ECOMNZTOR

Make Your Publications Visible.

Bauer, Matthias

Research Report

A Service of

ﬂ I I I Leibniz-Informationszentrum
° Wirtschaft
o B Leibniz Information Centre
h for Economics

Unintended and undesired consequences: The
impact of OECD Pillar | and Il proposals on small

open economies

ECIPE Occasional Paper, No. 04/2020

Provided in Cooperation with:

European Centre for International Political Economy (ECIPE), Brussels

Suggested Citation: Bauer, Matthias (2020) : Unintended and undesired consequences: The
impact of OECD Pillar | and Il proposals on small open economies, ECIPE Occasional Paper,
No. 04/2020, European Centre for International Political Economy (ECIPE), Brussels

This Version is available at:
https://hdl.handle.net/10419/251091

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor dirfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie durfen die Dokumente nicht fur 6ffentliche oder kommerzielle
Zwecke vervielfaltigen, 6ffentlich ausstellen, éffentlich zuganglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your
personal and scholarly purposes.

You are not to copy documents for public or commercial
purposes, to exhibit the documents publicly, to make them
publicly available on the internet, or to distribute or otherwise
use the documents in public.

If the documents have been made available under an Open
Content Licence (especially Creative Commons Licences), you
may exercise further usage rights as specified in the indicated
licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/251091
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

ECIPE OCCASIONAL PAPER = 04/2020

Unintended and Undesired

Consequences:

The Impact of OECD Pillar | and Il Proposals
on Small Open Economies

By Matthias Bauer, Senior Economist at ECIPE

EUROPEAN CENTRE
FOR INTERNATIONAL
POLITICAL ECONOMY



ECIPE OCCASIONAL PAPER — NO. 04/2020

EXECUTIVE SUMMARY

Corporate tax laws vary significantly between different jurisdictions. Over the past four dec-
ades, governments globally competed for business activity by lowering statutory and effective
corporate tax rates. Many governments provide special tax incentives for businesses to invest
and expand employment. Special economic zones often grant full corporate tax exemptions to
stimulate commercial development. Corporate income tax incentives for research and develop-
ment activities are common across countries’ corporate tax codes reflecting governments’ desire
to stimulate innovation and business development.

While corporate tax competition is common government practice in the world economy, the
OECD currently aims to curb international corporate tax competition. The OECD’s corporate
tax reform proposals officially aim to address “corporate tax avoidance” and “unfairness in tax-
ation”. The policy debate is driven by some governments’ motivation to increase revenues from
taxes on corporate income. Economic impact assessments of the OECD’s current Pillar I and
IT proposals are still scarce. Individual governments have so far failed to conduct impact assess-
ments or are hesitant to make their assessments available to the general public. The OECD’s
secretariat expects additional tax revenues of 100bn USD annually, which are said to be evenly
distributed among the 137 countries comprising the Inclusive Framework. The narrow focus
on changes in governments’ revenues and the static nature of the OECD’s analysis is in various
respects misleading.

This paper highlights that the proposed reforms would shift taxing powers (tax sovereignty) and
economic activity away from small open economies to the world’s largest countries, of which
most (currently) apply very high statutory corporate tax rates. The implementation of Pillar T and
IT proposals would pave the way for a global tax redistribution framework transferring financial
funds away from governments that embrace free international trade and investment to the many
of the world’s worst-performing governments with respect to economic openness, acceptance of
the rule of law, corruption, state interventionism, and the recognition of basic human rights (e.g.
Argentina, Brazil, China, India, Indonesia and Russia). Conversely, the OECD’s proposed cor-
porate tax reforms would punish the world’s best performing economies with regard to economic
freedoms, trade and investment openness and the rule of law (e.g. Estonia, the Czech Republic,
Ireland, the Netherlands, Slovakia, Slovenia, Switzerland, including small city and island states,
such as Hong Kong, Luxembourg and Singapore).

The reforms proposed by the OECD would have a significant impact on how much and where
multinational enterprises would have to pay corporate income tax in the future. The proposed
measures would therefore impact where large companies produce and invest in the future. Con-
tinued tax competition would contribute to a narrowing of international corporate tax rate dif-
ferentials up to the 12.5% minimum tax threshold level proposed by the OCED. The narrowing
of tax rate differentials between today’s high-tax jurisdictions, of which most are very large coun-
tries, and today’s low-tax jurisdictions would direct international and domestic investments and
investment-induced tax revenues away from small countries. Estimates show that inward FDI
in today’s high-tax countries would increase and outward FDI would decrease. In a symmetrical
way, inward FDI in today’s low-tax countries would decrease and outward FDI would increase.
Opverall, the shift in effective taxing powers would undermine small countries’ relative attractive-
ness to international businesses and, on top of that, would induce domestic businesses to relocate
to larger countries with the gravity of larger markets.

Contrary to claims made by the OECD, the implementation of Pillar I and II proposals would
not improve the global allocation of capital. Global trade and investment flows would still be
subject to tax competition and prevalent trade and investment barriers. The OECD’s current
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proposals would likely incentivise the governments of large countries to maintain long-standing
barriers to trade and investment. The economic gravity of large countries may even incentivise
large country governments to erect additional barriers that would restrict market access for com-
panies from small open economies. For small open economies that are home to research- and
knowledge-intensive multinational companies, the OECD’s proposed tax reforms would under-
mine future investments in R&D, innovation and business model development, with adverse
implications for existing research clusters, education systems and high value-added jobs.

Policymakers should reconsider whether taxes on corporate income actually contribute to gov-
ernments’ overall social and economic policy objectives, such as economic development, redis-
tribution and fairness in taxation. Replacing tax systems that include taxes on corporate income
by systems that rely more or exclusively on direct taxes on labour income, capital income and
consumption (VAT/sales taxes) would increase transparency about the distributional effects of
taxation and significantly improve governments’ tax manoeuvrability in response to citizens’
preferences for fairer taxation. A regime change towards greater use of VAT/sales taxes would
also have a positive impact on global capital allocation. Companies would no longer have to pay
attention to corporate tax rate differentials, while governments would have additional incentives
to embrace foreign trade and investment, materialising in lower barriers to trade and investment
and a more efficient allocation of global capital respectively.

1. INTRODUCTION

The OECD’s Inclusive Framework (IA), which comprises the governments of 137 highly diverse
countries, discusses new international rules for the taxation of multinational enterprises. In May
2019, the Framework agreed a program of work for addressing the “Tax Challenges of the Dig-
italization of the Economy.” The program sets out two pillars of work:

* Pillar I aims to design new rules for the (re)allocation of taxing rights between
jurisdictions. It considers several new mechanisms for profit allocation and new
nexus rules. Pillar T proposals are framed as a policy remedy to corporate income
that is currently not taxed in the countries where it is generated. Recent proposals
indicate that the new rules under Pillar I go beyond digital companies, i.e. they
will affect more companies in more industries.

Pillar II (also referred to as the “Global Anti-Base Erosion” or “GloBE” or “Min-
imum Tax” proposal) aims to design a new set of rules for a minimum taxation
of corporate income. It is framed as an attempt to address “ongoing risks” from
corporate structures that allow multinational enterprises to shift profits to juris-
dictions where they are subject to no or low taxation. Rules resulting from Pillar II
would provide (high-tax) jurisdictions with a right to “tax back” where (low-tax)
jurisdictions have not exercised their primary taxing rights or the payment is oth-
erwise subject to low levels of effective taxation.

The reforms proposed by the OECD would have a significant impact on how much and where
multinational enterprises would have to pay corporate income tax in the future. The proposed
measures would impact where companies invest and locate in the future, impacting the revenues
collected from sales taxes, labour-income taxes and taxes on corporate income. From a geopolit-
ical perspective, the reforms proposed by the OECD would shift taxing powers and economic
activity away from small countries to large, populous countries. This shift in the balance of
power would impact how governments formulate domestic economic policies as well as trade
and investment policymaking.


https://www.oecd.org/tax/beps/beps-regional-meetings.htm
https://www.oecd.org/tax/beps/programme-of-work-to-develop-a-consensus-solution-to-the-tax-challenges-arising-from-the-digitalisation-of-the-economy.htm
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The aim of this study is to discuss major economic implications of the OECD’s Pillar I and II
proposals on small open economies. The analysis will go beyond the few existing impact assess-
ments, which almost exclusively focus on potential changes in governments’ revenues from taxes
on corporate income. While the focus of this analysis will be on small open economies, the
analysis and its conclusions are particularly relevant for governments that generally support good
governmental institutions, the rule of law and open markets for trade and investment.

Section 2 will begin with an overview of potential economic impacts outlined by existing impact
assessments. Section 3 provides an overview of key economic and institutional features of large
countries and small open economies. The analytical focus will be on the Inclusive Framework’s
top 30 most and top 30 least export-intensive (or, generally, trade-intensive) economies and
how they perform with regard to corporate tax rates, the legal manifestation of economic free-
doms, the level of existing trade and investment barriers, and the domestic state of the rule of
law. Accounting for the tax sensitivity of international investment and governments’ continuing
incentives for tax competition to maintain foreign investment and/or prevent divestment, Sec-
tion 4 analyses the impact of a narrowing or international corporate tax rate differentials on the
reallocation of FDI and FDI-induced tax revenues changes. Section 5 concludes that Pillar I and
IT are much more impactful than presented by the OECD and national governments.

2. POTENTIAL IMPACTS OF THE OECD’S REFORM PROPOSALS

Both the OECD’s Pillar I and Pillar II proposals have been described in rather broad terms. The
impacts of Pillar I critically depend on the final design of the reallocation rules and the future
definition of residual profits. For Pillar I, the OECD’s own (rudimentary) impact assessment
estimates that a) effective average corporate tax rates (EATRs) are going to rise between 0.6%
and 1.9%, and b) that governments of low-income (developing) countries would be the main
beneficiaries of the reform proposals. The estimated effects from Pillar II are particularly sensitive
to the minimum effective corporate tax threshold, which was set at 12.5%. Referring to its pre-
liminary impact assessment from February 2020, the OECD claims that the combined effects
from Pillar I and II would result in revenue gains that would be “broadly similar” across high,
middle and low-income economies, amounting to some 4% of current corporate tax revenues

(OECD 2020b).

Public statements and official publications demonstrate that the policy debate about OECD’s
reform proposals is centred around the overarching objective to combat “corporate tax avoid-
ance”. The narrow focus on avoidance and governments’ future revenues is reflected by recent
impact assessments. Comprehensive economic impact assessments of the OECD’s reform pro-
posals are still scarce. Those that are available merely focus on the changes in corporate tax reve-
nues and aggregate corporate tax bills. Due to the vagueness of the latest proposals, all obtainable
assessments are based on a number of assumptions, and they generally suffer from a lack of
available data. Individual governments have so far failed to conduct impact assessments or are
hesitant to make their assessments available to the general public. So far, the debate has paid little
attention on the proposals” effects on countries” economic activity, investment (incl. R&D) and
innovative capacities, including effects on small and open economies. Virtually no attention has
been paid to the impact on the future development of the quality of governmental institutions,
governments future incentives to increase their countries’ attractiveness for entrepreneurs and
investors, and governments’ own capacities to improve the quality of infrastructure, education,
professional qualifications and basic research in their countries.

An IMF Working Paper from 2019 (No. 19/287) investigates the impact of internationally
operating companies’ profit shifting behaviour on investment activities and the implications of
restraints on profit shifting on future tax competition (Klemm and Liu 2019). Following the
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empirics as well as their own analysis, they conclude that “profit shifting opportunities unam-
biguously reduce the cost of capital in all countries [analysed].” It is stressed that profit shifting
opportunities raise the global stocks of capital. It is concluded that “[g]iven the ambiguity of
many of the findings, the recent strength of international [OECD BEPS] efforts at curbing
profit shifting may appear surprising.” They also argue that a “permissible attitude” towards
profit shifting is a component of tax competition and that governments are unlikely to give up
on tax competition in the future.

A study published by the Oxford University Centre for Business Taxation analyses the impacts of
Pillar IT (Devereux et al. 2020). It is emphasised that the proposals suffer from a “lack of obvious
principles”. It is also argued that the proposals are inconsistent with the objective to tax corporate
income where value is created. The authors point to flaws in the notion of “taxation according
to the place of value creation”. It is outlined that the global decline in statutory corporate tax
rates is the result of tax competition and governments’ interest to attract real economic activity
and “mobile profit”. It is cautioned that tax competition will continue irrespective of an OECD
agreement: “many countries [...] implemented many forms of anti-avoidance rules at the same
time as competing on other aspects of their tax systems,” while corporate tax revenues have not
fallen considerably. The authors demonstrate that “[t]here is a clear trade-off between the aims
of reducing profit shifting and supporting investment.” It is argued that Pillar II policies would
increase the cost of capital, with adverse implications on overall investment activity.

A study conducted by tax practitioners looks into the likely impacts of Pillar I, i.e. changes
in nexus and income allocation rules for internationally operating companies’ taxable income
(Singh et al. 2020). The authors estimate the extent of change the OECD’s unified approach will
bring about. The numbers estimated indicate that the new formulaic elements of the OECD’s
unified approach may directly govern the allocation of a large portion of an MNE’s pre-tax
income. However, the impact on changes in the allocation of pre-tax profits and tax revenues is
modest compared to the status quo. The authors highlight that existing nexus and income alloca-
tion rules grounded in the permanent establishment concept and the arm’s-length principle will
continue to be relevant in the future. It is stated that “[rJumors of the arm’s- length principle’s
demise may have been somewhat exaggerated”.

In a recent opinion note released by ZEW (2020), it is argued that the OECD’s latest propos-
als stand in opposition to the OECD’s stated policy objectives. The authors highlight that the
OECD is currently pursuing a “fundamental and potentially overshooting corporate tax reform”.
For Pillar I, the authors argue that the proposals would increase arbitrariness in determining the
amount of profit subject to taxation and increase the risk of double taxation. For Pillar II, the
authors highlight that the “proposed coexistence and reinforcement of the residence and source
based taxation principle [...] could also increase tax competition between OECD member states
with the coordinated minimum tax level being the lower bound.” It is also highlighted that “the
risk of double taxation increases if all jurisdictions try to expand their access to the tax base of
multinational enterprises.” It is concluded that the OECD should focus on “indirect taxes to
generate tax revenues at the location of user participation. The value added tax (VAT) is an
already existing suitable tool to tax consumption in market countries.”

3. IMPACTS ON SMALL OPEN ECONOMIES

This Section will discuss the potential impacts of the OECD’s reform proposals on small open
economies. Various stakeholders report that the Inclusive Framework is not as inclusive as its
name suggests. Expert opinion as well as media coverage suggest that the policy reform debate is
to a large extent shaped by the governments of large countries, such as the US, China and India.
The Covid-19 situation has put small country governments even more on the side-lines as it
became more difficult for their representatives to participate in ongoing discussions.
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The economic interests of smaller countries are at risk of being swept under the rug by a political
consensus crafted by the governments of the world’s largest economies. The negative implica-
tions from the OECD’s reform initiative are likely to be strongest for small open economies,
including (but not exclusively) countries that are home to innovative and internationally com-
petitive businesses. The negative implications go beyond direct impacts on the tax burden of
multinational companies and governments’ corporate tax revenues. They are also about future
incentives for governments to strive for good governmental and legal institutions and a political
culture that embraces commerce, entrepreneurship, and open markets in support of economic
development and high standards of living. This section continues with a discussion of character-
istics of small open economies, followed by an outline of major institutional characteristics of
countries comprising the OECD’s Inclusive Framework.

