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ABSTRACT 

 

 

A very large percentage of Chinese outward FDI is being sent to countries labeled as “tax 

havens,” such as the Cayman Islands, the British Virgin Islands, and Hong Kong, and this 

has been true since the early 2000s. This paper uses the theory of tax morale to 

recommend institutional improvements to encourage Chinese corporations and 

individuals to pay their taxes. Building on the failures of many countries to develop 

functioning Tax Information Exchange Agreements and the idea of incentive structures 

this paper recommends China engage in a multilateral TIEA with its two major havens 

which involves extensive amounts of information sharing and large payouts for the 

information. This paper also suggests that China imitate the U.S.A.’s new FATCA bill 

which taxes foreign institutions for non-compliance with information sharing 

requirements. The Investment Development Path theory is used to support the idea that 

OFDI flows may increase greatly very soon, and so policy improvements with respect to 

OFDI should be of a high priority. 
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Chapter 1: Introduction 

“Tax haven” is a controversial term, which may go by different meanings 

according to a myriad of different sources. Given its slippery definition, the academic 

community does not agree on a definitive list of countries which qualify as tax havens. It 

is definitely a loaded term, a pejorative term, and at the same time a buzzword used by 

journalists and academics alike. So what does it mean in the most common parlance? 

Investopedia.com lists the definition of tax havens as “a country that offers foreign 

individuals and businesses little or no tax liability in a politically and economically stable 

environment. Tax havens also provide little or no financial information to foreign tax 

authorities.” This general definition is pretty effective, but there still exist procedural 

problems in identifying which countries fit this model and which countries do not. 

In American culture, the phrase “tax havens” is often associated with Switzerland 

and money flowing out of Western countries and into a European microstate. However, 

this thesis seeks to tackle the issue of how tax havens interact with China, the world’s 

second largest economy in GDP terms, and what China can do to manage its relationship 

with tax havens. China was selected as a good country for analysis for several reasons. It 

is a country with a large tax base and a lot of private wealth, but it has not been that way 

for very many decades. For this reason, Chinese firms’ utilization of these offshore 

centers is a relative new phenomenon that took hold quickly compared with the Western 

powers. Furthermore, China is not European or dominated by citizens of European origin, 

causing it to have further reason to branch out to tax havens which do not fit the 

traditional small European state model or the British Channel Islands model. 
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China’s relationship with tax havens has grown incredibly since 2001, with very 

little flow to these nations before this period. Since then, trillions of dollars of foreign 

direct investment (FDI) have flown to the British Virgin Islands, the Cayman Islands, and 

Hong Kong, a special administrative region of China which operates with its own laws, 

its own political system, and its own judiciary. For this reason, though Hong Kong is part 

of China, Chinese industries and constituents may still utilize Hong Kong’s banking and 

financial system in ways not fully disclosed to Chinese tax authorities.  

 Both state-owned and private Chinese firms have been sending money to these 

offshore centers, but their incentive structures are quite different. State-owned firms 

(SOEs), given preferential access to Chinese capital markets, utilize tax havens to finance 

large-scale mergers and acquisitions, often for political reasons or for the profit of SOE 

insiders. Private firms extend to these tax havens so they may gain access to capital 

markets, as they are largely unable to access the Chinese capital markets due to crowding 

out which occurs by the large SOEs and an unfair regulatory environment. Though now 

distinctly less popular than in 2006, firms also send investment to tax havens to have it 

come directly back to China so that these firms may receive various benefits for being a 

foreign-domiciled industry, in a process known as capital round-tripping. 

 Roughly, there are two types of reasons why money flows to these tax havens, 

regulation escape and for value-added services. Firms may send money to the Cayman 

Islands to obscure the ownership of capital so that they may pay less money in taxes, in 

the classic “tax haven” scenario, or they may choose to engage in these financial services 

because there is an actual profitable motive to do so, such as gaining access to capital 

markets as mentioned earlier. In crafting policy for China, it is necessary to try to 
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minimize the first kind of flows but not necessarily the latter. Though China does need to 

repair its capital markets for the benefit of its own private firms, there is nothing 

inherently damaging to the Chinese economy when Chinese firms make a profit by 

accessing American stock markets and Hong Kong stock markets at the same time, a 

benefit allowed to subsidiaries which incorporate in the Cayman Islands.  

 For the reasons mentioned above, these flows have both positive and negative 

impacts for the China, and there is much theoretical disagreement on the net effect of 

offshore financial centers on the host country. Some authors suggest that offshore centers 

allow firms a greater ability to avoid distortionary investment taxes and thus make greater 

profits overall with a benefit for their workers and their country’s welfare. Other authors 

suggest that tax havens are fully parasitic upon the source country and thus any step 

towards their elimination may be a welfare-enhancing one. Even though these offshore 

centers have some benefits for Chinese firms, allowing the richest firms to evade their 

taxes while smaller domestic firms are totally unable to do so is not a justifiable move. 

For this reason, China needs to craft policy such that they gain more complete control of 

their tax base and they can stop tax leakage to the Cayman Islands, the British Virgin 

Islands, and Hong Kong.  

 The investment Development Path theory, which outlines a common pattern of 

the Inward FDI and Outward FDI ratio compared with GDP per capita, suggests several 

conclusions about China’s relationship with these centers. Outward foreign direct 

investment is growing faster than inward foreign direct investment and, if the IDP theory 

is correct, OFDI flows may soon become greater than IFDI flows in total. For this reason 

China needs to ensure that these funds leaving the country are doing so for the benefit of 
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the Chinese economy before the volume of the outward funds reaches its peak. Prior 

studies on China’s fit with the IDP theory demonstrate that with a few minor adjustments, 

the IDP theory is a strong predictor of China’s FDI flow ratio, indicating that it may hold 

some information on what the future holds for Chinese investments.  

 This thesis recommends a variety of potential policy changes that China may 

utilize to limit its tax base leakage and improve its tax policy. Tax information exchange 

agreements (TIEAs), as they have been commonly used by other countries, have been 

shown to be ineffective as they do not provide much information and they do not provide 

incentives for tax havens to share information. In order to craft an effectual TIEA, there 

needs to be a large payoff for the tax haven in exchange for absolutely all relevant 

information. Given that China has two large foreign tax havens, the Cayman Islands and 

the British Virgin Islands, they should engage in a treaty in which these countries give 

information to China in exchange for a payment, but only if both countries have signed 

the agreement. The reason for this is that if the BVI effectively ends its haven activities, 

the Cayman Islands stands to gain through a shift in funds. An effective TIEA for China 

would require signature from all the major havens, would provide substantial payments to 

compensate them for their losses, and would ensure full information sharing. 

 As for the Chinese citizens and corporations who are avoiding taxes by using 

these havens, China may find that tax evasion is less prevalent if the Chinese government 

fosters its reputation as “trustworthy.” The theory of tax morale seeks to explain why 

people in general evade taxes less than is expected through theories of profit-

maximization, even in countries where the probability of being caught for tax evasion is 

low. The personal belief that taxes should be paid and therefore the motivation to do so is 



5 
 

called tax morale. This attitude of choosing to pay taxes even though one may easily 

avoid detection can be supported when people believe that the government is spending its 

money on the proper things, and when people receive a say in what the government 

spends through direct democracy opportunities. Tax morale was also found to be 

applicable to firms, in a study which measured how tax compliant firms are versus how 

positively those same firms rate their government’s taxation policies through a business 

survey. In the study, firms which viewed the government’s policies as just and effective 

were more likely to pay their taxes correctly. For this reason, China may find itself with 

fewer problems with tax evasion if they facilitated greater direct democracy opportunities 

for their citizens and improved their legal and financial institutions to be considered more 

trustworthy by the Chinese people.  

 The above policy suggestions, however, may be considered “carrot” methods, or 

methods which attempts to coax cooperation with a reward. It is entirely possible that 

these island nations would not agree to the kind of TIEA outlined above. China may also 

fashion its “stick” through the implementation of a radical new policy introduced by the 

U.S. in 2012. The U.S. implemented a policy known as FATCA, in which foreign 

financial institutions must provide full tax information to the U.S. about U.S. citizens or 

face severe withholding taxes on the financial institutions’ U.S.-sourced assets. China 

should imitate this policy, and threaten to tax foreign assets unless full tax information is 

provided to the Chinese authorities. The reason why this method may work is that it 

stands to make bank secrecy unprofitable. It is a truly drastic measure, but after the U.S.’ 

implementations of this law, over 50 countries have begun negotiations to craft a treaty 

for its implementation. Given the fact that China is a host to trillions of dollars of foreign 
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investment, this measure may intimidate the holders of the funds enough to bring about 

change in the offshore financial system. As for Hong Kong, China does not need to 

implement such policies as China benefits financially from Hong Kong’s status as a 

financial center for Western businesses to enter China and thus should avoid attempting 

to take full control of Hong Kong’s banking sector or enforcing Chinese laws too 

extensively in Hong Kong.  

