in 2011 based on the data of the Czech Tax Administration (2012).
It is clear that the amount of tax revenue lost because of tax havens constitutes
a very significant outflow of money from the state budget, especially at times of
insufficient state budget revenues. These missing resources could be used to fund
essential public expenditure. If the Czech Republic was able to collect at least a part
of this amount of money, it would be a very useful help in decreasing the deficit of
the state budget.
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5 Counter-measures
The dramatic rise of the number of tax havens in the late 1990s and the rising volume
of financial assets passing through them provoked action from most international
organizations such as the OECD and the EU. Ever since, attempts to stop or at least
slow the expansion of tax haven activities and to regulate tax havens are on the top of
the agenda. Actions have been taken towards tax cooperation and effective exchange
of information between countries.

5.1 OECD
The OECD was well aware that thanks to globalization and increased interconnection
of world economies tax havens offer more and more opportunities for tax evasions.
Tax havens divert financial and investment flows and thus, they distort global
economic activity. In this case it is necessary to employ international cooperation.
In the Report on Harmful tax competition (OECD, 1998) it was reported that
increasing number of countries was intentionally adopting harmful tax practices
intended to attract foreign investors at the expense of other countries. Overall, the
main purpose of this report was to eliminate harmful tax practices worldwide. The
report established criteria used to define countries as tax havens (see above) and
recommendations to the OECD member states as to what defensive measures to use.
The OECD has invited all the jurisdictions recognized as tax havens to implement
measures to eliminate harmful tax competition. It would be appropriate to point out
that during the process the OECD has not bargained nor threatened, and the decisions
of the countries to participate were ultimately their own choice (Almeida, 2004).
Originally 47 countries were identified as possible tax havens because of their
employment of harmful tax regimes. Six of these jurisdictions, however, did not
qualify. Thus, in 2000 the OECD identified 41 countries as tax havens based on set of
criteria defined in 1998, of which 6 has already committed to cooperate. That leaves
us 35 tax havens that the OECD (2000) labelled as “uncooperative”. The list is as
follows: Andorra, Anguilla, Antigua and Barbuda, Aruba, the Bahamas, Bahrain,
Barbados, Belize, the British Virgin Islands, the Cook Islands, Dominica, Gibraltar,
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Grenada, Guernsey, the Isle of Man, Jersey, Liberia, Liechtenstein, Maldives, the
Marshall Islands, Monaco, Montserrat, Nauru, the Netherlands Antilles, Niue,
Panama, Samoa, Seychelles, St. Lucia, St. Christopher & Nevis, St. Vincent and the
Grenadines, Tonga, Turks & Caicos, the US Virgin Islands, and Vanuatu.
Later it was determined that Tonga, Barbados, and Maldives should no longer
be considered tax havens (due to not meeting the set criteria) leaving the number of
tax havens indentified by the OECD at number 38. Naturally, countries listed as tax
havens complained and pointed out jurisdictions that the OECD omitted from their
list. Those included OECD members such as Switzerland and Luxembourg (which
thanks to their importance as financial centres are also often considered tax havens
and on top of that refused to give support to the OECD initiative) as well as OECD
non-members such as Singapore or Dubai (TJN, 2007).
Between 2000 and April 2002, 31 of these jurisdictions made formal
commitments to implement the OECD standards of transparency and exchange of
information (OECD, 2010a). At that time, seven jurisdictions did not commit to
fighting tax competition: Andorra, Lichtenstein, Liberia, Monaco, the Marshall
Islands, Nauru, and Vanuatu. These jurisdictions were consequently designated as
uncooperative tax havens. All of these countries at some point in time made
commitments to eliminate their harmful tax practices and were subsequently erased
from the uncooperative list: Nauru and Vanuatu in 2003, Liberia and the Marshall
Islands in 2007 (OECD, 2010a).
The remaining jurisdictions: Andorra, Lichtenstein, and Monaco were
removed from the list in 2009 due to their commitment to cooperate and change their
behaviour accordingly. As of today, there are no tax havens listed as uncooperative,
thus the OECD “black list” of tax havens is empty and remains empty.

