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Introduction

Veronika Solilová, Danuše Nerudová, and Marian Dobranschi

Abstract This chapter presents a brief overview of widespread phenomena that
arose during the aftermath of certain financial crises, i.e., the problems of corporate
tax base erosion and profit shifting. Governments (investing millions of EURs in the
stabilization of financial systems) have started to care about whether corporations
contribute a fair share to public budgets. Aggressive tax planning strategies used by
corporations face strong criticism from governments and the public. Moreover, most
profit shifting takes place within the framework of existing legal boundaries, which
undermines the fairness and integrity of corporate tax systems. Due to these facts, the
OECD initiated the Base Erosion and Profit Shifting (BEPS) action plan, which aims
to equip governments with the domestic and international instruments needed to
tackle base erosion and profit shifting. Based on a comprehensive analysis of current
profit-shifting and tax base erosion techniques in the area of corporate taxation and
on the results of empirical research, this work identifies profit shifting and base
erosion in post-communist EU countries and presents estimations of losses in
corporate tax revenues. However, taking into account the prominent roles of profit
shifting and tax base erosion in the economy and related policy issues, this work also
gives policy recommendations to achieve fair corporate taxation. This book is the
result of a three-year project No. 18-14082S “Fair corporate taxation: Measurement
of the impact of the corporate profit shifting on the budget of the Czech Republic”
granted by the Czech Grant Agency.

This chapter presents a brief overview of widespread phenomena that arose during
the aftermath of certain financial crises, i.e., the problems of corporate tax base
erosion and profit shifting. Governments (investing millions of EURs in the stabi-
lization of financial systems) have started to care about whether corporations con-
tribute a fair share to public budgets. Aggressive tax planning strategies used by
corporations face strong criticism from governments and the public. Moreover, most
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profit shifting takes place within the framework of existing legal boundaries, which
undermines the fairness and integrity of corporate tax systems. Due to these facts, the
OECD initiated the Base Erosion and Profit Shifting (BEPS) action plan,1 which
aims to equip governments with the domestic and international instruments needed
to tackle base erosion and profit shifting. Based on a comprehensive analysis of
current profit-shifting and tax base erosion techniques in the area of corporate
taxation and on the results of empirical research, this work identifies profit shifting
and base erosion in post-communist EU countries2 and presents estimations of losses
in corporate tax revenues. However, taking into account the prominent roles of profit
shifting and tax base erosion in the economy and related policy issues, this work also
gives policy recommendations to achieve fair corporate taxation. This book is the
result of a three-year project No. 18-14082S “Fair corporate taxation: Measurement
of the impact of the corporate profit shifting on the budget of the Czech Republic”
granted by the Czech Grant Agency.

Surveys conducted by the OECD (2013a), International Monetary Fund (herein-
after IMF) (2014, 2015) and European Commission (2015) have revealed that
corporations are using aggressive tax planning strategies, mainly based on existing
loopholes and mismatches between national corporate tax systems, to enable the
shifting of profits into low- or no-tax jurisdictions. The OECD (2013a) underlines
that tax base erosion poses a risk to tax revenue, tax sovereignty and tax fairness
across OECD countries and non-OECD countries alike. Profit shifting plays an
important role in base erosion. According to the OECD (2013a), the main factors
that enhance profit shifting are international mismatches in entities such as hybrid
arrangements and arbitrage; the abuse of tax treaties related to profits derived from
transactions in the digital economy; preferential tax regimes related to debt financing
and other intracompany transactions; transfer pricing and the artificial splitting of
ownership of assets between legal entities; the low effectiveness of anti-avoidance
measures such as GAARs; differential treatment of controlled foreign companies;
thin capitalization rules; and the existence of preferential tax regimes.

The tax base erosion and profit shifting are seen by the OECD (2013a) as a result
of active and aggressive tax planning and tax strategies aimed at avoiding taxation in
high-tax countries and shifting profits to low- or no-tax countries. This practice not
only affects the collection of state tax revenues (i.e., the integrity of corporate
income tax revenues) but also undermines competition between companies. Profit
shifting gives a competitive advantage to multinational enterprises (hereinafter
MNEs) in comparison to domestic companies. Therefore, there are three parties
that are harmed by profit shifting, namely, governments, individuals and businesses.
Further, profit shifting, according to the OECD (2013a), also distorts investment
decisions, as the allocation of resources does not seek the creation of added value but
aims to shift investments to locations with low pre-tax returns and high after-tax

1Individual BEPS actions are available at: https://www.oecd.org/tax/beps/beps-actions/.
2These countries include Bulgaria, the Czech Republic, Estonia, Hungary, Croatia, Lithuania,
Latvia, Poland, Romania, Slovak Republic and Slovenia.
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returns. Finally, profit shifting could harm the overall voluntary tax compliance of all
taxpayers if there is a broad perception that MNEs can legally avoid taxation. Under
the BEPS project, the OECD (2013b) proposed a 15-step action plan to counter base
erosion and profit shifting. The OECD (2013b) believes that a concerted action plan
should be adopted through mutual cooperation between governments as a global
solution to decrease base erosion and limit profit shifting.

The European Union also reacted. The European Commission (2015) developed
an action plan for a fair and efficient corporate tax system in the European Union,
covering five key areas for action.3 First, the plan re-launches the project of creating
a common consolidated corporate tax base (CCCTB). Second, the plan seeks to
ensure effective taxation in the places where profits are generated. Third, the plan
provides that additional measures should be introduced to create a better tax envi-
ronment for businesses. Fourth, the plan seeks further progression in tax transpar-
ency. Fifth, the plan calls for EU tools to be used effectively for coordination. The
first part of the European Commission’s agenda on fairer, simpler and more effective
taxation, in the form of the Anti-Tax Avoidance Package,4 was introduced in
January 2016. The core part of the package is the Anti-Tax Avoidance Directive,5

introducing the tools to fight base erosion and profit shifting in the EU Member
States, was adopted on 20th June 2016, only after 6 months of negotiations. This can
be considered major proof of how important and large the problems of corporate
base erosion and profit shifting are for the EU Member States. The full implemen-
tation of the directive by the member states should be completed by December
2023.6

3For more details, see the following: https://ec.europa.eu/taxation_customs/business/company-tax/
action-plan-corporate-taxation_en.
4For more details, see the following: https://ec.europa.eu/taxation_customs/business/company-tax/
anti-tax-avoidance-package_en.
5The ATAD contains five legally-binding anti-abuse measures (CFC rules, a switchover rule, exit
taxation, interest limitations, and a general anti-abuse rule) that all EU Member States should
implement and apply against common forms of aggressive tax planning. For more details, see the
following: https://ec.europa.eu/taxation_customs/business/company-tax/anti-tax-avoidance-pack
age/anti-tax-avoidance-directive_en. The direct link to Directive (EU) 2016/1164, which sets out
rules against tax avoidance practices that directly affect the functioning of the internal market is as
follows: https://eur-lex.europa.eu/legal-content/EN/TXT/?uri¼uriserv:OJ.L_.2016.193.01.0001.
01.ENG&toc¼OJ:L:2016:193:TOC.
6The rules must be transposed into domestic law by 31 December 2021 and be applicable by
1 January 2022. However, the CFC rules were required to have been transposed into domestic law
by 31 December 2018 and to have been effective on 1 January 2019. (Almost all of the member
states had implemented the ATAD’s CFC rules as of 1 January 2019; however, Denmark, Germany,
and Spain proposed amendments in their legislations). A similar effective date of 1 January 2019
was applicable for the interest deduction limitation rule and the GAARs. In addition, the EBITDA
rules, which are as effective as the ATAD rules, can be used by member states until 1 January 2024.
The hybrid rules and exit taxation rules were required to be transposed into domestic law by
31 December 2019. However, the member states must introduce a reverse hybrid rule by
31 December 2021, and by 31 December 2022 for the banking sector. Although the ATAD obliged
the member states to apply the exit taxation rules as of 1 January 2020, there are member states that
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Although research on base erosion and profit shifting is increasing, there are gaps
with respect to country coverage and methodology. The first research in the field of
tax avoidance and tax fraud through tax havens was performed by Oxfam (2000),
who estimated that poor countries lose USD 50 billion yearly due to the existence of
tax havens. Christian Aid (2009) studied the shifting of profits out of developing
countries and estimated the yearly loss of tax revenue to be USD 121.8 billion.
Consequently, the Tax Justice Network (2005) researched the volume of assets
owned through tax havens and estimated that assets worth USD 11,000 billion are
owned through tax havens.

