Key Financial Secrecy Indicator 13:
Avoids Promoting Tax Evasion
What is measured?
This indicator assesses whether a jurisdiction includes worldwide capital
income in its income tax base and if it grants unilateral tax credits for
foreign tax paid on certain foreign capital income. The types of capital
income included are interest and dividend payments.
In the case of dividends, three different payment scenarios are
considered.
1. Dividends received by an independent legal person
2. Dividends received by a related legal person (shareholders hold at
less 10%).
3. Dividends received by a natural person.
For interests, no distinction is made between an independent and related
legal person (because no differences were found in regulations for this
type of capital income payments). Thus, two different payment scenarios
are considered.
1. Interest payments received by a legal person.
2. Interest payments received by a natural person.
A zero secrecy score is given if a jurisdiction grants unilateral tax credits
for all payment scenarios for both type of payments (dividends and
interest). A secrecy score of 50 applies to jurisdictions which grant
unilateral tax credits for all payment scenarios for one type of payment
(dividend or interest). If unilateral tax credits are granted only in some
payment scenarios, for each single payment scenario with a tax credit, the
secrecy score is reduced by 10.
Accordingly, we have split this indicator into two components; the overall
secrecy score for this indicator is calculated by simple addition of these
components. The secrecy scoring matrix is shown in Table 1, with full
details of the assessment logic given in Table 3 below.
The secrecy score is not reduced where a jurisdiction does any of the
following:

1. effectively exempts foreign income from domestic taxation, be it
through
a) a pure territorial tax system;
b) or through exemptions for
i.
ii.

specific payments (such as dividends) or
specific legal entities (such as International Business
Companies);

c) deferral rules which disable taxation unless income is remitted;
d) zero or near zero tax rates (e.g. on corporate income);1
2. only offers the option to deduct foreign payments from the tax
base;
3. provides no unilateral double taxation relief whatsoever.

Table 13.1: Secrecy Scoring Matrix KFSI 13

Secrecy Score
Assessment
Regulation

[Secrecy Score:
100 points= full
secrecy;
0 points= full
transparency]

COMPONENT 1: DIVIDENDS (50 points)
No unilateral double taxation relief through a tax credit
system
Unilateral double taxation relief through a tax credit
system for one payment scenario
(if recipient is either an independent or related legal person,
or natural person)

Unilateral double taxation relief through a tax credit
system for two payment scenarios
(if recipient is either an independent and/or related legal
person, and/or natural person)

50

40

30

Unilateral double taxation relief through a tax credit
system for all three payment scenarios
(recipients always receive a unilateral tax credit, regardless of
whether s/he is an independent or related legal person, or a
natural person)

0
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COMPONENT 2: INTEREST (50 points)
No unilateral double taxation relief through a tax credit
system
Unilateral double taxation relief through a tax credit
system for one payment scenario

50

40

(if recipient is either a legal person or a natural person)

Unilateral double taxation relief through a tax credit
system for both payment scenarios
(recipients always receive a unilateral tax credit, no matter if
it is a legal person or a natural person)

0

The data has been collected primarily through the International Bureau for
Fiscal Documentation’s (IBFD) database (country analyses and country
surveys).2 In some instances, additional websites and reports of the Big 4
accountant firms have also been consulted.
All underlying data can be accessed freely in the
Financial
Secrecy Index database. To see the sources we are using for particular
jurisdictions please consult the assessment logic in Table 13.3 at the end
of this document and search for the corresponding info IDs (IDs 552,
553, 555, 558, 559) in the database report of the respective jurisdiction.