 The amount of money leaving China in the form of Foreign Direct Investment 

was over 65 billion USD (UNCTAD STAT) in 2011, and it appears that this amount is 

only going to increase in the coming years. Money may leave the country for many 

reasons, but the Chinese government and the Chinese people would stand to benefit 

extensively if they can prevent the money from leaving for reasons of unprofitable SOE 

mergers, tax evasion, funding of unknown enterprises, and money laundering. This thesis 

seeks to suggest methods that may limit the abuse of tax havens or offshore financial 

centers by Chinese firms and Chinese nationals. 
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Chapter 2: Literature Review 

The State of Tax Havens in 2013 

 Tax Havens have existed for centuries now, but recently there has been increasing 

political pressure from both the OECD and the G20 for havens to sign “tax treaties” 

which require information sharing between a haven’s banks and a foreign government in 

an attempt to erase the influence of tax havens. In April 2009 at a G20 conference, tax 

havens were encouraged to sign at least 12 information sharing treaties with other 

countries or else face economic sanctions. (Johannesen and Zucman, 2012) The G20 

achieved its goal of mass treaty signing, as over 300 treaties were signed before the end 

of 2009. However, does this mean that tax havens are actually going away? Johannesen 

and Zucman (2012) have studied the way that these treaties have impacted wealth kept in 

havens, through the use of cross-border bank deposit data collected from the Bank of 

International Settlements. Comparing the flow of money between country-haven pairs 

that did and did not sign a treaty, the study found that as the G20 countries hoped, signing 

a tax-information sharing treaty did cause some money to flow out of that particular tax 

haven, in a “moderate response.” However, the money which did leave the haven was 

generally not repatriated, but instead transferred to a different haven with which the 

country does not have a treaty. The result of this treaty is that the G20 crackdown on tax 

havens leads to a reshuffling of money in havens’ accounts, with no real progress towards 

tax transparency. Below is a graph depicting how much money is kept in haven states’ 

banking systems versus non-haven states’ banking systems from 2004 to 2011.  
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Graph originally from Johannesen and Zucman (2012)  

It appears from this data that tax havens are alive and well, and bilateral tax treaties are 

not a good method for solving the problem. Naturally, a treaty signature between a 

country and a haven would make it more risky to keep assets in this haven, but it would 

not impact the risk of keeping the funds in another country. It appears that tax havens are 

not going away yet, at least not as a result of treaty signature. 

In order to understand how the relationship between China and tax havens will 

evolve, it is first necessary to measure and understand how the relationship between the 

two has evolved up until this point, and to see what research has already been carried out 

that may be relevant to this prediction. Unfortunately, flows of money to tax havens for 
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the purpose of hiding wealth from the tax authorities are often measured by the 

government as a type of Outward Foreign Direct Investment, or OFDI. This is 

unfortunate because it then becomes difficult to distinguish the real cause and purpose of 

the OFDI spike that has occurred, and to distinguish the more standard type of FDI from 

tax haven activity. To give a summary of recent OFDI that is relevant to haven activity, 

here is the data on China’s outward foreign direct investment from 2004 to 2010: 

Outward FDI Flows by Destination 

 

Unit: $1,000,000 U.S.                     Source: Chinese Ministry of Commerce 

Hong Kong, The Cayman Islands, and the British Virgin Islands are all known offshore 

centers. Morck et al. (2007) suggests several factors to be taken into consideration when 

studying these numbers to distinguish tax haven activity from actual investment: 

1. FDI into these countries may be put there so it is beyond the view of tax 

authorities or the company’s own shareholders 
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2. Chinese subsidiaries in these locales may be holding these funds here to be 

reinvested later, to another unknown locale or back into China. (UNCTAD World 

Investment Report 2006 suggests that between 25% and 50% of Inward FDI in 

China is actually just round-tripped.) 

3.  Insiders in Chinese firms may be moving the money to accounts under their 

personal control. 

The money cannot be easily traced from these jurisdictions once it enters them, as Hong 

Kong, The Cayman Islands, and the British Virgin Islands all abide by tight bank secrecy 

laws. For these reasons, OFDI figures, which are necessary to measure the flows of 

Chinese money into tax havens, may not be viewed as reflecting the true amount of 

investment in this country which results in actual production of goods, services, industry, 

research and development, or any of the other components of real investment.  

It may be necessary to give some historical context to China’s explosive growth in FDI, 

and the reason why Chinese money began flowing into these jurisdictions in the first 

place. Although Chinese economic history is quite lengthy, foreign direct investment is 

for China a very recent phenomenon. Angus Maddison suggests that during the Mao era 

from 1949-1976, China pursued a foreign trade policy of “self-sufficiency,” in which 

“Foreign direct investment disappeared and foreign borrowing was restricted largely to 

interstate transactions with the Soviet Union and other communist countries.” However, 

after Deng Xiaoping took control of the Chinese economy, an economic reform began to 

take shape.  Here is what outward and inward FDI looked like in the post-Mao era: 
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Source: UNCTAD STAT 2011  Unit: $1,000,000 

Inward FDI started to grow very quickly, and to a much greater extent in the 1990s than 

did outward FDI, however, outward FDI is now presently quickly catching up. The 

Investment Development Path theory of FDI (to be discussed in more detail later) 

suggests that inward FDI is a prerequisite for outward FDI, so inward FDI of the 1990s 

should be examined as it may give information relevant to the OFDI boom of 2000s. 

Yasheng Huang frames this growth in Inward FDI with the following heuristic equation: 

 

In the 1990s, domestic firms lacked competitiveness with foreign firms for a variety of 

reasons, which encourages rapid inward FDI growth due to the prevalence of profit 

opportunities that are not actualized. China’s financial resources were allocated based on 

a political pecking order, which gave greater preference to the inefficient State Owned 
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Enterprises (SOEs). Even though SOEs received much more capital than either the 

Township Village Enterprises (TVEs) or the private sector, it was the private sector 

where the truly effective domestic firms existed. Between 1990 and 1999, SOEs 

eliminated 17.7 million jobs, while urban collective firms (subsidiaries of SOEs) phased 

out 18.4 million jobs. In these same years, China’s private sector created 59.9 million 

jobs. (Huang) There is no good way to create an estimate of how effective these private 

firms would have been had they had ready access to domestic capital, but it is clear that 

the capital allocated to the failing SOEs could have been a better investment if it had 

gone to the high-performing private firms. Also, the lack of proper funding increased the 

relative foreign competitiveness, and helped produce such a high level of inward FDI. 

The Chinese government further shackled its domestic firms by preventing firms from 

engaging in projects across multiple regions, i.e., each domestic firm could only operate 

in one region. Foreign firms did not have any of these limitations, and for this reason 

these firms could capitalize on profitable opportunities all over China at once. (Huang)  

 The economic importance of this large amount of inward FDI has both positive 

and negative aspects. FDI worked against some of the inefficiencies of the Chinese 

institutions and capital markets, and financed some firms starving for capital. However, 

high levels of FDI dependency on almost entirely foreign investors mean that enormous 

profits were being made by foreigners which could have been made by Chinese 

entrepreneurs. This also limits the ability of Chinese firms to develop independently and 

become globally competitive. However, this inward FDI laid the economic background 

from which outward FDI was able to grow so extensively. 
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 According to Lian (2011), Chinese Outward FDI can be classified into two stages.  

The first stage, from 1982 to 2000, is the spontaneous stage, in which outward FDI is 

very volatile and inconsistent. From 2000-present is the new stage, the government-

oriented stage, in which outward FDI is promoted by the government heavily through 

their policies, and in which OFDI growth has been more consistent to reach great heights. 

The Importance of Tax Havens to Chinese Industry in the Preceding Decade 

What are the reasons that so much Chinese outward FDI has been directed towards these 

secrecy jurisdictions, if so much of the money is subsequently returning to China? Xiao 

(2004) produced one of the most definitive studies on the relationship between China and 

offshore financial centers. Although this study is now quite dated due to some prominent 

recent developments in China’s FDI relations, it remains useful for its clear description of 

the four incentives which cause Chinese FDI to round-trip so extensively.  

1. Tax Advantages and Fiscal Incentives 

The People’s Republic of China provided preferential treatment (until 2006) of 

foreign-owned enterprises which operated in China. These included superior land 

use rights, favorable financial services, and lower taxes. The extent of the final 

advantage is given by Deng et al. (2012) who suggest that foreign firms had to 

pay a de facto rate of 15% during their first 7 years of operation, while domestic 

firms would have to pay up to 33% in corporate income tax.  

2. Property Rights Protection 

The private sector in China sees many advantages in putting wealth in Hong Kong 

or another offshore center, because the property law clarity and enforcement in 

China is weak comparatively. An incentive also exists to turn profits into FDI and 
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subsequently bring them back into China, as the Chinese governmental 

institutions give superior protection of foreign investors’ property rights. 

