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Abstract 
 

• Withholding tax rates are effective instruments to combat multinational 
income shifting to low-tax countries.  

• Changes in the withholding tax system should be tightly integrated with 
the (comprehensive set of) anti-profit shifting provisions in place today.  

• A fully- standardized EU-wide system for withholding tax relief at source 
is the best option to overcome current frictions related to cross-border 
withholding tax relief, which constitute a significant impediment to mar-
ket integration in the EU.  

 

Multinational Profit Shifting: How Big is the Problem? 

Multinational profit shifting is a real phenomenon. There is prominent anecdotal 
evidence that some of the world’s largest multinational enterprises (MNEs) 
transfer significant fractions of their income to low-tax countries. But how prev-
alent are shifting activities in the population of multinational firms at large? Em-
pirical estimates point to systematic tax avoidance activities (e.g. Beer et al. 
2020). But the size of the phenomenon is debated – data limitation and method-
ological challenges render it difficult to identify tax avoidance activities in obser-
vational data. Researchers often rely on non-trivial assumptions when deriving 
profit shifting estimates. Some of the prominently cited shifting estimates have 
been challenged in the academic literature in recent years (Blouin and Robinson, 
2020).  

What is more, today’s policy decisions require knowledge about the size of 
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multinational profit shifting activities today. As data on multinational firm activ-
ity is commonly only available for empirical research with a time lag, the majority 
of profit shifting estimates (including Dover et al. 2015 cited in the own-initiative 
report) rely on data from the period before the tightening of anti-profit shifting 
legislations by the OECD’s BEPS initiative and the EU’s Anti-Tax Avoidance Di-
rective (ATAD). The estimates thus naturally do not reflect potential limiting ef-
fects that BEPS and ATAD may have had on multinational profit shifting volumes.  

In terms of shifting channels, the location of intellectual property (IP) at low-tax 
countries combined with cross-border licensing appears to be one, if the not the, 
most important international tax avoidance strategy (e.g. Karkinsky and Riedel 
2012; Griffith et al. 2014; Heckemeyer and Overesch 2017; Knoll et al. 2020). 
Debt-shifting is another well-documented income shifting strategy (e.g. Büttner 
and Wamser 2013; Moen et al. 2019). 

 

Are Withholding Tax Rates an Effective Instrument to Combat Profit Shifting 
Behavior? 

Countries have incentives to attract royalty, interest and other mobile shifting 
income by levying low tax rates on such income streams – leading to a detri-
mental ‘race-to-the-bottom’ in tax rates. Several (mostly European) countries, 
over recent decades, introduced IP box regimes, which grant particularly low tax 
rates on royalties and other IP-related income. A number of studies document 
that IP location within MNEs is distorted towards IP box countries (see e.g. Al-
stadsaeter et al. 2018; Baumann et al. 2020).  

Withholding tax rates counteract such behavior as they transfer taxing rights 
from the (low-tax) residence to the (high-tax) source country. They thus effec-
tively lower the tax gap between high-tax and low-tax countries and reduce in-
centives for income relocation. Incentives to shift profits may not be completely 
neutralized, however, depending on the size of the (minimum) withholding tax 
rate. If the withholding tax rate on royalty payments is e.g. 15% and the source 
country’s corporate tax rate is 30%, shifting incentives remain. 

Empirical evidence suggests that withholding tax rates ‘bite’ and can significantly 
reduce income transfers to haven economies. Hemmerich (2018), for example, 
studies the introduction of a royalty deduction limit in Austria in 2014 – which is 
conceptually similar to withholding rates (see below) and makes royalities, under 
certain conditions, taxable at the Austrian corporate tax rate. He finds that, on 
“affected” routes, bilateral royalty payments from Austia decreased substantially 
by a sizable 40%. 

 

 



 

The Role of the Interest and Royalties Directive and the Parent-Subsidiary Di-
rective 

The Interest and Royalties Directive (IRD) and the Parent-Subsidiary Directive 
(PSD) exempt cross-border payments between associated companies in the EU 
related to interest, royalties and dividends from withholding tax. The Directive 
thus effectively gave the taxation right entirely to the residence country. This 
spurs MNEs’ incentives to shift profits to European haven countries and resi-
dence countries’ incentive to engage in detrimental international tax competi-
tion for the mobile income (see above).  

