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1. THE IMPACT OF MEGATRENDS ON GOVERNMENT
EXPENDITURE AND TAX SYSTEMS
There are many megatrends which policymakers and economists have identified but I will
focus on those which are more likely to influence tax systems either directly or indirectly
by their impact on the expenditure side of government. Megatrends are large
transformative global forces that impact significantly on the planet and have far reaching
effects on government, business, economies and our societies. These include the impact
of globalization, new technologies, change in demographics, education and skills, the
shift in economic power from the west to the east and developments in energy markets.
Whilst each megatrend stands on its own, there is a close interaction between them.
The main drivers in this rapidly changing environment are likely to be:
• Geopolitical conflicts over resources (energy, water, precious metals) and climate
change
• A wider scope for regional instability and a shift in power structures from the east
to the west heralding a period of political instability
• Change in demographics. The global population will increase from 7.2 to 9.6 billion
people by 2050 and an increased proportion of this population will live in urban
centers (this will be the case for 60% of Africans). In most European countries we
will see a rapid aging of the population. We will also see the growth of a middle
class in emerging markets and the demographic divide between countries who take
advantage of the human capital and those who do not.
Apart from these geopolitical and demographic changes, we will also see shift in trade
patterns, a rapid growth in innovation and the use of new technology and its potential
impact on the workforce behavior. And, of course, as Thomas Piketty has highlighted,
growing inequalities risk undermining social cohesion. 1
Globalization will also open up new opportunities for illicit activities (smuggling, money
laundering, bribery, tax evasion, etc.) and this will represent a growing threat to our
societies and risks undermining the revenue base. This is an issue where EU countries
need to examine how their behavior will influence third countries and, in turn, how third
countries will react to new EU initiatives on improving tax compliance.
The broad implications for global governance are a potential decline in the power of the
state due to new technologies and communication protocols, new global players
emerging and the question of whether or not the G20 will become a truly global
economic governance group, replacing the G8 and perhaps undermining the role of
regional and international institutions such as the OECD, the IMF and the WB. The EU will
have to decide how it positions itself in this new global governance architecture.
The following broad megatrends are particularly relevant to the role of governments, the
EU commission, and design of tax systems:
• The spread of democracy in the new member states and in third countries and
continued economic growth has the potential to lead to a rise of living standards in
these countries: a trend which will be reinforced by the formation of a large
educated middle class demanding more accountability, but also having less trust in
government. Central government will decline and supranational (e.g. EC), regional
and local governments will take on a greater importance.
1

T. Piketty, “Capital in the Twenty-first Century”, Harvard University Press, August 2013
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• Change in demographics, with the African population doubling in size, mostly below
the age of 25, but much of the rest of the world aging with an increasing proportion
of the population over 65. Aging within the 28 member states will affect labor
markets, forcing governments to rethink their attitude towards retirement and the
provision of social services and healthcare.
• Urbanization, with 60% of the world population living in megacities by 2030 (10
new megacities will emerge in China alone by 2030), will increase the pressure on
infrastructure.
• The digitalization of the manufacturing sector will increase the demand for highly
skilled labor, emphasizing the importance of European governments investing in
education and ongoing training to maintain the competitiveness of the EU.
• The effect of climate change in developing countries such as China and India will be
more pronounced than the effect on more mature economies, especially European
countries. Adaptation will have to be found by a mix of regulations, innovative
technologies, tradable permits and CO2 taxes.
• New players will emerge in the form of regional groupings of countries at similar
economic stages of development. The BRICS (Brazil, Russia, India, China and South
Africa) will be transformed from a small group of countries into a wider grouping
with countries such as Mexico, Turkey and Indonesia and other emerging
economies joining them. The world will split into 2 groupings: one consisting of the
OECD countries plus an expanding group of emerging economies and the other of
tier 2 developing countries which could make it more difficult to get globally
accepted tax rules. The European Union will need to reflect on how it positions itself
in this changing environment.
• NGOs (Non-Governmental Organisations) will continue to play a key role in
influencing the European political debate, especially on taxation.
• European SMEs will use the liberalization of national markets and the digital
revolution to “go global”, entering global value chains, carrying out business in
multiple jurisdictions, whether in the form of branches, subsidiaries or digital
outposts, which will also make global tax compliance more difficult to achieve.
The growing inequalities, which almost all European countries are experiencing, will
undermine social cohesion which in turn will make it more difficult to build up political
support for the type of structure reforms that are required to make countries more
competitive, and will also build up pressure for a fairer sharing in the tax bases.
The digitalization of our economies represents a huge threat to governments but also
opens up new opportunities. Truly digital companies are focusing on rapid growth by
endlessly innovating and reinventing themselves. Both companies and governments are
used to a more stable environment and will have difficulty to keep up with this pace of
change. Application program interfaces (APIs) provide entry points into an existing
software tool and provide data to third parties for their own usage and are increasingly
common. This is putting huge pressure on governments to identify, quantify, value and
tax these transactions.
New technologies are disrupting tax collection as we know it; we are now seeing more
digitalized payments of contracts. Technology is improving the performance of tax
administrations by supporting co-processing but the overall revenue authority business
model remains the same. Yet technology has the ability to change business models in
terms of risk assessment, protection of fraud and the other ways they operate.