3. Expectations of Exchange Rate 

This element means that Chinese investor may round trip their capital so as to 

collect an advantageous exchange rate when the money comes back into China. 

Xiao cites this as an element whose role is increasing as China relaxes its controls 

on capital accounts. 

4. Competitiveness of Overseas Financial Services (specifically Hong Kong) 

Many companies in Hong Kong mostly engage in business with China. 

Companies which have close ties in the two areas become the best intermediaries 

for round trip FDI flows, which permit the flow of capital with the least 

associated transaction cost. 

Another important contribution of Xiao (2004) is the subdivision of round-tripping FDI 

into “round-tripping for escaping regulation” and “round tripping for value added 

services.” Although Xiao does not produce any method for separating these two types 

empirically, the assumptions present about this FDI are very different. “Round-tripping 

for escaping regulation” is seen as a method which creates no value, and represents a 

purposefully confusing trail of capital to get around administrative weaknesses, taxes, or 

lack of property rights in China. Xiao cites this reason as an implicit assumption about all 

round-tripping present in many prior studies of the round-tripping phenomenon. The 

second type, “round tripping for value added services” frames the movement of capital as 

a flow which creates value. For example, firms may be creating value by receiving loans 

from Hong Kong’s banks or sending capital to firms listed on a stock market in Hong 
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Kong. Xiao also suggests that most international mergers and acquisitions transactions 

involve round tripping to Hong Kong to receive adequate financial support.  

 Since round-tripping fundamentally involves transaction costs, it may be 

necessary to distinguish between the above two types of round-tripping for the purpose of 

normative policy prescription. If most round-tripping is just a complicated paper trail 

used to befuddle the authorities and evade taxes, then this may be seen as a needless cost 

to businesses, fueled by regulatory incentives from the Chinese government such as high 

taxes, poor legal protection of business, etc. A needless cost to businesses should be 

eliminated in an ideal and efficient business environment. However, if round-tripping is 

largely used for creating value, than these techniques will continue if they exceed the 

transaction costs associated with them even in the absence of regulatory incentives. 

Xiao’s new type of FDI (“for value added services”) appears even more important today 

because in 2006, China harmonized its tax rates for domestic and foreign businesses, 

while including new taxes on assets sent to offshore vehicles. (Sutherland et al, 2010) If 

FDI was only seen as a way to capitalize on incentives present in the country’s 

regulations, one might have expected the FDI to the Caribbean tax havens to drop to 

almost zero, but this was not the case.  

 

Source: Chinese Ministry of Commerce 
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Evidently, a very large shift in Chinese FDI flows occurred between 2006 and 2007, with 

the Cayman Islands taking a major loss in relative importance and the other jurisdictions 

increasing in proportion. Sutherland et al. (2010) examines the amount of FDI shifting 

between China and the big three tax havens, attempting to measure empirically which 

factors impact the direction and magnitude of funds. Building off of Xiao’s methods but 

applying them in the post-2006 context, Sutherland used a survey of all Chinese firms 

which were operating in a US-based stock exchange to determine how these firms raised 

capital, using the 20-F form all firms must give to the U.S. Securities Exchange 

Commission, which requires detailed information on capital-raising activities. Sutherland 

agrees with Xiao that capital round-tripping may be done to exploit differences in the 

economic environments of countries, the so-called “Round-tripping for escaping 

regulation,” while recognizing the roles this capital flow has for adding value. Sutherland 

further subdivides the motivations for this capital round-tripping for SOEs and private 

sector firms. SOEs have privileged access to capital due to the government-controlled 

capital markets, at favorable rates. SOEs are also dividend-adverse, and pay much less to 

their shareholders (mostly consisting of government groups) than private sector firms. 

For this reason, stock in SOEs would be more valuable in the Chinese capital market than 

through listing on another country’s listing. Private firms, excluding a few mega-firms, 

are largely crowded out of the capital market and must look for capital on the 

international market and through international listings to receive support. 

 Additional main goals of the Sutherland study include determining which aspects 

of the Chinese economic system cause FDI to flow so heavily to these tax havens, and to 

determine the specific advantages of sending capital to the Cayman Islands and British 
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Virgin Islands (CBVI) over other tax havens across the globe. To do this, three theoretic 

propositions were tested: 

1. Chinese OFDI to the havens is a response to Chinese capital market imperfections 

This proposition was tested to by viewing the amount each company raised in its 

foreign IPO as a proxy for capital raising activity.  

2. Chinese OFDI to the havens is a response to non-capital market institutional 

factors 

This proposition was tested by examining if these firms had used the offshore 

market for property rights to acquire other China based businesses through its 

offshore holdings. 

3. Chinese OFDI to the havens is dependent on China’s legal configuration and 

highly time dependent upon changes to Government policies. 

This was tested by viewing changes in FDI immediately following shifts in FDI 

regulation. 

Sutherland confirms all of these propositions, and notes that firms extensively raised 

capital through structures both in the Cayman Islands and the British Virgin Islands. (62 

of 72 firms were incorporated in the Cayman Islands and 42 had one or more BVI 

holding company held by the CI firm.) It was also quite common for firms to use IPO 

proceeds to acquire other Chinese companies, which was done by 22 firms. As for 

responding directly to new regulation, 46 of the firms had established a new Hong Kong 

subsidiary between 2005 and 2009, reflecting the preferential tax agreement established 

with Hong Kong in 2006 through a tax treaty. Sutherland establishes that the reason the 

Cayman Islands is the most popular destination for Chinese firms to establish their listing 
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vehicles is more than just its zero rate of income and capital gains tax, because many 

havens worldwide offer these features. The Cayman Islands provides a location for firms 

to have an IPO in both the Hong Kong and U.S. stock exchanges, though the BVI does 

not. Incorporation cost in the Cayman Islands is very low and the incorporation process 

takes 1-3 days, half the time of Hong Kong. All in all, the Sutherland theory emphasizes 

that Chinese firms effectively use offshore vehicle to both respond optimally to Chinese 

regulations and augment capital greatly through the use of superior capital and 

institutional markets offered by the CBVI and Hong Kong.  

 Further evidence of the time dependency is offered by Yuan et al. (2012), who 

looks at how a prominent Chinese change in regulation, China’s 2008 “enterprise foreign 

income tax law,” impacts tax aggressiveness of Chinese firms (meaning extensive tax 

planning to limit the amount of taxes paid, in both legal and illegal ways.) The effects of 

the law are threefold. First, the corporate tax rate was reduced from 33% to 25%. Second, 

this rate was applied to all business, including foreign invested enterprises, foreign-

owned enterprises, and domestic enterprises. Lastly, tax scrutiny would increase and 

China would make greater efforts to locate and punish corporations participating in 

illegal tax avoidance. Yuan et al. (2012) attempts to find how this law impacted the book-

tax gap, which is the difference between the financial pre-tax income and the taxable 

income reported to the tax authorities as a proxy for tax aggressiveness. The first 

hypothesis is that this law would cause a decrease in the amount of tax aggressiveness 

seen in Chinese corporations. Yuan also included two more hypotheses; Hypothesis 2a is 

that state-controlled companies would demonstrate a lower level of tax aggressiveness 

than private firms. Hypothesis 2b is that foreign-invested companies would demonstrate a 
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different level of tax aggressiveness than domestic companies. Using regression analysis, 

Yuan’s principle hypothesis is found to be supported, but the effect sizes on his test of 

hypotheses 2a and 2b were not large enough to be statistically significant. He does cite 

that 2a is supported by prior research by Wang (2010) and Zheng and Han (2008). Most 

importantly, it appear that by making tax rates more consistent and more acceptable to 

business, this policy was able to limit the amount of tax aggressiveness, and potentially 

lower the amount of resources spent on avoiding taxation.  

 

The Present Trends of Chinese OFDI 

In order to measure and understand how Chinese firms interact with tax havens, FDI 

must also be understood, as it the most important measure which can gauge tax haven 

activity. Wang et al. (2012) has found several important trends of Chinese OFDI which 

can be illustrative in finding the causal factors for China’s newfound OFDI abundance. 

Firstly, capital from mergers & acquisitions accounts for almost half of China’s outward 

FDI stocks. Secondly, OFDI from the financial industry increased at a faster rate than any 

other industry, and 90% of OFDI came from the industries of finance, business service, 

retail, mining, and transportation. In addition, over 70% of China’s outward foreign direct 

investment went to Asia (with most of it going to Hong Kong) and 17.5% went to Latin 

America (almost entirely to the CI and the BVI.) The last trend of note is that 85% of FDI 

in non-finance fields comes from SOEs.  