3.1. Characteristics of “Small Open Economies”

The term “small open economy” is frequently used in the economic literature. The expression is
referred to characterise a set of countries that are, on aggregate and compared to other countries,
“too small” to affect world interest rates, world prices or labour incomes.' Similar considerations
apply for international political relations. In international economic diplomacy, the political
influence of a government is generally based on the economic clout of the country this govern-
ment represents. Political influence is positively correlated to a country’s aggregate purchasing
power, its overall production capacity and the amount of capital available for investment.

More generally, a country can be considered an “open economy” if its government allows its cit-
izens to engage in international exchange, i.e. trade across national borders. Exchange is largely
about trading goods and services, but can be more intangible, e.g. exchanges in procedural
know-how, managerial practices and technological knowledge. Another important feature of an
open economy is that its government allows citizens to invest their savings abroad and foreigners
to invest in the domestic economy, which in economics lingo is described as free flow of capital.2

Economic history demonstrates that countries whose governments embrace international trade
and investment also benefit from knowledge spillovers, which positively impact on the quality of
governmental institutions and the rule of law. In addition, exposure to international trade and
investment improves, over time, the effectiveness and efficiency of domestic market regulations,
the ease of doing business and, as a result, economic development, structural economic change
and standards of living.

For the purpose of this paper, it is useful to distinguish economies on the basis of their involve-
ment in the international economy. A traditional measure of “trade openness” is the ratio of
trade to GDP (overall economic activity in a given year). A relatively high trade-to-GDP ratio

! For example, consider the case of the USA and Canada. Although Canada is larger in geographical terms, it is much smaller
in economic terms. In fact, Canada is so small that, compared to the rest of the world, the interest the Canadian government
and Canadian citizens pays on its debts cannot be influenced by Canadian market participants themselves. By contrast, the
market of the USA is large enough, compared to the rest of the world, that the decisions inside the USA actually do affect
the interest rate at which the USA is able to borrow. Similarly, a huge surge in demand in the US for an internationally traded
commodity might well increase world prices and incomes in the commodity-producing sector, while a surge in demand in
Canada would leave world prices and incomes rather unchanged. Similar considerations apply for the supply side, i.e. the
provision of capital that is made available for foreign borrowers or domestic production that is made available for foreign
buyers.

N

By contrast, the main characteristic of a “closed economy” is self-sufficiency. Individuals and companies in a closed economy
are not willing or not allowed to take part in any exchange with actors from other countries. An economy that is to a large
extent closed to foreign exchange and investment relies solely on domestic activities without exposure to foreign products,
services, technology and knowledge. The world of 2020 does not know fully closed economies. Although North Korea could
be thought of as an example for a closed economy, North Koreans' are also trading with partners from other countries,
namely with companies and individuals from China.
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is a sign of a more open country. The trade-to-GDP ratio also functions as a rough indicator of
how much a country’s citizens and companies engage in international trade and to what extend
they are participating in the international division of labour. Economic evidence demonstrates
that as individuals and companies engage more in foreign trade (exporting, importing, invest-
ing), the more they and their counterparts benefit in terms of productivity growth and income
generation.

The world’s most open economies in terms of trade/GDD, imports/GDP and exports/GDP are
small — often very small — economies. The OECD’s Inclusive Framework is generally comprised
of countries, which show a high variation in terms of the state of economic development, open-
ness to foreign trade and investment, the state of the rule of law and the quality governmental
institutions. As concerns trade openness, Inclusive Framework countries are characterised by a
high degree of heterogeneity with regard to their participation in international trade, both in
exports and imports.

Figure 1 shows the Inclusive Framework’s top-30 most export-intensive and the top-30 least
export-intensive economies for the past 5 years. The numbers show that the Inclusive Frame-
work’s 30 most export-intensive economies are generally relatively small countries, e.g. Esto-
nia, the Czech Republic, Hungary, Ireland, the Netherlands, Slovakia, Slovenia, Switzerland,
Thailand and Vietnam, and very small city and island states, e.g. Hong Kong, Luxembourg
and Singapore. By contrast, the Inclusive Framework’s 30 least export-intensive countries com-
prise many of the world’s largest countries, including Argentina, Brazil, China, India, Indonesia,
Japan, Russia, and the US.: Many more Inclusive Framework countries, of which most are also
relatively small in terms of population and overall economic output, are somewhere in the mid-
dle range of trade, export and import intensities.

It should be noted that the export-intensities depicted in Figure 1 generally reflect countries’
dependency on international trade. Due to their sheer size, large countries are generally more
self-sufficient with regard to natural resources and the products and services that are or could
be produced in these countries. In addition, due to market size effects, large countries are much
more attractive to investors than small countries.

3 The patterns are largely similar for import intensities and overall trade (import plus export) intensities.
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FIGURE 1: TOP-30 “INCLUSIVE FRAMEWORK” COUNTRIES WITH THE HIGHEST AND LOWEST

EXPORT INTENSITIES

Highest export intensities (5Y) Lowest export intensities (5Y)
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Source: World Bank data. Note: export intensities have been calculated on the basis of 5Y average export to
GDP ratios. The numbers depicted in the chart represent the distance from the sample mean, which is 0.49 for

the countries participating in the Inclusive Framework.*

A large body of economic research demonstrates that country size matters most for foreign inves-
tors. A country’s population size is generally positively correlated with market size. Market size is
the key determinant of FDI, as firms can expect to benefit from higher economics of scale as well
as a larger potential demand (ECB 2017, World Bank 2011). Figure 2 outlines several aspects
that are also critical for foreign investors, amongst them the quality of legal and governmental

institutions and regulations governing international trade and investment.

4 Alist of countries is available at https://www.oecd.org/tax/beps/inclusive-framework-on-beps-composition.pdf (as of May

2020, last updated: December 2019).
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As will be shown in more detail below, the Inclusive Framework’s most export-intensive coun-
tries (as outlined by Figure 1) are generally much more tax competitive than large countries,
much freer with respect to domestic regulations and at the same time much more open to inter-
national trade and investment. In other words, the degree of “trade and investment dependence”,
on the one hand, and “self-sufficiency”, on the other hand, is reflected in domestic regulations
for commerce and policies governing trade and investment.

FIGURE 2: KEY DETERMINANTS OF FOREIGN INVESTMENT

Market size and potential I 17
Institutional and regulatory quality I 15
Trade opennes IIIIIINNNNN——— ©
Infrastructure quality NG 3
Labour quality and costs I 7
Economic and political stability I
Cultural links NG S

Source: World Bank (2011).
3.2. Corporate Taxation and Economic Freedom in Inclusive Framework Countries

Empirical data indicates that governments of large economies have less incentives to compete
for business activity on characteristics of the corporate tax system, e.g. the headline corporate tax
rate. Indeed, the Inclusive Framework’s most export-intensive countries, of which all are small
countries, are on average much more tax competitive than the least export-intensive economies,
of which most are large and very large countries. The average statutory corporate tax rate of the
IF’s most export-intensive economies was 19.3% in 2019. Half of the most export-intensive
economies applied a statutory corporate tax rate below 20%. By contrast, the average statu-
tory corporate tax rate of the IF’s least export-intensive countries was 27.2%. Half of the least
export-intensive countries applied a statutory corporate tax rate that exceeded 29.5% in 2019.
Moreover, from 1990 to 2019, half of the most export-intensive economies reduced their stat-
utory corporate tax rates by more than 15 percentage points, compared to a median of only 7.3
percentage points for the group of least export-intensive (large) economies (see Figure 3 and, for
a detailed overview, Table 3 in Appendix II.
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FIGURE 3: TOP-30 “INCLUSIVE FRAMEWORK” COUNTRIES WITH THE HIGHEST AND LOWEST
EXPORT INTENSITIES, 2019 STATUTORY CORPORATE TAX RATES AND 1990 - 2019 CHANGES IN
STATUTORY CORPORATE TAX RATES, MEDIAN VALUES

2019 statutory corporate tax rate Change 1990 - 2019 in percentage points

30%

20%

-7%
-15%

B Top 30 Inclusive Framework countries with highest export intensities (small open economies)

H Top 30 Inclusive Framework countries with lowest export intensities (large economies)

Source: World Bank and Tax Foundation.

Empirical data also shows that the Inclusive Framework’s most export-intensive countries show
on average a substantially higher degree of economic freedoms. Half of the Inclusive Frame-
work’s most export-intensive countries rank higher than position 40 of 162 countries studied by
the Fraser Institute. By contrast, half of the least export-intensive (large) countries rank worse
than position 100 of 162 countries. In addition, the Inclusive Framework’s most export-inten-
sive economies are generally much less restrictive to international trade than the least export-in-
tensive countries. As concerns the state of the rule of law, numbers presented for the stringency
of the enforcement of contracts and the state of the general legal system and property rights
demonstrate that the IF’s most export-intensive economies generally perform better than the 30
least export-intensive countries. This result can be attributed to the high number of large coun-
tries among the 30 least export-intensive countries that perform poorly with respect to the state
of the rule of law, e.g. Turkey, Italy, India, Indonesia, Egypt, Argentina, Brazil and Nigeria (see
Figure 4 and, for a detailed overview Table 7, 8, 9 and 10 in Appendix II).

10
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FIGURE 4: TOP-30 “INCLUSIVE FRAMEWORK” COUNTRIES WITH THE HIGHEST AND LOWEST
EXPORT INTENSITIES, QUALITY OF DOMESTIC LEGAL INSTITUTIONS, MEDIAN VALUES

7,51 7.8 7,43
6,68
6,22
5,72 5,76
5,04
4,57
I ] I

Overall economic  Regulatory trade investment State of rule of law State of rule of law
freedom barriers barriers - LEC - LSPI

M Top 30 Inclusive Framework countries with highest export intensities (small open
economies)

M Top 30 Inclusive Framework countries with lowest export intensities (large economies)

Source: World Bank and Fraser Institute. For the state of the rule of law, numbers are presented for the strin-
gency of the enforcement of contracts (LEC) and the state of the general legal system and property rights
(LSPI).

II
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BOX 1: KEY INSTITUTIONAL CHARACTERISTICS OF THE OECD INCLUSIVE FRAMEWORK’S TOP
30 COUNTRIES WITH THE HIGHEST AND THE LOWEST EXPORT INTENSITIES

DEVELOPMENT OF STATUTORY CORPORATE TAX RATES

Table 3 in Appendix Il outlines the development of statutory corporate tax rates in the top-30 Inclusive
Framework countries with the highest and lowest export intensities. As with all economic data, the picture
is not 100% clear with regard to differences in economic indicators between certain groups of countries.
However, the Inclusive Framework’s most export-intensive countries, of which all are small countries, are on
average much more tax competitive than the least export-intensive economies, of which many are very large
countries. The average statutory corporate tax rate of the most export-intensive economies was 19.3% in
2019. Half of the most export-intensive (small open) economies applied a statuary corporate tax rate below
20%. By contrast, the average statutory corporate tax rate of the least export-intensive (mostly large and
very large) countries was 27.2%. Half of the least export-intensive countries apply a statutory corporate
tax rate that exceeds 29.56%. Moreover, from 1990 to 2019, half of the most export-intensive economies
reduced their statutory corporate tax rates by more than 15 percentage points, compared to only 7.3 per-
centage points for the group of least export-intensive economies. Obviously, corporate tax competition is a
very important pillar of economic policymaking in small open economies, while it is much less important in
large countries.

DEVELOPMENT OF ECONOMIC FREEDOMS

Table 4 in Appendix Il shows that the Inclusive Framework’s most export-intensive (small open) economies
show a higher degree of economic freedoms, as measured by the Fraser Institute.® The ranking of countries
is based on five areas: size of government, legal structure and security of property rights, access to sound
money, freedom to trade internationally, and the regulation of credit, labour and business. On average, eco-
nomic freedom in the most export-intensive economies takes the value 7.54. Half of the Inclusive Frame-
work’s most export-intensive countries rank higher than rank 40 of 162 countries. Thailand and Vietnam are
the worst performing countries in the group of the Inclusive Framework’s most export-intensive economies.
By contrast, the average economic freedom index value is only 6.73 for the least export-intensive (mostly
large and very large) countries. Half of the least export-intensive countries rank worse than rank 100 of
162 countries. Australia, Japan and the US are the best performers in the group of least export-intensive
economies.

DEVELOPMENT OF BARRIERS TO INTERNATIONAL TRADE AND INVESTMENT

Table 5 in Appendix Il shows the level of regulatory trade barriers in the top-30 Inclusive Framework coun-
tries with the highest and lowest export intensities. The Inclusive Framework’s most export-intensive (small
open) economies are generally less restrictive to international trade than the least export-intensive (mostly
large and very large) countries. At the same time, for the period 2010 to 2017, the numbers demonstrate
that the governments of many of the least export-intensive economies increased the number of trade barri-
ers, most of them governments of large and very large countries. By contrast, the number of regulatory trade
barriers remained largely unchanged (even a minor improvement) since 2010 for the most export-intensive
economies.

Table 6 in Appendix Il shows the level of investment barriers in the top-30 Inclusive Framework countries
with the highest and lowest export intensities. Similar to trade barriers, the Inclusive Framework’s most
export-intensive (small open) economies are generally less restrictive to international investment than the
least export-intensive (mostly large and very large) countries. At the same time, for the period 2010 to 2017,
the data demonstrates that the governments of many of the least export-intensive economies increased
the number of investment barriers. The number of investment trade barriers remained, on average, largely
unchanged (even a small improvement) since 2010 for the most export-intensive economies.

DEVELOPMENT OF THE RULE OF LAW

Table 7 in Appendix Il shows how the top-30 Inclusive Framework countries with the highest and lowest
export intensities perform with regard to domestic state of the rule of law. Numbers are presented for the
stringency of the enforcement of contracts (LEC) and the state of the general legal system and property
rights (LSPI). The numbers demonstrate that the Inclusive Framework’s most export-intensive (small open)
economies generally perform better than the top-30 least export-intensive (mostly large and very large)
countries. Both averages and median values are higher (i.e. indicating stronger acceptance/enforcement of
the rule of law) for the top-30 most export-intensive countries. It is noteworthy that for both indicators the
differences in the median values are quite significant. This result can be attributed to the high number of
(large) countries among the top-30 least export-intensive countries that perform poorly with respect to the
state of the rule of law, e.g. Turkey, Italy, India, Indonesia, Egypt, Argentina, Brazil and Nigeria. For the period
2010 to 2017, the state of the rule of law remained largely unchanged for the majority of the top-30 most
export-intensive economies, while it slightly deteriorated for the majority of the top-30 least export-intensive
countries.

5 Economic Freedom of the World: 2019 Annual Report is the world’s premier measurement of economic freedom, ranking
countries based on five areas: size of government, legal structure and security of property rights, access to sound money,
freedom to trade internationally, and regulation of credit, labour and business. See Fraser Institute: https://www.fraserinsti-
tute.org/studies/economic-freedom.
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4. IMPLICATIONS FOR INTERNATIONAL INVESTMENT AND TAX REVENUES

According to the OECD’s own impact assessment from February 2020, Pillar I and II com-
bined would “overall significantly impact on global tax revenues”. It is further stated that most
governments' tax revenues would increase, with “investment hubs experiencing some loss in
tax revenues’. It is also claimed that the “overall direct effect on investment costs is expected to
p
be small in most countries, as the reforms target firms with high levels of profitability and low
effective tax rates.” The OECD further claims that “the reforms would also reduce the influence
of corporate taxes on investment location decisions”.