The extensive and favourable tax treaty network of the EU Member States allows
the practice of diverting FDIs using conduit countries, such as the Netherlands,
Luxembourg, Ireland and Switzerland, and focuses on the macro perspective. Desai
et al. (2004) determined that MNE can reinvest the income of its subsidiaries via the
MNE’s base company (i.e., a base company set up in a conduit country) and avoid
the home country tax regime. Additionally, MNEs can use intermediate companies
to mix dividends from low- and high-tax countries. This practice allows MNEs to
offset taxes paid in different countries against each other when the dividends are paid
back to the ultimate parent companies. This practice of offsetting would not be
possible if the parent company controlled the subsidiary directly (and not through a
conduit entity). The Netherlands is a preferred conduit country for diverting FDIs
and thus avoiding high withholding taxes because the Netherlands has more than
100 investment treaties with low- and middle-income countries. According to Desai
et al. (2004) and Weyzig (2013), MNEs have diverted close to USD 1600 billion,
which represents 13% of the global inward FDI stock, through the Netherlands.
Weyzig (2013) empirically analysed the impact of several potential determinants on
diverting FDIs though the Netherlands as an intermediate country. The author found
that FDI diversion strongly depends on the Netherlands’ tax treaties, which tend to
increase the diversion of foreign investments. Sutherland and Matthews (2009)
researched the phenomenon of Chinese companies’ strategic asset seeking of out-
ward foreign direct investment (OFDI). The authors analysed the round-tripping of
capital, defined as a practice in which companies send capital abroad only to bring it
back under the pretext of “foreign” investment to enjoy special government benefits
and lower taxation. The authors stressed that 47.5% of Chinese FDI comes from the
Cayman Islands and British Virgin Islands, countries classified by the OECD as tax
havens.

The research in this field from a micro-level perspective is usually based on the
Fuest and Riedel (2012) methodology, i.e., employing firm-level data, and Janský
and Kokeš (2015, 2016), with the construction of a set of financial indicators
enabling the detailed tracking of organizational profit-shifting channels and the

applied the ATAD’s exit taxation rules as of 2018 and 2019. Half of the member states have chosen
to exempt temporary transfers of assets from the scope of the exit taxation rules. For more details
about the BEPS plan’s recommendations and its implementation in individuals member states, see
Chapter “Tax Policy in Relation to Fair Corporate Taxation”.
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estimation of the effect of MNEs’ links with tax havens on corporate tax revenues
losses.

Five major studies can be found with respect to the estimates of corporate income
tax revenue losses due to international tax avoidance. The UNCTAD (2015) esti-
mated that the global revenue loss due to offshore tax havens in 2012 was 8% of
corporate income tax, or USD 200 billion. The IMF (2014) estimated that the OECD
countries’ revenue losses amount to 5% of corporate income tax. The European
Parliamentary Research Service (2015) quantified the loss of tax revenue as either
EUR 50–70 billion or EUR 160–190 billion per annum, if other tax regime issues,
inefficiencies in collection and other practices are taken into account. The OECD
(2015) estimated that revenue losses range between 4% and 10%; and over 30% of
U.S. corporate income tax revenues with respect to the USA as states Clausing
(2016). Further, author adds that for the world as a whole revenue losses may be in
excess of $280 billion. However, Crivelli et al. (2016) found that losses due to base
erosion and profit shifting worldwide amounted to USD 650 billion annually.

With respect to the current base erosion and profit shifting taking place within the
EU, with a focus on post-communist EU countries, we conducted detailed research
on the current techniques of profit shifting and tax base erosion; based on that
research, we estimate the volume of corporate tax revenue losses and provide policy
recommendations to achieve fair corporate taxation.

This book is organized into seven chapters that provide a comprehensive analysis
of the current techniques of profit shifting and tax base erosion in the area of
corporate taxation and their measurement. The book analyses different approaches
to their measurement in relation to macro and micro perspectives. The book iden-
tifies profit shifting and tax base erosion in post-communist countries that are
currently EU Member States. Taking into account these widespread phenomena
and their prominent roles in the economy, this book also gives policy recommenda-
tions to achieve fair corporate taxation. The book focuses on the presentation of the
following topics:

• The first topic, discussed in chapter “Profit Shifting and Tax Base Erosion in the
Twenty-First Century”, aims to explain the relevance of these phenomena in the
context of the twenty-first century, highlight the importance of tax havens in this
area of issues, further explain the development of corporate taxation during the
last century, and then identify which tools/actions were implemented and what
progress has been made on these issues after the BEPS project. As a last,
aggressive tax planning opportunities and tax base erosion were mentioned in
respect of post-communist EU countries.

• The second topic focuses on methodology and aims to analyse and document the
current profit-shifting and tax base erosion techniques. Chapter “Methodological
Approaches to the Measurement of Profit Shifting and Tax Base Erosion”
contains an overview of these techniques, which are distinguished based on
their macro- and micro-level perspectives, followed by a detailed explanation
of the techniques/methods applied to identify profit shifting and tax base erosion

Introduction 5



and a final estimation of the corporate tax revenue losses in the post-communist
EU countries.

• The third topic aims to identify and determine the extent of profit shifting and tax
base erosion in the post-communist EU countries and to estimate their corporate
tax revenue losses. Chapter “Economic Analysis from the Macro Perspective”
contains an economic analysis from the macro perspective and chapter “Eco-
nomic Analysis from the Micro-Perspective” from the micro perspective. The
macro-level research will go beyond the current state of the phenomena. Based on
the UNCTAD (2015), our methodology suggests going further by categorizing
factors affecting tax base movements on objective and optimizing levels. This
allows for better quantification of tax base leakages (i.e., profit shifting) in terms
of reasons (better tax system abroad compared to an avoidance of taxation) and
for establishing economic-policy recommendations. The research from a micro
perspective allows for the determination of pre-tax income sensitivity to tax rate
differentials and the identification of profit-shifting channels and corporate tax
revenue losses based on the construction of a set of financial indicators and the
fulfilment of conditions. The indicator system of suitability for various optimi-
zation strategies allows us to further categorize the various types of tax havens
and to determine through what kinds of channels the tax bases predominantly
leave post-communist EU countries.

• The fourth topic, discussed in chapter “Tax Policy in Relation to Fair Corporate
Taxation”, focuses on fair corporate taxation and related tax policy and, based on
the research results, suggests approaches and makes policy recommendations for
achieving fair corporate taxation not only at the EU level but also in the context of
the post-communist EU countries.

Finally, chapter “Conclusion” offers conclusions regarding the general channels
of profit shifting and base erosion with respect to the post-communist EU countries,
the corresponding volumes of corporate tax revenue losses and the comparison of
those losses under macro and micro perspectives, and, finally, the policy recom-
mendations on how to achieve fairer corporate taxation. These results highlight the
fact that reducing or eliminating profit shifting and base erosion can significantly
affect fiscal policy, tax revenues and tax fairness across countries.

Acknowledgement This chapter is the result of GA ČR No. 18-14082S “Fair corporate taxation:
Measurement of the impact of corporate profit shifting on the budget of the Czech Republic”.
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Abstract The aim of this chapter is to provide the background of profit shifting,
explain the concept of profit shifting, the relevance of this phenomena in the context
of the twenty-first century and the importance of tax havens in these areas. Further-
more, the development of corporate taxation during the last century was mentioned
with a stress on its weaknesses and obstacles that have been faced or are currently
being faced. Moreover, a brief summary of the fight against tax base erosion and
aggressive tax planning was performed. Lastly, aggressive tax planning opportuni-
ties and tax base erosion, were mentioned with respect to post-communist countries.

1 The Concept of Profit Shifting

Profit shifting plays an important role in tax base erosion. Dyreng (2015) defines
profit shifting as the strategic actions taken by multinational enterprises (hereinafter
MNEs) to report less profit in high-tax countries and more income in low or no-tax

V. Solilová (*) · D. Nerudová · M. Dobranschi
Faculty of Business and Economics, Mendel University in Brno, Brno, Czech Republic
e-mail: veronika.solilova@mendelu.cz; danuse.nerudova@mendelu.cz;
marian.dobranschi@mendelu.cz

© The Author(s), under exclusive license to Springer Nature Switzerland AG 2021
D. Nerudová, J. Pavel (eds.), Profit Shifting and Tax Base Erosion, Contributions to
Finance and Accounting, https://doi.org/10.1007/978-3-030-74962-0_2

9

http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-74962-0_2&domain=pdf
mailto:veronika.solilova@mendelu.cz
mailto:danuse.nerudova@mendelu.cz
mailto:marian.dobranschi@mendelu.cz
https://doi.org/10.1007/978-3-030-74962-0_2#DOI


jurisdictions. The author considers that the most common practices to shift profit are
transfer pricing, intra-company debt or the movement of a production plant to
another country with comparable tax advantages. However, Dyreng (2015) argues
that a narrow conceptualization of a profit shifting concept is needed. Thus, profit
shifting represents those strategic actions to report profit in a jurisdiction different
from where the economic value is created. The author considers that the main factors
or drivers of profit shifting are the loopholes in tax laws from different countries
accompanied by the great difficulty in establishing the true value of intellectual
property. According to Dyreng (2015), another driver of profit shifting is represented
by tax differentials among countries worldwide. MNEs are prone to shift profits as
long as there are different corporate income tax rates in different jurisdictions.
Moreover, there are cases where profits are shifted or entire companies relocated,
because of political or social instability.