Peng (2012) attempts to determine which factors of the Chinese OFDI boom are 

“relatively unique,” meaning distinct from how OFDI commonly occurs and is 

understood in the largely Western business literature. The first factor which makes 
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Chinese OFDI relatively unique is that the role of the home country government (in this 

case China) is fundamental in the shaping of the increase in OFDI. Peng suggests that 

previously most countries which produced large amount of OFDI were Western style 

developed countries which all have similar market-supporting institutions. As a result, 

these institutions become “invisible” in the literature. Chinese institutions are far from 

Western-style, and now there is a necessity to observe exactly how Chinese policies work 

to incentivize or hinder FDI. For example, Peng believes that China is taking greater 

control over Hong Kong’s banking and financial sector, which could incentivize capital 

flight back to the Caribbean tax havens. The second relatively unique feature of this 

boom is the lack of superior technology of Chinese firms, which runs contrary to the 

traditional view of FDI from western countries. In the ownership-location-

internationalization framework, Multi-National Enterprises (MNEs) use superior 

managerial and technological resources to find ways to make profits in foreign markets. 

However, Chinese auto firms are between “10 to 20 years” behind Japanese or prominent 

Western counterparts. Peng cites a different framework, the Linkage, Leverage, and 

Learning framework, as more useful for Chinese OFDI. Linkage means that Chinese 

firms are able to identify new opportunities through their extensive networking with other 

professionals. Leverage means that Chinese firms can use comparative advantage in 

global markets, even if they do not have the most cutting-edge technologies. Learning is 

the factor which most differentiates this framework from the OLI; it is the feature which 

causes Chinese MNEs to enter new markets to learn about them to develop new 

techniques. The third and final new trait of Chinese OFDI, which agrees with the finding 

by Wang, is that mergers and acquisitions have a relatively large role to play in Chinese 
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market entry. Peng cites two reasons why this technique is so prominent: urgency of 

entry into new markets and a desire to acquire existing popular brands (as Chinese MNEs 

have traditionally had limited success in creating popular brands.) These three relatively 

unique factors of Chinese OFDI must be considered alongside any traditional theories of 

FDI growth when determining the causal mechanisms of Chinese capital flow into tax 

havens.  

 Further research into Chinese institutional support for business was conducted by 

Zhu et al. (2011), specifically on Chinese institutional support for small and medium-

sized enterprises (SMEs). According to Zhu, SMEs account for 60% of the nation’s GDP, 

50% of tax revenues and 70% of import and export trade, but these businesses receive 

less than 25% of bank credit. These firms also contribute 82% of new products and 74% 

of technological innovations, which are especially important given China’s lack of 

technology when compared with many other rich countries. Zhu engaged in surveys with 

many managers at Chinese SMEs to find out what they determined were the biggest 

institutional barriers to their success. The top five barriers were  

1. Fairness of Competition 

2. Access to Financing 

3. Laws and Regulations 

4. Tax Burden 

5. Public Support Systems 

Two thirds of these firms in total found that their innovation activities were greatly 

constrained by an unfair business environment in which large firms attempt to 

monopolize the market. 95% of the interviewees complained that the tax structure does 
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not incentivize innovation. Because China operates under a value-added tax system, firms 

who have low material costs but high labor costs are unable to deduct most of their 

production cost from sales income. Thus, knowledge-intensive businesses face a barrier 

that manufacturing firms do not face. Zhu finishes the paper by saying that the 

environment for SMEs has improved in the past couple years but great strides must still 

be made to eliminate these institutional hurdles. This tax system and these capital market 

imperfections do not provide the proper incentives for innovation.  

Conclusion 

 Pressure upon tax havens to give away their secrets has found some limited 

success, but with so many countries and banks willing to take up these secrets anew, 

there has not been a shift towards eliminating tax havens or ending the age of bank 

secrecy. Chinese businesses have enthusiastically embraced sending FDI to Hong Kong, 

the Cayman Islands, and the British Virgin Islands over the past ten years, as the Chinese 

nouveau riche are finding ways not only to make profits through international investment 

but also ways to hide money from Chinese authorities, protect their assets using superior 

foreign legal systems, and attract financing from other businesses around the world. 

These factors have combined into the OFDI explosion from China, but it is not always 

easy to determine the difference between investment in a real firm and a paper 

corporation actually under the control of the Chinese firm, nor can outward foreign direct 

investment that returns to China as inward foreign direct investment easily be 

distinguished from OFDI which actually terminates in a foreign country. Research on 

Chinese firms has shown that the FDI amounts are highly sensitive to changes in policy 

from Beijing, and that Chinese firms actively use FDI strategies, often in ways not 
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formerly seen in Western theories, to increase the value of their capital holdings. This is 

not surprising, given the many weaknesses of Chinese legal and financial institutions. It 

may be difficult though, for China to actively shape its policy and institutions to limit its 

loss to these overseas financial institutions, due to the incredible vested interests in 

ineffective SOEs, entrenched cronyism, and the myriad of creative ways Chinese firms 

are limiting their tax exposure by utilizing financial, governmental, and banking 

apparatuses from around the world.  
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Chapter 3: Theoretical Model 

 To determine how tax haven flows between China and its preferred tax havens 

will change over the next several years, and to make policy recommendations, it is 

necessary to understand the theory behind how tax havens impact the capital host state 

(defined as the country from which capital is coming which goes to tax havens) and the 

people that live within them. There is not a consensus as to whether tax havens help or 

harm the welfare of citizens in high-tax countries. There is also not a consensus on 

whether tax havens increase the amount of financial activity in the world economy, or 

reduce it. In the section, I will present some of the recent debate going on with respect to 

the theoretical foundations of tax havens, and attempt to use empirical evidence from 

China to support the models whose theories are the most relevant. Furthermore, I will lay 

the theoretical foundations for the investment development path theory, which may 

provide some evidence about the volume of Chinese FDI flows, both inward and 

outward, in the coming years.  

The Influence of Tax Havens on Other Actors within the Global Economy: Current 

Debate 

 There exist several theoretical models that attempt to weigh the influence of tax 

havens on other nations, and they do not all draw the same conclusions. Desai et al. 

(2006) is a commonly cited paper which suggests that money being directed to tax havens 

in fact does not limit the amount of financial activity in non-haven countries. Their 

argument works by suggesting that investors are freed from the burdens of taxes in their 

own country, and may thus maintain levels of foreign investment unattainable if tax 
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havens were more costly. Desai et al. further support their argument with an appeal to the 

idea that no “race-to-the-bottom” on capital tax rates exists, as many high-tax countries 

continue to attract significant foreign direct investment. In this model, tax rate diversity 

promotes the growth of investment without causing countries to attempt to all lower their 

taxes to be able to collect dividends.  

 Hong and Smart (2010) further provide theoretical support for tax havens as an 

advantage for the world economy rather than a problem. Hong and Smart base their 

theory on the standard analysis (supported by Gordon, 1986) that small governments with 

open economies should not tax mobile factors such as international capital because such 

taxes are distortionary and will be paid by domestic immobile capital holders anyway. 

Despite these distortionary affects, Hong and Smart suggest that capital taxes can be a 

welfare-increasing measure as they can redistribute rents from domestic entrepreneurs to 

domestic workers. They further use their model to conclude that an increase in income 

shifting causes effective tax rates on capital to rise instead of fall (if the initial tax rate is 

below 50 percent.) Given that tax rates in G7 countries have a median value of 52 

percent, the authors suggest that there will not exist any considerable lowering of tax 

rates even in high tax countries.  

 Hong and Smart declare the normative implications of their somewhat surprising 

model to be as follows:  

“If tax planning causes investment tax distortions to fall, and revenue losses are 

borne by domestic agents in equilibrium anyway, then the rise of tax planning can 

increase domestic redistribution and social welfare in high tax countries […] 

Furthermore, our qualitative results hold even when tax planning entails 
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deadweight costs in the host country and when governments may use investment 

tax credits to limit the distortionary effects of the corporate tax directly.” (84) 

The implications of such a model are quite radical. Tax planning increasing social 

welfare suggests tax havens only harm domestic entrepreneurs and high-tax-rate 

governments, but that in general tax havens perform a service for society. However, this 

clashes with a common narrative of “tax cheating” as a way to hurt society in general for 

one’s own good. It also clashes with an opposing camp of literature on tax haven theory. 

The most influential model which declares tax havens to be detrimental to other 

non-haven states is by Joel Slemrod and John D. Wilson (2009). Slemrod and Wilson 

criticize the previous two authors’ ideas, and present a view of tax havens as “parasites.” 

The crux of their argument against the “tax havens are good” camp is that governments 

expand considerable resources to limit their revenue losses to tax havens, and 

corporations and people also spend large amounts of resources in transaction costs to get 

this capital to these jurisdictions.  