The OECD’s own analysis does not account for governments’ responses to the shift in taxing
rights under Pillar I and limitations on tax competition imposed by Pillar II. In other words, the
OECD’s analysis is comparative-static. It does not take into account future changes in individual
governments’ tax policymaking behaviour, particularly the future path of tax competition and
how internationally-operating companies would react to new developments in tax competition,
e.g. lower statutory corporate tax rates in some jurisdictions and/or greater use of tax incentives
by governments to drive down effective corporate tax rates. As both Pillar I and IT aim to change
governments tax policy behaviour, assessments should be forward-looking in the sense that they
account for trade-offs and consistency problems over time. This has also been suggested by the
theory of international tax competition. Keen and Konrad (2012), for example, state that “[t]ax
competition takes place, in practice, in a dynamic framework. This has several implications. [...]
[D]ecisions are made sequentially. Some early decisions may generate stock effects that deter-
mine the environment in which later decisions take place. Today’s capital stock is the result of
earlier decisions on savings and consumption, and this may generate time consistency problems
for the optimal tax policy that interact with the effects of tax competition. A third aspect is the
relationship between stocks and flows and the trade-off between taxing stocks and attracting an
inflow of new capital. (p. 36)

Despite the existence of dynamic effects, expert discussions often disregard the relevance of tax
policies for companies’ investment decisions. Similarly, media coverage and the public debate
often fall short to reflect on the impacts of tax policymaking and tax competition on the devel-
opment of commerce and investment over time. Dynamic effects on companies’ commercial
and investment activities should be addressed by impact assessments of the OECD’s proposals.
The literature on the theory of international tax competition suggests that governments will
continue to compete for investment and business activity in the future (see, e.g. Kee and Konrad
2012 for an extensive coverage of the theory of international tax competition and cooperation).
Governments past behaviour strongly suggests that tax competition will continue with Pillar I
and II implemented.

Tax competition may even intensify under the limitations of OECD’s Pillar I and II proposals.
The degree of tax competition can be captured by the development of differences in effective tax
rates over time (henceforth tax rate differentials). The differentials between statutory corporate
tax rates and effective corporate tax rates recently outlined by ZEW (2019), for example, indi-
cate that EU and non-EU governments implemented various tax incentive polices. Similarly,
tax policy measures outlined by the recent World Investment Report confirm that governments
of developing and emerging market economies consider tax incentives a key policy measures to
stimulate domestic investment and to attract foreign investors (UNCTAD 2019; Box 2 below).
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BOX 2: TAX AND OTHER FISCAL INCENTIVES STILL IMPORTANT INVESTMENT PROMOTION
TOOLS (UNCTAD)

The United Nations Conference on Trade and Development highlights that tax incentives are key policy
measures adopted by governments to stimulate domestic investment and to attract foreign investors. UNC-
TAD (2019, p. 87) finds that: “[nJumerous countries expanded their systems of fiscal investment incen-
tives. For instance, Burkina Faso reduced by one quarter the threshold for incentives to invest in strategic
sectors. China expanded income tax benefits for overseas investors, exempting them from withholding of
income tax on the reinvestment of profits made in China. Ecuador revised its investment law, establishing
new incentives to promote FDI and providing a new arbitration route for settling disputes arising out of
investment contracts. Italy introduced a reduced tax rate for profits reinvested to acquire assets or to in-
crease employment. Mauritius introduced a five-year tax holiday for companies to collaborate in developing
infrastructure in SEZs. Poland extended the fiscal incentive schemes previously available only in SEZs to
the entire country. Thailand enacted the Eastern Economic Corridor Act, which provides fiscal incentives
for investors in the Corridor. Uganda introduced tax incentives to promote both domestic and foreign in-
vestment focusing on industrialization, exports and tourism. In January 2019, Cameroon introduced, inter
alia, several tax incentives for the rehabilitation of an economic disaster area. In February 2019, Guatemala
established fiscal incentives for companies operating in its new SEZs called special public economic de-
velopment zones. Among the tax benefits provided are an exemption for 10 years from income tax and a
temporary suspension of taxes associated with imports. To promote investment in hotels and recreation
activities, in February 2019 Panama extended its fiscal incentives for the tourism industry until 2025. Also
in February 2019, Poland introduced financial incentives aimed at boosting the audio-visual industry.”

Moreover, the OECD itself highlighted in 2008 that “[v]irtually all governments are keen to
attract foreign direct investment (FDI). It can generate new jobs, bring in new technologies
and, more generally, promote growth and employment. The resulting net increase in domestic
income is shared with government through taxation of wages and profits of foreign-owned com-
panies, and possibly other taxes on business (e.g. property tax). FDI may also positively affect
domestic income through spillover effects such as the introduction of new technologies and the
enhancement of human capital (skills). Given these potential benefits, policy makers continually
re-examine their tax rules to ensure they are attractive to inbound investment. [...]” The OECD
(2008, p. 1)

As suggested by ZEW (2020), Devereux et al. 2020) and others, the OECD’s tax reform pro-
posals could increase tax competition, with the proposed minimum threshold tax level of 12.5%
being the lower bound. A global minimum effective tax rate may even accelerate tax-cutting
competition for countries that already apply relatively low corporate tax rates (Langenmayr
(2020). The simple reason is that companies” investment behaviour is influenced by the financial
burden imposed by corporate taxes. Governments will likely anticipate that changes in countries’
effective corporate tax rates would trigger decreases in inward investment (less companies invest-
ing in the country) and increased in outward investment (more and more companies leaving the
country. Governments, small and large, can be expected to lower effective corporate tax rates in
order to contain negative effects on outward investment (less divestment of domestic businesses)
and inward investment (maintaining/increasing attractiveness for companies from abroad.

The following analysis shall inform policymakers about the direction and potential magnitude
of the impacts from the OECD’s Pillar II proposals on investment positions and investment-in-
duced changes in tax revenues over time. The focus is on changes in investment and tax revenues
that would result from continuing tax competition over time, taking into consideration a lower
bound 12.5% minimum effective corporate tax rate on global corporate profits.

4.1. Methodological Considerations
The aim of this analysis is to show the direction and magnitude of effects on investment and tax
revenues that would result from a gradual narrowing of OECD countries’ effective corporate tax

rates — a process that may intensify as a result of the imposition of a lower effective corporate
tax bound rate of 12.5%, which is anticipated by governments that compete for investment and
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business activity, mainly small open economies. The results are in various respects also relevant
for an assessment of the potential implications of Pillar I on FDI positions and tax revenues.

For the group of OECD countries, the following analysis provides estimates for the investment
and revenue impacts of changes in the differential of effective tax rates for three scenarios:

Scenario 1:

In Scenario 1, we assume that investors’ “home countries” unilaterally reduce their effective cor-
porate tax rate to 12.5%, while the effective corporate tax rates in the partner countries remain
unchanged.

Scenario 2:

In Scenario 2, we assume that investors’ FDI destinations reduce their effective corporate tax
rate to 12.5%, while the effective corporate tax rate of the home country remains unchanged.

Scenario 3:

All OECD countries reduce their effective corporate tax rates to 12.5%, which represents a full
elimination of present tax rate differentials (“full narrowing”) within the group of OECD coun-
tries — similar to the estimations conducted in OECD (2017).

Scenarios 1 and 2 are included for illustrative purposes, highlighting governments’ need to react
to changes in other countries’ corporate tax regimes if they wish to maintain domestic invest-
ment in their country and/or attract additional investment from abroad. For example, ceteris
paribus, a unilateral reduction of the effective corporate tax rate to 12.5% would increase invest-
ment in the tax-cutting country when all other countries continue to apply previous tax rates.
By contrast, maintaining a high effective corporate tax rate would reduce domestic investment
in the respective country if the effective tax rates decreases in all other countries.

Scenario 3 is considered the most relevant scenario. It outlines the potential end state of a pro-
cess of sequential tax competition up to the lower bound of 12.5%. Scenario 3 represents the
aggregation of effects from scenarios 1 and 2. It can be interpreted as a new equilibrium after a
period of gradual and, for some countries, intensified tax competition where neither small nor
large countries can compete on effective corporate tax rate differentials anymore. An important
implication for small open economies is that in this equilibrium, ceteris paribus, large countries
would be more attractive to investors than small countries due to market size and economic
gravity effects.

While a global minimum effective tax rate is only foreseen under Pillar II, the incentives and
investment relocation mechanisms at work are similar for Pillar I. The government of a country
that is home to large internationally operating companies may have an incentive to lower the
effective corporate tax burden at home if these companies face a higher total tax burden due to
additional taxation in market jurisdictions. Additional or higher taxes in market jurisdictions
may increase the effective corporate tax rate of a company to an extent that may cause a compet-
itive disadvantage as compared to competitors headquartered in jurisdictions with lower effective
corporate taxes. A higher group-wide tax burden may therefore cause companies to reconsider
their overall international investment positions including their country of headquarter. Con-
fronted with such situations, governments may have to reconsider their effective corporate tax
rates if they want to keep successful international businesses in their country. Governments
would have to change tax policies at home, e.g. through lower statutory tax rates or measures
intended to lower their effective tax rates.
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The methodology underlying this analysis follows the considerations of a 2017 Working Paper
published by the OECD’s Economics Department (OECD 2017), which analyses the impact
of corporate tax rate differentials on OECD countries’ FDI positions (stocks) and tax revenues.®
The authors estimate the redistribution effect of corporate tax rate differentials on FDI and
changes countries’ corporate tax revenues that result from companies’ responses to international
differences in corporate tax rates.

The authors acknowledge that different “policy- and non-policy” factors impact on multina-
tional companies investment decisions. Non-policy factors include gravity forces, such as market
size and distance between home and host countries, but also factor endowment characteristics.
Policy factors include regulatory (trade and investment) openness, product-market regulation,
labour-market arrangements and infrastructure. It is highlighted that policy factors can generally
raise or lower the overall cost of investment and other commercial transactions. In line with a
vast body of economic literature, the authors stress that “[t]axation is another important policy
factor affecting [multinational enterprises] real investments decisions. Ceteris paribus, lower-tax
countries are expected to have larger inflows (and smaller outflows) of capital than higher-tax
countries.” (p. 6)

The authors estimate changes in OECD countries’ bilateral FDI positions (inward and outward
FDI) in response to a full elimination of corporate tax rate differentials. They find that “in the
absence of bilateral tax rate differences, the inward FDI position of high tax countries would
increase and their outward FDI position would decrease. In a symmetrical way, the inward FDI
position of low tax countries would decrease and their outward FDI position would increase. [...]
For most OECD countries, the calculated effects of tax rate differentials on FDI positions range
between -15% and 15% of current FDI positions, assuming a semi-elasticity of -1.5”.7 (p- 12) It
is also found that “[t]he share of OECD countries aggregate outward FDI positions into partner
countries that can be explained by the tax rate differential is decreasing with partner countries
statutory tax rate. This reflects that in most cases, taxes are not the major driver of FDI position.”
(p- 13) Similarly, their “analysis suggests that higher-tax OECD countries lose revenue due to
the effect of tax differentials on FDI positions, while lower-tax countries gain revenue.” (p.14)

It should be noted that OECD (2017) does not report results on a country-by country level.
Results are only plotted for ranges of countries’ “current statutory corporate tax rates’. The
highest relative changes in inward FDI, outward FDI and tax revenues are generally estimated
for low-tax countries (statutory corporate tax rate of less than 15%) and high-tax countries (stat-
utory corporate tax rate of more than 35%).

5 It should be noted that this publication does not represent “the official views of the OECD or of its member countries. The
opinions expressed and arguments employed are those of the author(s).” (p.1)

7 The semi-elasticity indicates the percentage change in FDI associated with a one percentage-point change in taxes. A
change in the semi-elasticity would change the size of the estimated effects proportionally, but the relative revenue effects
will be unchanged.
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For the three scenarios outlined above, this analysis replicates the methodology of OECD
(2017). We compute changes in OECD countries’ inward and outward FDI positions and cor-
responding changes in tax revenues that may result from the imposition of a global minimum
effective tax rate of 12.5%. The calculations are based in the following formulas:

Equation 1: Scenario 1: AFDIyyr, = ¥, FDL., X & X (t, — 12.5),

Equation II: Scenario 2 : AFDIoyr, = Y, FDI, , X € X (12.5 — t),

Equation III: Scenario 3 : AFDIyyr, = ZFDIW XeX (tr —tp),
P

whereby AFDIyyz, is the change in total FDI from the home country 7 to the host country p,
EDI,, is the total current FDI from the home country to the host country, # is the effective cor-
porate tax rate in the home country, #, is the effective corporate tax rate in the host country and
€ is the semi-elasticity of investment (in response to changes in the effective corporate tax rate).
Changes in inward FDI positions of country 7 can be obtained by a similar approach. In line
with OECD (2017), we provide estimates for two semi-elasticities €: -1.5 and -3, representing
the percentage change in FDI positions (stock) associated with a one percentage-point change in
the effective corporate tax rate. ¢

In line with OECD (2017), FDI is treated as an investment in equity. For outward FDI, for
example, it is assumed that any extra outflow of equity caused by tax rate differences would
have been invested at home in the absence of tax rate differences. It is also assumed that this
investment at home would generate a taxable profit equal to a “normal” rate of return, which
is set at 10%. Multiplying the normal return with the effective corporate tax rate in the home
country results in an estimate of the FDI-induced tax revenue effect caused by the differences
in tax rates between the home country and the partner (host) countries and the elimination of
these differences respectively.

It should be noted that, in line with OECD (2017), we compute hypothetical changes in bilat-
eral FDI positions, i.e. changes in FDI positions that may evolve in the absence of tax rate
differences, everything else being equal. The numbers should not be taken by face value but con-
sidered indicative with respect to direction and relative magnitude of the effects from continued
tax competition on a country’s FDI positions and corporate tax revenues.

4.2. Data

FDI data: FDI data are taken from the OECD’s foreign direct investment statistics database.
Bilateral data is only available for the period 2003 to 2013, while for most countries the latest
year for which data is published is 2012. The data available is generally patchy. Many govern-
ments did not consistently report FDI data in the past. Some governments refer to classified
(confidential) information, while other do not further specify why data is not made publicly

8 The tax sensitivity of FDI generally varies for countries as well as sectors and business models. Ballpark numbers or “consen-
sus estimates” such as the ones applied by OECD (2017) and used in this study are indicative and should not be taken by
face value. “Studies examining cross-border flows suggest that on average, FDI decreases by 3.7% following a 1 percentage
point increase in the tax rate on FDI. But there is a wide range of estimates, with most studies finding decreases in the range
of 0% to 5%. This variation partly reflects differences between the industries and countries being examined, or the time
periods concerned.” (OECD 2008, p.2) It should be noted that the tax rate equalisation effect of scenario 3 does not require
the effective tax rate to be 12.6%. Tax rate equalisation would also take place at any tax rate including very low or very high
tax rates. However, the level of effective tax rates also impacts on the level of semi-elasticities. The higher the corporate tax
rate the higher the decrease in investments and vice versa.
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available. To address this problem, average values were calculated for the period 2003-2013. If
the 2003-2013 average value is greater than the value reported in the latest year available (2012
or 2013), the higher value is used for the calculations.:

Corporate income tax rates: due to complete coverage of OECD countries, composite effective
average tax rates were taken from the OECD, representing the year 2017.° To account for the
2017 corporate tax reform in the US, an updated effective average corporate tax rate has been
taken from ZEW (2019)."" For scenario 1, we applied the 12.5% effective corporate tax rate to
the home countries and 2017 effective corporate tax rates to partner counties. For scenario 2,
we applied 2017 effective corporate tax rate for the home country and the 12.5% minimum
effective rate for partner countries. In scenario 3, the 12.5% minimum effective rate was applied
for all OECD countries.