5.1.1

Criticism

It is quite interesting that though the OECD required tax havens to eliminate lack of
transparency and lack of effective exchange of information, ban of low tax rate was
not required. Since “low or no taxes” is the first and most important criterion of a tax
haven, the conclusion to omit this requirement seems contradictory (Almeida, 2004).
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Number of countries argued that the criteria set out by the OECD are in direct
contradiction to the state sovereignty and its right to determine the tax legislation
(Switzerland refused to support the initiative). The OECD’s interference in this
matter would be seen as controversial and therefore they focused on eliminating the
lack of transparency (which would help prevent crime) and the lack of effective
exchange of information.
Regrettably, the efforts of the OECD are not much effective. Though simply
by including a country in the list of uncooperative tax havens their reputation suffers
considerably, which could drive subjects away, it is not enough. Although all the
countries from the list promised commitment to the OECD criteria, the
implementation remains very poor in some cases. Tax havens are now supposedly
clean (the list of uncooperative havens is empty), but despite the increased pressure
put on them the recent statistics show no real decline in the volume of money passing
through them (Palan, 2009). In addition, some OECD members such as Switzerland,
Ireland, the United Kingdom, and the Benelux countries are still considered tax
havens even though they were not recognized as ones by the OECD to begin with.

5.2 G20
At the G20 London Summit on April 2nd 2009 the Declaration on Strengthening the
Financial System (G20, 2009) was released, addressing the issues of uncooperative
tax havens. They invited countries to adopt the internationally agreed tax standard on
exchange of information and to implement it as soon as possible. This standard
endorsed by G20 and the UN ensures full exchange of information on request in all
tax matters for tax purposes (OECD, 2009a).
At the summit the G20 leaders agreed to take action against those
jurisdictions that do not comply with the international standards regarding tax
transparency and declared that the “era of bank secrecy was over”. As a consequence,
a toolbox of effective counter-measures and sanctions was developed (G20, 2009),
suggesting the following measures:
increased disclosure requirements on the part of taxpayers and financial
institutions to report transactions involving non-cooperative jurisdictions,
withholding taxes in respect of a wide variety of payments,
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denying deductions in respect of expense payments to payees resident in
a non-cooperative jurisdiction,
reviewing tax treaty policy,
asking international institutions and regional development banks to review
their investment policies,
giving extra weight to the principles of tax transparency and information
exchange when designing bilateral aid programs.
G20 took note of the OECD Progress report from April 2nd 2009, where
offshore financial centres of the whole world were divided into three lists. There was
so called “white list” of 40 jurisdictions that have substantially implemented the
internationally agreed tax standard. This list included most of the OECD members,
but also tax havens such as Jersey, Guernsey, the Isle of Man, or the US Virgin
Islands. To be permitted to enter the “white list” a country has to implement 12 Tax
Information Exchange Agreements (TIEAs). These are bilateral agreements on
exchange of information on request between two jurisdictions according to the OECD
standard. The second “grey” list contained jurisdictions that have committed to the
internationally agreed tax standard but have not yet sufficiently implemented. This
list of 38 jurisdictions was divided in 30 tax havens (identified based on 1998 OECD
criteria) and 8 other financial centres. The third and final list, sometimes entitled
“black list”, included countries that have not committed to the internationally agreed
tax standard: Costa Rica, Malaysia, Philippines, and Uruguay (OECD, 2009b).
Only five days after the summit in London the “black list” was already empty.
As of April 7th 2009 all four remaining jurisdictions made commitments towards
implementing the OECD standard. In response to the G20 Pittsburgh summit that
took place in September 2009, the Global Forum launched three year country-bycountry review process to investigate the regulatory framework and systems for
transparency and exchange of information of jurisdictions and the state of
implementation in practice. At a summit in Mexico in September 2009, all
91 member countries of the Global Forum agreed to undertake these reviews (OECD,
2010b). According to the last Progress report (OECD, 2012), 89 countries
implemented sufficient measures to be listed on the “white list”. The “grey list”
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includes only 3 jurisdictions: Nauru, Niue and Guatemala. And the “black list” is still
empty.

5.2.1

Criticism

The threshold of 12 bilateral agreements to ensure enlistment to the “white list”
seems arbitrary. There is no guarantee that this is a sufficient amount to ensure
effective cooperation in information exchange. Countries may have concluded a few
new TIEAs only to avoid the placement on black or grey list or the sanctions. The
key focus should therefore lie on the implementation of these agreements.
The implementation is indeed complicated. The process of making a request
is burdensome, the request has to follow strict conditions set in the TIEA and the tax
authorities already have to have a strong case against an individual. Sometimes the
information requested in a country is hard to obtain because of legal or administrative
obstructions making the exchange almost impossible. Thus, the implementation is
often costly and hindered by issues arising from improperly settled agreements (TJN,
2009). Automatic exchange of information on multilateral principle would therefore
be more effective. Negotiations on multinational scale would drastically reduce
transaction cost for all countries.