IRD and PSD also facilitate income transfers to low-tax countries outside the EU. 
MNEs may channel payments through EU-countries with the most attractive 
treatment of EU-outbound payments. Evidence suggests that MNEs indeed en-
gage in ‘treaty shopping’ behavior and exploit differences in the treatment of 
outbound payments across EU members (Mintz and Weichenrieder, 2010; Lejour 
and Van’t Riet 2018; Lejour et al. 2021; Lejour 2021).  

Commentators pointed to this issue directly after the adoption of the IRD (Collier 
et al. 2018): 

“It is not easy to see why the Interest and Royalty Directive was included in the ‘package to tackle 
harmful tax competition,’ as it is difficult to see what connection it has with the curbing of harm-
ful tax competition. It rather encourages such competition. ... Abolishing withholding taxes on 
those payments means that the source country … receives no tax revenue whatsoever. This im-
plies tax planning opportunities ... . We are tempted to predict that ... either this directive will 
lead to a huge stream of deductible interest and royalties from the high tax jurisdictions into the 
low tax jurisdictions within the EC, or to EC-wide application of very strict thin capitalization rules, 
... and other anti-base erosion rules ... .” (Terra and Wattel, 2005, pp. 639-640) 

The effect of withholding taxes on profit shifting behavior to EU and non-EU tax 
havens depends on the design of the system. A (re)introduction of withholding 
tax rates on intra-firm payments within the EU lowers MNEs’ incentives to shift 
profits to EU low-tax countries (as well as incentives to shift income to non-EU 
havens through treaty shopping). A minimum withholding tax rate on outgoing 
income from the EU (as proposed by Lejour and van’t Riet 2020) would diminish 
incentives to transfer income to non-EU low-tax countries (but not to low-tax 
countries within the EU). Jarass (2021) proposes a tax system where all outgoing 
payments from a given country are taxed at the same withholding tax rate – ir-
respective of the country of the payment recipient. This abolishes today’s com-
plicated withholding tax relief mechanisms. On the downside, there may be good 
economic reasons for countries to differentiate their withholding tax rate by 
partner economy (implying that requesting a common rate may come with effi-
ciency losses).  

 

 



 

Withholding Tax Rates and Other Existing Anti-Profit Shifting Measures 

Withholding tax rates are one instrument to combat income shifting to low-tax 
economies among a set of potential strategies. Recent years have seen compre-
hensive multilateral efforts to combat income shifting to low-tax countries – first 
and foremost, the OECD’s BEPS project and the EU’s ATAD – but these provisions 
focused on other instruments than withholding tax rates. This raises the question 
if additional policy measures are needed beyond the anti-profit shifting rules in 
place today – and beyond new provisions (Pillars 1 + 2).  

As stressed above, there is considerable uncertainty attached to profit shifting 
estimates and we still lack comprehensive evidence on the effects of BEPS and 
ATAD on shifting activity. If these provisions were effective in lowering profit 
shifting, no further provisions might be required; if they were not effective in 
curbing profit shifting, then it is also not clear whether new provisions help over-
coming the problem. If the new measures are structurally similar to existing 
rules, then they may not be more effective in curbing profit shifting than current 
rules.  

BEPS and ATAD aimed at limiting income shifting to low-tax countries through a 
number of provisions, among others tax deduction limits, rules against treaty 
shopping, exit taxation, controlled foreign company regulations, revised transfer 
pricing provisions and country-by-country reporting. BEPS Action 5 introduced 
nexus requirements for IP box regimes, stipulating that IP income is only eligible 
to special low tax rates if a substantial part of the R&D is undertaken in the coun-
try. This largely abolishes MNEs’ incentives to shift IP ownership to patent box 
countries.  

Withholding tax rates make interest and royalty payments taxable at source.  

Most closely related are rules that limit the deductibility of base eroding pay-
ments from the corporate tax base. BEPS and ATAD account for provisions that 
limit deductibility of interest payments. Denying interest deductibility is similar 
to levying a withholding tax rate on interest income. Both provisions make the 
interest payments taxable in the source country: Deduction limits at the corpo-
rate tax rate; withholding taxes at the withholding tax rate. There may be differ-
ences in the tax treatment of interest income in the recipient countries (and 
hence in effective tax rate and double taxation), but the similarities between the 
provisions make them substitutes rather than complements.  