6
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But new technologies also offer new opportunities to improve the performance of
governments and tax administrations. Digitalization is changing the fundamental ways in
which governments and tax administrations work. The services the governments provide
today to its citizens will not match up to the citizens of tomorrow. Citizens are demanding
a more connected and personalized service, from entrepreneurs to pensioners.
Digitalization is driving a series of day to day living changes, online presence is becoming
more and more pervasive and European governments must capitalize on this and not get
lost in a world of fast moving technology.
Each of these megatrends (and those that undoubtedly will continue to surface) will have
profound implications on the role of government and the European Commission and will
put pressure on governments to provide new services and to provide them in a more
efficient and effective way. This in turn will mean that governments will have to enforce
more effectively the tax rules and counter the use of tax havens both by individual
taxpayers and corporations. EU governments will need to seek new sources of revenue
and to raise existing taxes in a more effective way.

PE 563.449

7

Policy Department A: Economic and Scientific Policy

2. THE IMPACT OF TAX HAVENS ON EU COUNTRIES,
THEIR DEPENDENCIES AND THIRD COUNTRIES
Before looking at the specific tax issues it is helpful to set out briefly how bank secrecy
jurisdictions developed and the pressure they have put on EU Member States. In the late
sixties, there was a move on the part of EU Member States with overseas dependencies
or territories to encourage them to move into the financial sector. This was partly driven
by the need to diversify their economies and thereby to reduce their dependency on the
home country and partially by the fact that such offshore financial centers could act as a
useful conduit of funds into the home country’s banking system. Another factor that
drove this trend (which was very actively supported by international organizations), was
a feeling that it would improve the competitiveness of the home country’s companies.
This led these jurisdictions to set up financial centers and in many cases to put in place
strict secrecy regimes which would enable both companies and individuals to hide their
assets from their home country’s tax authorities. The result was that these OFCs (Offshore Financial Centres) became major players in the international financial system,
despite the small size of their domestic financial system.
The impact on EU Member States was that they saw a significant number of their HNWI
(High Net Worth Individuals) moving their assets into these jurisdictions and their MNEs
(Multinational Enterprieses) using these jurisdictions to structure their finances and to
hold their intangible property, thereby reducing the tax base.
These bank secrecy jurisdictions added to the pressure that was already evident from
third countries, such as Switzerland and Liechtenstein, which had a long history of using
their very strict bank secrecy rules to give their banking sector a competitive edge.
These adverse effects on tax revenues were only part of the problem created by these
jurisdictions: their lack of transparency also facilitated all forms of illicit activities from
money laundering to bribery.
It was only when the G20 took on the issue of tax and financial transparency in 2009
that we began to see improvements in the regulatory and tax cooperation regimes of
these jurisdictions. Today almost all of these jurisdictions have eased their bank secrecy
provisions, signed TIEAs (Tax Information Exchange Agreements) and to improve their
regulatory environment, in part in response to pressures from the EU.