4.3. Results

In the main body of this paper, results are only plotted for scenario 3. For scenarios 1 and 2,
results are provided in Appendix III — Estimation results. As concerns scenario 1, with the excep-
tion of Hungary and Ireland, which currently show effective corporate tax rates lower than the
OECD-proposed minimum effective corporate tax rate of 12.5%, domestic investment would
increase in all countries if their governments would unilaterally lower the domestic effective cor-
porate tax rate to 12.5% while all other countries would maintain effective corporate tax rates at
2017 levels (2019 level for the US). Countries” increases in investment are driven by higher levels
of inward investment from abroad and “returning” outward investment. In contrast, countries
would lose domestic investment if their governments would maintain effective corporate tax
rates at current (2017) levels while all other governments would lower their effective corporate
tax rates to 12.5%.

Scenario 3 assumes a full elimination of effective corporate tax rate differentials among OECD
countries. For scenario 3, inward investment would increase in Greece, Germany, Portugal,
Chile, the US, Australia and France, while inward investment would decrease in all other coun-
tries. At the same time, Austria, Belgium, the Slovak Republic, Germany, Greece, Portugal, the
US, Australia, Chile and France would experience returning outward investment (see Figure 5
and Figure 6).

9 The authors of OECD (2017) encountered the same problem, stating that “[tlhe coverage of FDI data increases over time
and some observations are missing. This is especially true for FDI positions and flows between OECD countries and non-
OECD countries. Thus, changes in FDI over time should be interpreted with care, because some of the observed variations
might reflect changes in data coverage and not real changes in FDI. The effects of taxes reported in this paper might
underestimate the actual effects due to missing observations. However, for the countries included in this study the coverage
of bilateral FDI data is fairly good after 20086, so this bias is likely to be small.” (p. 11).

'%1n OECD (2017), the authors used statutory corporate tax rates due to data coverage.

" We apply the OECD’s 2017 estimates for effective corporate tax rates, which are based on a harmonised methodology.
ZEW (2019) does not provide data for the full sample of OECD countries.
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FIGURE 5: CHANGES IN INWARD INVESTMENT IN % OF TOTAL INWARD INVESTMENT FROM
OECD COUNTRIES RESULTING FROM THE FULL ELIMINATION OF EFFECTIVE CORPORATE TAX
RATE DIFFERENTIALS, SCENARIO 3
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Source: ECIPE calculations based on methodology of OECD (2017). Note: the estimates depicted are for sce-
nario 3 and based on a semi-elasticity of -3.
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FIGURE 6: CHANGES IN OUTWARD INVESTMENT IN % OF TOTAL OUTWARD INVESTMENT IN
OECD COUNTRIES RESULTING FROM THE FULL ELIMINATION OF EFFECTIVE CORPORATE TAX
RATE DIFFERENTIALS, SCENARIO 3
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Source: ECIPE calculations based on methodology of OECD (2017). Note: the estimates depicted are for sce-
nario 3 and based on a semi-elasticity of -3. Positive values imply divestment in the home country. Negative
values reflect returning investment to the home country.

As outlined by Table 8 in Appendix III — Estimation results, for scenario 3 the highest positive
net impacts on aggregate domestic investment are estimated for the US (+715bn USD), France
(+542bn USD), Germany (+124bn USD), and Australia (123bn USD). The highest negative
net impacts in terms of domestic investment are estimated for the UK (-747bn USD), Canada
(-209bn USD), Switzerland (-324bn USD), Ireland (-207bn USD), the Netherlands (-110bn
USD), Sweden (-99bn USD), Japan (-77bn USD), Italy (-73bn USD), Poland (-59bn USD)
and Mexico (-53bn USD).

The estimated changes in domestic investment are generally mirrored in the changes in gov-
ernment revenues from corporate income taxes (Table 9 and Table 10). For the high elastic-
ity scenario 3, the aggregate FDI change-induced corporate tax revenues would rise in the US
(+8.9bn USD annually; +5% of 2018 CIT revenues), France (+6.8bn USD; +10%), Germany
(1.5bn USD; +2%), and Australia (+1.5bn USD; +3%). The highest decreases in FDI-induced
corporate tax revenues changes are estimated for Estonia (-36% of 2018 CIT revenues), Ireland

(-23%), Switzerland (-19%), the UK (-13%), Iceland (-11%), and Sweden (-9%). It should be
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noted that these estimates are based on a comparison of tax revenues generated by countries’
current FDI stock and tax revenues generated by countries’ FDI stock in the new equilibrium,
everything else remaining equal. The numbers do not reflect the revenue impact resulting from
tax revenues generated by other businesses that are subject to corporate income taxes.

Rising and falling levels of domestic investment would also impact governments’ tax revenues
on personal income and revenues from social security contributions. As outlined by Table 11,
for most OECD countries, taxes on personal income as well as social security contributions are
a much more important source of tax revenue than revenues generated from corporate income.
The OECD median multiplier is 1.45, i.e. the sum of revenues from taxes on personal income
and social security contributions exceeds corporate income tax revenues by about 45%. Taking
into account changes taxes on personal income and social security contributions, the increases
in FDI change-induced revenue gains would amount to 20bn USD for the French government,
4bn USD for the German government, and 14bn USD for the US government.”? Again, it
should be noted that these estimates are based on a comparison of tax revenues generated by
countries’ current FDI stock and tax revenues generated by countries’ FDI stock in the new equi-
librium, everything else remaining equal. The numbers do not reflect the revenue impact result-
ing from tax revenues generated by other businesses that are subject to corporate income taxes.

A much more significant change in tax revenues may result from the reduction of current effec-
tive corporate tax rates to the minimum effective rate proposed by the OECD. If individual gov-
ernments would lower their effective tax rates to 12.5%, these rates would more or less (depend-
ing on specific tax privileges granted for certain sectors or activities) apply for all businesses,
including SMEs and micro businesses. It is an often-stated policy objective of the OECD, the
European Commission and individual governments to level the tax playing field for businesses
of all sizes by eliminating tax loopholes for large multinationals. Assuming a linear relationship
between the current levels of countries’ effective corporate tax rates and governments’ tax reve-
nues, we can derive hypothetical annual tax revenues for the 12.5% threshold rate proposed by
the OECD. Accordingly, annual corporate tax revenues would decrease significantly for most
countries. As outlined by Figure 10, the largest losses in corporate tax revenues would arise in
the countries with the highest effective corporate tax rates, i.e. France (-62%), Australia (-60%)
and Greece, Portugal (-55%), and the US (-55%). The losses would be lower in relative terms,
buc still significant in low tax jurisdictions (except for Ireland). For OECD countries, compared
to 2018 corporate tax revenues the median percentage loss estimate is -44%.

Everything else being equal, the losses in overall corporate tax revenues would decrease govern-
ment budgets unless compensated by lower public spending or higher taxes on other sources of
tax income, e.g. higher sales taxes or higher labour income taxes. At the same time, it should be
noted that historical data suggest that reductions in corporate income tax rates have a positive
effect on investment and overall economic activity, which would increase overall tax revenues
over time. As outlined by Figure 11 to Figure 16, the reductions of statutory corporate tax rates
by OECD countries since 1995 had a generally positive impact on corporate tax revenues, sales
tax revenues, social security contributions (which are positively correlated with labour income
tax revenues, for which OECD data is patchy), overall GDP growth as well as inward and out-
ward FDI positions.

12 Businesses generate economic activity, which generates revenues from labor income taxes and social security contribu-
tions. Taxes on payroll and workforce covers taxes paid by employers or the self-employed either as a proportion of payroll
or as a fixed amount per person, and which (unlike social security contributions) do not confer entitlement to social benefits.
Social security contributions cover compulsory payments to general government by individuals or businesses that confer an
entitlement to receive a contingent future social benefit. In most countries, social security contributions are applied to both
an employer’s payroll and an individual's wages (see, Milanez (2017).
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Opverall positive economic and tax revenue implications from lower corporate taxes are also
suggested by recent data provided by the OECD’s recent 2020 Corporate Tax Statistics report
(OECD 2020c). However, these relationships are not consistent over time. Their magnitude
is sensitive to country-specific characteristics, e.g. market size (economic gravity) and regula-
tory policies for domestic commerce as well as international trade and investment. At the same
time, the mechanisms at work are largely the same for all countries, irrespective of geographical
and institutional characteristics: a meaningful reduction of corporate income tax rates would
increase the disposable income of companies. Lower taxes on corporate income would thus
stimulate overall investment and commercial, i.e. income-generating activities, which have a
positive impact on tax revenues from labour-income taxes, sales taxes and other taxes. Also, lower
corporate taxes would decrease social policy distortions that arise from tax incidence effects. A
lower corporate tax burden would increase the disposable income of workers over time, which
would improve the degree of tax progressivity in the overall tax system (see, e.g. Fuest et al.
2018; Fuest 2015)." Figure 17 in Appendix V — Tax incidence effects) outlines the transmission
channels for the incidence of taxes on corporate income. Similar considerations apply for sales
taxes, tariffs and taxes on digital services, for which the economic costs and tax incidence effects
are outlined by Table 13.

4.4. Interpretation of Results in Light of the OECD Proposals

Accounting for the tax sensitivity of FDI and governments’ continued incentives for tax com-
petition, the above analysis reveals hypothetical bilateral FDI positions in the absence of tax
rate differentials. The net effects for domestic investment are calculated for a hypothetical equi-
librium in which all OECD countries have lowered their effective corporate tax rate to the
OECD-proposed minimum rate of 12.5% (scenario 3).

In line with the findings of OECD (2017), it becomes obvious that the OECD’s corporate tax
proposals would primarily benefit large OECD countries that currently apply relatively high
statutory and effective corporate tax rates. The analysis suggests that large OECD countries with
high effective corporate tax rates would gain most in FDI and tax revenues respectively. Large
countries’ outward investment would decrease, while inward investment would increase if tax
rate differentials narrow. The analysis does not include large non-OED countries such as China
and India and large high-tax countries participating in the OECD’s Inclusive Framework (see
Table 3). Small OECD countries, of which most apply relatively low effective corporate tax rates,
would lose domestic investment and FDI-related tax revenues to the OECD’s largest economies.
The estimated revenue gains and losses increase substantially if taxes FDI-induced revenues from
taxes on personal income and social security contributions are taken into consideration. Similar
considerations apply for non-OECD countries.

The 12.5% target rate may appear extreme given that most OECD countries, with the exception
of Ireland and Hungary, currently apply much higher effective corporate tax rates. While it is
very likely that governments across the globe will continue to lower their effective corporate tax
rates, it is questionable whether governments will enter a corporate tax “race to the bottom”,
which would be marked by the OECD’s 12.5% target rate. However, the results for scenario 3
would not change if a different target rate would be applied, e.g. 15% or 50%, as the net effect
(from scenario 1 and scenario 2) depends on current and future tax rate differentials (see equa-
tion III above).

'3 As argued by Fuest et al. (2018, p. 1) “[alccording to surveys, most people think that capital owners bear the burden of
corporate taxation”. By contrast, the authors find that workers bear about half of the total economic burden resulting from a
tax change, whereby low-skilled, young and female employees bear a larger share of the tax burden. The authors highlight
that, overall, the findings indicate that taxes on corporate income reduce the progressivity of the overall tax system. Accord-
ingly, and different to the notions of most policymakers and tax justice activists, corporate tax avoidance can increase the
progressivity of the overall tax system.
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The estimations illustrate that lower-tax OECD countries’ future scope for tax competition
would be limited by any lower bound threshold for the effective corporate tax rate. If high-tax
countries gradually lower their effective corporate tax rates, lower-tax countries’ tax advantage
would be squeezed, i.e. existing tax differentials would decline and, depending on the intensity
of tax competition, may eventually disappear. At any rate, a narrowing of international effective
corporate tax rate differentials works exclusively to benefit of large and very large countries with
high effective corporate tax rates and at the expense of small open economies, particularly small
open economies with low effective corporate tax rates.

Everything else being equal, for large countries with high effective corporate tax rates the posi-
tive impact of “economic gravity” on inward and outward investment would increase in relative
terms over time, i.e. the marginal increase in domestic investment in a large country increases
with the narrowing of the corporate tax differentials between the large country and small coun-
tries and vice versa. Importantly, this relative increase in attractiveness to foreign investors would
not require the governments of large countries to improve the domestic business and investment
climate in their countries, while at the same time governments’ marginal return from improving
the business and investment climate in small countries would also decrease.

Would a narrowing of effective corporate tax rates contribute to a more efficient allocation of
capital, as is suggested by the OECD? This answer to this question is clearly no.

First, governments will continue to compete on tax code characteristics to lower effective corpo-
rate tax rates, which is why tax-induced distortions will continue to prevail in the future, even
more so if governments increasingly rely on obscure tax privileges which reduce effective tax
rates in the domestic economy. This is highlighted by Devereux et al. (2020), who argue that “it
appears likely that the GloBE proposal will not achieve its two primary objectives unless [...]
countries agree to a detailed set of harmonised rules; and (iii) the harmonised rules incorporate a
strong form of minimum tax. Even then, it is not clear that some technical issues, such as those
involved in the calculation of effective tax rates, can be solved.” (p. 2)

Second, a more efficient allocation of global investment would require more harmonised policies
for trade and investment or, at least, much less discriminatory (protectionist) rules for interna-
tional trade and investment. However, countries’ legal and institutional characteristics, which
are presented in Section 3 ab, indicate that a narrowing of tax rate differentials would effectively
shift taxing powers to the world’s largest countries, of which most perform poorly with respect to
economic freedoms, openness to trade and investment and the state of the rule of law. In addi-
tion to tax policies, these are important policy factors that impact on multinational companies’
investment decisions (OECD 2017).

As outlined by OECD (2011), “[l]Jarge jurisdictions with agglomeration economies are less
affected by tax base mobility and tend to set higher tax rates.” (p. 5) The same rationale is valid
for regulations on trade and investment, which are much more restrictive in large countries than
in small open economies (see above discussion and Table 4, Table 5 and Table 6). Accordingly,
the shift of taxing powers away from and well-performing small economies to the governments
of large countries with poor legal, political and governmental institutions may result in a much
more ineflicient allocation of capital over time as governments of large countries have much
lower incentives than small country governments to compete for investment on the basis of good
legal and governmental institutions. For business and citizens in the world’s largest and most
protectionist countries, the OECD-proposed minimum corporate tax may therefore become a
tax on longer-term social and economic development.
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Third, higher corporate tax rates generally reduce companies “disposable income”, which
decreases companies’ capacity to invest in R&D, new business models and (international) busi-
ness expansion. The OECD’s own impact assessment comes to the conclusion that multinational
companies’ total tax burden would increase as a result of the implementation of Pillar I and
IT proposals. Following the reasoning of the OECD, which does not account for continued
tax competition among governments globally, the reform proposals would reduce the finan-
cial resources of companies, implying lower levels of domestic and international investment. As
financial resources would be allocated away from businesses to governmental institutions, which
spend tax funds according to political will, the reallocation of financial resources would likely
generally result in a less efficient allocation of financial resources, particularly in countries that
show high levels of corruption and cronyism.

Moreover, many R&D activities currently take place in countries that allow for special tax deduc-
tions or special tax treatment of losses carried forward. These and other measures are designed
to encourage private sector investment and innovation. In economic lingo, tax incentives were
explicitly designed to achieve a more eficient allocation of capital investments. Many large and
small open economies actually allow companies to carry forward losses from R&D expenditures,
which lower companies” taxable income in subsequent years (and significantly impact on com-
panies’ actual effective tax rates). Due to their economic and political clout, the governments of
large countries could use their political leverage to challenge such behaviour under the OECD’s
new rules for Pillar I and II. The OECD’s reforms would thus undermine tax practices that are
intended to stimulate investment and innovation, particularly in small open economies.

