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Abstract

This study investigates the effects of the Economic Substance Act, which was enacted
since 2019, on corporate offshore investment structures and tax avoidance behaviors,
particularly as they pertain to tax havens. Regression analysis of data on Taiwan Stock
Exchange and Taipei Exchange companies in Taiwan (2016-2021) is conducted. The
results indicate that the Economic Substance Act has discouraged companies from
establishing subsidiaries in tax havens, with existing subsidiaries in such jurisdictions
being more likely to be liquidated or relocated to non-tax haven areas. Furthermore,
the act has led to reductions in the maximum number of ownership layers in offshore
investment structures and in revenues reported by tax haven-based subsidiaries. These
findings reflect the streamlining of corporate offshore investment structures and a decline
in transactions conducted in tax havens. Finally, after the implementation of the act, tax
avoidance activities through tax havens decreased, as evidenced by a considerable increase
in corporate effective cash tax rates. The findings suggest that in an environment where
tax incentives in tax havens are diminishing, companies should relocate core income-
generating activities to locations where firms’ economic value is created.
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HMIGRA, ., - -0.007 -0.81 0.4181 -0.009 -0.74 0.4564
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INST,, + 0.000 0.00 0.9977 0.028 1.01 0.3138
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ZVHNDJ Control Control
Adj. R 0.0315 0.0767
AE 6,730
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1. Purpose

This study explores the effects of the Economic Substance Act, introduced by several
tax havens since 2019, on Taiwanese companies’ offshore investment structures and tax
avoidance behaviors. The Economic Substance Act generally requires entities registered
in tax havens to conduct substantial economic activities, including employing adequate
staff, maintaining physical premises, and performing Core Income-Generating Activities.
Noncompliance may result in penalties or the automatic exchange of information with
tax authorities in parent jurisdictions. Under the circamstances, this study examines
whether TWSE /TPEx listed companies have reduced their use of tax haven subsidiaries
in their offshore investment structures and their corporate tax avoidance behaviors since
the enactment of the act. Specifically, we analyze corporate tax avoidance behaviors by
observing reductions in proportionate revenues allocated to tax haven subsidiaries and

increases in effective tax rates (ETRs) and cash effective tax rates (CASHETRS).

2. Methodology

The study uses financial statement data from TWSE /TPEx listed companiesspanning
2016 to 2021, comprising 6,748 firm-year observations. The sample period allows for
the analysis of corporate tax avoidance behaviors before and after the enactment of the
Economic Substance Act.

This study employs the following regression models to examine the research
questions. First, the study employs logistic regression models to investigate whether
the Economic Substance Act drives these companies to reduce the use of tax haven

subsidiaries by establishing fewer subsidiaries, liquidating existing subsidiaries, or
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relocating subsidiaries from tax havens. We expect that these companies are less likely to
establish tax haven subsidiaries and more likely to liquidate or relocate these subsidiaries
after the enactment of the Economic Substance Act.

Furthermore, this study applies regression analysis to assess the effects of the
Economic Substance Act on changes in the maximum number of ownership layers within
offshore investment structures and the proportion of revenue allocated to tax haven
subsidiaries. We expect that these companies would reduce the number of ownership
layers in their offshore investment structures and allocate a smaller proportion of revenue
to their tax haven subsidiaries after the implementation of the Economic Substance Act.

Last, to address potential endogeneity issues, the study employs two-stage least
squares regression to examine whether these companies increase their share of tax costs
after the enactment of the Economic Substance Act. The two-stage least squares regression
model simultaneously estimates endogenous variables (e.g., the establishment of tax haven
subsidiaries) and the effects of the Economic Substance Act on ETR and CASHETR
of these companies. We expect these companies would exhibit increased ETRs and

CASHETRs after the implementation of the Economic Substance Act.

3. Findings

The empirical results of the study show that the enactment of the Economic Substance
Act significantly curtails the establishment of new subsidiaries in tax havens. Further,
these companies increasingly liquidate or relocate existing subsidiaries to jurisdictions
outside tax havens. The results suggest that the additional costs and compliance burdens
introduced by the Economic Substance Act reduce the attractiveness of tax havens as
destinations for profit-shifting and tax avoidance. Firms are deterred from using tax
haven subsidiaries as vehicles for minimizing tax liabilities because of stricter economic
substance requirements.