8
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3. CHANGE IN TAX LEVELS AND STRUCTURES
Over the last three decades, almost all EU countries have made major structural changes
to their tax system 2. In some countries, (for example many of the new EU member
states) reforms have been profound and sometimes implemented in a very short period
of time. In others, reform has been a gradual process of adaption. Nevertheless, over the
last three decades, the vast majority of European tax systems have been subject to
considerable change.
Overall tax burdens as measured by the tax to GDP ratio have since 1965 almost
continually increased in EU member states, and are now approaching on average almost
40 percent. These overall trends do however conceal diverse experiences. There are
some EU countries that since 2000 have been successful in substantially reducing this tax
burden (for example, Sweden and the UK). Others have experienced almost continually
increases in their tax burdens. France, for example, started this period with one of the
highest tax to GDP ratios – almost 34 and over these last five decades, has seen a
continuous increase so that in 2013, its ratio, at 45, is at its peak, putting France as the
second most highly taxed country in the 34 OECD countries.
Over this period, we have also seen changes in the tax structure. In the case of personal
and corporate income tax regimes, reforms have generally been rate reducing and base
broadening, following the lead given by the UK in 1984. In the mid-1980s, most EU
countries had top marginal income tax rates in excess of 65%. Today, most tax rates are
below and in some cases substantially below 50% (the average top marginal rate today
is around 40%). Similarly, top statutory corporate income tax rates in the 1980s and
before were rarely less than 45%. In 2014, the EU average rate was below 30%.
Interestingly in most countries, these rate reductions have not led to a drop in revenue
over the period, since the revenue loss from the rate reductions have been more than
offset by the revenue gains from the base broadening measures. In the case of the
corporate income tax, when expressed as a percentage of GDP, this has increased from
just under two in 1965 to just over three in 2013. But as a percentage of total tax, the
relative yield from corporate income tax remains relatively stable. Personal income taxes
as a percentage of GDP have increased from just under seven on average in 1965 to just
over nine in 2013. If expressed as a percentage of the total tax take, the relative yield of
the personal income tax has remained relatively stable.
As regards consumption taxes, in many EU countries there has been a policy choice to
raise more receipts from broad based consumption taxes. Since 1965, the share of VAT
as a percentage of GDP has risen from just under 3% to just over 10% and as a share of
total tax revenue, this percentage has almost doubled. This has been part of a global
move away from specific excises and tariffs towards general VAT systems.
The other major source of revenue for governments comes from social security
contributions, which are just another sort of tax on payroll. These contributions when
measured as a percentage of GDP or total tax almost doubled between 1965 and 2013.
To summarize, over this period not only have we seen a very substantial increase in the
overall tax burden but there has also been a major structural change in the way EU
governments raise their revenue. Despite the fact that taxes on income, consumption
and payroll account for on average more than 80% of the total tax revenues,
governments continue to rely on different degrees on each of these sources of revenue.
The tendency has been to shift away from specific consumption taxes to general taxes, to
increase the reliance on social security contributions, with the personal and corporate
2

All the data referred to in this section can be found in the OECD tax database: www.oecd.org/tax
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income taxes remaining relatively stable. We have also seen a decline in capital taxes,
with most countries abolishing net wealth taxes, many reducing or even eliminating
inheritance taxes and most countries lightening the tax burden on capital gains. Taken
together, these measures have tended to reduce the progressivity of the tax system.
Overall, these changes have increased the role that the state plays in our economy and
given the megatrends referred to above, it is unlikely that we are going to see any major
reversal of this trend within the EU, although some countries may not follow this trend.

10
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4. CHALLENGES FACING TAX POLICY MAKERS OVER THE
NEXT DECADE
Apart from dealing with the consequences of the megatrends referred to in section II
above, there are four other challenges that EU government will need to confront when
making tax systems fit for the 21st century.
4.1

Reconciling national tax systems with globalization

Tax systems have always been national and are likely to remain so for the foreseeable
future, even in regional groupings like the EU. Governments guard jealously their fiscal
sovereignty which they see as being at the core of their democratic systems. Yet these
national tax systems have to operate in an increasingly global environment where crossborder activities are increasingly important, where financial markets are highly integrated
and large companies increasingly see themselves as truly global corporations. At the
same time, technology enables firms and individuals to exploit to the maximum this
increasingly borderless world.
Some commentators have advocated that the appropriate response to these pressures is
to create a completely harmonized EU tax system. This approach has not gathered much
political support, although in practice, small EU countries may have little effective
sovereignty on the design of their tax systems since they must continually benchmark
their tax systems against those of their competitors (as can be seen from the way that
other countries reacted to the cuts in corporate income taxes made by the UK and the
spread of patent boxes).
After 20 years leading the OECD tax group, I have concluded that the appropriate
response to the pressures of globalization is better cooperation between governments
even if this does require giving up a little sovereignty.
There is no better example of how international cooperation helps countries to respond to
the pressures of globalization than the EU and OECD pioneering work on removing bank
secrecy as a barrier to effective exchange of information between tax administrations.
The success of that project showed how governments can achieve a consistent and
effective implementation of a high technical standard when they act together. I recall
conversations with Swiss politicians back in the early 2000s who carefully explained to
me that Switzerland has three defining characteristics: mountains; lakes and bank
secrecy. And that none of these were up for negotiation. Well, the number of mountains
and lakes has not changed but Switzerland is on the way to losing its bank secrecy, at
least as an effective barrier behind which tax evaders can hide. And of course, the BEPS
(base erosion profit shifting) project will take this cooperation to a new level.
4.2

