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Haven Indicator 4:
Capital gains tax
What is measured?
This indicator measures the extent to which a jurisdiction taxes corporate
capital gains arising from the disposal of domestic and/or foreign
securities. As such, it assesses the lowest available tax levied on
corporate capital gains, applicable for large for-profit corporations which
are tax resident in the jurisdiction, irrespective of whether the capital
gains are taxed as part of corporate income tax or as part of another type
of tax, such as wealth tax or an independent capital gains tax.
This indicator has two components which are equally weighted:
a) the lowest available tax levied on corporate capital gains arising
from the disposal of domestic securities; and
b) the lowest available tax levied on capital gains arising from the
disposal of foreign securities.
By securities, we mean any negotiable financial instrument with monetary
value, including equity shares, corporate debt, government bonds, hybrid
financial products and derivatives.
It is worth noting that, although we consider the capital gains tax
generally applicable to companies in a jurisdiction, we assess the lowest
capital gains rate applicable to any type of (domestic or foreign) security.
Thus, if there is a specific type of domestic or foreign security from which
companies can derive capital gains at a lower rate, we consider such
lower rate for purposes of this indicator.
The lowest available corporate capital gains tax rate in each of the two
components is then assessed against 35% in line with Haven Indicator 1
on the lowest available corporate income tax rate (“spillover risk
reference rate”).1 A zero capital gains tax rate or an exemption from
capital gains tax in each of the components equals a haven score of 50 in
each of the components. If both types of securities are exempt from
capital gains tax or are taxed at 0%, the combined resulting haven score
is thus 100. If the lowest available capital gains tax rate is 35% in each of
the components, the haven score is zero. Any rate in between is linearly
scaled against 35%.
In cases where different tax rates applies, the haven score is calculated
in the following way: 1) determining the jurisdiction’s lowest available tax
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levied for each of the components; 2) subtracting each of these tax rates
from the spillover risk reference rate of 35%; 3) scaling the resulting
metrics in proportion to a haven score between 0 and 50 for each of the
components; and 4) calculating the total haven score by a simple addition
of the two components.
While, in general, we consider the lowest capital gains tax rate that is
applicable to any company that is tax resident in the jurisdiction,
disregarding tax rates applicable to special types of entities, we
exceptionally include the tax rate applicable to special types of entities in
two situations. First, if a special type of entity can engage in economic
activities in a broad range of sectors (4 or more) which are exempt, we
consider lower tax rates applicable to such company, if any..2 Second,
when holding companies are offered lower tax rates for domestic or
foreign capital gains, we also consider these entities for this Haven
Indicator 4..3
Investment funds as well as other types of funds that are open to the
general public (both “regulated” funds such as mutual funds or hedge
funds, and any investment entity that may not be regulated, such as a
family trust) are not considered within the scope of this Haven Indicator
for various reasons. First, their legal form varies significantly depending
on the country and in some cases, they are not considered a company
(but rather a partnership or trust or other legal form); second, they
usually can undertake a very narrow range of business activities whereas
Haven Indicator 4 takes a more holistic approach and thus does not
consider specific types of entities; finally, investment funds which are
open to the public are usually not subsidiaries of large multinational
corporations given the shareholding is diluted within a large group of
corporate and individual shareholders.
The data for this indicator was collected primarily from country analyses
and country surveys in the International Bureau of Fiscal Documentation
(IBFD) database.4 In some instances, we have also consulted additional
websites and reports of accountancy firms.
The scoring matrix is shown in Table 4.1, with full details of the
assessment logic presented in Table 4.3 below.
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All underlying data can be accessed in the Corporate Tax Haven Index
database5. To see the sources we are using for particular jurisdictions
please consult the assessment logic in Table 4.3 and search for the
corresponding info IDs (IDs 513 and 514) in the database report of the
respective jurisdiction.

Why is this important?
By purchasing and holding assets through intermediary companies in
jurisdictions with no or low capital gains taxation, the corporate income
tax and capital gains tax systems of any jurisdiction can be easily
circumvented. Therefore, the availability of jurisdictions with low or no
capital gains taxation jeopardises the tax base of other jurisdictions and
creates tax spillover effects.