The implementation of the OECD’s reform proposals is likely to result in a rising number of dis-
putes between governments over the calculation of multinational enterprises’ annual profits and
the number of years to net losses against future profits, which can have significant implications
on how much and where companies invest in R&D in the future. Accordingly, for small open
economies that are home to research- and knowledge-intensive multinational combines, the
OECD’s proposed tax reform could undermine investments in R&D, innovation and business
model development, with adverse implications on existing research clusters, education systems

and high value-added jobs.
5. CONCLUSIONS

The reforms proposed by the OECD would impact where large multinational companies pro-
duce and invest in the future. The above analysis has shown that continued tax competition
would contribute to a narrowing of international corporate tax rate differentials up to the 12.5%
minimum tax threshold level proposed by the OCED. The narrowing of tax rate differentials
between today’s high-tax jurisdictions, of which most are very large countries, and today’s low-
tax jurisdictions, which are exclusively small open economies, would direct international and
domestic investments and investment-induced tax revenues away from small countries. Overall,
the shift in effective taxing powers would undermine small countries” attractiveness to interna-
tional businesses and, in addition, induce domestic businesses to relocate to larger countries with
the economic gravity of larger markets.

Contrary to claims made by the OECD, the implementation of Pillar I and II proposals would
not improve the global allocation of capital. Global trade and investment flows would still be
subject to tax competition and widespread trade and investment barriers. The OECD’s current
proposals would likely incentivise the governments of large countries to maintain long-standing
barriers to trade and investment or to erect additional barriers that would restrict market access
for companies from small open economies. For small open economies that are home to research-
and knowledge-intensive multinational companies, the OECD’s proposed tax reforms would
undermine future investments in R&D, innovation and business model development, with
adverse implications for existing research clusters, education systems and high value-added jobs.
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The investment relocation mechanisms at work under Pillar II are similar for those that can be
expected for Pillar I. Additional or higher corporate taxes in market jurisdictions would increase
the effective corporate tax rate of a company to an extent that may cause a competitive disadvan-
tage as compared to competitors headquartered in jurisdictions with lower effective corporate
tax rates. A higher group-wide tax burden may therefore cause companies to reconsider their
overall international investment positions including their country of headquarter. Confronted
with such situations, governments may need to reconsider their effective corporate tax rates if
they want to keep successful international businesses in their country. They may adopt lower
statutory tax rates or new measures intended to lower their effective tax rates.

The high level of variation in countries’ corporate tax codes demonstrates that governments
actively encourage internationally operating companies to lawfully reduce their (global) corpo-
rate tax bills. The measures proposed by the OECD would not stop future governments from
lowering their countries’ effective corporate tax rates. The measures proposed by the OECD
would also fail to address a systemic problem of corporate tax law: enormous legal complexity
and tax law obfuscation:™ corporate income taxes are at the heart of numerous inefficiencies.
They are at the root of double taxation for multiple sources of individual incomes. As a result of
the economic incidence, taxes on corporate income depress the real income of workers, consum-
ers and entrepreneurs. More corporate tax avoidance would have a positive impact on house-
holds” disposable incomes and, due to the sensitivity of low-skilled workers, tax progressivity
respectively (see Fuest et al. 2018).

The OECD’s recent proposals for international corporate tax reform would add another complex
layer of tax law to non-transparent corporate tax regimes whose actual distributional effects on
workers, consumers and company owners are currently almost impossible to assess. The adop-
tion of the OECD’s reform proposals would cement corporate tax-induced wage depression and
shield complex national corporate tax regimes that are incomprehensible for most citizens and
politicians. Policymakers in small and large countries should be wary of the path dependency
in corporate taxation, i.e. the historical pattern that tax complexity bred further tax complexity,
effectively taking corporate tax rules out of the control of taxpayers and elected lawmakers.

Given the path dependency of national tax systems and the political economy barriers to reform,
tax competition is the most promising way to achieve simpler and more transparent tax sys-
tems globally. Any multilateral limitations on tax competition would impede the evolution of
modern, i.e. simpler and more transparent, tax systems that stand a chance of being considered
fairer by countries’ local populations. Policymakers should reconsider whether taxes on corporate
income actually contribute to governments” overall social and economic policy objectives, such
as economic development, redistribution and fairness in taxation.

As outlined by Figure 7, taxes on corporate income account for only 9.5% of OECD countries
total tax revenues. Similarly, as shown by Figure 8, new taxes on digital services would also
account for very low — de facto negligible — shares on governments’ total annual tax revenues.
As shown by Figure 9, this order of magnitude is generally mirrored by countries tax revenues
per capita values. Against this background, policymakers should consider replacing corporate
income taxes by taxes on consumption to generate tax revenues from economic activities and
user participation, including user participation in certain locations. As argued by ZEW (2020)
and others, value added taxes (VAT) and sales taxes are a suitable (and already available) tool
to tax consumption in market countries. Sales taxes already account for relatively high shares of

"% In software development, obfuscation is the deliberate act of creating source or machine code that is difficult for humans to
understand.
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overall tax revenue (see also Table 14). Enforcing VAT/sales taxes on both digital services and less
digital sectors of the economy would allow governments to generate and sustain tax revenue in
market jurisdictions.

Replacing tax systems that include taxes on corporate income by systems that rely more or
exclusively on direct taxes on labour income, capital income and consumption (VAT /sales taxes)
would not only increase transparency about the distributional effects of taxation; it would also
significantly improve governments’ tax manoeuvrability in response to citizens’ preferences for
fairer taxation. A regime change towards greater use of VAT/sales taxes would also have a pos-
itive impact on global capital allocation: companies would no longer have to pay attention to
corporate income tax rate differentials, while governments would have additional invectives to
embrace foreign trade and investment, materialising in lower barriers to trade and investment
and a more efficient allocation of global capital respectively.

FIGURE 7: TAX REVENUE IN TOTAL TAX REVENUES, OECD COUNTRIES, 2018

32,1%

26,2%
23,9%
9,5%
5,6%
. 216%
] o

Sales taxes and  Social insurance Individual taxes Corporate taxes Property taxes Other taxes
VAT taxes

Source: OECD, Tax Foundation. Note: individual taxes include taxes on labour income and taxes on capital
income. For Greece, only the aggregate of taxes on income, profits and capital gains was available for the year
2018. To split this aggregate into the three categories Individual Income Taxes, Corporate Income Taxes and
Other Income Taxes, the average of the distribution of these categories in the three years prior (2015-2017)
was used.”

FIGURE 8: GOVERNMENT-ESTIMATED TAX REVENUES FROM SPECIAL TAXES ON DIGITAL SER-
VICES AS SHARE OF TOTAL ANNUAL TAX REVENUES FROM 2018
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Source: revenues projections of national finance ministries. OECD tax revenue data for 2018. Note: for Spain,
the technical experts’ union at the Finance Ministry stated that this forecast “could be an overestimate.”

15 The data is available at: OECD Global Revenue Statistics Database, https://stats.oecd.org/Index.aspx?DataSetCode=RS_GBL.
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FIGURE 9: ANNUAL TAX REVENUE PER NATIONAL CITIZEN: LABOUR INCOME TAXES, SALES
TAXES, CORPORATE INCOME TAXES, DIGITAL SERVICES TAXES (DST), IN EUR
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Source: ECIPE calculations based on Eurostat tax and World Bank population statistics from 2018. DST esti-
mates based on national governments’ own fiscal forecasts. Note: the government of Spain does not report
revenues for corporate income tax and labour income tax. For the Spanish government's DST proposal, the
technical experts’ union at the Finance Ministry stated that this revenue forecast “could be an overestimate.”
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APPENDIX | - OVERVIEW OF ECONOMIC IMPACT ASSESSMENTS

Appendix 1.1: IMF Working Paper (2019): The Impact of Profit Shifting on Economic
Activity and Tax Competition

In an IMF Working Paper from 2019 (No. 19/287), Klemm and Liu (2019) investigate the
impact of internationally operating companies’ profit shifting behaviour on investment activities
and the implications of restraints on profits shifting on future tax competition. The authors
generally criticise that “existing empirical literature has paid relatively little attention to the inter-
action between profit shifting and the allocation of real activities by MNCs.” (p.12). The authors
question the merits of the OECD’s corporate tax reform initiative, particularly the focus on
profit-shifting activities. Their critique is based on the positive economic effects of profit-shifting
activities for the creation of productive investment globally.

Klemm and Liu discuss the impacts of profit-shifting on companies’ cost of capital, investment,
tax revenues and government behaviour. The authors present a literature review outlining empir-
ical evidence on the impact of profit-shifting on the cost of capital and investment effects, with
a focus on tax rate differentials, changes in transfer pricing regulation, and Controlled Foreign
Corporation (CFC) rules. They highlight that “[o]ne particularly interesting aspect is that profit
shifting opportunities reduce the cost of capital both in countries whose tax rates exceed and
undercut the weighted average.” (p. 7). It is shown that both low-tax and high-tax countries
benefit from higher investment as a result of profit-shifting opportunities, whereby the impact
on government revenues is found to be generally be positive for low-tax countries.

Following the empirics as well as their own analysis, they conclude that “profit shifting opportu-
nities unambiguously reduce the cost of capital in all countries [analysed].” (p.14) It is stressed
that profit-shifting opportunities raise the global stocks of capital. Regarding the impact on the
welfare state and governments’ “optimal” behaviour, the results of the authors are rather incon-
clusive. It is stated that “[w]hile jurisdictions with relatively low taxes are likely to gain revenues

and capital, high-tax countries are likely to gain capital but lose revenue.” (p. 14)

As concerns the quality of impact assessments of tax reform proposals, the findings of Klemm
and Liu indicate that it is very difficult to estimate the precise economic impacts from the status
quo as well as the potential impacts that may result from corporate tax reforms. Referring to their
calculations, the authors stress that “[t]he illustrative use of the simple model also revealed the
difficulty in assessing separately the impact of changes to tax rates or the ease of profit shifting on
investment and revenues. If this is complicated already in a very simple model, it must be much
more so in practice, where many further channels and interactions exist.” Accordingly, they con-
clude with the critique that “[g]iven the ambiguity of many of the findings, the recent strength
of international [OECD BEPS] efforts at curbing profit shifting may appear surprising.” (p. 15)

Klemm and Liu argue that a “permissible attitude” towards profit shifting is a component of tax
competition. Governments can reduce effective tax levels by tolerating “profit-shifting behav-
iour”. If profit shifting is limited through international coordination, governments may face
stronger pressure to reduce tax levels directly, e.g. by cut-ting statutory tax rates. The authors
highlight that governments are unlikely to give up on tax competition in the future. The OECD’s
proposed rules would likely induce governments to further cut statutory corporate tax rates to
compensate new limitations on profit shifting opportunities. A summary of the findings is pro-

vided by Table 1.
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TABLE 1: THE IMPACT OF PROFIT-SHIFTING OPPORTUNITIES ON INVESTMENT AND TAX COM-
PETITION

Impact of profit-shifting opportunities » .
on productive investment Impact on government-induced tax competition

= Investment in high-tax countries may be higher if inves- | = Tax competition is the process of lowering taxes to at-
tors know that they are able to avoid some of the tax tract capital investment
through profit shifting
= “Permissible attitude” towards profit shifting is a compo-

= More subtly, investors may also invest more in low-tax nent of tax competition
jurisdictions because having capital there may facilitate
shifting profits into those jurisdictions = Governments can reduce effective tax levels by tolera-

ting such “profit-shifting behaviour”

= If profit shifting is limited through international coordina-
tion, governments may face stronger pressure to reduce
tax levels directly, e.g. by cutting statutory tax rates

Source: IMF Working Paper 19/287, Klemm and Liu (2019).

Appendix 1.2: Devereux et al. (2020): The OECD Global Anti-Base Erosion Proposal
(Pillar II)

In a study published by the Oxford University Centre for Business Taxation, Devereux et al.
(2020) provide a comprehensive analysis of the OECD’s Pillar II proposals. The authors argue
that the OECD’s Pillar IT proposal appears to be guided by two main objectives: to combat profit
shifting and to reduce international tax competition.

The authors demonstrate that the proposed rules under Pillar II are in many ways inconsistent
with the policies suggested for Pillar I. Pillar I explicitly aims at allocating taxing rights to the
market country, while Pillar IT would allocate taxing rights to the country of a group’s parent
(the country of headquarters). They also highlight that with the joint implementation of Pillar I
and Pillar II, governments would continue to tax corporate income in all the locations in which
companies are already taxed, with additional taxes in the jurisdictions where sales take place. The
authors criticise that “this approach may yield higher revenues; but is likely to be at a considera-
ble cost in terms of complexity and uncertainty.” (p. 5)

Devereux et al. emphasise that the OECD’s reform proposals suffer from the “lack of obvious
principles”. (p. 6) The authors do not elaborate further on principles that should guide tax poli-
cymaking. They nevertheless critically assess the OECD’s vague proposals against the stated pol-
icy objectives, i.e. to address profit shifting, to address tax competition, to stop uncoordinated
anti-avoidance measures, and to improve the allocation of capital and economic growth. The
authors assess whether the objectives are justified, whether the proposed reforms would actually
achieve these objectives, and whether alternative reforms would be more appropriate.

Devereux et al. outline that the OECD’s current proposals are inconsistent with the objective to
tax corporate income where value is created. The authors point to flaws in the notion of “taxation
according to the place of value creation”, which, despite of its “shaky foundation” (p. 3) has also
been adopted by the European Commission and some individual governments.

It is noted that the taxation of corporate income on the basis of a minimum tax or income
inclusion rules is not justified on the basis of the “taxation according to value creation” princi-
ple. Referring to the initial OECD opinion that “no or low taxation is not a cause of concern”,
the authors make clear that “no or low taxation” is now the OECD’s main motivation for work
under Pillar II.
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With respect to profit shifting opportunities, Devereux et at. argue that “the issue now appears to be
no or low taxation per se, rather than no or low taxation in jurisdictions where there is little substance.”
(p. 6) They also criticise that “the approach of the BEPS project, and now the GloBE proposal, is to
introduce ad hoc measures to limit the extent to which profits are declared in low tax countries, but
without changing the basic structure of the system.” (p. 7) Accordingly, the authors attest that “[t]
his illustrates a common, and classic, approach in tax policy. Instead of directly aiming to correct a
problem in the tax system, policy makers instead introduce some offsetting provision.” (p. 8)

With respect to tax competition, Devereux et al. refer to the OECD’s claim that “global action is
needed to stop a harmful race to the bottom, which otherwise risks shifting taxes to fund public
goods onto less mobile bases including labour and consumption, effectively undermining the tax
sovereignty of nations and their elected legislators” (OECD 2019c, p.24). They argue, however,
that the global decline in statutory corporate tax rates globally is to some extent the result of tax
competition and governments’ interest to attract real economic activity and “mobile profit” (p.
8). It is also highlighted that “many countries [...] implemented many forms of anti-avoidance
rules at the same time as competing on other aspects of their tax systems,” while corporate tax
revenues have not fallen considerably (p. 8)

With respect to the efficiency of taxes on corporate income, Devereux et al. stress that evidence
shows that source-based taxes on profits are particularly harmful in terms of the market dis-
tortions they create, i.e. so-called economic inefficiencies (see also OECD 2010). Against this
background, the authors “find it puzzling that the OECD warns against a scenario which is
characterised by a greater use of taxes on less mobile factors, e.g. workers or consumers. Moreo-
ver, referring to the incidence of taxes, i.e. the person who is actually worse off as a result of the
tax being levied, it is argued that mobile factors (including citizens in their capacity as capital
owners or shareholders or owners of IPR) are unlikely to pay the tax as they can move elsewhere
to escape taxation. With regard to the tax incidence, Devereux et al. also highlight that “[o]ne
key lesson of economic theory is that immobile factors tend to bear the incidence of taxes, irre-
spective of how the tax is levied.” (p. 9)

Pointing to the OECD’s claim that a reduction of profit shifting and/or base erosion would
improve the allocation of capital and encourage economic growth, Devereux et al. are doubtful,
highlighting that a rise in the effective corporate tax rate (internationally) has a depressing effect
on overall investment. The argument, as e.g. put forward by Englisch and Becker (2019), that
Pillar IT proposals would lead to a global narrowing of effective corporate tax rates (a smaller
distribution of effective tax rates “available” to internationally operating companies) is rejected.
Devereux et al. argue that Pillar IT policies would increase the cost of capital, with adverse impli-
cations on overall investment activity. In their simulations, Devereux et al. demonstrate that “[]
here is a clear trade-off between the aims of reducing profit shifting and supporting investment.”
(p- 46) It is further demonstrated that effective tax rates only converge if “the threshold [effective
tax] rate exceeds the tax rates in lower taxed jurisdictions in which multinationals would consider
undertaking real investment projects.”® The equalisation effect of the income inclusion rule,
which could in theory improve capital export or investment location neutrality, would be offset
by higher costs of capital and lower investment respectively. It should be noted that the simula-
tions conducted by Devereux et al. (2020) — like other empirical or model-based assessments of
international corporate tax policymaking — suffers from a lack of publicly available data.”