A notable normative conclusion from this model is that welfare would all be 

increased if tax havens were eliminated completely. Slemrod and Wilson support this 

idea with an appeal to the public good. They argue that the “elimination of tax havens 

raises the equilibrium level of the public good and increases country welfare.” (Slemrod 

and Wilson, 1265). This argument makes intuitive sense. The public good is assumed to 

be a normal good for the purposes of this model. Capital flight to tax havens lowers the 

amount of taxable capital in the country, which subsequently lowers the amount of tax 

revenue collected such that the government cannot afford to provide Q*, the amount of 
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the public good which would be provided in equilibrium. Underproduction of the public 

good results in deadweight loss as illustrated in the following graph.  

 

Source: Dumas 

Slemrod and Wilson also argue that even a partial elimination of tax havens, as in 

causing one tax haven to cease haven activity, would be welfare increasing. Limiting the 

choice of tax havens would reduce the competition in the tax haven business, and thus 

increase the transaction costs. This increase in transaction cost should subsequently cause 

less money to flow out of the country and allow for more public good provision.  

 A further contribution of the theory is a potential explanation for the reason why 

tax havens are traditionally small countries (only .15% of the world’s population lives in 

a country classified under the OECD’s tax haven list). They argue that the per-capita 

benefit of being a tax haven falls with country size. With many people living and doing 

business in a country, it becomes less attractive to tax these people minimally while still 

providing public goods for them than to have a more traditional tax regime.  
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 Elsayyad and Konrad (2010) further the idea of tax havens as harmful, and utilize 

a three player game theory approach to determine how non-haven governments should 

negotiate with tax haven countries. S, a capital owning country that attempts to combat 

the influence of tax havens, and H1 and H2, which are tax havens. Elsayyad and Konrad 

describe a multiple stage game. In stage 1, S makes offers to pay the tax havens 

compensation in exchange for ceasing the tax haven business. In this phase, there are two 

types of offers. Country S can offer payments to H1 and H2 simultaneously and thus is 

able to pay either both havens, one, or neither. Alternatively, country S may first offer a 

payment to one of the tax havens, and then after that tax haven accepts or rejects, make 

an offer to the other one. This alternative would be referred to as the sequential offer. In 

the sequential offer, the second haven to be negotiated with will know the outcome of the 

prior negotiation. 

 The second phase is the competition phase, in which S chooses a tax rate, and the 

tax havens who have not received a payment from S select user fees for keeping 

investors’ finances secret. Pay offs to each country are a function of the tax rate chosen 

and the user fees charged. (Investors are not a separate player in this game, and are 

assumed to move their money to wherever they would receive the most returns.)   

 In this model, there is no equilibrium in which a deal is struck with only one tax 

haven. If only one tax haven makes an agreement with S, the other tax haven is able to 

effectively undercut S’ tax rate and collect the full amount of funds. For this reason, there 

can also be no equilibrium with sequential negotiation. Once one tax haven is 

deactivated, the other will not accept a payment that is equal to any less than the full 

amount of the capital investment. For this reason, simultaneous negotiation will always 
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be less costly for S in scenarios where both tax havens are deactivated. This paper further 

supports the notion that tax haven countries see improved returns when their competition 

is limited, and for this reason it is impossible to shut down the last tax haven, when they 

are paid off one by one. Though Elsayyad and Konrad’s model view tax havens as 

parasitic on the capital of other nations, they disagree with the stance taken by Slemrod 

and Wilson with respect to the advantage of shutting down several tax havens while 

many others still exist. Elsayyad and Konrad argue that if the OECD expends to shuts 

down several havens, OECD citizens may find themselves worse off from a welfare 

standpoint than if all the tax havens simply existed. They also argue that if the “big-bang” 

negotiation approach of reaching agreements with all the tax havens at once is not 

feasible, and the sub-optimal sequential approach can be used, countries would maximize 

their welfare by negotiating with the primary tax havens first, as opposed to tax havens 

which do not have a large relationship with the country.  

The Investment Development Path 

 The theory of the investment development path is a theory first proposed by 

Dunning in 1979. In this theory, he outlines five stages of a country’s development in 

FDI. In the first stage, the country has very low IFDI and OFDI, but IFDI begins to pick 

up. In stage 2, the country’s enlarging domestic market brings market seeking IFDI and 

resource seeking IFDI. From here, in stage 3, local businesses become stronger and 

develop the ability to compete internationally, and the Net Outward Investment position 

goes from negative to closer to zero, but in stage 3 the country is still a net recipient of 

FDI. In stage 4, OFDI takes off and becomes much larger than IFDI. Stage 5 is the stage 
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of highly technologically advanced nations, where the net investment position of the 

country is predicted to hover around zero. (Liu et al. 2005)  

 

Note: this chart is not to scale, and is merely illustrative of the theory. 

Liu et al. (2005) examined how this theory applied to China in 2005, and found 

that the theory did appear dated and insufficiently able to describe the modern role of 

China. However, Liu et al. added three variables to their regression analysis to represent 

some easily measured features of Chinese development. These three variables were: 

Exports, Human Capital (represented in this study by average years of schooling), and 

GDP per capita. With these data, Liu was able to explain 45% of the variance in China’s 

OFDI flows, without including any model modifications for simulating the peculiarities 

or unique features of Chinese institutions. These data are relevant for creating policy 

recommendations, because this demonstrates the way that FDI develops in a way that is 

only indirectly impacted by policy. With China’s outward FDI from 2010 being $65 

billion, and China’s inward FDI the same year being $123 billion (UNCTAD Data), 

China may safely be considered to be in stage 2 or 3, depending on the future trajectory 
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of the Net Outward Investment Position (IFDI-OFDI). It may be useful to predict the 

arrival of stage 4, because this is the stage in which OFDI begins to dwarf IFDI, which 

will certainly impact flows to tax havens.  

A Brief Note on Guanxi 

 Guanxi (pronounced gwan-shee) is a word for the relationship network used by 

Chinese people. This social network has no easy analogue in Western society, but its 

presence in China is undeniable. Chinese businessmen frequently use guanxi by giving 

gifts to other businessmen, including those that they did not previously know, as a sign of 

goodwill and respect (Xin and Pearce, 1996) These relationships are often reciprocal, but 

they are distinct from bribery or kickbacks as they are not tit for tat, and are never done to 

bring about only one desired outcome (to give a gift to a government official just because 

one wants him to give one’s company a contract would be frowned upon, but to give a 

gift to a government official for his son’s wedding as a show of respect is acceptable and 

common practice.) Xin and Pearce (1996) have put forth the hypothesis that owners of 

private Chinese businesses utilize these social networks as a substitute for formal 

institutional protection. By using interview data from both government officials and 

private business, they have shown that businessmen in the private sector rank networking 

ability more highly as a cause for their success. They also report that private businessmen 

report guanxi connections as more useful for defense against threats of government 

seizure of assets than businessmen in the state sector. They show that private 

businessmen give more unreciprocated gifts than do officials in SOEs, indicating 

potentially that the use of guanxi gifts is more vital to private business survival. The 

connections made through guanxi are often lifelong, and not easily revocable. When 
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considering the reasons for tax haven flows, it may be necessary to consider the 

interpersonal connections of the businessmen involved with them. It could be that to cut 

ties entirely with a Chinese business partner who manages a BVI firm would be 

unacceptable to many Chinese businessmen, and for this reason, many businesses 

maintain partnerships for a very long time. Furthermore, the use of guanxi by Chinese 

businessmen could help explain why so many Chinese firms are using the same tax 

havens. Two businessmen who know each other are likely to recommend people from 

their own social networks to the other, as a way to expand the social network and do 

favors. Overall, guanxi is simply a good thing to keep in mind when studying China in 

general, as it is not easily understood by Western economic models of self-interest and 

exchange.  

Tax Morale 

In 1972, Allingham and Sandmo put forth one of the first theoretical models on 

why people pay their taxes. They attempted to use a utility maximization approach to 

determine how people decide whether paying taxes is worthwhile or not. They decided 

that tax evasion is negatively correlated with the probability of detection and the degree 

of punishment for tax evaders. (Torgler, 2003) However, in many critiques of this 

research, other researches have pointed out that this theory predicts too much tax evasion. 

In other words, many people pay their taxes despite the fact that the countries they live in 

may have some combination of low evasion detection and minor punishment for the 

crime. From this point, then, it becomes necessary to ask a different question: why do 

people pay their taxes, sometimes in systems where it may not appear to be utility 

maximizing to do so? Torgler (2003) suggests the answers lies with a concept called tax 
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morale, defined as “the intrinsic motivation to pay taxes,” or the “willingness to pay 

taxes.” Essentially, tax morale is based on a person’s attitude, and how much they believe 

that paying taxes is a worthwhile thing to do.   