Markle (2015) describes profit shifting as the intentional movement of profits by
the MNEs from high to low tax jurisdictions when the most common drivers of profit
shifting are tax rate differentials and the increasing mobility of intangible assets—
intellectual property. One important argument brought by Markle (2015) is the fact
that profit shifting itself produces a range of costs that an MNE should take into
account. In some cases, shifting profits can involuntarily break some tax rules or
local laws. In this situation the MNE could face penalties and fines. Moreover, when
a company uses shell companies or special purpose entities (hereinafter SPEs), or
hybrid entities to shift profits into tax havens, there are legal costs associated with the
creation and the maintenance of such entities. The author also highlighted that a bad
reputation or an image loss is another cost that an MNE should consider if found
trying to shift profits in order to avoid taxation.

Dharmapala (2014) notes that the existence of base erosion and profit shifting
(hereinafter BEPS) appears mainly because of the loopholes and differences in tax
laws among different countries. Since there are different tax policies regarding
corporate income tax, this context creates opportunities for MNEs to exploit the
inconsistencies among different jurisdictions in order to shift profits and avoid
taxation.

The main factors that enhance profit shifting according to OECD (2013) are the
following: international mismatches in entities such as hybrid arrangements and
arbitrage; the abuse of tax treaties related to profits derived from transactions of
digital economies; preferential tax regimes related to debt-financing and other intra-
company transactions; transfer pricing and artificial splitting of ownership of assets
between legal entities; the low effectiveness of anti-avoidance measures such as
GAARS; different treatment of Controlled Foreign Companies; and thin capitaliza-
tion rules and the existence of tax preferential regimes.

Tax base erosion and profit shifting is seen by the OECD (2013) as a result of
active and aggressive tax planning and tax strategies aimed to avoid taxation in high-
tax rate countries and shift profits towards low or no-tax countries. This practice is
not only affecting tax revenues collected by the state (i.e., the integrity of corporate
income tax revenues), but also undermines competition between companies as profit
shifting gives a competitive advantage to MNEs in comparison to domestic
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companies. Moreover, profit shifting, according to OECD (2013), is able to distort
investment decisions where the resource allocation does not follow added value
creation but aims to shift investment towards locations with low pre-tax return and
high after-tax return. Finally, profit shifting could harm the overall voluntary tax
compliance by all taxpayers if there is a broad perception that MNEs can legally
avoid taxation.

2 The Role of Tax Havens in Profit Shifting

There is a large body of literature concerned with the issue of tax haven contribution
to global profit shifting. OECD (1998) defines tax havens as those jurisdictions with
low or no corporate income tax rates. Additionally, the concept of tax havens also
includes countries that show lack of effective exchange of financial information, no
transparency and do not impose rules regarding substantial economic activities for
multinational companies. Moreover, OECD (1998) underlines that tax haven coun-
tries have granted preferential treatment to foreign companies and do not impose any
administrative constraints. OECD (1998) argues that tax havens represent an attrac-
tive location to shift profits because their jurisdictions harbor passive investments as
mere “money boxes”, or serve as parking places for “paper profits”. Tax havens also
offer protection to MNEs because of a detailed control of tax agencies from other
countries. OECD (1998) points out that tax havens are reluctant to adhere to
international transfer pricing rules by adopting other more advantageous transfer
pricing arrangements. Tax havens are also attractive to MNEs because they offer the
following: the benefits of a territorial tax system, whereby foreign profits are exempt
from taxation; secrecy provisions and granting a negotiated tax base; and providing
access to a large network of tax treaties.

Dharmapala and Hines (2009) point out that tax havens are attractive to profit
shifting mostly because of discretionary policy towards foreign companies and lack
of transparency in addition to the low or no corporate income tax. This secrecy
regarding foreign companies’ presence in tax haven countries enhances profit
shifting behavior even more.

However, the current literature tends to disagree regarding the appropriateness of
the tax haven label. A study by GAO (2008) underlines that tax haven countries are
often labeled as financial secrecy jurisdictions or offshore financial centers. Tobin
and Walsh (2013) refer to tax haven countries as jurisdictions that offer advanta-
geous tax conditions to MNEs. Cobham et al. (2015) underline that the label of tax
haven is outdated and should be replaced by the term offshore financial centers. This
label was defined by Zoromé (2007) as, countries that offer financial services to
foreign investors and companies without any rules and limits regarding their size or
real economic activities on tax haven soil. Murphy (2008) considers the secrecy
jurisdictions label more appropriate than the tax haven one, especially for countries
that offer a heightened level of secrecy to foreign investors which could not be easily
controlled by other tax agencies. Gravelle (2015) uses the criteria proposed by
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OECD (1998) and by Dharmapala and Hines (2009) to build a list of 50 world tax
haven countries. In comparison, Cobham et al. (2015) use the criteria of financial
secrecy and financial transparency of world countries to build a list of the top ten tax
havens.

The contribution of tax havens to profit shifting, has also been extensively
analyzed in the literature. GAO (2008) underlines that most of the top 100 US
MNEs have subsidiaries in countries labeled as tax havens. The main objective of
establishing and running a subsidiary in tax haven countries by USMNEs is to avoid
the US tax system and gain other unfair competitive advantages associated with
profit shifting. Slemrod and Wilson (2009) stress that tax havens have a negative
impact on non-tax haven countries’ tax revenues, mainly due to income shifted and
avoided tax liability by the MNEs. This negative impact leads to less tax revenue
collected, which affects the supply of public goods and reduces the overall welfare of
countries involved. Also, profit shifting to tax havens enhances the tax competition
between world countries which leads to a sub-optimal level of corporate income
taxation.

Omar and Zolkaflil (2015) in analyzing the MNEs profit shifting from Malaysia
to tax haven countries, found that foreign companies which have links to tax havens
tend to report less profits than companies that do not have links with tax havens. The
same behavior is identified in the research of Janský and Kokeš (2016). One
particularity observed by Janský and Kokeš (2016) is that MNEs rely more on
strategic use of intra-company debt to shift profits to tax haven countries. This
finding stems from the fact that foreign owned subsidiaries, that have links to tax
havens, tend to show a higher debt to asset ratio than companies which do not have
links to tax havens. A similar study was done by Nerudová et al. (2018, 2019) that
analyzed the contribution of tax havens to profit shifting behavior. The authors found
that MNEs that have links to tax haven countries pay less tax per unit of profit than
the companies that have no links to tax havens.

Gumpert et al. (2016) found that the increase of statutory corporate income tax
rate by 1% increases the likelihood of establishing a subsidiary in tax haven
countries by 2.3%. Richardson and Taylor (2015) observe that the use of transfer
pricing, thin capitalization, and intellectual property rights to shift profits, tends to
increase with tax haven usage by MNEs.

Henry (2012) highlights that a large share of global financial wealth, ranging from
21 to 32 trillion USD, have been hidden in tax haven countries and re-invested using
the services provided by offshore secrecy jurisdictions. The author points out that
profit shifting through offshore secrecy jurisdictions has a negative impact on overall
tax compliances and tax revenues, where more than 3.7 trillion USD avoided
taxation until 2010. According to Zucman (2014) almost 20% of US MNEs are
booked in offshore financial centers. The role of tax havens in global profit shifting
due to low or no tax rates, resulted in a significant corporate income tax rate decrease
in the US, from a high level of 30% in 1980, down to 20% in 2010. Zucman (2014)
underlines that in order to benefit from tax havens’ services, the US MNEs tend to
repatriate only 20% of foreign profits, and the rest of the 80% is held in tax havens,
and is continuously re-invested.
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Tørsløv et al. (2020) found that more than 40% of the profits obtained by MNEs
are directed towards tax haven countries through different profit shifting techniques.
This behavior tends to negatively affect corporate income tax revenues collected in
European and worldwide developing countries. Alvarez-Martinez et al. (2018)
analyzing the amount of profit shifting done by MNEs from the the European
Union, Japan and the US, estimate that the EU loses more than 36 billion EUR in
CIT tax revenues on a yearly basis, Japan loses 24 billion EUR and the US is losing
more than 100 billion USD in terms of tax revenues because of profit shifting. As
pointed out previously by Slemrod and Wilson (2009) and Alvarez-Martinez et al.
(2018), they stress that the negative effect of profit shifting in the EU is leading to a
necessary increase of consumption taxes to offset the loss of CIT revenues due to
profit shifting. This offsetting measure leads to 0.2% GDP net loss in the EU and
close to a half percent of GDP net loss in Japan and the US. Laffitte and Toubal
(2018) adopted a different approach to estimate the contribution of tax havens to
profit shifting behavior. The authors use the data regarding foreign trade and found
that the US MNEs used foreign trade platforms established in tax havens where the
amount of trade exceeded 82 billion USD.