'® Following an income inclusion rule, a tax would be imposed on the income of a foreign branch or a controlled entity if that
income was subject to tax at an effective rate which is below a minimum threshold rate.

'7 Devereux et al. (2020) state “We should note one important caveat of this study. In considering the blended approach in
particular, we have modelled a business without any existing foreign operations. The income inclusion rule is then applied to
a new investment without any consideration of existing profit and the rate at which it is taxed. To analyse the impact of exist-
ing activities and profit would require good data on the entire worldwide activities of the business, and the taxes that it pays
in the absence of the GIoBE proposal. Such data is generally not available, though country-by- country reports introduced by
the BEPS project may provide information for such a study. (p. 46)
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Appendix 1.3: PWC (2020): Analysis of the Revised Regime for Taxing Rights and
Income Allocation (Pillar I)

Focussing on Pillar I, Singh et al. (2020) provide an analysis of the impact of the proposed nexus
and income allocation rules on internationally operating companies’ taxable income. Based
on aggregated and anonymised data from country-by-country (CbC) reports filed by (mainly)
US-headquartered multinational enterprises (MNEs), the authors estimate the extent of change
the OECD’s unified approach will bring about.’® The authors estimate the share of income in a
given industry that will be reallocated, relative to the status quo, which is governed by the per-
manent establishment (PE) concept and the arm’s-length principle (ALP).

The authors decompose “taxable income under the status quo into the three constituent ele-
ments, i.e. the total routine source-country return, the total routine market-country return, and
source-country residual profit for each industry grouping (manufacturing; wholesale, retail and
related services; information services, professional services, other services). On the basis of this
decomposition, estimates are provided for Amount A, Amount B and Amount C.

For each sector, the authors provide estimates for the “unified approach scope income” (UAP)
expressed as the percentage of a company’s global pre-tax income. The UAP is intended to meas-
ure the share of an MNE’s global pre-tax income whose international allocation will be governed
by the new formulaic conventions of the unified approach. Based on the authors’ assumptions,
the estimates for the UAP range from 15% to 33% depending on the industry and the measure
of pre-tax income used (pre-tax profit or earnings before interest and tax, EBIT). The estimates
suggest 2 maximum potential of 67% to 85% in terms of the share of pre-tax income that will
continue to be allocated under the arm’s-length principle.

Following these calculations, the authors provide estimates for the “reallocated percentage” (RAP)
as the reallocated income divided by the companies’ total pre-tax income (which is assumes to
remain constant). The RAP is intended to measure the share of an MNE’s global pre-tax income
that will actually be reallocated under the unified approach. The estimates for the RAP range
from just under 2% to 8% depending on the industry and the measure of pre-tax income used

(pre-tax profit or EBIT). The findings are displayed in Table 2 below.

The numbers estimated by Singh et al. indicate that the new formulaic elements of the OECD’s
unified approach may directly govern the allocation of a large portion of an MNE’s pre-tax
income. However, their impact in terms of changing the allocation of pre-tax profits, and tax
revenues respectively, different from the status quo is more modest. The authors highlight that
existing nexus and income allocation rules grounded in the permanent establishment concept
and the arm’s-length principle will continue to be relevant in the future. It is stated that “[r]
umors of the arm’s- length principle’s demise may have been somewhat exaggerated”. (p. 562)

'8 The data used in the analysis is from the US IRS SOI program, which annually publishes statistics on the operations of the
internal revenue laws. The information published by the SOl is frequently used in the analysis of tax policy.
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TABLE 2: MNE’S GLOBAL PRE-TAX INCOME WHOSE INTERNATIONAL ALLOCATION WILL BE GOV-
ERNED (UAP) AND REALLOCATED (RAP) BY THE OECD’S NEW FORMULAIC CONVENTIONS OF

THE UNIFIED APPROACH

Wholesale, . .
tL:AFé:ag/ulr}gus- Manufacturing Retail and Re- In;:r;:zzson Prsozszggal Other Services
y ping lated Services
UAP - UA
Scope Income/ 24.10% 32.50% 24.10% 25.40% 19.80%
Pre-tax Profit
UAP - UA
Scope Income/ 19.00% 23.90% 16.90% 18.60% 14.50%

EBIT

Wholesale, Re-

RAP by Indus- q A Information Professional .

try Grouping Manufacturing tail ;:criv:zeelsated Services Services Other Services
RAP - UA

Scope Income/ 5.00% 8.00% 6.20% 7.20% 2.20%
Pre-tax Profit

RAP - UA

Scope Income/ 3.90% 5.90% 4.40% 5.30% 1.60%
EBIT

Source: Singh et al. (2020). Numbers bases on authors’ calculations on the basis of data from country-by-coun-
try reports filed by (mainly) US-headquartered MNEs.

Appendix 1.4: OECD (2020): Update on the Economic Analysis and Impact Assessment

In its January 2020 announcement, the institutional framework called “for continued efforts to
strengthen the analysis with caution due to data limitations and for more detailed analysis on
the investment and growth impacts of the proposals before the end of March 2020. (OECD
2020a, p. 5) On February 15, 2020, the OECD’s secretariat presented its first own preliminary
impact assessment of its proposed Pillar I and II proposals (OECD 2020b). The focus of the
assessment is on the impacts on governments’ tax revenues. The actual impact on investments
is treated in a rudimentary manner. The impact assessment remains silent about the effects on
economic activities and the impact on international trade facilitated by the affected companies.
The OECD’s secretariat neither analysed the distributional implications of its reform proposals
on individual companies, nor did it address the incidence effects on workers, consumers and
company owners/investors.

The modelling of the OECD is based information gathered from country-by-country reporting,
which is only available for 2016. In the assessment it is highlighted that “due to gaps in coverage
and time lags and the methodology inevitably involves simplifying assumptions.” (p. 9). It is
further stated that both companies and governments will “react strategically”. While for Pillar
2, “some of these reactions have been modelled in the assessment, these reactions are difficult to
anticipate with certainty.” (p. 9)

For Pillar I estimations (Amount A only), the OECD calculated residual profits on the basis of
a 10% and 20% threshold on profit-before-tax to turnover. It assumed a 20% reallocation of
these profits to market jurisdictions.’ The assessment considers MNE groups as a whole rather
than entity-by-entity. Pillar II estimates are based on an illustrative scenario with “jurisdiction
blending” and a 12.5% minimum tax rate. The OECD argues that the proposed reforms are
expected to lead to a significant reduction in profit shifting.

19 Extractive industries and financial services sectors were not covered by the analysis.
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The major outcomes promoted by the OECD are as follows:
Combined effects of Pillar I and II:

* global net tax revenue would increase by up to 4% of global corporate income
tax revenues, which corresponds to about 100 billion USD annually

* the highest impacts are expected if low tax governments increase their statutory/
effective CIT rates, which is said to be “highly uncertain” (scenario 4 in the
assessment)

* the estimates are sensitive to the final reform design

* it is nevertheless stated that the revenue gains are broadly similar across the gov-
ernments of high, middle and low-income economies, as a share of corporate
tax revenues, which correspond to 4% of governments corporate income tax
revenues

For Pillar I, the OECD states that

* global tax revenues would slightly increase as some taxing rights shift from low-
tax jurisdictions to higher-tax jurisdictions

* most economies would experience a small tax revenue gain

* on average, low and middle-income economies would gain relatively more rev-
enue than advanced economies

* global corporate income tax revenues would only slightly change in the OECD’s
model: less than 0.75% for the 20% threshold assumption and less than 0.25%
for the 20% threshold % threshold assumption; some high-income coun-
tries (other than investment hubs) could lose tax revenues for both threshold
assumptions

For Pillar II, the OECD states that

* a significant amount of additional tax revenues would be generated

» profit shifting would be reduced because of the reduction tax rate differentials
between jurisdictions

* developing economies would benefit more as they tend to be more adversely
affected by profit shifting than high-income economies»

It should be noted that the results are presented for country groups only. The impacts on indi-
vidual countries have not been published by the OECD. The aggregation of countries on the
basis of level of income or economic development disregards important determinants for social,
economic and political development, such as openness to trade and investment and the quality
of governmental institutions (rule of law, corruption, etc.). Moreover, countries within groups
are characterised by distinct differences in statutory and effective corporate tax rates. The gov-
ernments of many low-income and middle-income countries, for example, apply relatively high
statutory corporate tax rates, which impact on the level of domestic and foreign investment. For
Pillar I, the OECD states that more than half of the profits reallocated comes from 100 MNE
groups. The OECD does not provide any further information, e.g. who these companies are,
where they are invested and their value-adding activities take place.

20 High, middle and low income jurisdictions are defined based on the World Bank classification. Investment hubs are jurisdic-
tions with inward FDI above 150% of GDP.
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As concerns the impacts on global investment, the OECD’s assessment provides estimates on
the basis of effective tax rates (ETRs). It is generally acknowledged that the impacts of effective
tax rates will vary across MNEs. The model results point to small direct effects on the cost of
investment in most countries. Detailed information is not provided by the authors. It is high-
lighted that the proposed measures mainly target MNEs with high levels of profitability and low
effective (corporate) tax rates. At the same time, the authors recognise that investment “could
be driven more by other factors (e.g. infrastructure, education levels or labour costs).” (p. 24)

Despite the recognition of these factors and the “small effects” on investment costs estimated by
the OECD’s model, a rather bold claim is made by the authors regarding the global allocation of
investment. It is argued that the reforms “could channel more investment to jurisdictions where
it would be more productive, which would support global growth.” (p. 24). The assessment of
investment effects (and economic growth) did not factor in economic gravity of large countries
(market size), trade and investment barriers and other aspects that impact on private-sector
investment decisions, e.g. tax competition beyond tax rates (tax credits, tax exemptions), tax and
regulatory compliance cost, double taxation risks, etc.

Appendix 1.5: ZEW (2020): Global Corporate Tax Reform to the Worse

ZEW (2020) does not provide a fully-fledged analysis, but discusses potential implications of the
OECD?’s proposals that stand in opposition to the OECD’s stated policy objectives. The authors
highlight that the OECD is currently pursuing a “fundamental and potentially overshooting
corporate tax reform”. (p. 1) For the Pillar I proposals, it is outlined that a new taxable “nexus
based on sales, with no need for a physical presence, would extend the taxing right to all types
of businesses, even to exports.” (p.2) The authors argue that this would increase arbitrariness in
determining the amount of profit subject to taxation and increase the risk of double taxation.
Regarding Pillar IT the authors highlight that the “proposed coexistence and reinforcement of the
residence and source based taxation principle” [...] “could also increase tax competition between
OECD member states with the coordinated minimum tax level being the lower bound.” It is
also highlighted that “the risk of double taxation increases if all jurisdictions try to expand their
access to the tax base of multinational enterprises.” (p. 3)

It is concluded that the OECD should focus on “indirect taxes to generate tax revenues at the
location of user participation. The value added tax (VAT), as an already existing suitable tool to
tax consumption in market countries. Enforcing VAT on digital services thoroughly is a crucial
step to generate and protect tax revenue in market jurisdictions.” (p. 3-4)
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APPENDIX Il = INSTITUTIONAL CHARACTERISTICS OF TOP 30 “INCLUSIVE FRAME-
WORK” COUNTRIES WITH THE HIGHEST AND LOWEST EXPORT INTENSITIES

TABLE 3: TOP-30 “INCLUSIVE FRAMEWORK” COUNTRIES WITH THE HIGHEST AND LOWEST
EXPORT INTENSITIES, DEVELOPMENT OF STATUTORY CORPORATE TAX RATES

Change in stat- Change in stat-
utory corporate Lowest export utory corporate
tax rates, 1990 intensities (5Y) Zg:agte PR, tax rates, 1990

- 2019, in pp - 2019, in pp

Statutory cor- Statutory cor-
porate tax rate,

2019

Highest export

intensities (5Y)

Hong Kong Turkey

Luxembourg 24.9 NA New Zealand 28.0 -5.0
Singapore 17.0 NA Italy 27.8 -18.6
Malta 35.0 NA Burkina Faso 28.0 NA

Ireland 12.5 -30.5 Uruguay 25.0 -56.0
;:’;Z‘E“C 210 NA Benin 300 NA

Seychelles 330 NA E‘;Zj;’;on 20.0 -15.0
Aruba 25.0 NA Bermuda - NA

Bahrain - NA Sierra Leone 30.0 NA

Slovenia 190 NA gz;“ljgi“cca” 925.0 NA

Netherlands 256.0 -10.0 Sri Lanka 28.0 NA

Hungary 9.0 -31.0 Peru 29.5 -6.5

Belgium 29.6 -11.4 Djibouti 25.0 NA

Macao 12.0 -3.0 Cameroon 33.0 -6.5

Maldives 15.0 NA China 25.0 -16.0
géizilic 19.0 NA India 30.0 -200
Thailand 20.0 -10.0 Senegal 30.0 -5.0
Estonia 20.0 NA Australia 30.0 -9.0
Ezr:’;z” NA NA Indonesia 925.0 -10.0
Malaysia 24.0 -11.0 Haiti 30.0 -6.0
Switzerland 21.1 -9.4 Japan 29.7 -20.2
Vietnam 20.0 NA Colombia 33.0 3.0

g;ﬁfﬁjﬁand 25.0 -15.0 Kenya 300 125
Lithuania 15.0 NA Liberia 25.0 -25.0
Bulgaria 10.0 NA United States 25.9 -12.8
IZE':;: and 95.0 150 Nigeria 30,0 100
Belize NA NA Argentina 30.0 10.0
Curacao 22.0 NA Egypt 225 -17.5
Oman 15.0 -36.0 Brazil 34.0 4.0

St. Lucia 30.0 -3.3 Pakistan 30.0 -16.0
Average 19.3 -11.9 Average 272 -9.1

Median 20.0 -16.0 Median 29.5 -7.3

Source: World Bank and Tax Foundation.
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TABLE 4: ECONOMIC FREEDOM IN THE TOP-30 “INCLUSIVE FRAMEWORK” COUNTRIES WITH
THE HIGHEST AND LOWEST EXPORT INTENSITIES

:)i(gi;?tSt Economic Quartile :i;v:rit Economic Quartile
A - Freedom Rank 2017 g n Freedom Rank 2017
intensities 2017 2017 intensities 2017 2017
(5Y) (5Y)

Hong Kong 8.91 1 1 Turkey 6.67 95 3
Luxembourg 7.86 17 1 g:;an g 85 3 1
Singapore 8.71 2 1 Italy 7.41 46 2
Malta 7.97 11 1 E:;E'”a 6.07 130 4
Ireland 8.13 6 1 Uruguay 7.05 70 2
Slovak 7.51 40 1 Benin 6.08 129 4
Republic