Furthermore, the maximum number of layers in corporate offshore investment
ownership structures significantly declined after the implementation of the Economic
Substance Act, reflecting a simplification of pyramid ownership structures. These
companies respond to the Economic Substance Act by streamlining their equity investment

arrangements and reducing structural complexity to mitigate tax risks and compliance
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costs. The shift away from multilayered holding structures reflects a strategic adaptation to
the new regulatory environment.

Firms also exhibite a reduction in tax avoidance behaviors after the implementation
of the Economic Substance Act, as reflected by significant increases in both ETRs and
CASHETRs. The results suggest that these companies are willing to undertake higher tax
costs to mitigate the increased risks associated with tax avoidance under the Economic
Substance Act.

Finally, we find that the revenue share reported by subsidiaries in tax havens
decreases, indicating a deliberate reallocation of income-generating activities to
jurisdictions with substantive economic activities. These findings suggest that the
Economic Substance Act has inhibited firms from exploiting tax havens for profit-shifting
purposes.

Nevertheless, we observe that a significant percentage of firms have continued
to maintain tax haven subsidiaries within their offshore investment structures after the
implementation of the act. This suggests that specific tax and nontax advantages of tax
haven subsidiaries remain. In other words, firms may still leverage tax havens for business

strategies or jurisdictional protection.

4. Research Limitations and Implications

This study focuses exclusively on listed companies in Taiwan, limiting the
generalizability of the findings to firms in other regulatory territories or industrial contexts.
Future research could expand the analysis to companies in diverse geographical regions
for broader applicability. Although the study employs two-stage least squares regression
to mitigate endogeneity, various unobservable factors could still have influenced
corporate tax avoidance strategies. We suggest further research to validate the causal
relationships identified in this study. Moreover, Taiwan’s corporate tax reforms during
the study period—particularly the statutory tax rate increase from 17% to 20%—may
have confounded the analysis of the Economic Substance Act’s effects on tax avoidance
behavior.

Companies need to proactively ensure compliance with economic substance

requirements by reassessing the location of core income-generating activities. Simplifying
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ownership structures and reallocating resources to jurisdictions with substantive
economic activities are essential for long-term compliance and risk mitigation. The
findings underscore the Economic Substance Act’s effectiveness in curbing tax avoidance.
Policymakers should strengthen enforcement mechanisms, address potential loopholes,
and promote international cooperation to prevent regulatory arbitrage. Enhancing global
tax governance frameworks is essential to sustaining the success of initiatives such as the

Economic Substance Act and achieving greater tax equity.

5. Contributions and Implications

This study is among the first to empirically examine the effects of the Economic
Substance Act on corporate offshore investment structures and tax avoidance behaviors
in Taiwan. It reveals how international tax regulations reshape corporate strategies,
forcing firms to adjust governance and operational practices. The use of two-stage least
squares regression enhances the credibility of the findings, yielding credible evidence
of how regulatory interventions influence corporate decision-making while addressing
endogeneity concerns in empirical analyses.

The study enriches the literature on tax havens and corporate tax avoidance by
presenting a novel perspective on the role of regulatory measures in shaping corporate
behavior. The study fills a research gap by providing detailed evidence on firms’ strategic
responses to stricter compliance requirements. By examining the interaction between
regulatory interventions and corporate strategies, the study lays the groundwork for
further exploration of the long-term implications of economic substance requirements
for global tax governance. Moreover, for corporate practitioners, the study provides
actionable insights for aligning tax planning strategies with global compliance standards.
It emphasizes the importance of transparency and strategic alignment with economic
substance requirements to mitigate reputational and financial risks. Finally, the findings
reinforce the need for robust enforcement of economic substance regulations and enhanced

interjurisdictional collaboration to effectively combat tax avoidance.
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6. Conclusions

The implementation of the Economic Substance Act has influenced corporate tax
avoidance behaviors. Use of tax haven subsidiaries within offshore investment structures
has declined while corporate ETRs have increased. These findings underscore the
effectiveness of international regulatory measures in enhancing tax transparency and
tax equity. Furthermore, the results highlight a crucial shift for companies operating in
a changing global tax environment. With diminishing tax incentives in traditional tax
havens, firms may realign their core income-generating activities with jurisdictions where

substantive economic value is created.
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