Why is this important?
In a world of integrated international economic activity and cross-border
financial flows, the question about who taxes what portion of income has
become increasingly complex. A conflict exists between the emphasis on
taxing the income where it arises (i.e. at source), or taxing it where its
recipient resides.3 A mixture of both principles is implemented in practice.
However, this may lead to instances of so-called double taxation, when
both countries claim the right to tax the same income (tax base). While
the concept of “double taxation” is theoretically plausible, evidence for
real life occurrence is exceptionally rare,4 especially since many countries
have adopted unilateral relief provisions to avoid double taxation. In
addition, countries also negotiate bilateral treaties to avoid double
taxation, so-called double taxation avoidance agreements (DTA).
A potential third option to ensure single taxation would be a multilateral
agreement on the definition of the formula for apportioning transnational
corporations’ global income.5 Even though the G20 declared that “Profits
should be taxed where economic activities deriving the profits are
performed and where value is created”6, which could be interpreted as a
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mandate to treat the corporate group of MNE as a single firm and ensure
that its tax base is attributed according to its activities in each country,7
the OECD’s BEPS8 project has continued to follow the independent entity
principle and refused to consider unitary taxation and formulary
apportionment to tax transnational corporations. Thus, this option is
unlikely to come into effect in the foreseeable future.
Assuming that cross-border trade and investment can be mutually
beneficial, the problem of overlapping tax claims (double taxation) needs
to be addressed in one of both ways because it hinders cross-border
economic activity. Bilateral treaties are expensive to negotiate, and often
impose a cost on the weaker negotiating partner which is frequently
required to concede lower tax rates in return for the prospect of more
investment.9
Home countries of investors or transnational companies usually offer
unilateral relief from double taxation because they want to support
outward investment.
They do this primarily through two different mechanisms:
a) By exempting all foreign income from tax liability at home
(exemption);
b) By offering a credit for the taxes paid abroad on the taxes due at
home (credit).
As the graphs below indicate, in most cases it is a myth that bilateral
treaties are necessary to provide relief from double taxation. Countries
that are home to investors and transnationals typically offer provisions in
their own laws to prevent or reduce double taxation.10
There is a third mechanism called “deduction” which is sometimes used to
offer relief from double taxation. However, the deduction method does not
offer full relief from double taxation. It allows deducting from foreign
income (e.g. as a business expense) any taxes paid abroad before
including this income in the domestic tax base. Therefore, we consider
deduction to be similar to offering no mechanism for double taxation
relief, since the incentives to conclude DTAs remain largely in place.
Where (especially capital exporting) countries refrain from providing
unilateral relief, or only provide deduction of foreign taxes from the
domestic tax base, they contribute to a problem of double taxation and
thus indirectly exert pressure on capital importing countries to conclude
bilateral treaties with the other country. These treaties in turn can expose
capital importing countries to risks and disadvantages (see Note 8 above).
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In addition, with more than 3000 double tax treaties currently in
operation, the system has become overly complex and permissive,
encouraging corporations to engage in profit shifting, treaty shopping and
other practices at the margins of tax evasion (see here11 for ways to
address these issues and the various reports of the various reports of the
BEPS Monitoring Group12). This is the context in which we review
unilateral mechanisms to avoid double taxation in the first place. However,
not all such mechanisms are equally useful.13
When using a unilateral exemption mechanism to exempt all foreign
income from liability to tax at home, the residence country may be forcing
other jurisdictions to compete for inwards investment by lowering their tax
rates. Because investors or corporations will not need to pay any tax back
home on the profit they declare in the foreign jurisdiction (source), they
will look more seriously at the tax rates offered. This encourages countries
to reduce tax rates on capital income paid to non-residents, such as
withholding taxes on payments of dividends and interest.
Many countries provide tax exemption on capital income payable to nonresidents, especially on interest payments on bank deposits and
government debt obligations, or dividends. This may have an important
collateral effect: countries not offering an exemption mechanism to their
residents nonetheless may see their resident taxpayers move their assets
and legal structures (such as holding companies) into those countries
where capital income is not taxed or taxed lowly. By doing so, and
because information sharing between states is weak, taxpayers can easily
evade the taxes due at home on their foreign income. As a consequence,
a country offering low or no taxes to non-residents promotes tax evasion
in the rest of the world.
To summarise the logic:
First, unilateral tax exemption on foreign income puts pressure on
source countries to reduce tax rates on investments by non-residents in a
process of tax war (or competition).14 Second, citizens and corporations
from other countries make use of the low tax rates by shifting assets into
these low-tax countries for the purpose of committing tax evasion. Third,
in the medium term, the tax exemption of foreign income acts as an
incentive for ruinous tax wars that will eventually lead to the non-taxation
of capital income.
In contrast, a unilateral tax credit system does not promote tax
evasion and does not incentivise the host countries of investments to
lower their tax rates. A tax credit system requires that income earned
abroad must be taxed at home as if it was earned at home, unless it has
already been taxed abroad. In the latter case, the effective amount of tax
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paid abroad on the income will be subtracted from the corresponding
amount of tax due at home.
Therefore, for an investor the tax rate in a host country is no longer
relevant to her investment decisions. Countries wishing to attract foreign
investment will not feel compelled to lower the tax rates in the hope of
increasing their stock of foreign investment. As a result, the tax evading
opportunities of investors are reduced because fewer countries offer zero
or very low taxation on capital income. Reuven Avi-Yonah describes how
the USA’s adoption of a unilateral tax credit in 1918 has “led to a
cooperative outcome that prevents double taxation and maximizes world
welfare”.15
Nonetheless, for example, Ireland is the only EU member that applies the
credit method for substantial corporate shareholders while other member
states apply the exemption method. According to the EU’s ParentSubsidiary Directive (2011/96/EU),16 all EU member states must either
implement the exemption method or allow an indirect credit-next to the
direct credit provided for foreign withholding taxes- for taxes levied on the
level of the subsidiary and lower-tier companies to eliminate economic
double taxation of cross-border intercompany dividends.17 Indirect credit
means to continue to implement world-wide taxation and credit method.
Even if the Directive gives member states two options, only Ireland
continues to implement the credit method. The rest started to implement
exemption sooner or later.
All underlying data can be accessed freely in the Financial
Secrecy Index database. To see the sources we are using for particular
jurisdictions please consult the assessment logic in Table 13.3 at the end
of this document and search for the corresponding info IDs (IDs 552,
553, 555, 558, 559) in the database report of the respective jurisdiction.
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Results Overview
Figure 13.1: Avoids Promoting Tax Evasion – Secrecy Score
Overview