Redesigning the international tax rules of the game

Governments around the world have recognized that the international rules developed
over 50 years ago by the OECD may no longer be fit for purpose. It was this feeling that
led the G20 working closely with the OECD to launch in 2013 the initiative, “Base Erosion
and Profit Shifting”, with the aim to deliver 15 action points by the end of 2015; an
extremely tight deadline.
One of the main objectives of the project was to update the existing tax arrangements
that apply to multinationals, so the rules could operate more effectively in a global
economy dominated by large global MNEs and particularly in the high tech sector.
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Box 1 (below) provides an overview of the 15 action points that the G20 leaders
endorsed in 2013. Many of the action points involved complex technical issues but the
initiative is primarily driven by three overriding concerns:
• To ensure that MNEs pay a fair share of the global tax burden no matter how this is
defined
• To help ensure a fair sharing of the tax take from MNEs between different countries
• To provide a level playing field for all companies

The 15 Action points can be grouped in three categories:
• Those intended to improve tax transparency by, for example, forcing MNEs to share
information on the taxes paid and income earned and assets held in different
jurisdictions in which they operate (what is referred to as “Country by Country
reporting”).
• To ensure that tax planning arrangements put in place by MNEs always have
substance behind them. Put another way, structures should not be driven just by
tax considerations and it is not enough to have one or two highly paid suntanned
lawyers in a pleasant off shore environment, to justify a transaction.
• Ensure that companies are able to compete on a level playing field and that there
are not tax induced distortions and that there is greater coherency in the
international rules.
To date, the OECD has been able to deliver on time the reports promised to the G20,
with the active support of the EU. Seven reports were available to the G20 heads of
government when they met in Brisbane in November 2014, although some of these
reports were unable to identify firm recommendations, but rather put forward a range of
options. The remaining 8 Actions are currently being worked on.
The next six months will require that the OECD/G20 reach concrete agreements on each
of the 15 Action points. This will be a much more difficult task, since there are divergent
12
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views amongst the G20 countries – even between EU countries - on how to address BEPS
and each of these countries is starting from very different economic positions. Also,
countries went into the BEPS project with different expectations. The BRICS saw BEPS
primarily as an opportunity to review the substantive international tax rules that the
OECD had developed over the last 50 years. The US and some other large countries saw
BEPS as a tidying up exercise but not one which would re-open basic principles. Other
countries were primarily concerned with how the international tax rules could be adapted
to the digitalization of national economies; and yet others saw BEPS as an opportunity to
close off tax havens to multinational enterprises. The European Commission, which
participates in the G20, saw BEPS as an opportunity to move forward the EU tax agenda,
particularly on Consolidate Common Corporate Tax Base (CCCTB).
The final outcomes from the BEPS will not be known until the heads of government meet
at the Turkish Summit in November 2015 since “nothing is agreed until everything is
agreed”. It is also becoming increasingly clear that even after this summit, substantive
work will remain to be done on implementation rules. What is unclear at present is
whether the G20 wishes to examine in more depth some of the other issues which it has
asked other international organizations to examine and which were referred to in the
Cairns Ministers of Finance Communique in September 2014. Reports were asked on the
issue of tax incentives and on the design of pro-growth tax systems, building upon the
work that the OECD had done in 2010. At a time when growth remains sluggish,
Ministers of Finance need to ask how tax reforms could achieve higher rates of growth.
There is also a question of whether some of the BEPS action points should be pursued
outside of a BEPS context. Harmful tax competition and the tax issues raised by the
digitalization of our economies, for example, go way beyond the issue of BEPS and raise
fundamental questions of how the international tax rules need to be adapted to the
ongoing process of globalization and new technological developments. Here the EU can
play a key role by reactivating the code of conduct group (see below) and by putting tax
into its recently launched initiative on the digital market.
What is clear, however, is that the BEPS project will not terminate in November 2015. At
the very least, there will be two to three years where countries will need to focus on how
to implement the recommendations. To ensure a consistent implementation will require a
robust peer review system.
4.3