There is also a large body of literature which is concerned with the issue of the
contribution of tax havens to profit shifting worldwide. Other research studies worth
mentioning that have been preoccupied with measuring the level of profit shifting to
tax havens, are those of Dowd et al. (2017), Laffitte and Toubal (2018) and
Nerudová et al. (2019). In terms of researching profit shifting in Central and Eastern
European countries, there are the papers of Procházka (2019), Khouri et al. (2019),
Krištofík et al. (2017), Janský (2018) and Nerudová et al. (2020) that should be
mentioned. Procházka (2019) argues that Central and Eastern European (hereinafter
CEE) countries show an active involvement in ratifying and adopting the Base
Erosion and Profit Shifting Action Plan recommendations. Janský (2018), analysing
the impact of profit shifting in Czechia and the associated corporate income tax
revenue losses, estimates that profit shifting leads to an average 10% loss of
corporate income tax revenue. Furthermore, the author stresses that current literature
tends to overlook the issue of profit shifting in Central Europe. Khouri et al. (2019)
proved more intensive and increasing profit shifting efforts in the Slovak Republic.
Krištofík et al. (2017) stress the main motivations of Slovakian companies to
establish offshore or onshore companies is a heightened level of secrecy, tax benefits
and the flexible arrangement of ownership relations.

In terms of measuring the size of profit shifting, the latest estimations are done by
the work of UNCTAD (2015). The authors analyze the difference between the share
of inward FDI from tax havens and the correspondent return on total FDI stock.
UNCTAD (2015) found that an average of 450 billion USD is shifted from devel-
oping countries to offshore investment centers which leads to a yearly tax revenue
loss of 90 billion USD. Janský and Palanský (2019) estimate the size of profit
shifting of countries worldwide using global FDI data. The authors estimate that
the size of global profit shifted was over 650 billion USD in 2016 and the
corresponding tax loss was 196 billion USD. This amount of income shifted
represented 0.9% of world GDP, or almost 6% of total profits reported by companies
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worldwide. A smaller amount of global profit shifting is estimated by the OECD
(2015a), which ranges between 100 and 240 billion USD (i.e. annual losses from 4 to
10% of global corporate income tax revenues). Concerning the EU, the annual loss
of tax revenue is estimated at approximately 1 trillion EUR, and in the case of
corporate taxation approximately 50–70 billion EUR is lost.1 Cobham and Janský
(2018) adopt the model proposed by Crivelli et al. (2016) to re-estimate the global
size of profit shifting using a new database. The authors found that the global amount
of profit shifting done by MNEs is on average 500 billion USD. Concerning only US
corporate income tax revenues, according to Clausing (2016), MNEs profit shifting
inflicts a tax revenue loss of up to 111 billion USD on an annual basis.

3 The Development of Corporate Taxation During
the Century

From a general point of view, taxation has a very long history, however, income
taxation can be considered a “new tax” introduced at the end of the eighteenth
century, and corporate income taxation as a separate tax on companies after the
1960s.2 Regarding income taxation or corporate income taxation, the millstone for
their establishment was the development of record keeping and accounting which
enabled the ability to determine profit, record it and subsequently to tax it.3 More-
over, usually their introductions were linked to war and an increased need for
additional tax revenue. Other reasons were having the privilege of incorporation
(they bore limited liability so they should pay for this privilege), equity (no whole
company’s retained earnings are distributed to shareholders, therefore corporate
taxation should tax undistributed company profits) and lastly, as a good tool for
extra revenue.4 Although income tax was not received positively at first, its intro-
duction has been stabilized in the tax system and is now an integral part of the
general tax system.

At the time of the introduction of corporate income taxation and in the
pre-globalized era, corporate income taxation did not give rise to such problems as
we currently face today. At that time investments and capital were almost immobile,
financial markets were not so integrated, and possibilities of how to minimize and
avoid taxes were limited. Moreover, international tax rules, such as the arm’s length

1For more details, see European Parliamentary Research Service (2015).
2Income tax was introduced for example in the UK in 1798, in the US in 1891, in Australia in 1915,
and in Canada and France in 1917. Corporate taxation as a separate tax on companies was
introduced in the UK in 1965 followed by others, for example in Ireland in 1976. For more details
see Frecknall-Hughes (2015) and Grapperhaus (2009).
3For more details see Frecknall-Hughes (2015).
4For more details, see above.
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principle,5 taxation of business profit,6 permanent establishment,7 and the tax resi-
dency principle8 were able to capture the main international tax issues related to
cross-border activities between MNEs. However, in this time of globalization,
dynamic business development, higher levels of cross-border activities and with
the digital revolution, we can consider corporate income taxation outdated, not only
at the national level, but also at the international level.9 The first reason is that the
common theoretical basis of taxation rights and allocating powers to impose tax,
were derived from provisions more than 100 years old by the League of Nations,
dated 1923, and then by the OECD. However, nowadays nexus rules10 absolutely

5The arm’s length principle can be considered a rule against the mispricing of any intra-group
transaction between associated enterprises with an aim to manipulate the volume of the tax base,
and has been used as an international tax rule since 1933. A similar rule is also used in the case of
permanent establishment. The authoritative statement of this principle is mentioned in Article 9
(1) of the OECD Model Tax Convention on Income and Capital (hereinafter OECD Model
Convention) known as primary adjustment:

“When conditions are made or imposed between two enterprises in their commercial or
financial relations which differ from those which would be made between independent enterprises,
then any profits which would, but for those conditions, have accrued to one of the enterprises, but,
by reason of those conditions, have not so accrued, may be included in the profits of that enterprise
and taxed accordingly.” For more details, see also OECD (2017a), Commentary on Article 9(2),
MN 6, 2017 (available at: https://read.oecd-ilibrary.org/taxation/model-tax-convention-on-income-
and-on-capital-condensed-version-2017_mtc_cond-2017-en#page1) and OECD (2017b), TP
Guidelines, MN 4.35, 2017 (available at: https://read.oecd-ilibrary.org/taxation/oecd-transfer-
pricing-guidelines-for-multinational-enterprises-and-tax-administrations-2017_tpg-2017-
en#page1).
6The authoritative statement on taxation of business profit is mentioned in Article 7 of the OECD
Model Convention, OECD (2017a) For more details, see also the OECD Commentary on Article 7.
7The definition of permanent establishment is mentioned in Article 5 of the OECD Model
Convention, and taxation of business profit generated through permanent establishment is men-
tioned in Article 7 of the OECD Model Convention, OECD (2017a). For more details, see also
OECD Commentary on these articles.
8Definition of tax residency is mentioned in Article 4 of the OECD Model Convention, OECD
(2017a).
9For more details, see also Wilde and Wilson (2018), Schön (2019), Devereux and Vella (2014,
2017), OECD (2015a), Kofler et al. (2017) Avi-Yonah (2000), De Mooij and Devereux (2011),
Stiglitz (2014), Merrill (2010).
10Nexus rule is based on the assumption that a state’s jurisdiction has a right to tax foreign or
non-resident persons/entity if they have fulfilled the relevant factors such as physical presence or
economic activity, or a combination of both. Moreover, a source country has limited taxing rights
instead of most taxing rights in the case of residual—home countries of resident persons/entity.
However, due to the rapid nature of business digitalization and the development of the digital
economy, business activities are very often performed without physical presence and avoid taxation
in the source State under the current nexus rule. This issue is a subject of interest in the BEPS
project, Action 1—Tax Challenges Arising from Digitalisation. For more details see OECD
(2015b). For other results related to the nexus rule, and a new one, see Falcão and Michel (2014),
Collin and Colin (2013), Hongler and Pistone (2015), López (2015), Deveraux and de la Feria
(2014), Popa (2016), Hellerstein (2014), Olbert and Spengel (2017), de Wilde (2015), Pinto (2006)
and Kemmeren (2006).
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changed in connection with the digital economy and rapid globalization. Further-
more, the current tax and accounting legal framework failed to provide a clear
definition of the concept of “value creation”, “intangible property” and “economic
activity”.11 Another reason is that companies are more global, usually without the
need for a physical presence in the country of operation and all processes are more
integrated compared to the previous traditional business models12 where levying a
corporate tax and its collection was easier. Moreover, financial markets and econo-
mies are more integrated so that MNEs can allocate capital and investments wher-
ever they want, use to their advantage harmful tax competition, apply different
opportunities, technics of aggressive tax planning (hereinafter ATP) and create
aggressive tax planning structures (hereinafter ATPS) with the aim of minimizing
and avoiding taxes.