5.3 European Union
The European Union also participates in a fight against tax havens. It participates in
the efforts to increase the efficiency of exchange of information and tax cooperation.
This is accomplished by negotiation of agreements on exchange of information,
double taxation conventions, and by issuing Council Directives.
The Council Directive (2003/48/EC) on taxation of savings income in the
form of interest payments was adopted in June 2003. Main goal of the directive is
effective taxation of savings income through automatic exchange of information
concerning interest payment between Member States. The directive enables the
interest payment earned in one Member State to be taxed in the beneficial owner’s
Member State of residence for tax purposes (Europa, 2011b). The EU expects this
directive to increase transparency of the financial sector and to some extent to prevent
tax evasion.
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Directive on common system of taxation of interest and royalty payments
made between associated companies of different Member States (2003/49/EC), the
Parent-Subsidiary directive (2011/96/EU) and the Merger directive (90/434/EEC)
also move towards harmonized cross-border tax cooperation between Member States.
The EU is also preparing a proposal for directive on Common consolidated corporate
tax base, which would prevent over-taxation or double taxation and therefore
discourage companies from profit shifting or other tax mitigating practices.
Unfortunately, its application is so far considered only voluntary (Europa, 2011a).

5.4 Czech Republic
As a member of the EU, the Czech Republic has an obligation to implement all the
Council Directives into the Czech legislation. The EU Interest and Royalty Directive
(2003/49/EC) was implemented into the Czech law on May 1st 2004 for interest and
on January 1st 2011 for royalties. As a result, royalty payments and interest payments
to residents of the EU Member States and Switzerland are exempt from the
withholding tax, if the criteria established in the Directive are met. The exemption
does not apply to interest in excess of thin capitalization rules or interest from loans
between unrelated parties (Cechel and Zídek, 2008).
Tax deductibility of financial cost is subject to thin capitalization rules that
are incorporated to the Czech tax legislation as of January 1st 2008. Main rules
include: debt-to-equity ratio for related party loans (intercompany loans) to equity is
4:1 (6:1 for banks and insurance companies), financial costs on profit participating
loans are non-deductible, and back-to-back financing is subject to thin capitalization
rules too (PwC, 2012).
The Czech Republic as a member of the OECD participates in all the efforts
mentioned above to promote effective exchange of information and tax cooperation.
The Czech Republic uses all three forms of exchange of information: on request,
providing information on their own accord and automatic exchange of information.
The number of requests to abroad concerning exchange of information has increased
six times in the years 1997-2007 (Kučera, 2009).
Up to the present, the Czech Republic has signed 6 Tax Information Exchange
Agreements and 80 Double Taxation Agreements (DTAs). The Czech Republic has
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signed TIEAs with Bermuda, Guernsey, the Isle of Man, Jersey, San Marino, and the
British Virgin Islands (MFCR, 2013). Agreements with the Bahamas, the Cayman
Islands, and St. Martin have also been negotiated and after passing the Czech
Parliament will come into force.

5.4.1

Double taxation agreements

Double taxation arises when the same declared income is taxed by two or more
jurisdictions. It considerably lowers income of companies and individuals, thus
discouraging them from running a business in such conditions. On that account,
countries attempt to prevent double taxation by either unilateral measures within its
tax laws, or by DTAs. DTAs aim to determine, which jurisdiction has the right to tax
said income, and to divide tax revenues between parties of a contract (Klein and
Žídek, 2002). DTAs are superior to the national legislation, for example in the case of
the withholding tax they determine the highest rate that can be applied.
The Czech Republic as a member of the OECD uses the OECD Model Tax
Convention in most cases. The UN Model Tax Convention is used only for tax
treaties with some of the less developed countries. The Czech Republic has signed 80
DTAs so far with countries all over the world including jurisdictions traditionally
considered tax havens (such as Barbados, the Bahamas, Cyprus, Luxembourg, Malta,
the Marshall Islands, or the Netherlands), but also countries that never were
considered tax havens because of their high taxation (such as France, Germany, or
Belgium).
Tax treaties can be taken advantage of by residents of third states (that do not
have tax treaties with either one of those countries) by setting up a company in
a country with tax treaty only to minimize their tax liability. This abuse can be
prevented by anti-treaty shopping rules. These ensure that exemption from
withholding tax (on dividends) takes place only in the case of real activity of said
company in the country, not in the case it is merely an intermediary. Anti-treaty
shopping rules are unfortunately not common in Czech legislation. Limitation of
benefits clause is rarer still, but it is applied for example in the case of Czech-US tax
treaty. That clause denies residents the benefits of a tax treaty, if they do not meet
specific additional criteria (Cechel and Zídek, 2008).