Exchange of information

Since the 2009 G20 meeting in London, we have seen a revolution in the area of
exchange of information (EoI). There has been a massive expansion of the number of bilateral exchange agreements and a move away from bi-lateral to multi-lateral automatic
exchange of information.
• By June 2015, over 100 countries had signed the OECD Multilateral Convention of
Administrative Assistance in Tax Matters.
• Almost 5,000 Double Tax Conventions (DTC) and stand-alone Tax Information
Exchange Agreements (TIEAs) are now in place.
• Between DTCs, TIEAs and the multilateral convention, almost 7,000 EoI
relationships are in place. A full 27% of all these relationships have been put in
place since 1 January 2008.
• The number of exchanges of information requests received has increased by 100%
since 2009, yet this is only the beginning, since many of these agreements are still
not in force.
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• The EU saving directive was reformulated to incorporate the new standard.
This list shows that the international community continues to make progress towards
greater cooperation to ensure the effective exchange of information on tax matters. The
Global Forum on Transparency and Exchange of Information for Tax Purposes has issued
a series of reports highlighting the actions being taken by jurisdictions to implement the
international standard for exchange of information on request. These reports assess a
jurisdiction’s legal and regular frameworks for transparency and exchange of information.
The EU has to push third countries to adopt these standards using its Free Trade
Agreements and its Assistance Programs.
Automatic exchange of information is the new emerging global standard: an area where
the OECD was able to build on the pioneering work of the EU saving directive. The
common reporting standard is completed and mechanisms are now in place to exchange
such information. To date, 90 jurisdictions, including most of the dependencies of EU
countries, have joined this initiative. These jurisdictions jointly announced that they
would begin the automatic exchange of information with each other in 2017, with respect
to data collected as from the 31st December 2015. Much of this move towards automatic
exchange of information can be traced to the announcement in 2011 by the United
States of its FATCA programme. That programme was initially conceived as a unilateral
initiative by the USA where much of the gains accrued to US and much of the
administrative burden to other countries. However, over the course of the last two years
the OECD has “multi-lateralising” FATCA by developing a global reporting standard,
backed up by automatic exchange of information.
From this brief description, it is clear that we are moving to a new era of information
exchange and transparency that is characterised by both being automated and
multilateral. In light of the current debate, it seems likely that both the pace and the
scope of information exchange will continue to increase. This means that it is more
important than ever for tax administrations to consider how they will use and protect all
this information.
4.4

The move towards tax transparency

This move towards better EOI is part of the broader trend towards an age of
transparency. Governments have unprecedented access to information. Big data is now a
reality. Companies such as Google, Facebook and Amazon have amassed data on an
unprecedented scale, which enables them to profile their customers, knowing their work,
leisure and spending habits.
Citizens in turn are demanding greater transparency from government and from
business. They want to know what data is held on them and how this information is used.
From a taxation perspective, there is a growing demand to know who is paying what. Tax
administrations are not immune to these transparency trends.
The European Parliament has also recently reached an agreement to improve
transparency in social and environmental matters. Large companies will have to disclose
non-financial informational policies, their risks and the results regarding environmental
matters, social and employee related matters, aspects on human rights, corruption and
bribery issues and the diversity of their boards of directors.
The debate on the taxation of MNEs has led to a growing call for increased level of
transparency in their operations particularly by the largest companies and those
operating a business model that focuses on the high tech sector.

14
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Country by Country reporting is rapidly becoming a reality and the OECD BEPS initiative
has also created a transfer pricing Master File which will set a new global standard by
which MNEs will be expected to abide by.
So far, the data from Country by Country reporting will only be available to tax
administrations but it is only probably a matter of time before this information is put into
the public domain.
From a tax perspective, MNEs must now expect that wherever they carry out their
business, including in off-shore centers, tax authorities from their home country will have
access to their information relating to these activities.
Box I sets out the information that will be asked for under Country by Country reporting
and the Transfer Pricing master file.