From a European perspective, the European Economic Community (EEC)13 was
fully aware of problems arising from the interaction of different corporate tax
systems across Member States and their effects on the main aim of European
integration, i.e. a creation of the Internal Market. Therefore, there have been many
attempts to coordinate and harmonize corporate taxation systems of Member States
since the beginning of European integration, in the 1960s. At first it considered
recommendations based on the Neumark Report14 published in 1962,
recommending harmonisation of indirect and direct taxes but not in the sense of a
complete unification of tax systems of Member States. According to the Neumark
Report, the committee recommended a special tax on companies in case of retained
profits, specifically 50%, and a different tax rate on distributed profits (between
15 and 25%). It should be noted that in connection with current developments, the
Neumark Report also recommended using a multilateral tax convention15 which was
considered more appropriate than the OECD Model Tax Convention for the purpose
of the Internal Market and corporate tax reform. Unfortunately, it has never been
fulfilled. Another attempt was performed in 1967 via the Program on Tax
Harmonisation, and consequently in 1969 via the Program for the Harmonisation
of Direct Taxation. Both programs suggested a lot of measures, and two proposals of
directives16 which are precursors to the Merger Directive and the Parent-Subsidiary
Directive introduced 20 years later and successfully implemented by Member States.
In 1970 another report was prepared by professor A.J. van den Tempel (1970), and

11For more details, see Olbert and Spengel (2017).
12For more details about business models see Nerudová and Solilová (2020).
13Established by the Treaty of Rome in 1957, signatories Belgium, France, Italy, Luxembourg, the
Netherlands, and West Germany. The EEC is considered a precursor to the EU, established by the
Maastricht Treaty which came into force in 1 November 1993.
14Report of the Fiscal and Financial Committee, prof. Fritz Neumark, 1963.
15Using multilateral tax convention was also recommended by the Segrè Report (1966) for the
purpose of developing a European capital market. For more details, see the EEC
Commission (1966).
16Specifically, in 1969 Capital Duties Directive, Council Directive 69/335/EEC as a precursor to the
Parent-Subsidiary Directive.
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suggested implementation of a classical system17 of corporate taxation among the
Member States. Similarly, as previous reported, suggestions were not followed up
on. Consequently, in 1975 the European Commission suggested a partial imputation
system of corporate taxation18 and tried to approximate the corporate tax rates within
the range of 45–55% to both distributed and undistributed profits, when according to
the partial imputation system, a tax credit on distributed dividends would be applied
to the hands of shareholders. However, similarly as in previous cases, all proposals
were rejected or withdrawn. As those harmonization efforts were ineffective, the
European Commission decided to focus on measures to combat international tax
evasion and avoidance19 and support a tax coordination across Member States via
the Mutual Assistance Directive20 which was introduced to the Council in 1977.
Moreover, the efforts also focused on harmonisation of only the provisions affecting
the smooth functioning of the Internal Market, therefore, the harmonisation of
indirect taxation is at an advanced stage compared to direct taxation, where only
partial solutions were performed. However, according to results from the Ruding
Report,21 differences in corporate taxation (tax rates and tax bases), and methods of
eliminating double taxation in cases of investments and withholding taxes used
across Member States, are so significant that they cause distortions to the Internal
Market. The Ruding Report suggested a lot of measures, namely, ensuring transpar-
ency of tax incentives for industry, eliminating obstacles to cross-border invest-
ments, the establishment of a minimum corporate tax rate and tax base, and others.
The Commission agreed with some of them, such as the improvement of transfer
pricing rules, thin capitalisation rules, the Merger Directive and the Parent-
Subsidiary Directive, and the need for the elimination of double taxation on cross-
border investments. However, harmonisation of the corporate tax rate was again
rejected by the Council. Since 1997, when the EU introduced a tax package to tackle
harmful tax competition,22 the EU focused on the elimination of harmful tax
competition between Member States following the work of the OECD (1998) on
this issue. The package addressed three key areas: corporate taxation, savings

17In a classical system profits of corporations are taxed at the corporate level, and then if profits are
distributed to shareholders it is again taxed as distributed profits via withholding tax.
18Proposal for a Council Directive concerning the harmonisation of systems of company taxation
and of withholding taxes on dividends, COM(75) 392 final, 23 July 1975. Through a partial
imputation system, a reimbursable tax credit is available to shareholders based on the taxation of
distributed profits.
19See Council Resolution of 10 February 1975 on the measures to be taken by the Community in
order to combat international tax evasion and avoidance, OJ C35, 14. 2. 1975.
20Council Directive 77/799/EEC of 19 December 1977 Concerning Mutual Assistance by the
Competent Authorities of the Member States in the Field of Direct Taxation and Taxation of
Insurance Premiums. This Directive was repealed by Council Directive 2011/16/EU of 15 February
2011 on administrative cooperation in the field of taxation known as DAC 1.
21See Report of the Committee of Independent Experts on Company Taxation, March 1992.
22See Toward Tax Co-ordination in the European Union, A Package to Tackle Harmful Tax
Competition. Doc COM(97) 495 final, 1. October 1997.
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taxation and interest and royalty payments. Although, the package was not positively
adopted, a Code of Conduct on business taxation was agreed upon by the finance
ministers of all the Member States, and proposals of both directives (i.e. the Savings
Directive23 and the Interest and Royalties Directive24) were submitted. Furthermore,
the next work focused on the identification of harmful tax provisions in tax systems
of Member States which can hamper cross-border economic activity and create
distortions in the Internal Market. These results were presented in the Company
Taxation Study25 in 2001. To tackle identified obstacles, the European Commission
suggested four long-term alternative proposals, specifically—the Home State Tax-
ation System, as a tax simplification for small and medium-sized enterprises; a
Common (Consolidated) Corporate Tax Base suggesting a new optional tax base;
the European Union Company Income Tax suggesting both a new single tax base
and a uniform tax rate; and a Compulsory Harmonized Corporate Tax Base
suggesting both a mandatory new tax base together with consolidation and formu-
lary apportionment.26 After the discussion of all four models, the European Com-
mission decided to focus on the second one (i.e. Common Consolidated Corporate
Tax Base) with the belief that only it can overcome tax obstacles in a systematic way.
In 2011, after more than 10 years, the Commission published the proposal of the
CCCTB Directive;27 it represents one of the most ambitious projects, however, it is
still undergoing the process of approval. However, since 2001, the Commission has
turned from tactics that switch away from hard law, in the form of directives,28 to

23Council Directive 2003/48/EC of 3 June 2003 on Taxation of Savings Income in the Form of
Interest Payments. No longer in force, date of end of validity: 31/12/2015 as it was superseded by
parts of Directive 2014/107/EC of 9 December 2014, known as DAC 2.
24Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation applicable to
interest and royalty payments made between associated companies of different Member States. This
act has been changed. Current consolidated version: 01/07/2013, available at: https://eur-lex.
europa.eu/legal-content/EN/TXT/?uri¼CELEX%3A02003L0049-20130701.
25See Company Taxation in the Internal Market, SEC(2001) 1681. The study presented detailed
classification of obstacles, such as transfer pricing rules, double taxation, unavailability of cross-
border loss reliefs and reliefs/deferrals in cases of cross-border reorganisations/mergers/acquisitions
and others.
26For more details, see above.
27See COM(2011) 121/4, 2011/0058 (CNS), SEC(2011) 316 final. In October 2016, the Commis-
sion re-launched the CCCTB, however, not with the aim of harmonizing corporate taxation across
Member States, but to make corporate taxation in the EU fairer, more competitive and more growth-
friendly. The re-launched CCCTB will be implemented through a two-step approach and will be
mandatory for the largest groups in the EU fulfilling the threshold of consolidated net turnover of at
least 750 million EUR. Firstly, the common rules for tax base construction without the possibility of
tax consolidation will be introduced as CCTB is newly understood as a tool for fair and efficient
taxation within the EU eliminating base erosion and profit shifting. Secondly, the consolidation
regime should be introduced in the second step.
28With regard to directives in the area of corporate taxation, only six Directives solving partial
issues and one Convention were approved during this time. The Parent-Subsidiary Directive—
Council Directive 2011/96/EU of 30 November 2011 on the common system of taxation applicable
in the case of parent companies and subsidiaries of different Member States, previous version
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soft law, as many Communications to the Council were published dealing with
specific tax obstacles, such as anti-abuse measures, cross-border loss relief, exit
taxation, coordination of Member States in taxation issues, double taxation, aggres-
sive tax planning, good governments in the area of taxation and others. Until 2012,
the EU performed several steps to address tax evasion and avoidance, such as
expanding the automatic exchange of information widely within the EU, it proposed
provisions to close loopholes in the Parent-Subsidiary Directive, it established a
Platform on Tax Good Governance, it agreed on new instruments (reverse charge
mechanism) to better fight VAT fraud, it launched the debate on Digital Taxation
and others.29 However, concerning EU corporate tax legislation, only six Directives
solving partial tax issues were approved and implemented by Member States, and
one further Convention was agreed upon by Member States.30 The situation abso-
lutely changed during the second decade of the twenty-first century.31