Interestingly, there are no analogous multilateral rules that restrict the deducti-
bility of royalty payments from the corporate tax base. A few countries have en-
acted such provisions unilaterally (e.g. Austria and Germany). This may be con-
sidered a gap in profit shifting provisions. This said, existing rules (e.g. nexus re-
quirements for IP box regimes and CFC provisions) already reduce the attractive-
ness of profit shifting through IP location and cross-border licensing, however. 
Pillar II goes one step further and intends to make broader tax base eroding 



 

payments taxable in the source country (including royalty payments) if they are 
subject to low taxation in the recipient country.  

Against the background of this complex system of anti-profit shifting rules, it is 
not a priori clear that the introduction of additional anti-profit shifting provisions 
is beneficial to society. New rules increase the complexity of the (already com-
plex) international tax system and thus the administrative and compliance costs 
for countries and MNEs. From a social perspective, it is not optimal to fully abol-
ish income shifting (Keen and Slemrod 2019). The gains from shifting reductions 
should rather be weighed against the costs from increased tax system complex-
ity. If existing and new rules are substitutes, new provisions should only be im-
plemented if they are superior - and it should be checked thoroughly if existing 
provisions can be abolished.  

 

Pros and Cons of Withholding Tax Rates (Relative to Other Anti-Shifting 
Measures) 

Withholding tax rates have advantages over deduction limitation rules. Deduc-
tion limitations reduce the consistency of the law and often cause double taxa-
tion (when the underlying payments - although not deductible in the source 
country - are still considered as taxable income in the residence country). The 
implied extension of source taxation may then distort investment, financing and 
organizational decisions of multinational firms in an undesirable way (Fuest et al. 
2013).  

In the context of withholding taxation, the international tax system is designed 
to avoid double taxation resulting from foreign withholding taxes. This is 
achieved by establishing reduced foreign withholding tax rates in bilateral double 
tax agreements and allowing for the deduction of foreign withholding taxes from 
domestic dividend taxes via a foreign tax credit. There may be exceptions, how-
ever, e.g. when the company runs losses as the tax is levied on the payment 
stream and does not have a direct link to the firm’s economic profits. Double 
taxation may also arise if there are complex procedures to recover withholding 
tax overpayments in the source country or obtaining tax credits in residence 
countries. Empirical evidence suggests that compliance costs for firms may be 
substantial and double taxation is, because of that, not effectively removed in 
the current system (Jacob and Todtenhaupt 2020).  

 

Relief at Source 

Procedures for claiming cross-border withholding tax relief must be simplified. 
Current processes of claiming withholding tax relief in the EU are lengthy, re-
source-intensive and costly mainly due to the lack of digitalized procedures and 



 

the existence of complex and divergent processes across EU Member States. 

Jacob and Todtenhaupt (2021) present systematic empirical evidence showing 
that there are large compliance frictions in reclaiming foreign withholding tax 
overpayments on foreign portfolio investment that deter cross-border invest-
ment. Importantly, the authors find that the adverse effect of withholding tax 
overpayments on FPI is significantly reduced when there is relief at source, which 
allows for the reduced double tax treaty rate to be applied directly at source, 
rather than through a lengthy reclamation process. 

These findings offer important insights: They support the notion that compli-
cated procedures for claiming cross-border withholding tax relief are impedi-
ments to market integration in the EU. The authors’ findings also establish that 
a fully-fledged standardized EU-wide system for withholding tax relief at source 
can overcome related frictions. Improvement of tax refund procedures also are 
a natural remedy. Current frictions should not remain in place as a deterrence of 
profit shifting. Dis-incentives should rather be established through statutory pro-
visions in the law.  

 

Withholding Tax Rates As a Measure to Shift Taxing Rights to Market Countries  

Side remark at the end: Withholding taxes may also help addressing challenges 
related to taxation in the digital economy. The OECD’s Pillar 1 allocates a fraction 
of residual firm profits to market countries. An alternative approach, as recently 
pointed out by Richter (2021), would be to give market jurisdictions the right to 
impose a withholding tax on qualified outbound payments, such as payments for 
digital services. 
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