PE 563.449
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Box 1:

Content of Country by Country reporting template and Transfer
Pricing master file

A. Country by Country reporting
• Reporting for entities aggregated by country;
• Branches treated as separate entities in country of operation
• Information required in proposed template:
o Place of effective management
o Important business activity codes
o Revenues
o Earnings before income tax
o Cash taxes paid
o Current tax accrual
o Stated capital and accumulated earnings
o Number of employees
o Tangible assets (other than cash and cash equivalents).
o
B.Transfer Pricing master file
• Multinational corporation (MNC) organizational structure
• Chart of legal and ownership structure and location of operating entities
• Descriptions of MNC’s major business lines
• List of profit drivers
• Chart of supply chain
• Chart of non-R&D intercompany service arrangements
• Description of main geographic markets
• Functional analysis describing value contributions by individual entities
• Description of restricting, acquisitions and divestitures during the relevant year
• MNC’s intangibles
• Description of strategy for development, ownership and exploitation of intangible
property (IP), including location of R&D facilities and management
• List of material intangibles and ownership
• List of related-party arrangements related to IP
• Description of group transfers pricing policy related to R&D and IP
• Description of internal transfers of interests in IP during the relevant year (entities,
location and compensation)
•
•
•
•

MNC’s intercompany financial activities
Description of group financing, including important arrangements with unrelated lenders
Identification of central financing entities and their place of organisation and operation
Description of transfer pricing policies for intercompany financing arrangements

MNC’s financial and tax positions
MNC’s annual consolidated financial statements
List and description of MNC group’s applicable advance pricing agreements (s)
List and description of other relevant tax rulings related to the allocation of income to
particular jurisdictions
• List and description of transfer pricing matters pending under treaty Mutual Agreement
Procedure (MAP) processes or resolved in MAP during the last two years
•
•
•
•

16
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It is important to reconcile the need for more transparency with the need to protect
confidentiality, particularly of commercially sensitive information. Greater transparency
between taxpayers and tax authorities is a good thing (although it has to be a two-way
street) as it should lead to fewer disputes, greater mutual understanding and a
relationship based on cooperation. Greater transparency and more information is a first
step towards multinationals regaining the trust of citizens and politicians. We need to
recognize that MNEs play a key role in the global economy in reducing poverty, in
expanding the economic capacity of developing countries by the transfer of technology
and contributing to the wealth of the communities in which they operate.
4.5

Dealing with illicit activities

Money laundering, corruption, smuggling, tax crimes and other financial crimes can
threaten the strategic, political and economic interests of both developed and developing
countries. These crimes undermine the effective governance of our societies and they
may also deprive countries, particularly developing ones, of the revenues that they need
to invest in their future.
The financial impact of illicit activities is vast and the burden is borne both by companies
and citizens. Whilst it is difficult to put a firm figure on the size of illicit outflows, there is
an emerging consensus that it probably outweighs the inflow of aid that is provided by
developed countries to poor countries. A recent study by UNCTAD (UN Conference on
Trade and Development) put the figure at $100 billion annually 3. This is an issue which
should be at the center of the EU Policy as it reaches out to third countries.
Fighting financial crimes and other illicit trade requires greater transparency and
improved cooperation between all government agencies. The aim of such cooperation is
to prevent, detect and prosecute economic crimes no matter what form they take. This
cooperation must be effective both on a domestic level and on an international level.
Tax authorities, financial intelligence units and law enforcement agencies in countries
should join forces. Effective cooperation amongst different governmental agencies is at
the heart of a whole of government approach to combat illicit activities and is becoming a
reality within the EU although sadly less so in the developing world. In recent years, we
have also seen an increase in the legal instruments that enable information sharing and
other types of cooperation at an international level in the areas of tax, money laundering,
corruption, asset recovery and general mutual legal assistance. These legal instruments
have enabled a closer cooperation between, for example, tax authorities, customs
departments and financial intelligence units (FIUs), which is to be welcomed, since tax
auditors are well equipped to identify the tell-tall signs of fraud and corruption and are
able to provide quality information to their colleagues in FIUs.
The Financial Action Task Force has played a key role in this enhanced cooperation,
establishing its recommendations (the international standards in combating money
laundering and the financing of terrorism and proliferation) and ensuring by its review
mechanisms that these standards are consistently implemented. These recommendations
are designed to improve transparency and to achieve a more effective cooperation
including by exchange of information between the relevant authorities. An important
milestone occurred in 2013 when the FATF decided to make tax crimes a predicated
offense and thereby providing a legal basis for pursuing potential money laundering on
the proceeds of such crimes. This expansion on the scope of the money laundering
offense is an important step towards greater cooperation in the exchange of cooperation
3