After the Millennium, one of the most important outcomes was the founding of
the Global Forum on Transparency and Exchange of Information for Tax Pur-
poses,32 initiated by the OECD and the G20 countries. The main goal of the
Forum is to establish and evaluate global/international standards for information
exchange, specifically, the standard for Exchange of Information on Request
(EOIR)33 and the standard for Automatic Exchange of Information (AEOI34).
These are in parallel with the American Foreign Account Tax Compliance Act35

(FATCA 2010), followed by inter-governmental agreements on the mutual auto-
matic exchange of information with the United States, which has generated

90/435/EEC of 23 July 1990, amended by 2003/123/EC of 22 December 2003, the Merger
Directive—Council Directive 2009/133/EC of 19 October 2009 on the common system of taxation
applicable to mergers, divisions, partial divisions, transfers of assets and exchanges of shares
concerning companies of different Member States and to the transfer of the registered office of an
SE or SCE between Member States, this act has been changed—current consolidated version:
01/07/2013; the Saving Directive (see Note 23); the Interest and Royalties Directive—Council
Directive 2003/49/EC of 3 June 2003 on a common system of taxation applicable to interest and
royalty payments made between associated companies of different Member States (see Note 24);
the Mutual Assistance Directive (see Note 20) and the Arbitration Convention on the elimination of
double taxation in connection with the adjustment of profits of associated enterprises, (90/463/EEC)
of 23 July 1990.
29See more in European Commission (2013).
30See above.
31See the following section.
32For more details about the Forum see: http://www.oecd.org/tax/transparency/.
33For more details about the EOIR and Exchange of information see: http://www.oecd.org/tax/
transparency/what-we-do/exchange-of-information-on-request/exchange-of-information-on-
request-peer-review-process.htm.
34For more details about the AEOI and Exchange of information see: http://www.oecd.org/tax/
automatic-exchange/. In 2015, more than 90 countries committed to the AEOI and gradually joined
the Common Reporting Standard Multilateral Competent Authority Agreement.
35For more details see: https://home.treasury.gov/policy-issues/tax-policy/foreign-account-tax-
compliance-act. Furthermore, there are available FATCA agreements and understandings in effect
by jurisdiction.
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significant political momentum for the development of a global automatic exchange
standard. The Forum gradually prepared support and control systems for tax infor-
mation exchange, and it currently has 161 member states.36

Furthermore, with the support of the OECD and the EU in the fight against
harmful tax competition, there has been a visible trend in tax policy as several
countries are broadening their tax bases with the aim of reaching a sufficient volume
of tax revenues and introducing various types of specific anti-abuse regimes. These
include transfer pricing standards, Controlled Foreign Company legislation (CFC
rules), Specific Anti-Avoidance Rules (SAARs37), or General Anti-Avoidance Rules
(GAARs), in their domestic corporate tax systems with the aim of protecting their
taxable base and tax revenues.38 However, corporate taxation is very sensitive to
international taxation when the correct allocation of taxing rights requires a global
solution together with the implementation of complex rules. Corporate taxation is
also fickle about international tax planning and harmful tax competitiveness when
some countries restrict national tax sovereignty of other countries and erode their tax
bases. With this connection, many experts39 have highlighted that the current
international tax rules and principles are not sufficient enough to eliminate tax
evasion, aggressive tax planning, profit shifting and tax base erosion, and therefore
they are incompatible with today’s global economy. Moreover, the experts stress that
those principles are based on a fundamental misunderstanding how today’s MNEs
are performing in their businesses compared to when those principles were incor-
porated into the OECD Model Convention or the UN Model Convention and
subsequently into corporate income taxation at the national level (in some cases).
The nature of business and technology were absolutely different then, than today.40

36Furthermore, based on the Statistics, in 2020 there were already 4400 activated bilateral exchange
relationships within the common reporting standards (CRS) and over 2700 within Country-by-
Country Reporting. These include exchanges between the signatories to the CbC Multilateral
Competent Authority Agreement (CbC MCAA), between EU Member States under EU Council
Directive 2016/881/EU known as DAC 4, and between signatories to bilateral competent authority
agreements for exchanges under Double Tax Conventions or Tax Information Exchange Agree-
ments, including 41 bilateral agreements with the United States. For more information about CbC
MCAA, see: https://www.oecd.org/tax/automatic-exchange/international-framework-for-the-crs/.
37SAARs are typically very targeted legal statements that remove or reduce the tax effect of certain
transactions. Unlike SAARs, a GAAR is intended to apply to all types of transactions and
arrangements with the aim of counteracting tax advantages arising from tax arrangements that are
abusive.
38For more details see also Pistone (2016).
39Avi-Yonah and Clausing (2007), Durst (2010, 2011), Avi-Yonah and Benshalom (2010),
Keuschnigg and Devereux (2013), Taylor et al. (2015), Solilová and Nerudová (2019), Bartelsman
and Beetsma (2000), Wells and Lowell (2014), Hines and Rice (1994) and Huizinga and Laeven
(2008) and many others.
40For example, until the collapse of the Breton Woods system (early 1970s), the international
capital flow was controlled, furthermore, intra-group transactions between associated enterprises
were not so significant as they are nowadays. Intra-group transactions between associated enter-
prises have increased since the 1970s and 1980s, when IT technology (PC and internet) allowed the
coordination between MNEs and also the global capital market was reconstructed so that European
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Therefore, profit shifting and tax base erosion is performed more easily and the
divergence of national corporate income tax systems has created loopholes for
mismatches and supported aggressive tax planning.

As a result, another trend during the second decade of the twenty-first century has
been global efforts to solve aggressive tax planning, tax evasion, profit shifting and
tax treaty abuse via the BEPS project41 started in 2013, and the global call for
increased tax transparency and exchange of information for tax purposes.42

4 The Fight Against Tax Base Erosion and Tax Fraud

The OECD (2013) underscores that tax base erosion poses a risk towards tax
revenue, tax sovereignty and tax fairness across OECD countries and non-OECD
countries alike. To avoid this practice, in February 2013, the OECD, G20 and then
also the EU,43 launched the BEPS project. The BEPS project is the most ambitious
project in the history of international taxation. It covers 15 Action plans44 focusing
on huge areas of international tax issues which are crucial for elimination of
aggressive tax planning, profit shifting, tax base erosion, and tax treaty abuse. It
helps to ensure better tax transparency, tax coordination, fairer taxation and solutions
for international tax disputes. The main aim is to design new international tax
standards which would be globally applied. Therefore, minimum standards were
designed for some recommendations, specifically for the following: Action 5—
Harmful tax practices; Action 6—Prevention of tax treaty abuse; Action 13—
Country-by-Country Reporting; and Action 14—the Mutual Agreement Procedure.
These are considered to be crucial steps and should be introduced/applied in
coordinated ways to ensure timely and accurate implementation by all participating
states. Minimum standards are also a subject of peer review. For this purpose, the

and Japanese MNEs returned to the global FDI scene, where only the US MNEs remained.
Moreover, since the 1960s, the use of offshore, and also onshore jurisdictions, offering some
preferential tax regimes was more often across MNEs. For more details, see Dunning and
Lundan (2008).
41BEPS project, see in detail: https://www.oecd.org/tax/beps/about/.
42For more details see: http://www.oecd.org/tax/transparency/what-we-do/.
43The EU confirmed support for work within the BEPS project in May 2013, see Council document
9405/13.
44Specifically Action 1-Tax Challenges Arising from Digitalisation; Action 2-Neutralising the
effects of hybrid mismatch arrangements; Action 3-Controlled Foreign Company; Action
4-Limitation on Interest Deductions; Action 5-Harmful tax practices; Action 6-Prevention of tax
treaty abuse; Action 7-Permanent establishment status; Actions 8–10—Transfer pricing; Action
11-BEPS data analysis; Action 12-Mandatory Disclosure Rules; Action 13-Country-by-Country
Reporting; Action 14-Mutual Agreement Procedure; and Action 15-Multilateral Instrument. Final
reports covering recommendations are mentioned in the link for each action. For more details see:
https://www.oecd.org/tax/beps/beps-actions/.
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Inclusive Framework on BEPS45 was established, whereby all members commit to
implementing the minimum standards and participating in peer review.