To attempt to find some factors which impact tax morale levels, Torgler 

distributed surveys to people across Switzerland’s 26 cantons, which are subdivisions of 

the country that each has a distinct form of taxation and government. He compared 

people’s opinions on the moral obligations of tax payments with his scores of how strong 

the direct democracy is in each district. He found that the greater the strength of direct 

democracy in the district, and the greater the sense of local autonomy in the respondent, 

the greater the sense of tax morale. The study also showed that trust in the courts and the 

legal system correlated with higher tax morale.  

Extending the findings into China with a further study, Torgler found that China 

has high tax morale compared with other countries in Asia such as the Philippines, but 

lower tax morale than the OECD average. He goes on to say that fostering trust in the 

government and legal system and its representatives can improve tax morale. He 

concludes:  

“These findings imply a clear tax policy strategy: to induce trust at the 

constitutional level as well as at the current politico-economic level. In all the different 

cultural settings such a strategy has a positive effect on tax morale. If taxpayers trust the 

government, the legal system, and the national officers, they are more willing to pay 

taxes.” (Torgler, 2004, p. 262) 
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Although the author does not go much into the justification of how this correlation can be 

extended into causation, his suggestion that greater trust leads to greater tax payments 

makes intuitive sense. People who believe they can positively shape the activities of the 

government and who believe the government is pursuing worthwhile activities with the 

money it collects would see a greater positive economic benefit from giving their money 

to the tax authorities that those who see the government as corrupt and controlling. This 

idea suggests that by improving direct democracy practices in China and improving the 

government’s popular image, it may be possible to decrease the amount of tax evasion in 

China. 

 However, given the fact that the China’s corporations are engaging in extensive 

tax evasion themselves beyond the activities of high net worth individuals; can this 

theory of tax morale extend to firms too? According to Alm and McClellan (2012), the 

theory of tax morale can be easily extended to explain firm behavior. They performed a 

study on over 8,000 firms spanning 34 countries, and used data from the Business 

Environment and Enterprise Performance Survey and the World Enterprise Survey. They 

used responses to these surveys to capture some relevant information on the intrinsic tax 

morale of these firms, such as a question which asked these firms to what extent taxation 

was an obstacle to their firm running successfully. They found that across these countries, 

state-owned firms and foreign firms were both significantly less likely to find taxes to be 

a burden than domestic firms. Furthermore, the larger firms were more likely to find 

taxes burdensome to them. They also found that firms whose survey responses hinted at 

them having higher tax morale did indeed pay more taxes, and that suggests that 

corporations can indeed have differentiable “tax morale” just as individuals do. The 
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authors conclude by suggesting that since corporations have tax morale values as well, 

the same policy recommendations may be useful to increase firm level tax morale, such 

as “publicizing cheaters, stressing the link between the payment of taxes and the receipt 

of government services, […] addressing perceived inequities in tax treatment, and 

avoiding policies that suggest that cheating is morally acceptable.” (15, Alm & 

McClellan, 2012) 
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Chapter 4: Policy Recommendations 

In 11 years since the OECD has attempted to limit the flows to tax haven nations, 

many source countries have tried different methods to prevent tax base leakage to these 

offshore financial centers, with varying degrees of success. China is and definitely should 

be interested in having greater knowledge of where its OFDI is headed and a greater 

ability to tax these flows effectively. This section will address which policies will most 

efficiently govern China’s relationship with tax havens, specifically with the Cayman 

Islands, the British Virgin Islands, and Hong Kong. Furthermore, the ongoing trends of 

these relationships will be evaluated to see how Chinese tax haven interactions are likely 

to function over the next several years in the absence of significant policy changes.  

Tax Information Exchange Agreements: To Sign or Not to Sign? 

A popular way to tackle this problem is to sign Tax Information Exchange 

Agreements (TIEAs) with other countries as a means to prevent tax leakage. As noted in 

Chapter 2, the G20 summit of 2009 saw a coordinated ultimatum for countries considered 

to be tax havens: all tax havens must sign at least 12 TIEAs or face economic sanctions 

from the G20 countries. Since then, China has signed several TIEAs with countries such 

as the Cayman Islands, the British Virgin Islands, and Bermuda. However, China’s 

largest tax haven, Hong Kong, is not eligible to sign TIEAs with any country. It has been 

recommended at the 2011 Global Economic Forum for Transparency and Exchange of 

Information for Tax Purposes that Hong Kong should put forth the legal framework 

permitting the territory to participate in TIEAs with other nations, though this has not yet 

happened. (KPMG) Due to China and Hong Kong’s close relationship, it is conceivable 

that China could pressure Hong Kong to develop these frameworks and participate in this 
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type of treaty, or it could be possible that the threat of international sanctions could cause 

Hong Kong to participate. However, it would be unwise for China to push for a TIEA 

with Hong Kong which mirrors the other TIEAs that have been signed by many other 

countries for two primary reasons. The TIEAs which have been signed have not been 

proven to cause fund repatriation. There are also insufficient incentives present for Hong 

Kong to compromise its bank secrecy by signing such an agreement with China.   

Fund Repatriation is the ultimate goal of Tax Information Exchange Agreements, 

but this is not the end result of them. As referenced in Chapter 2, Johannesen and 

Zucman’s study (2012) show that the signing of a TIEA causes a minor but significant 

decrease in the amount of money kept in the particular signee haven, but it caused the 

funds to flow to a different country which has not 

signed an agreement. China may also learn that the 

TIEAs signed (but not yet ratified) with the 

Cayman and British Virgin Islands recently have 

not caused these OFCs to decrease in importance. 

This graphic from The Economist depicts the 

staying power of the relationship between China 

and the CBVI and Bermuda even in 2011 when the 

flows from these countries have decreased in size 

from their peaks: 

With almost $10 trillion of FDI stock in 

China, it is very difficult to believe that the British 



38 
 

Virgin Islands has ceased its capital round-tripping operations after the TIEA signature. 

Other economic superpowers such as the U.S. have experienced that the TIEA signature 

and ratification did not cause much information to be exchanged or many tax-evaders to 

be detected either. The U.S. signed a TIEA with the Cayman Islands in 2001 which went 

into effect for criminal matters in 2004 and civil matters in 2005.  However, the 

mechanism of the agreement means that the potential for mass information exchange is 

very limited. In order for the U.S. to receive information from the Cayman Islands, it 

must make a prima facie case that the information it seeks is about individuals or 

corporations engaging in tax evasion. (Addison, 2009) With only 1% of income tax 

returns audited in the US, it can be very difficult to detect suspicious behavior which 

would provide enough of a case for the U.S. government to request the relevant 

information from the Cayman Islands’ authorities. Addison suggests that signing the 

TIEA with the U.S. accomplishes little:  

“So why would such tax havens experience increased growth in their financial 

industries if they effectively gave up their favorable banking and tax laws? The 

answer is simple: the Cayman Islands did not radically change its favorable 

taxation policies or remove the veil of secrecy. The country still caters to 

individuals and corporations wishing to shift capital and conceal income.” (720) 

Given China’s continued capital flows to the tax havens even in the presence of a tax 

information exchange agreement, and the historical failure of tax information exchange 

agreements to repatriate funds or cause significant flows away from such jurisdictions, it 

is not recommended for China to pursue this sort of agreement with Hong Kong. 
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 If this standardized agreement between countries has proved ineffectual, what 

might a successful agreement between countries with respect to tax information sharing 

look like? The key aspect of a successful agreement is that it would align the interests of 

China and its tax havens in such a way that both countries actively seek to prevent 

Chinese tax-evasion. (Addison, 2009) 

 Building on the game theory approach of Elsayyad and Konrad (2010), it is 

necessary for China to negotiate with the tax havens in a way which makes both parties 

better off. There is no reason countries should be willing to sign an agreement which 

limits their ability to make their own livelihood absent some type of coercion or tangible 

threat. In Elsayyad and Konrad’s theory, tax havens should not be shut down through 

sequential payoffs, as each tax haven which is shut down will decrease the competition 

and make more profits possible for other tax havens. So if China attempts sequential 

shutdown of tax havens, the price for each successive treaty will increase until China has 

no more tax revenue available. Addison suggests that a potential way to prevent this 

problem is to set up a new multinational type of TIEA, which provides payment for the 

countries who agree to give over all Chinese national tax information to China, but does 

not provide payment until a minimum number of tax havens sign on. This incentive 

structure would prevent a tax haven from waiting until other countries sign on in hopes of 

receiving a higher payment. Addison also says this scheme would not necessitate every 

single tax haven to sign on to be successful. The reason for this is that if just a few tax 

havens are remaining, China could coordinate all of its tax evasion enforcement efforts in 

these remaining locales. The payments to each individual country should be equal to or 

slightly greater than the estimated amount lost to each haven through missing tax 
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revenue. The rationale for this is that if country X receives 10 million in tax revenue from 

Chinese nationals, it would not accept less than a 10 million dollar payment to disclose 

these identities. This also provides evidence as to why so many countries are willing to 

sign the present form of TIEA. The common type of agreement does not accomplish 

much, and thus countries lose very little profit from signing it. The ideal type of TIEA 

would involve steep penalties for havens who fail to enforce their end of the bargain, 

would provide large and sufficient payments for tax havens to join, and would only go 

into effect after a certain number of China’s primary havens sign on. At the very least, 

China should seek full cooperation from both the Cayman Islands and the Virgin Islands 

before giving any payoff to either of them. 