See: http://unctad.org/en/PublicationChapters/wir2015ch5_Annex_II_en.pdf
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between national anti-money laundering authorities and tax authorities, especially in
countries which have not already criminalized the laundering of the proceeds of tax
crimes and supports the EU anti-money laundering directive.
Cross-border smuggling represents an increasingly important part of illicit activities and
in parts of Africa, are a significant source of financing for terrorist organizations. Such
activities have grown with the liberalization of our economies. This is particularly harmful
from the perspective of developing countries since excise taxes, which are typically levied
on such products as tobacco, alcohol, oil and gas and other high value products, account
for a significant portion of their governmental tax revenue. The challenge is to design and
implement excise systems so that they become a stable and predictable source of
government revenue. Governments must be careful not to overreach and to create a tax
shock by raising taxes too highly or too quickly. It is critical that governments balance
their approach by setting the excise rates with the aim of optimizing tax revenues in the
long term, avoiding the expansion of illicit activities and at the same time using the price
mechanism to discourage activities which are considered as non-desirable.
4.6

Countering Harmful Tax Competition

Base Erosion and Profit Shifting (BEPS) has two dimensions. First, BEPS can occur when
multinationals make aggressive use of the tax planning opportunities opened up by a
mischaracterisation of different vehicles and income sources and where tax treaties and
transfer pricing are misused to shift profits into low tax jurisdictions. Secondly, BEPS can
also occur when governments compete aggressively for the tax base especially when
their designs regimes which are targeted at highly mobile activities.
Aggressive tax competition, or what the OECD called in 1998 harmful tax competition, is
referred to in Action 5 of the Action Plan endorsed by the Heads of State at the G20 St
Petersburg Summit in September 2013. This states:
“ACTION 5- Counter Harmful Tax Practices More Effectively, Taking Into Account
Transparency and Substance.
Revamp the work on harmful tax practices with a priority on improving transparency,
including compulsory spontaneous exchange on rulings related to preferential regimes,
and on requiring substantial activity for any preferential regime. It will take a holistic
approach to evaluate preferential tax regimes in the BEPS context. It will engage with
non-OECD members on the basis of the existing framework and consider revisions or
additions to the existing framework.”
It is useful to go back to the 1998 report to see how Harmful Tax Competition was
defined. Box II reproduces the main criteria.
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Box 2:

a)

Key factors in identifying and assessing harmful preferential tax
regimes for the purpose of this report

No or low effective tax rates

A low or zero effective tax rate on the relevant income is a necessary starting point for
an examination of whether a preferential tax regime is harmful. A zero or low effective
tax rate may arise because the schedule rate itself is very low or because of the way in
which a country defines the tax base to which the rate is applied. A harmful preferential
tax regime will be characterised by a combination of a low or zero effective tax rate and
one or more other factors set out in this Box and, where relevant, in this section.
b)

“Ring fencing” of regimes

Some preferential tax regimes are partly or fully insulated from the domestic markets of
the country providing the regime. The fact that a country feels the need to protect its
own economy from the regime by ring-fencing provides a strong indication that a regime
has the potential to create harmful spill over effects. Ring-fencing may take a number of
forms, including:
- a regime may explicitly or implicitly exclude resident taxpayers from taking advantage
of its benefits.
- enterprises which benefit from the regime may be explicitly or implicitly prohibited
from operating in the domestic market.
c)

Lack of transparency

The lack of transparency in the operation of a regime will make it harder for the home
country to take defensive measures. Non-transparency may arise from the way in which
a regime is designed and administered. Non-transparency is a broad concept that
includes, among others, favourable application of laws and regulations, negotiable tax
provisions, and a failure to make widely available administrative practices.
d)