Each action tries to cover a complex view of the issues and find appropriate
solutions. There is a brief summary of individual actions with results reached. Action
1 focuses on the digital economy and related taxation issues (both direct and indirect
taxes, tax policy and tax administrations), with the aim of fitting international tax
rules for purposes in the modern global economy, where digitalization, mobility,
intangible assets, centrality of data, network effects, and new business models
represent key elements. It covers amendments of the current nexus rule (which is
based on physical presence), re-allocation of taxing rights and profit allocation rules
(based on the arm’s length principle) with the aim of reaching a comprehensive
consensus-based solution which is able to secure tax equity amongst traditional and
digital businesses, as well as appropriately taxing and allocating profits resulting
from digital businesses between states and eliminating profit shifting of profits to
low or no tax jurisdictions facilitated by new (digital) technologies.46 The solution
requires the application of the new Multilateral Instruments47 (MLI), which are
currently in the process of approval, or are being enforced in many countries, and
which can speedily modify existing bilateral tax agreements which have been
brought to their conclusion.

Action 2 focuses on hybrid and branch mismatch arrangements48 used in aggres-
sive tax planning to achieve double non-taxation or another tax advantage resulting
in enormous tax base erosion of participating states. Other negative aspects of these
mismatches are harm to competition, economic inefficiency, and unfairness and
non-transparency in taxation.49 The solution requires amendments to tax treaty
provisions (limitation of tax treaty benefits) via multilateral instruments and
improvement or introduction of domestic law provisions, such as prevention of
exemption or non-recognition of payments, elimination of double deduction or
double tax relief, such as an exemption from tax, a reduction in the rate of tax or
any credit or refund of tax. Since the announcement of BEPS’ Action 2 recommen-
dations, a number of countries have adopted rules to address hybrid and branch
mismatches.50 As for the European perspective, the new Directive51 was adopted
introducing hybrid and branch mismatch rules with an effective date no later than the
beginning of 2020.

45Until beginning of 2021, it covers over 135 members and 14 observer organisations.
46For more details, see OECD (2015b).
47For more details about the MLI see OECD (2016a, 2020b).
48Usage of differences in the tax treatment of an entity/financial instrument/branch structure under
the domestic laws of two or more tax jurisdictions with an aim of reaching tax advantages and/or
double non-taxation.
49See more in OECD (2015c).
50For example, the USA, Australia, New Zealand, and EU Member States (see below).
51Council Directive (EU) 2017/952 of 29 May 2017 amending Directive (EU) 2016/1164 regarding
hybrid mismatches with third countries. Available at: https://eur-lex.europa.eu/legal-content/EN/
TXT/?toc¼OJ:L:2017:144:FULL&uri¼uriserv:OJ.L_.2017.144.01.0001.01.ENG.
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Action 3 focuses on designing effective controlled foreign company rules (CFC
rules) which are able to effectively neutralize the possible advantages reached in
low-tax countries with previously shifting profits, i.e. the elimination of inappropri-
ate shifting profits to foreign entities/subsidiaries. BEPS recommendations are in the
form of building blocks covering the definition of the CFC rule, exemptions and
threshold requirements, definition of income subject to the CFC rule, computation of
CFC income, attribution of CFC income and prevention and elimination of double
taxation.52 Unfortunately, this new measure is not considered a minimum standard.
However, until mid-2019, 49 countries introduced this rule together with the EU
Member States who introduced it based upon the ATAD Directive53 with the
effective date being 1 January 2019.

Action 4 focuses on limiting base erosion involving interest deductions and other
financial payments which are used by MNEs with the aim of reaching favorable tax
results, such as reduction of the tax base via excessive interest expense in high tax
countries, using intragroup financing to support the generation of tax-exempt or
deferred income, and the reaching of double non-taxation. Debt channel is consid-
ered as one of the most often used profit-shifting techniques among MNEs. How-
ever, similarly, as in case of the CFC rule, limitation of interest deductions is not
considered to be a minimum standard. BEPS recommendations are in the form of a
rule connecting net interest deductions to the level of economic activity measured via
EBITDA, the so called interest deduction limitation rule (EBITDA rule).54

According to the OECD Corporate Tax Statistics,55 published July 2020, 67 coun-
tries are in the process of designing an interest limitation rule, and another 67 coun-
tries introduced an interest limitation rule in 2019. Regarding the European
perspective, EU Member States are implementing this rule based upon the ATAD
Directive.56

Action 5 focuses on harmful tax practices, taking into account transparency and
the substance of this phenomenon, particularly with respect to the assessment of
substantial activity/features for any preferential tax regime and no, or only nominal,
tax jurisdictions, and the exchange of information on the rules in that regime.57 This
action represents the first of four BEPS minimum standards. Concerning preferential
tax regimes, under Action 5, a review and monitoring was undertaken of preferential
tax regimes, consolidated regimes, and non-IP regimes, as well as a review of no, or
only nominal, tax jurisdictions. Regarding the transparency framework, under

52See more in OECD (2015d).
53Council Directive (EU) 2016/1164 of 12 July 2016 laying down rules against tax avoidance
practices that directly affect the functioning of the internal market. Available at: https://eur-lex.
europa.eu/legal-content/EN/TXT/?uri¼celex%3A32016L1164.
54For more details, see OECD (2016b).
55See OECD Corporate Tax Statistics Database, OECD (2020a).
56Council Directive (EU) 2016/1164 of 12 July 2016 laying down rules against tax avoidance
practices that directly affect the functioning of the internal market. Available at: https://eur-lex.
europa.eu/legal-content/EN/TXT/?uri¼celex%3A32016L1164.
57For more details see OECD (2015e).
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Action 5, standards for the exchange of information on tax rulings58 was introduced
together with terms of reference59 and methodology60 for peer reviews. Regular peer
review and monitoring is conducted by the Forum on Harmful Tax Practices
(FHTP). Furthermore, the standards61 for the spontaneous exchange of information
were introduced.

Action 6 represents the second of four BEPS minimum standards as it is one of
the most important source of BEPS interest. It addresses prevention of tax treaty
abuse, such as treaty shopping, through new treaty provisions with the aim of
reaching treaty benefits in inappropriate circumstances. The action also focuses on
the identification of fiscal policy criteria which should be taken into account when
jurisdictions are entering into a tax treaty agreement. Under Action 6, based upon
BEPS recommendations, members of BEPS Inclusive Framework have to include in
their tax treaties provisions eliminating treaty shopping (generally in the preamble a
precise statement on non-taxation, and furthermore it should contain one of three
methods of addressing treaty shopping—the principal purposes test (PPT), a limita-
tion on benefits (LOB) provision, or a combination of both) to ensure a minimum
level of protection against treaty abuse.62 Additionally, to foster the implementation
of the minimum standards and other BEPS treaty-related measures in the global tax
treaty network, a multilateral instrument is applied. According to a regular peer
review in 2018 and 2019 a large majority of members are modifying their treaty
network via MLI; some of the amended tax treaties have been in force since
1 January 2019.

Action 7 deals with the permanent establishment status and its artificial avoid-
ance. The aim of the action is to change its definition in order to prevent its abuse. As
the permanent establishment status is considered an allocation rule, i.e. it gives
taxing rights to the Source state to tax income generated through permanent estab-
lishment, it is crucial to update its definition and prevent the artificial avoidance of
this status. Artificial avoidance of permanent establishment statues results in untaxed
income or taxation of income at a lower tax rate. BEPS recommendations include
several changes, such as the elimination of a number of exceptions; a restriction of
preparatory or the auxiliary nature of activities; changes related to construction sites
(activities performed by related person/associated enterprises and the splitting-up of
contracts); or intermediary activities resulting in the regular conclusion of contracts
that give rise to permanent establishment status. The current OECD Model Tax

58For this purpose, the Exchange on tax rulings (ETR) XML Schema, User guide standardised
electronic format and the ETR Status Message XML Schema were created for exchange between
jurisdictions. Since 1 April 2020 their second version has been introduced and used.
59It focuses on the information gathering process, exchange of information, confidentiality of
information received and statistics.
60It includes the process for collecting relevant data based upon the standardised questionnaires, the
preparation of reports and their approval, and outputs of the review.
61It includes requirements of the standards, exchange timelines, and standardizes IT format for the
exchange and NTJ XML Schema.
62For more details see OECD (2015f).
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Convention63 integrated the suggested changes in its 2017 updates. Moreover, due to
the fact that changes are required in the tax treaty network, the MLI is applied to
modify existing tax treaties, specifically Articles 12 to 15 of the MLI Convention.64

Until the beginning of 2021, almost 50 jurisdictions and MLI Signatories adopted
suggested changes of PE status via MLI.