Learning from FATCA: The USA’s Audacious New Tax Bill 

The United States has recently put forward a bill known as the Foreign Account Taxpayer 

Compliance Act. This bill, incredibly broad in scope, requires every foreign financial 

institution to provide the IRS with information on every American account holder or else 

the U.S. government will apply a withholding tax of 30% on all U.S.-source investments 

held by the financial institution. This bill has proven influential across the globe as other 

large countries, such as the U.K., prep similar bills in their own legislative branches. 

Would a similar technique work for China? 

 FATCA, although large and unilateral, cannot work without the help of foreign 

governments. (Harvey, 2012) Shortly after passing FATCA, the United State government 

negotiated treaties with France, Switzerland, the U.K., and Germany in which these 

countries promised to uphold the FATCA requirements. Now the U.S. is negotiating with 
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over 50 countries on a bilateral promise to implement FATCA. (Wood, 2012) However, 

Liu Xiangmin, deputy director general of legal affairs at the People’s Bank of China, says 

that FATCA directly contradicts Chinese law and thus is unenforceable in China. 

(Flaherty, 2012) For this reason, it seems very unlikely that China would want to 

participate in the U.S.A.’s FATCA scheme. According to Wang (2012), China and the 

U.S. refuse to participate in tax information sharing because it would put them at a 

competitive disadvantage with the other superpowers. Effectively, they operate as tax 

havens for each other’s nationals, with billions of dollars at stake in each other’s financial 

institutions. For this reason, Chinese participation in FATCA is exceedingly unlikely. 

However, the American method for convincing 50 countries to participate in bilateral 

agreements promising to engage in their scheme has proven to be effective, and China 

could use the same method. Essentially, the U.S. has used its economic clout to threaten 

all the other countries to provide it with information or face a drastic reduction in the 

value of their U.S. assets, which are extensive for many countries. China may benefit by 

a similar policy. If promising to pay tax havens to participate in their information sharing 

scheme does not work, perhaps threating to reduce their Chinese assets’ value by 30% 

would work. This would certainly intimidate the owners of the 9.7 trillion dollars of 

capital currently in China domiciled in the British Virgin Islands. 

 Given Hong Kong’s close political and economic relationship to China, it would 

probably be best for China to coordinate a treaty exclusively with Hong Kong, but Hong 

Kong would be very unlikely to sign a treaty with China which compromises its bank 

secrecy. Evidence from García-Herrero (2011) suggests that Hong Kong’s favorable tax 

secrecy regime (contrasted with Shanghai) is one of its primary advantages as an offshore 
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center. García-Herrero further suggests that Hong Kong needs to diversify its investments 

and fully assert its independence from China so it may possess advantages over Shanghai 

as a financial center even after China’s capital accounts are fully liberalized. To stop 

Chinese tax haven abuse in Hong Kong it is necessary to initiate domestic policy which 

could limit the abuses, rather than attempt to remove the barrier between Hong Kong and 

the mainland with respect to tax rates and banking secrecy, currently making Hong Kong 

an attractive avenue for capital to enter China. According to García-Herrero (2011, 369), 

China’s signature of seven Closer Economic Partnership Agreements with Hong Kong 

demonstrate the mainland’s interest in using Hong Kong as an avenue for foreign capital 

to enter China. To compromise Hong Kong’s relatively free market economy and enforce 

Chinese tax laws de facto in Hong Kong would harm both Hong Kong and China. It 

seems the best way for China to limit tax evasion through the use of Hong Kong’s 

institutions is to discourage tax evasion through domestic policy shifts. 

 In order for China to boost the tax morale of its inhabitants and thus also of its 

corporations, it is necessary to improve the fairness and trustworthiness of its institutions. 

According to Michelsen and Read (2011), Chinese citizens as a whole have a fairly 

positive opinion of official justice, including the police system and the legal system, but 

this is not true of the citizens who had actually engaged in a legal trial before. They 

conclude that “personal experience in the legal system eroded confidence in and support 

of official justice.” According to Torgler (2004), “Trust in government and the legal 

system and the satisfaction with national officials have a significant positive effect on tax 

morale. Thus, trust seems to be key determinant for maintaining and increasing tax 

morale and thus taxpayers’ willingness to contribute to the public good.” For this reason, 
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it is necessary for China to increase the public perception that its courts are trustworthy 

such that tax evasion may be less likely to occur.  

 The legal institutions are not the only ones that may be holding back tax morale. 

The capital markets have also been shown to be not considered trustworthy by business 

owners. In the study previously mentioned by Zhu, Wittmann and Peng (2011), in which 

small and medium sized business owners were interviewed, almost 80% of the 

interviewees mentioned that they felt the business environment was unfair, with 

preferential treatment given to large businesses who have more contacts within the 

government’s ministries, and over 60% felt they were not able to receive adequate 

financing through the Chinese banking system. Less than 10% of private Chinese 

enterprises can obtain bank loans and less than 1% can obtain non-bank financing from 

the capital markets. (Zhu et al. 2011) This lack of support from the government and the 

government controlled banking system may explain why tax morale among business 

owners is not as high as it could be. In addition, as Sutherland et al. (2010) have 

suggested, “China’s dynamic private enterprises have been highly responsive to domestic 

legislation and to imperfections in the domestic capital markets from which they have 

been crowded out.” (Sutherland et al, 24) In summation, the flawed capital markets of 

China which provide paltry amounts of financing to SMEs and starve private firms for 

capital are encouraging usage of offshore financial centers both by lowering tax morale 

of the business owners and by necessitating the usage of foreign capital by a form of 

domestic capital starvation. These problems can be addressed at the same time by 

improving capital markets’ fairness towards private enterprise, which can be done by 

providing more capital to private businesses and less capital to the SOEs.  
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 A further problem with the funding of SOEs is that SOE managers do not have 

the proper incentive structure for efficient and profitable business tactics. This is because 

of the way in which state owned enterprises are owned. With over 65.9% of shares of 

China’s listed companies being non-tradable shares either owned by the government or 

other state-controlled groups, the Chinese government ensures that it maintains majority 

control of almost all of the largest firms in the country. (Morck et al. 2007) Chinese SOEs 

pay very small amounts of dividends to shareholders and often none at all, because the 

state loses control of the profits if they are distributed but maintains control if they are 

retained in bank accounts. For this reason, corporate managers of SOEs are very unlikely 

to encourage retained cash to be disbursed to shareholders, as they are not accountable to 

private shareholders. Instead, they are likely to send out large amounts of FDI, either to 

politically important pet projects of the government or perhaps to tax havens where the 

funds may be put into the private benefit of SOE insiders. Although these SOEs are 

providing the majority of the funds which flow into these tax havens, it is questionable 

how much these flows from SOEs are actually in pursuit of economic profit for the firm 

or whether they are merely for the personal profit of the SOE managers. 

 This does not suggest, however, that Chinese institutions need to be replaced 

entirely with westernized models of proper institutions. As Michelsen and Read (2011) 

point out, Chinese citizens have alternatives to the formal legal systems for dealing with 

their problems, which they prefer and use more extensively: “Aggrieved individuals not 

only more frequently sought local help from informal relations and community and 

workplace leaders, but they also evaluated their experiences with these sources of help far 

more favorably than they evaluated their experiences with formal legal institutions.” 
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(Michelsen and Read, 193) These relationships with community leaders used to solve 

disputes, related to the use of Guanxi, allow Chinese citizens to find proper solutions to 

disputes without contacting the courts. Although it is necessary for China to make its 

legal system more trustworthy to the people who use it, there is not a need to stimulate its 

use for an increased percentage of Chinese citizen’s grievances, as the informal solutions 

appear much more favorable to all involved. Furthermore, as Torgler (2003) notes, both 

“formal and informal institutions significantly impact tax morale” (Torgler, 26) so there 

is no need to treat only official institutions as potential enhancers of tax morale.   