Seychelles 7.16 63 D) E:j:;’t‘ion 6.78 85 3
Aruba Bermuda

Bahrain 7.35 50 D) Eg:; 5.63 147 4
Slovenia 7.15 62 7 gzg‘ljg:icca” 6.92 77 2
Netherlands 7.72 25 1 Sri Lanka 6.57 104 3
Hungary 7.27 54 2 Peru 7.49 42 2
Belgium 7.51 40 1 Djibouti

Macao Cameroon 5.84 140 4
Maldives China 6.42 113 3
Czech 7.75 22 1 India 691 79 2
Republic

Thailand 6.86 81 2 Senegal 6.17 124 4
Estonia 7.89 13 1 Australia 8.07 9 1
Cayman Indonesia 7.07 54 b)
Islands

Malaysia 7.34 52 2 Haiti 6.49 110 3
Switzerland 8.40 4 1 Japan 7.86 17 1
Vietnam 6.27 119 3 Colombia 6.68 94 1
Antigua and

Barbuda Kenya 7.05 70 2
Lithuania 7.88 16 1 Liberia 6.56 105 3
Bulgaria 7.54 37 1 gt”;:: 8.19 5 1
Trinidad and 6.70 91 3 Nigeria 6.86 142 4
Tobago

Belize 6.78 85 3 Argentina 5.67 146 4
Curacao Egypt 5.05 165 4
Oman 6.76 89 3 Brazil 6.23 120 3
St. Lucia Pakistan 5.91 136 4
Average 7.54 43 2 Average 6.73 91 3
Median 7.51 40 1 Median 6.68 100 3

Source: World Bank and Fraser Institute.
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TABLE 5: REGULATORY TRADE BARRIERS IN THE TOP-30 “INCLUSIVE FRAMEWORK” COUN-
TRIES WITH THE HIGHEST AND LOWEST EXPORT INTENSITIES

Highest export Regulatory trade | Change in Lowest export Regulatory Change in
intensities (5Y) barriers, 2017 regulatory trade | intensities (5Y) trade barriers, regulatory trade
barriers, 2010- 2017 barriers, 2010-
2017, in index 2017, in index
points points
Hong Kong 8.88 0.04 Turkey 7.61 0.76
Luxembourg 8.38 -0.45 New Zealand 8.13 -0.73
Singapore 8.69 -0.31 Italy 8.17 1.29
Malta 8.20 0.75 Burkina Faso 4.43 -0.37
Ireland 7.85 -0.560 Uruguay 5.96 -1.00
Slovak Republic 7.96 0.62 Benin 4.94 -0.41
Seychelles 5.68 E:Zj;’;ion 6.00 1.49
Aruba Bermuda
Bahrain 6.56 -1.73 Sierra Leone 3.94 -2.62
Slovenia 8.09 0.80 gz;:gi“cca” 7.03 020
Netherlands 8.62 0.22 Sri Lanka 5.24 -0.91
Hungary 7.70 0.04 Peru 5.77 -1.68
Belgium 7.93 -0.41 Djibouti NA 0.00
Macao Cameroon 2.63 -4.04
Maldives China 6.99 0.60
Czech Republic 8.40 1.01 India 6.12 -0.34
Thailand 6.87 0.05 Senegal 5.67 -1.11
Estonia 8.46 -0.04 Australia 7.55 -0.73
Cayman Islands Indonesia 4.70 -1.69
Malaysia 7.55 0.47 Haiti 6.11 1.30
Switzerland 8.06 0.90 Japan 7.49 0.59
Vietnam 5.28 -0.49 Colombia 4.27 -2.29
gz:gﬁ:nd Kenya 5.52 -0.48
Lithuania 7.73 0.38 Liberia 2.33
Bulgaria 7.60 1.32 United States 8.40 0.75
EEZ’Q"‘;’ and 6.31 -0.62 Nigeria 3.06 212
Belize 5.05 -0.45 Argentina 4.89 -0.43
Curacao Egypt 3.70 -3.05
Oman 6.84 -0.79 Brazil 5.94 -0.54
St. Lucia Pakistan 4.09 -1.99
Average 7.50 0.03 Average 5.59 -0.69
Median 7.85 0.02 Median 5.72 -0.61

Source: World Bank and Fraser Institute.
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TABLE 6: INVESTMENT BARRIERS IN THE TOP-30 “INCLUSIVE FRAMEWORK” COUNTRIES WITH
THE HIGHEST AND LOWEST EXPORT INTENSITIES

Highest export Foreign owner- Change in Lowest export Foreign owner- Change in
intensities (5Y) ship/investment | foreign owner- intensities (5Y) ship/investment | foreign owner-
restrictions, ship/investment restrictions, ship/investment
2017 restrictions, 2017 restrictions,
2010-2017, in 2010-2017, in
index points index points
Hong Kong 8.46 0.27 Turkey 5.84 0.03
Luxembourg 8.27 -0.49 New Zealand 6.91 -0.45
Singapore 8.63 -0.29 Italy 5.05 0.08
Malta 7.09 0.19 Burkina Faso 5.57 -0.49
Ireland 8.01 -0.36 Uruguay 6.97 -1.04
Slovak Republic 7.88 0.02 Benin 5.22 -0.72
Seychelles 5.97 Russian 418 -0.05
Federation
Aruba Bermuda
Bahrain 7.46 -0.69 Sierra Leone 5.24
Slovenia 498 071 gg;}g:ﬁ:” 6.54 -0.27
Netherlands 7.43 0.17 Sri Lanka 5.40 -1.14
Hungary 6.27 -0.89 Peru 6.57 -0.73
Belgium 7.85 0.60 Djibouti
Macao Cameroon 5.69 -0.60
Maldives China 5.89 -0.46
Czech Republic 7.95 1.15 India 5.84 -0.29
Thailand 6.45 0.02 Senegal 5.83 -0.43
Estonia 7.82 0.78 Australia 6.85 -0.41
Cayman Islands 0.00 Indonesia 5.75 -0.23
Malaysia 6.68 -0.45 Haiti 4.20 0.88
Switzerland 7.75 0.24 Japan 7.23 1.45
Vietnam 5.18 -0.17 Colombia 5.54 -0.48
g;trig:‘j:”d Kenya 6.09 -0.09
Lithuania 5.85 0.61 Liberia 5.78
Bulgaria 5.30 0.42 United States 717 0.71
nggaj and 6.04 -0.23 Nigeria 6.52 0.47
Belize 7.82 2.66 Argentina 5.36 -0.01
Curacao 0.00 Egypt 4.30 -0.99
Oman 5.25 -1.07 Brazil 5.20 -0.79
St. Lucia Pakistan 4.94 -0.46
Average 6.97 0.15 Average 5.77 -0.25
Median 7.43 0.10 Median 5.76 -0.42

Source: World Bank and Fraser Institute.
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TABLE 7: STATE OF RULE OF LAW IN THE TOP-30 “INCLUSIVE FRAMEWORK” COUNTRIES WITH
THE HIGHEST AND LOWEST EXPORT INTENSITIES

. Change Change Change Change

:'(gt‘)ft 2010- 2010- ;’W::t 2010- 2010-

. P - LEC, 2017 | 2017, in 2017, in . P o LEC, 2017 | 2017, in 2017,in

intensities . . intensities . .

GY) index index (5Y) index index

points points points points

Hong

Kong 6.13 -094 793 -0.25 Turkey 4.36 -1.24 4.62 -044

Luxem- 746 8.34 005 | New 718 -0.29 8.61 -008

bourg Zealand

Singapore 7.66 -0.11 8.22 -0.01 Italy 3.60 0.41 5.78 -0.17

Malta 5.35 6.45 407 | Burkia 214 496 001
Faso

Ireland 393 7.561 -0.28 Uruguay 3.59 -0.29 5.23 -0.66

Sloval 375 -063 5.68 -010 | Benin 107 418 -003

Republic
Russian

Seychelles 4.06 5.76 Federa- 6.88 -0.66 4.83 -0.34
tion

Aruba Bermuda

Bahrain 479 5.22 016 | Sera 418 260 388 0.4
Leone

Slovenia 423 6.22 095 | Dominean | g5q -0.98 41 01
Republic

Nether 514 8.1 001 |[Siilanka | 361 491 -0.34

lands

Hungary 499 -1.68 5.96 -0.26 Peru 5.08 0.02 473 -0.37

Belgium 5,57 -0.02 707 0.12 Djibouti

Macao Cameroon 217 3.20 -0.32

Maldives China 5.72 -1.01 5.68 -0.65

Ceech 330 -055 6.40 035 | India 312 052 517 -0.27

Republic

Thailand 6.27 0.17 4.67 -0.48 Senegal 279 -0.60 4.28 0.42

Estonia 5.70 -0.20 740 0.10 Australia 6.03 -0.14 792 -0.16

Cayman Indonesia | 3.32 215 494 069

Islands

Malaysia 4.96 -0.63 5.67 -0.15 Haiti 3.88 250 0.49

zvr:gzer» 450 157 8.40 -014 | Japan 6.33 053 762 0.23

Vietnam 5.69 -0.82 5.00 -0.78 Colombia 222 013 3.94 -0.34

Antigua

and Kenya 4.42 0.33 5.20 1156

Barbuda

Lithuania 6.24 -0.72 6.56 0.11 Liberia 2.87 492

Bulgaria 508 032 5.8 0ag | United 523 210 7.44 029
States

Trinidad

and 2.96 4.56 0.05 Nigeria 4.85 -0.23 3.32 -048

Tobago

Belize 3.33 5.21 1.21 Argentina 3.63 -1.38 3.98 -0.26
Egypt, -

Curacao Arab Rep. 3.41 4.04 0.62

Oman 5.04 -0.10 6.18 0.17 Brazil 3.64 -0.36 453 -0.63

St. Lucia Pakistan 3.69 0.14 3.63 -0.08

Average 5.05 -0.63 6.42 -0.04 Average 4.02 -0.12 4.88 -0.09

Median 5.04 -0.69 6.22 0.00 Median 3.64 -0.23 4.57 -0.17

Source: Fraser Institute. Note: LEC = state of legal enforcement of contracts, LSPI = state of legal system and
property rights.
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APPENDIX 11l - ESTIMATION RESULTS

TABLE 8: CHANGES IN DOMESTIC INVESTMENT, IN BILLION USD

Scenario 1: 12.5% in Scenario 2: 12.5% in Scenario 3: Full elimination

“Home Country” “Host Country” of tax rate differentials
Australia 178.7 3575 -117.0 -234.0 61.7 123.4
Austria 51.0 101.9 -66.4 -112.9 -6.5 -10.9
Belgium 379.4 768.8 -373.9 -747.9 5.5 10.9
Canada 201.8 403.6 -306.2 -612.4 -104.4 -208.8
Chile 29.3 58.6 -23.7 -47.4 5.6 1.2
gzzzznc 172 34.4 -25.1 -50.2 7.9 -15.8
Denmark 36.7 73.4 -569.4 -118.9 -22.7 -45.4
Estonia 1.2 2.3 -2.3 -4.6 -1.41 -2.2
Finland 23.4 46.8 -36.6 -71.2 -12.2 -24.3
France 716.8 1,433.6 -445.7 -891.5 2711 5421
Germany 456.5 911.0 -393.7 -787.3 61.8 123.7
Greece 11.6 23.2 -9.8 -19.6 1.8 3.6
Hungary -4.0 -8.1 -19.7 -39.4 -23.8 -47.5
Iceland 2.3 4.6 -4.4 -8.8 -2.1 -4.2
Ireland -6.6 -11.2 -98.1 -196.1 -103.6 -207.3
Israel 15.0 29.9 -21.1 -42.2 -6.2 -12.3
Italy 116.4 230.8 -161.7 -303.5 -36.4 -72.7
Japan 184.1 368.3 -222.6 -444.9 -38.3 -76.7
Korea 30.9 61.9 -61.5 -103.0 -20.5 -41.1
Luxembourg 26.7 51.6 -33.4 -66.7 -7.6 -16.2
Mexico 97.7 195.6 -124.2 -248.5 -26.5 -63.0
Netherlands 221.9 443.8 -276.6 -56563.2 -64.7 -109.6
New Zealand 18.7 37.4 -24.1 -48.2 -6.4 -10.8
Norway 51.8 103.6 -69.0 -118.0 -7.2 -14.4
Poland 20.3 40.6 -49.7 -99.3 -29.3 -68.7
Portugal 441 88.2 -33.5 -67.0 10.6 21.2
sl'lvlik Re- 79 15.8 -8.9 178 -1.0 20
Slovenia 1.3 2.6 -2.7 -5.4 -1.4 -2.8
Spain 207.7 415.4 -212.0 -424.1 -4.4 -8.7
Sweden 78.2 166.4 -127.6 -255.0 -49.3 -98.7
Switzerland 169.7 319.3 -321.8 -643.5 -162.1 -324.2
Turkey 171 34.1 -27.1 -54.2 -10.1 -20.1
E;:;Zdom 263.4 526.8 -636.7 -1,273.5 -373.3 -746.7
United States 1,293.2 2,686.5 -9356.8 -1,871.6 357.4 714.8

Source: ECIPE calculations based on methodology of OECD (2017).
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TABLE 9: CHANGES ANNUAL FDI-INDUCED CORPORATE TAX REVENUES, IN BILLION USD

Scenario 1: 12.5% in
“Home Country”

Scenario 2: 12.5% in
“Host Country”

In billion USD Elasticity, low | Elasticity, high | Elasticity, low | Elasticity, high
2.2

Scenario 3: Full elimination
of tax rate differentials

Elasticity, low

0.8

Elasticity, high

Australia 4.5 -3.7 -7.3 1.5
Austria 0.6 1.3 -1.3 2.7 -0.1 -0.1
Belgium 4.7 9.5 -9.7 -19.4 0.1 0.1

Canada 2.5 5.0 -7.6 -156.1 -1.3 -2.6
Chile 0.4 07 038 15 0.1 0.1

g:ﬁ;nc 0.2 0.4 -05 1.0 -0.1 02
Denmark 0.5 0.9 -1.2 -2.3 -0.3 -0.6
Estonia 0.0 0.0 0.0 -0.1 0.0 0.0
Finland 0.3 0.6 -0.7 -1.4 -0.2 -0.3
France 9.0 17.9 -14.7 -29.4 3.4 6.8
Germany B.7 1.4 -10.7 -21.5 0.8 1.5
Greece 0.1 0.3 -0.3 -0.6 0.0 0.0
Hungary -0.1 -0.1 -0.2 -0.4 -0.3 -0.6
Iceland 0.0 0.1 -0.1 -0.2 0.0 -0.1
Ireland -0.1 -0.1 -1.2 -2.3 -1.3 -2.6
Israel 0.2 0.4 -0.5 -1.0 -0.1 -0.2
Italy 1.4 2.9 -3.3 -6.7 -0.5 -0.9
Japan 2.3 4.6 -6.1 -12.2 -0.5 -1.0
Korea 0.4 0.8 -1 2.3 -0.3 -0.5
Luxembourg 0.3 0.6 -0.8 -1.6 -0.1 -0.2
Mexico 1.2 2.4 -3.4 -6.8 -0.3 -0.7
Netherlands 2.8 5.5 -6.4 -127 -0.7 -1.4
New Zealand 0.2 0.5 -0.6 -1.3 -0.1 -0.1
Norway 0.6 1.3 -1.4 -2.7 -0.1 -0.2
Poland 0.3 0.5 -0.9 -1.7 -0.4 -0.7
Portugal 0.6 1.1 -0.9 -1.8 0.1 0.3
Sbobvlik Re- 01 0.2 0.2 -0.4 00 00
Slovenia 0.0 0.0 0.0 -0.1 0.0 0.0
Spain 2.6 5.2 -5.3 -10.5 -0.1 -0.1
Sweden 1.0 2.0 -2.5 -6.0 -0.6 -1.2
Switzerland 2.0 4.0 -6.3 -12.6 -2.0 -4.1
Turkey 0.2 0.4 -0.5 -11 -0.1 -0.3
Ei’:;zdom 33 6.6 121 242 -47 93
United States 16.2 32.3 -25.7 -51.5 4.5 8.9