Figure 13.2: Unilateral double taxation relief through a tax credit
system – Dividend payments
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Figure 13.3: Unilateral double taxation relief through a tax credit
system – Interest payments
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Table 13.2: Avoids Promoting Tax Evasion – Secrecy Ratings
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Table 13.3: Assessment Logic
Info_ID Text_Info_ID

Answers
(Codes applicable for all
questions: -2: Unknown;
-3: Not Applicable)

Valuation
Secrecy
[Secrecy
Score: 100
points = full
secrecy;
0 points= full
transparency]

552

555

558

553

559

Legal Person, Resident,
Independent Party:
Dividends

0: None. There is no
unilateral relief from double
taxation. 1: Deduction. 2:
Credit. 3: Exemption.

Answer
preset 2 is
chosen:

Legal Person, Resident,
Related Party: Dividends

0: None. There is no
unilateral relief from double
taxation. 1: Deduction. 2:
Credit. 3: Exemption.

2x: 30 points
1x: 40 points
0x: 50 points

Natural Person, Resident
(UR): Dividends

0: None. There is no
unilateral relief from double
taxation. 1: Deduction. 2:
Credit. 3: Exemption.

Legal Person, Resident:
Interest

0: None. There is no
unilateral relief from double
taxation. 1: Deduction. 2:
Credit. 3: Exemption.

Natural Person, Resident
(UR): Interest

0: None. There is no
unilateral relief from double
taxation. 1: Deduction. 2:
Credit. 3: Exemption.

3x: 0 points

Answer
preset 2 is
chosen:
2x: 0 points
1x: 40 points
0x: 50 points
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