The IDP Model  

According to Liu, Buck, and Shu (2005), China’s growth of OFDI does appear to be 

largely consistent with the IDP model, once a couple of extra factors neglected by 

Dunning originally have been added to the analysis. The authors found that over half of 

the variance of ODFI could be explained using their modified IDP framework. The 
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authors then suggest that “the explanatory power of the augmented IDP hypothesis 

suggests that policies specifically directed at OFDI may be unnecessary, since OFDI 

seems to follow economic development automatically.” (113) By suggesting that China, 

even with its variety of non-western institutions and non-standard business practices, is 

able to closely match the augmented IDP model, and that OFDI seems to follow naturally 

from a country’s economic development, it appears that the flow of OFDI to tax havens 

has not greatly distorted the country’s FDI figures. If the flow of money to tax havens 

was only influenced by perverse incentives put forth by the government, it might be 

expected that China’ OFDI flows far outpaced the levels predicted for a country at 

China’s level of development. As can be seen from the diagram above, China’s NOIP per 

capita and GDP per capita do bear a resemblance to the beginning stages of the IDP 

diagram (on page 30.) with the exception of the increase in NOIP and subsequent 

decrease following the financial crisis. However, instead of suggesting that the decrease 

in NOIP following the crisis is an anomaly, it may make more sense that the increase 

during the crisis was not due to China advancing to stage 3 but actually to the collapse of 

world markets causing an IDFI drop. Based on this model, it may seem that China is 

primed to enter stage 3 very soon. As noted by Lee (2013), China’s IFDI in October 2012 

was lower than its IFDI from a year earlier, the 11
th

 such relative decrease in 12 months, 

while outward FDI rose by 25% over the first 10 months of 2012. These trends suggest 

that stage 3 is approaching very soon, if not already begun, and at this point China’s 

OFDI will soon rise to be greater than IFDI. China needs to establish proper relations 

with tax havens as soon as possible, because the capital is flowing out of China in greater 
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numbers and in greater proportion than ever before. The negative impacts of tax havens 

on China’s economy will only be exacerbated as the trade relationship grows.  

Conclusion 

 China’s policymakers should be interested in minimizing its tax leakage to tax 

havens. Unfortunately, though many other countries are and have been interested in the 

same goal, there are few successful models from which to build. Many tax information 

exchange agreements appear to be only slightly useful and have achieved no detectable 

fund repatriation to the host country. However, there are ways in which a more optimal 

agreement may be designed. China should pursue a multilateral agreement with its largest 

sovereign tax havens, The British Virgin Islands, the Cayman Islands, Samoa, among 

others, which would pay these countries to provide full disclosure of all Chinese sourced 

assets in their financial institutions. Payments would only be provided to these parties 

once the Cayman and British Virgin Islands both sign on and perhaps a number of 

smaller other havens as well. There would be steep penalties for noncompliance. This 

sort of agreement represents a workable and mutually beneficial agreement for both 

China and the smaller countries. However, if such a multilateral agreement cannot work, 

due to any of these nations’ understandable hesitance to relax its bank secrecy, China 

may attempt the “stick” approach the United States already demonstrated with FATCA. 

China could threaten all foreign financial institutions with steep withholding fees of all 

China-based assets unless the institution provides full information to the government. 

Though this method is unlikely to work without foreign consent, the U.S. is in the process 

of negotiating over 50 treaties with other nations, demonstrating that this approach can 

actually cause mass-negotiation. As for Hong Kong, China’s closest economic partner 
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and also largest tax haven, there is no reason China should attempt to strong arm Hong 

Kong into implementing Chinese tax law. Hong Kong’s success as an offshore center 

also helps China through facilitating western investment in China, so China should not 

attempt to break down Hong Kong’s bank secrecy, but it may pursue greater tax-

enforcement policies in the mainland. 

 China’s state owned enterprises are not very efficient, and also the capital markets 

which funds these enterprises cause extensive crowding out of private businesses, 

furthering the need for foreign capital markets accessible through tax havens. The capital 

favoritism for inefficient state-owned enterprises should be eliminated to stop the capital 

starvation of private firms. 

 To further decrease the amount of money flowing to tax havens, the Chinese 

government must seek to increase the trust between the constituents and the institutions. 

Furthering direct democracy possibilities and causing a more predictable and popular 

legal system may increase the tax morale of Chinese citizens and also Chinese 

businesses, as both people and businesses around the world evade taxes less often when 

tax morale is high.  

 Lastly, the IDP theory seems to predict that China’s OFDI/IFDI ratio is going to 

become positive, as do the numbers for these figures for 2012, and for this reason it is 

especially important for China to solidify its relationship with offshore centers. Money 

will continue to go offshore, and if China is unable to minimize the negative impacts of 

such flows, the tax base leakage is only going to be more of a problem for China and its 

people.  
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Chapter 5: Conclusion 

As China’s economy continues to get stronger and more dominant, the wealth of 

Chinese citizens and firms will only continue to grow. However, not all increase in 

wealth is good for the country in welfare terms. Allowing the most successful businesses 

and people to send their money to tax havens and avoid proper taxation limits the 

effectiveness of progressive taxation to begin with, and can result in a totally unfair and 

growingly unequal tax environment.  

The optimal level of tax for a country to charge its residents is beyond the scope 

of this paper and up to debate, but it must be ensured that as many people as possible 

comply with the tax code or else an efficient and equitable tax code cannot exist.  

For this reason, it is necessary for China to craft some new policy to limit the 

flows of Foreign Direct Investment that go to tax havens. It can approach this problem by 

having new policies which influence its firms, its citizens, and the other countries 

themselves.   

China needs to provide a better business environment for its private firms, and it 

needs to stop coddling the SOEs in the domestic markets. A better tax, regulatory, and 

legal environment for small enterprises would encourage Chinese SMEs to gain their 

financing through domestic markets rather than crowding them out so that they must seek 

foreign financing or use personal savings. The SOEs do not have the proper incentive 

structure for profitable activity, and it is these enterprises which are sending the majority 

of money to these tax havens. The SOEs should be allowed to compete more fairly with 

private firms, and if they are unable to compete they should either be privatized or 
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restructured, not kept afloat through a financial market artificially allowing them to 

operate continuously. 

Chinese citizens would be more likely to pay their taxes if they felt that the 

government was spending its proceeds in ways deemed acceptable to the citizenry. This 

feeling of trust for the government can boost tax morale and ultimately bring in tax 

proceeds in ways which exceed heightening of tax avoidance detection schemes. 

Furthermore, a more trustworthy government can increase the tax morale of firms as 

well, by making business owners more invested in the goods paid for through taxes.  

As for the relations between China and the tax haven nations themselves, China 

must craft new policy for its relations with foreign tax havens, but it may not be 

necessary to bring about change in Hong Kong’s banking system. China should first see 

if the Cayman and British Virgin Islands (CBVI) can both agree to a tax information 

exchange agreement (TIEA) with extensive payouts to the countries, compensating them 

for their losses, complete and total tax information sharing, and no payout authorized 

unless both large havens agree. This prevents any potential hold-out incentive and can 

attempt to get these countries to engage in negotiation of an actual effective TIEA. 

However, if this does not work, China may threaten these countries with heavy 

withholding taxes of their China-sourced assets unless such information is shared. 

Realistically, the only way to get such negotiations to happen is for China to make these 

countries better off by sharing the information than not sharing, and they can do it with a 

coaxing payment or an aggressive tax. As for Hong Kong, China stands to lose too much 

by toppling Hong Kong’s separate legal and banking system. Instead of attempting to 

enforce Shanghai’s laws in Hong Kong, it is probably better to allow Hong Kong to 
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continue to be a doorway for investment into China and if the tax haven flows get too out 

of hand engage in further evasion detection methods. 

As the IDP theory suggests, Chinese outward foreign direct investment is going to 

reach some unprecedented levels in the coming years, and without a proper regulatory 

framework for Chinese tax policy, negative impacts of tax leakage will only exaggerate 

themselves. Chinese firms have been shown to respond quickly to new regulatory 

frameworks, which means that China should also move fast to keep wealth from being 

hidden away in tax havens rather than have its owners pay their fair share. 

Future studies in this area should look at how FATCA has actually been 

implemented by the U.S. and through its numerous bilateral agreements, as this policy 

benefits are of yet unproven but promising. Potential problems with such a policy include 

an overabundance of information shared, which may be costly to effectively sort through, 

a continued tax haven problem due to shifting assets to different countries, and privacy or 

leak concerns. FATCA requires an immense amount of information to be shared, which 

theoretically could be leaked to people who could engage in malicious actions with that 

information. A further promising area for study in this field is the exact causal methods, 

if any, which can cause firms in countries with developing economies and institutions to 

pay more taxes in a voluntary way. 

Tax havens seem to be unlikely to go away, as there are not very many methods 

to effectively discipline a small, privileged country which holds the personal accounts of 

all the worlds’ vested interests. However, if a host country makes it a priority to limit tax 

havens’ influence on their tax base; it may be possible to do so through a variety of new 
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methods. The American tax authorities were able to shut down Switzerland’s oldest bank 

(Wegelin & Co, a bank which predated the American Revolution) in 2012 for this banks 

assistance in helping tax evaders. China should learn from this method, improve domestic 

policies which incentivize such behavior, make tax evasion stoppage a serious priority, 

and they should be able to minimize the negative effects these offshore centers can have 

while still growing their businesses and their outward foreign direct investment.  
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