Lack of effective exchange of information

The lack of effective exchange of information in relation to taxpayers benefiting from the
operation of a preferential tax regime is a strong indication that a country is engaging in
harmful tax competition.
The no or low effective tax rate is the entry requirement and is not in itself a sign that
the regime is harmful. Transparency and Exchange of Information are ways to address
the potential harm to a treaty partner’s tax base since they help the home country to
take defensive measures. The key criteria, however, is the ring fencing, but this is
narrowly defined as discrimination against resident tax payers by excluding them from
preferential regimes. The idea was that this would make it more costly in terms of
revenue lost for governments to introduce preferential regimes since they would have to
apply both to resident and non-resident taxpayers. At the time when the report was
drawn up there were a number of such regimes in the OECD area and in particular the
Irish 10% regime that applied to only non-resident corporations.
The underlining premise of the 1998 report was that to get the full benefits of tax
competition required setting out an agreed set of international rules on what is “fair” and
what is “unfair”. The analogy was made with free trade, where governments accept that
getting the full benefits of free trade required guidelines on what was acceptable and
what was unacceptable in the way in which countries compete.
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Within the constraints of its mandate the 1998 initiative was successful. 47 regimes were
reviewed and those regimes that were found to be harmful were either eliminated or
redesigned. Nevertheless, between 2011-2012 the project was effectively put on hold
since some OECD countries claimed that the Harmful Tax Forum had achieved its
objectives and therefore could be terminated: fortunately other countries felt that more
work remains to be done.
The parallel EU Code of Conduct exercise was launched at roughly the same time and
addressed similar issues, but in the context of a single European market and with more
emphasis on the economic rather than legalistic analysis. The criteria used by the EU to
identify harmful regimes put a much greater emphasis on the relative rate of tax that
applied within a preferential regime and on whether an activity had “substance”. Again,
the Code of Conduct group was successful in that almost all of the regimes that it
identified as harmful were dealt with.
Today, the key question is whether the BEPS initiative will help the OECD and EU to
reinvigorate this work?
Over the last 3-5 years we have seen countries designing many preferential regimes that
conform to the letter of the OECD and EU codes but not with the spirit. In particular we
have seen an increasing number of regimes put in place to attract R&D and intangibles,
the latest example being the patent boxes which are now being increasingly used by
European countries. Both the OECD and EU are currently examining the Patent Boxes to
see whether they can be classified as potentially harmful.
Why are Patent boxes important? Because of the revenue potential. For large
multinationals their wealth lies not in the physical products that they produce; it is the
knowledge that lies behind these products that generate their wealth and therefore the
tax base. As an increasing part of the corporate tax base becomes more mobile,
countries will be more tempted to offer no or low tax regimes to attract these activities to
their jurisdiction. The concern here is not just about shifting the tax base but also that
such regimes distort the location of activities with decisions being driven not by real
underlying economic factors but by tax.
So what should the European Union do to address harmful tax practices? First, there
needs to be a “buy in” to the approach set out in the 1998 report by non-OECD G20
countries, so that the G20 can show leadership and which would encourage other
countries outside of the G20 to follow their example. Secondly, there needs to be a
commitment to review the criteria and, in particular, whether the ring fencing criteria
needs to be extended to cover regimes such as the IP box (it is very unlikely that under
the current criteria the UK regime would be classed as harmful). Thirdly, a more robust
monitoring system needs to be put in place, which could parallel the peer review process
created by the Global Forum on Tax Transparency and Exchange of Information. Here the
EU code of conduct group could play a key role, especially if it is given a more political
mandate.
As regards the scope of the definition of harmful regimes, it may be helpful to look again
at what the 1998 report referred to as other factors in identifying such regimes. These
included: the artificial definition of the tax base itself; failure to adhere to international
standards, especially on transfer pricing; the use of a territorial regime with weak anti
abuse provisions; negotiable tax rates and bases; a wide network of tax treaties without
strong anti-abuse provisions; and regimes which are widely advertised as tax
minimisation vehicles which are purely tax driven without any substance. On this last
issue of substance, both the EU code group and the OECD’s Harmful Tax group are
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examining how to define “substance”. This is not an easy task, given the increasing
digitalisation of our economies and the increased importance of intangibles.
To counter aggressive tax competition will require strong leadership and a willingness on
the part of countries to put the common good above maintaining a narrowly defined
concept of fiscal sovereignty. Governments will only be successful in countering base
erosion and profit shifting if they address both aggressive tax planning and aggressive
tax competition.
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