In a response to these profit shifting techniques regarding highly mobile
financial and other service activities, countries often choose to enter the
race to the bottom by providing lower taxes for holding passive
investments. As a result, nowadays many countries in practice apply very
low or no taxes on the income from shareholdings (a term jointly used to
refer to dividend income and capital gains).6
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One of the ways to do this is through the application of special rules of a
holding company regime.7 For example, in Dominica, International
Business Companies are exempt from corporate tax and capital gains and
can be used as holding companies.8 Otherwise, capital gains are often
exempt through what is known as a participation exemption system.9
Participation exemption is widely used by European Union member
states, countries in the European Economic Area10 and many other
countries as well. The legislation which regulates participation exemption
regimes may either establish no conditions for granting the exemption or
alternatively may require a minimum threshold and/or business activity
test and/or holding period.11
The extent of participation exemption varies among jurisdictions. Some
jurisdictions, such as Malta12 and Aruba13 exempt from tax all capital gains
on domestic and foreign shares derived from a participating holding or
from the disposal of such holding. Other jurisdictions, such as Germany14,
France15 and Italy16, may only partially exempt from tax capital gains by
adding back to the taxable income a lump sum of a certain percentage of
the capital gains.
The OECD does not perceive low or no effective tax rates imposed on
income from shareholdings as harmful per se, given that these rates may
be a result of a policy that seeks to mitigate double taxation.17 However,
these policies seeking to mitigate double taxation can result in double
non-taxation as the transformation of regular income into capital gains is
a key pillar of many tax avoidance strategies. As long ago as 1998, the
OECD, in its Harmful Tax Competition Report (‘1998 Report’),
recommended countries not to exempt capital gains (from the disposal of
securities) from tax in cases where the investee company is subject to a
low-tax regime.18 In addition, it specified low or no effective tax rates as a
gateway criterion (one of the four key factors) in determining whether a
preferential regime is considered potentially harmful.19 Another of the
factors is whether the jurisdiction excludes resident taxpayers from
taking advantage of the preferential regime or if an entity that can benefit
from the regime is prohibited from operating in the domestic market. 20
According to the OECD’s approach – which was further developed in its
Base Erosion and Profit Shifting Action 5 report21 – where low or no
effective taxation and one or more of the remaining three key factors
apply, a regime will be characterised as potentially harmful. The meaning
of a ‘potentially harmful’ regime according to the OECD, is that “the
features of the regime implicates one or more of the criteria, but that an
assessment of the economic effects has not yet taken place to make a
determination as to whether the regime is ‘harmful’”.22
The OECD also defines a two-step process for determining whether a
preferential regime is ‘potentially harmful but not actually harmful’. First,
4
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the review of the regime’s legal framework leads to a decision on whether
it is possible for the regime to negatively affect the tax base of other
jurisdictions, for example by being designed as a low-tax and ring-fenced
regime.
Second, the regime is assessed as to whether it has a negative impact in
practice by reviewing the historical economic data about the operation of
the regime. This can be done by analysing the number of taxpayers and
the amount of income benefiting from the regime.23 Given that the
historical statistical data about the operation of the regime may
subsequently change, this approach is hardly suitable for a reliable test
of “harmfulness”.24
In any case, the existence of the gateway criterion of low or no capital
gains tax may be abused in itself by investors that can avoid capital gains
taxation in their country of residence by structuring their investment
accordingly. Hence, jurisdictions that exempt domestic or foreign capital
gains from taxation contribute to base erosion and profit shifting in other
countries.
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The rate of 35% is the spillover risk reference rate defined for haven indicator 1.
The rate was determined by filtering: a) all jurisdictions for democracies, and b)
sorting for the highest corporate income tax rates observed. As a result of this
analysis, the spillover risk reference rate is set at 35%. The highest rates found
in democracies are Pakistan and Brazil, with 35% and 34%, respectively. In both
countries, capital gains are included in the corporate income and are thus taxed
equally at the corporate income tax.
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The basis for this exception is the following: If a jurisdiction allows a special
type of entity that is able to engage in a broad range of economic activities, then
such entity may be the vehicle of choice for large multinationals, regardless of
the specific business carried out. Thus, it is appropriate to consider that the
lowest tax rate applicable to a tax resident subsidiary of a multinational
company is the tax rate applicable to such special type of entity.
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The rationale in this case is similar: Large multinationals often use holding
companies to manage shareholdings in other companies in the corporate group,
or set up financing arrangements. Because this type of company is the legal
vehicle of choice for multinationals accruing capital gains upon the sale of
domestic or foreign securities, we consider any lower rate applicable to holding
companies, for the assessment of the capital gains rate in Haven Indicator 4.
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