41

5.4.2

Transfer pricing

To prevent the abuse of transfer pricing the Czech Republic uses the OECD
guidelines for transfer pricing. They were translated and published by the Czech
Ministry of Finance in 1997 and 1999, and although they are not legally binding, they
are generally accepted by the Czech tax authorities. Transfer pricing legislation
works on the “arm’s length principle”, which is based on the OECD guidelines.
The Czech Ministry of Finance issued its own set of guidelines for transfer
pricing: D-332 recommends use of the international standard for taxation of
transactions between related parties, D-333 regards transfer pricing advanced pricing
agreements and D-334 deals with transfer pricing documentation (PwC, 2012).
Basically these guidelines suggest that Czech companies should follow the OECD
guidelines.
The Czech Ministry of Finance guideline D-334 is not legally binding and
therefore companies are not obligated to maintain any transfer pricing documentation.
It is, however, strongly recommended, for companies might be required to present
documentation proving that the arm’s length principle was followed to the Czech tax
authorities during an audit. The Czech Republic has also adopted the EU Transfer
Pricing Documentation Code, but again it is optional for companies to follow.
If the tax authorities discover inconsistencies in company’s transfer prices, the
authorities are entitled to impose a penalty of 20% in case of incorrectly determined
tax or tax deduction and 1% in case of incorrectly determined tax loss. In addition to
the penalties, companies can be burdened with interest on late payments (PwC,
2012).
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Conclusion
The aim of this thesis is to provide a compact description of the phenomenon of tax
havens in relation to the Czech Republic. The definition of tax havens is not unified,
but most economists would agree on a few characteristics. Tax havens are countries
or states where no or very low effective taxes are levied. Additionally, they provide
high levels of bank secrecy and protection of information, flexible legal environment,
stable political and economic environment, and quality infrastructure. Thanks to these
attributes tax havens now play an important role in both the global economy and the
economies of individual countries.
The thesis summarizes the main uses of tax havens by Czech firms. The most
frequent incentive to use tax haven activities is optimization of tax burden of
a company. That can be accomplished by several methods of international tax
planning such as: transfer pricing, intercompany loans, factoring, or treaty shopping.
Although the motivation to minimize the tax paid and therefore to maximize the
company’s profits is still the strongest one, companies often choose to relocate to tax
havens for other than tax related purposes. Among other common uses are: protection
of assets and anonymity, international trade, or long-term investment.
In order to determine what type of firms most often leave the Czech Republic
to establish tax haven operations, data about Czech firms that are already controlled
from tax havens were analyzed. Unfortunately, there are very limited data available
in this area and so the analysis was based solely on publicly available information.
The data showed that three fourths of firms controlled from tax havens are limited
liability companies followed by joint-stock companies (16%) and affiliates (5%).
According to the economic activity, the most likely candidates to leave the Czech
Republic are companies operating in real estate (32%) followed by wholesale and
retail trade companies (26%), and companies offering professional, scientific and
technical activities (15%). All these companies are using tax havens in order to avoid
Czech taxes and therefore add to the sum of tax loss that was estimated.
This thesis also describes how tax havens influence the economy of the Czech
Republic with special attention given to the state budget and tax collection. Using the
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approach of Murphy (2009), it was attempted to estimate the tax loss to the Czech
Republic arising from the tax haven activities of Czech subjects. It is the first
estimate of this kind for the Czech Republic, since the Ministry of Finance of the
Czech Republic does not provide any such estimates. The estimated sum is comprised
of tax lost both from tax avoidance (by wealthy individuals who hold assets offshore
and by companies which shift profits offshore) and tax evasion. The estimated tax
loss amounts to 21 billion CZK per year, which is equal to approximately 10% of
annual tax revenue from corporate and personal income tax combined. Being able to
collect at least part of this amount would be very helpful especially at times of
insufficient state budget revenues.
To dampen the influence that tax havens have on the world economy, the
OECD developed efforts that would lead towards tax cooperation and transparency in
exchange of information between countries. The OECD created a list of tax havens
and invited all of those countries to implement measures to increase efficiency of
information exchange and transparency of their tax regimes. The European Union
participates in similar efforts by issuing directives that deal with cross-border taxation
between Member States. The Czech Republic as a member of both the OECD and the
EU is involved in all of these efforts and implements all of the established rules. To
this day, the Czech Republic has signed Double Taxation Agreements with
80 countries and Tax Information Exchange Agreements with 6 countries, and has
implemented the OECD guidelines for transfer pricing and all Council Directives.
This area of research has been recently gaining increasing attention.
Unfortunately, the data about this phenomenon are very hard to come by, more so in
the Czech Republic. The Czech authorities regrettably participate relatively little in
these efforts compared to countries such as the United Kingdom or Norway that put
research in this area on the front burner. Therefore, there is still a great deal that is not
known about how tax havens affect this country. Hence, any further research in this
area is welcomed and encouraged.
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