Source: ECIPE calculations based on methodology of OECD (2017).
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TABLE 10: CHANGES IN ANNUAL FDI-INDUCED CORPORATE TAX REVENUES, IN % OF ANNUAL
2018 CIT REVENUES

Scenario 1: 12.5% in Scenario 2: 12.5% in Scenario 3: Full elimination
“Home Country” “Host Country” of tax rate differentials
Elasticity, low | Elasticity, high | Elasticity, low | Elasticity, high | Elasticity, low | Elasticity, high

Australia 4% 7% -6% -12% 1% 3%
Austria 5% 1% -11% -23% -1% -1%
Belgium 292% 44% -45% -90% 0% 1%
Canada 4% 9% -13% -26% -2% -5%
Chile
Caech Re- 3% 5% 7% -13% 1% -3%
public
Denmark 5% 10% -12% -24% -3% -6%
Estonia 19% 38% -50% -100% -18% -36%
Finland 5% 9% -10% -21% -2% -5%
France 13% 26% -21% -43% 5% 10%
Germany 7% 14% -14% -27% 1% 2%
Greece 3% 7% -6% -12% 1% 1%
Hungary
Iceland 6% 12% -17% -33% -5% -11%
Ireland -1% -1% -10% -21% -11% -23%
Israel 2% 3% -4% -8% -1% -1%
Italy 4% 8% -9% -19% -1% -3%
Japan 1% 2% -3% -6% 0% 0%
Korea 1% 1% -2% -3% 0% -1%
Luxembourg 8% 17% -21% -43% -3% -5%
Mexico
Netherlands 9% 19% -22% -43% -2% -5%
New Zealand 3% 5% -7% -14% -1% -1%
Norway 3% 6% -7% -14% 0% -1%
Poland 2% 5% -8% -16% -3% -7%
Portugal 7% 16% -12% -25% 2% 4%
Slovak Re- 3% 6% -6% -12% 0% -1%
public
Slovenia 2% 3% -5% -10% -2% -4%
Spain
Sweden 7% 14% -18% -35% -4% -9%
Switzerland 9% 19% -29% -569% -9% -19%
Turkey 2% 4% -5% -10% -1% -2%
Lnited ing- 4% 9% -16% -33% -6% -13%
United States 9% 18% -14% -29% 2% 5%

Source: ECIPE calculations based on methodology of OECD (2017). Scenario 3: full elimination of tax rate
differentials.
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TABLE 11: CHANGES IN REVENUES FROM TAXES ON PERSONAL INCOME AND SOCIAL SECU-
RITY CONTRIBUTIONS UNDER 12.5% EFFECTIVE CORPORATE TAX

b D b D
Australia 1.5
Austria 22% 6% 35% -0.1 0.0 -0.2
Belgium 27% 10% 30% 0.1 0.0 0.2
Canada 36% 1% 14% -2.6 -0.8 -1.0
Chile 7% 22% 40% 0.1 0.5 0.8
Eﬁﬁ: Re- 12% 10% 44% -0.2 0.2 -07
Denmark 54% 6% 0% -0.6 -0.1 0.0
Estonia 17% 6% 25% 0.0 0.0 0.0
Finland 29% 6% 28% -0.3 -0.1 -0.3
France 21% 5% 35% 6.8 1.5 1.5
Germany 27% 6% 38% 1.6 0.3 2.1
Greece 0% 0% 0% 0.0
Hungary 14% 3% 30% -0.6 -0.1 -1.3
Iceland 40% 7% 33% -0.1 0.0 0.0
Ireland 31% 14% 10% -2.6 -1.2 -0.8
Israel 21% 10% 7% -0.2 -0.1 -0.1
Italy 26% 4% 17% -0.9 -0.2 -0.6
Japan 0% 0% 0% -1.0
Korea 18% 16% 31% -0.5 -0.4 -0.9
Luxembourg 24% 15% 25% -0.2 -0.1 -0.2
Mexico 0% 0% 0% -0.7
Netherlands 21% 9% 27% -1.4 -0.6 -1.8
New Zealand 37% 16% 36% -0.1 -0.1 -0.1
Norway 25% 16% 0% -0.2 -0.1 0.0
Poland 156% 6% 26% -0.7 -0.3 -1.3
Portugal 19% 10% 37% 0.3 0.1 0.5
;lsgjglic 1% 10% 27% 00 00 -0.1
Slovenia 16% 5% 35% 0.0 0.0 -0.1
Spain 22% 7% 44% -0.1 0.0 -0.2
Sweden 29% 7% 34% -1.2 -0.3 -1.4
Switzerland 30% 1% 22% -4.1 -1.4 -2.9
Turkey 156% 9% 24% -0.3 -0.1 -0.4
Dnited 27% 9% 30% 93 29 103
Kingdom
United States 41% 4% 19% 8.9 1.0 4.2

Source: ECIPE calculations and OECD tax revenue data. Note: the estimates outlined in column 5 are for sce-
nario 3 and based on a semi-elasticity of -3.
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FIGURE 10: DECREASES IN ANNUAL CORPORATE TAX REVENUES IN % OF 2018 CORPORATE

TAX REVENUES
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Source: ECIPE calculations based on OECD data.

46

France
Australia
Greece
Portugal
United States
Japan
Germany

New Zealand
Belgium
Canada
Luxembourg
Austria
Norway
Netherlands
Israel

Italy

Korea

Slovak Republic
Czech Republic
Turkey
Sweden
Switzerland
Denmark
United Kingdom
Finland

Iceland
Slovenia
Poland

Estonia

Ireland



ECIPE OCCASIONAL PAPER — NO. 04/2020

TABLE 12: CHANGES IN CORPORATE TAX REVENUES UNDER 12.5% EFFECTIVE CORPORATE TAX

Corpo-
rate tax

revenues,
based
on 12.5%

Difference
corpo-
rate tax
revenues
[current

Change in
tax reve-
nues [cur-
rent regime,
12.5%

FDI-in-
duced
changes
in tax

FDI-in-
duced
changes in
tax reve-
nues in %

Aggregate
change in
tax reve-
nues, in

e minimum Py regime], in revenues of tax reve- % of tax
D, 20 effective 12950/ ? % of reve- from 12.5% revenues
.5% A p nues under
corporate . . nues from regime, in 12.50 of current
tax regime regimel, in current bn USD i i regime
. > | bn USD N regime
in bn USD regime
Australia 61.4 24.5 -37.0 -60% 1.5 6% -58%
Austria 1.6 6.1 -5.5 -47% -0.1 -2% -48%
Belgium 215 10.3 -11.2 -52% 0.1 1% -51%
Canada 57.4 29.0 -28.4 -49% -2.6 -9% -54%
Chile 0.1
Czech
) 7.9 4.8 -3.1 -39% -0.2 -4% -42%
Republic
Denmark 9.6 6.1 -3.4 -36% -0.6 -9% -49%
Estonia 0.1 0.1 0.0 -26% 0.0 -49% -62%
Finland 6.5 4.3 -2.9 -34% -0.3 -7% -39%
France 69.1 26.2 -42.9 -62% 6.8 26% -52%
Germany 78.8 36.1 -42.7 -54% 1.5 4% -52%
Greece 4.3 2.0 -2.4 -55% 0.0 2% -54%
Hungary - - 0.0 - -0.6 - -
Iceland 0.5 0.3 -0.2 -34% -0.1 -16% -44%
Ireland 1.3 1.9 0.6 6% -2.6 -22% -17%
Israel 1.4 6.2 -5.2 -45% -0.2 -2% -47%
Italy 367 20.2 -16.5 -43% -0.9 -4% -46%
Japan 210.8 95.9 -114.9 -55% -1.0 -1% -55%
Korea 65.0 36.9 -28.0 -43% -0.5 -1% -44%
Luxembourg 3.8 1.9 -1.9 -49% -0.2 -10% -54%
Mexico - - - - -0.7 - -
Netherlands 29.4 16.0 -13.4 -46% -1.4 -9% -50%
New 9.1 43 -49 -53% -0.1 -3% -55%
Zealand
Norway 20.1 10.9 -9.3 -46% -0.2 -2% -47%
Poland 10.7 7.6 -3.1 -29% -0.7 -10% -36%
Portugal 7.4 34 -4.0 -55% 0.3 8% -51%
Slovak 3.2 18 1.4 -43% 0.0 1% -43%
Republic
Slovenia 1.0 0.7 -0.3 -30% 0.0 -5% -34%
Spain - - - - -0.1 - -
Sweden 14.3 9.0 -6.3 -37% -1.2 -14% -45%
Switzerland 21.4 13.7 =77 -36% -4.1 -30% -65%
Turkey 1.3 7.0 -4.3 -38% -0.3 -4% -40%
United 74.1 487 95,5 -34% 93 -19% -47%
Kingdom
United
179.8 81.7 -98.1 -55% 8.9 11% -50%
States

Source: ECIPE calculations based on OECD tax revenue data. Note: the estimates outlined in column 6 are for
scenario 3 and based on a semi-elasticity of -3.
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APPENDIX IV — CORPORATE TAXATION, REVENUES AND ECONOMIC ACTIVITY

FIGURE 11: CORRELATION BETWEEN REDUCTIONS IN THE STATUTORY CORPORATE TAX RATE
AND REVENUES FROM TAXES ON CORPORATE INCOME
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Source: ECIPE calculations based on OECD data.

FIGURE 12: CORRELATION BETWEEN REDUCTIONS IN THE STATUTORY CORPORATE TAX RATE
AND REVENUES FROM SALES TAXES
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Source: ECIPE calculations based on OECD data.
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FIGURE 13: CORRELATION BETWEEN REDUCTIONS IN THE STATUTORY CORPORATE TAX RATE
AND REVENUES FROM SOCIAL SECURITY CONTRIBUTIONS
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Source: ECIPE calculations based on OECD data.

FIGURE 14: CORRELATION BETWEEN REDUCTIONS IN THE STATUTORY CORPORATE TAX RATE

AND GDP GROWTH
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Source: ECIPE calculations based on OECD data.
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FIGURE 15: CORRELATION BETWEEN REDUCTIONS IN THE STATUTORY CORPORATE TAX RATE
AND GROWTH IN INWARD FDI POSITIONS
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Source: ECIPE calculations based on OECD data.

FIGURE 16: CORRELATION BETWEEN REDUCTIONS IN THE STATUTORY CORPORATE TAX RATE
AND GROWTH IN OUTWARD FDI POSITIONS
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APPENDIX V — TAX INCIDENCE EFFECTS

FIGURE 17: TRANSMISSION CHANNELS UNDERLYING THE INCIDENCE OF TAXES ON CORPO-

RATE INCOME

Company subject to corporate income tax

Upstream pass on:
Company decides to increase
prices

Downstream pass on:
Company decides to pay less
to suppliers

Internal pass on:
Company decides to pay less
to workers

Internal/external pass on:
Company decides to pay less to
owners and investors

Higher cost for purchasing
companies (B2B), resulting in
lower profitability, lower
solvency, less investment
Higher prices for final
consumers (B2C), less
purchasing power

Higher cost for other
companies (B2B) other
suppliers, resulting in lower
profitability, lower
solvency, less investment

*  Lower wages and salaries

+ Jobcuts

* Lower rises in wages and
salaries

* Less purchasing power

*+ Lower personal income for
company owners

* Lower capital income for
company owners
(shareholders)

*  Lower dividend payments
(shareholders)

* Lower returns on investment

Burden directly borne by
individual workers (labour)

Burden directly and indirectly borne by individual consumers,
individual workers and individual company owners/investors

Burden directly borne by

individual investors (capital)

2"—round, 3"-round ... effects due to value chain pass on effects

Source: Own illustration.
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TABLE 13: ECONOMIC COSTS (TAX INCIDENCE EFFECTS) OF CORPORATE TAXES, SALES TAXES,
TARIFFS AND TAXES ON DIGITAL SERVICES

Corporate taxes

Taxes on corporate
income are directly and in-
directly passed on workers
(lower wages), consumers
(higher prices), entre-
preneurs and investors
(lower income). Depending
on bargaining power com-
panies can also pass on
costs to suppliers or cor-
porate customers, which
pass on the tax burden

to others (second-round
effects). The transmission
channels are complex.
Due to corporate tax code
complexity, it is close to
impossible to assess the
distributional impacts of
corporate taxes.

Sales taxes and taxes on

value added (VAT)

The tax incidence of
sales taxes is borne by
buyers and sellers. The
lower the price elasticity
of demand, the higher the
share of the burden that
is borne by consumers.
Although sales tax code
is generally comparatively
transparent with respect
to tax base and tax rates,
the share that is borne by
companies is directly and
indirectly passed on to
others, i.e. workers (lower
wages) and entrepreneurs
and investors.

Tariffs

Tariffs are sales taxes
levied on imported goods.
The tax incidence of
tariffs is similar to the inci-
dence of sales taxes. The
difference is that the tax
burden is shared between
foreign sellers and domes-
tics buyers, depending on
the elasticity of demand.
Although tariff schedules
are comparatively trans-
parent with respect to
commodities and rates,
the share that is borne by
companies is directly and
indirectly passed on to
others, i.e. workers (lower
wages) and entrepreneurs
and investors.

Taxes on Digital Services
(DST)

As DSTs are hybrids,
combining the features

of corporate taxes, sales
taxes and tariffs, their tax
burden will directly and
indirectly passed on to
workers (lower wages),
consumers (higher prices),
entrepreneurs and in-
vestors (lower income).
The precise size and dis-
tribution of these effects
is close to impossible to
assess. For advertisement
and online intermediation
services, impacts assess-
ment and recent develop-
ment show that the burden
from DSTs will, to varying
extents, be passed on to
the consumers of these
services.

Source: ECIPE.

TABLE 14: CONTRIBUTION TO TOTAL ANNUAL TAX REVENUES

Sales taxes and taxes on . Taxes on Digital Services
corporate e value added (VAT) (DST)

Taxes on corporate
income account for low
shares of overall tax
revenue. The OECD
average is 9.5%. In 2018,
taxes on corporate income
accounted for only 6.4%
of the total tax revenue in
Austria, 4.6% in France,
5.6% in Germany, and
4.4% in the United States.

Sales taxes account for
relatively high shares of
overall tax revenue. The
OECD average is 26.2%.
In 2018, sales taxes
accounted for only 27.5%
of the total tax revenue in
Austria, 25.0% in France,
26.2% in Germany, and
17.6% in the United
States.

Customs and other import
duties account for very
low shares of overall tax
revenue in OECD count-
ries, e.g. for only 1.6% of
the total tax revenues in
Japan and 2.7% in the
United States. The shares
are relatively high for
some developing count-
ries and island states.

Taxes on digital services
are hybrids of corporate
taxes, sales taxes and
tariffs. They are formally
paid by firms, calculated on
the basis of revenues and
by design equivalent to an
import tariff on services.
Fiscal forecasts indicate
that revenues from DSTs
are very small, accounting
for only 0.15% of the total
tax revenues in Austria,
0.05% in France, 0.1% in
Italy, 0.29% in Spain, and
0.03% in the UK.

Source: Summary based on ECIPE calculations.
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