Actions 8 through 10 focus on transfer pricing, specifically on aligning transfer
pricing outcomes with value creation of MNEs. Nevertheless, the arm’s length
principle is a more than 100 year old standard and there is proof that profit shifting
is occurring, regardless of the existence of this standard. The opinion of many
experts65 is that it does not reflect economic reality and cannot ensure the fairest
and be the most reliable basis for the determination of where profits are to be taxed;
still, no adequate substitute has been found. Therefore, the aim is to strengthen both
the key standard, the arm’s length principle, and proceed towards sufficient and
appropriate pricing of hard-to-value intangibles (HTV) within this standard. More-
over, due to globalization and rapid digitalization, it is also necessary to improve its
guidance, i.e. OECD Transfer Pricing Guidelines for Multinational Enterprises and
Tax Administrations66 (OECD TP Guidelines) to ensure appropriate application of
the standards aligning with the global economy, economic activity carried out and
value creation of MNEs.67 BEPS recommendations include several changes, such as
those related to comparability analysis, intangibles, risks and capital, allocation of
risks, profit split method, high-risk transactions (management fee; head office
expenses) and others. However, not all suggested changes were incorporated into
the latest updated version of the OECD TP Guidelines in 2017.68 Up until the

63See in detail OECD (2017a).
64Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and
Profit Shifting (MLI Convention), Article 12—Artificial Avoidance of Permanent Establishment
Status through Commissionnaire Arrangements and Similar Strategies, Article 13—Artificial
Avoidance of Permanent Establishment Status through the Specific Activity Exemptions, Article
14—Splitting-up of Contracts, Article 15—Definition of a Person Closely Related to an Enterprise.
Available at: https://www.oecd.org/tax/treaties/multilateral-convention-to-implement-tax-treaty-
related-measures-to-prevent-BEPS.pdf.
65Hines and Rice (1994), Bartelsman and Beetsma (2000), Swenson (2001), Huizinga and Laeven
(2008), Avi-Yonah and Clausing (2007), Durst (2010, 2011), Avi-Yonah and Benshalom (2010),
Keuschnigg and Devereux (2013), Wells and Lowell (2014), Taylor et al. (2015), and others.
66See more in Schoueri (2015). The current version of the OECD TP Guidelines are available at:
https://www.oecd.org/tax/transfer-pricing/oecd-transfer-pricing-guidelines-for-multinational-enter
prises-and-tax-administrations-20769717.htm. However, up until the beginning of 2021, the guide-
lines were updated several times; separate updates were not included in the comprehensive version
of the OECD TP Guidelines. The comprehensive version of the OECD TP Guidelines should be
available by early 2021.
67For more details see OECD (2015g).
68In the 2017 version, the following changes were incorporated: statements aligning transfer pricing
outcomes with value creation and related transfer pricing documentation and Country-by-Country
Reporting (amendments in Chap. I, II, V, VI, VII and VIII); changes in the guidance on business
restructuring related to Actions 8–10 and 13; and changes on guidance for safe harbours in
Chap. IV, OECD (2017b).
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beginning of 2021, the document was updated several times69 without integration
into the comprehensive version of the OECD TP Guidelines.

Action 11 deals with the establishment of methodology to collect, analyze and
monitor data on BEPS measures. At the beginning of BEPS, corporate tax losses
were estimated to be between 4–10% of global corporate income tax revenues
(OECD 2015a). However, before the BEPS project started, there was not sufficient
availability of quality data that could be used to determine the overall economic and
fiscal effects of aggressive tax avoidance, profit shifting and tax base erosion.
Therefore, it is crucial to increase the quality of data, analytical tools available and
methodical approaches in order to determine the overall impact of this undesirable
behavior/activity and evaluate the effects of implemented BEPS measures. Under
Action 11, new and enhanced datasets and analytical tools are currently available.
Furthermore, the Corporate Tax Statistics database70 was first presented in January
2019 (updated in July 2020) and compiles quality and a variable range of data to
support the analysis of corporate taxation and BEPS measures for more than
100 jurisdictions. Since 2020, Corporate Tax Statistics have also included aggre-
gated and anonymized statistics based upon CbCR (according to the Action 13);
Inclusive Framework on BEPS is responsible for this action.71

Action 12 requires taxpayers to disclose aggressive tax planning arrangements,
with the aim of securing timely, targeted, enforceable and comprehensive informa-
tion for governments to sufficiently identify tax risk areas raised by aggressive tax
planning. Under Action 12, a mandatory obligation to disclose aggressive tax
planning schemes are recommended. Moreover, it provides a modular framework
for designing this regime together with specific recommendations both for rules
targeting international tax schemes and the improvement of information exchange
and co-operation between tax authorities.72 Concerning the European perspective,
EU Member States implemented mandatory disclosure rules for cross-border
arrangements based on Directive DAC 6,73 and incorporated the rules set out in

69Such as Revised Guidance on the Application of the Transactional Profit Split Method-BEPS
Action 10 published in June 2018 (available at: https://www.oecd.org/tax/transfer-pricing/revised-
guidance-on-the-application-of-the-transactional-profit-split-method-beps-action-10.htm), Guid-
ance for Tax Administrations on the Application of the Approach to Hard-to-Value Intangibles -
BEPS Action 8 published in June 2018 (available at: https://www.oecd.org/tax/transfer-pricing/
guidance-for-tax-administrations-on-the-application-of-the-approach-to-hard-to-value-intangibles-
beps-action-8.htm),Transfer Pricing Guidance on Financial Transactions: Inclusive Framework on
BEPS: Actions 4, 8–10 published in February 2020, available at: https://www.oecd.org/tax/beps/
oecd-releases-transfer-pricing-guidance-on-financial-transactions.htm.
70For more details, see OECD (2020a) Corporate Tax Statistics database, OECD (2020a).
71For more details, see OECD (2015h).
72For more details, see: OECD (2015i).
73Council Directive (EU) 2018/822 of 25 May 2018 amending Directive 2011/16/EU regarding
mandatory automatic exchange of information in the field of taxation in relation to reportable cross-
border arrangements, available at: https://eur-lex.europa.eu/legal-content/EN/TXT/?uri¼CELEX%
3A32018L0822. The Directive took effect from July 2020. Implementation was postponed due to
the Covid-19 pandemic.
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the OECD report Model Mandatory Disclosure Rules for CRS Avoidance Arrange-
ments and Opaque Offshore Structures,74 published in 2018.

Action 13 represents the third of four BEPS minimum standards with the aim of
eliminating transfer pricing and BEPS risks areas. Therefore, the minimum standard
requires preparing a non-public CbCR for the purpose of tax administrations cover-
ing aggregate data in the global allocation of income, profit, taxes paid and economic
activity among tax jurisdictions in which an MNE group operates, as well as the
improvement of transfer pricing documentation. The first reported period was 2016,
and a first exchange of CbCR took place in June 2018. Under the action,75 the
template of CbCR for MNE is available together with the CbC Reporting Imple-
mentation Package, which includes a legal framework for the filing requirements of
CbCR and the fulfillment of this obligation, as well as a model of Competent
Authority Agreements76 to ensure the exchange of CbCRs. As a minimum standard,
the implementation of CbCR must be reviewed and evaluated; currently the 2020
review should be finished. The Inclusive Framework on BEPS is responsible for this
activity. As was mentioned in Action 11, since July 2020, the Corporate Tax
Statistics OECD (2020a) have also included aggregated and anonymized statistics
of CbCR data, specifically of nearly 4000 MNEs groups with headquarters in
26 jurisdictions and operating across more than 100 jurisdictions worldwide.
According to the current available CbCR for 2016, 58 jurisdictions introduced this
new mandatory disclosure rule and a further 90 jurisdictions are implementing this
rule. Moreover, over 2500 relationships are in place for the exchange of CbCR
between jurisdictions.

Action 14 focuses on the Mutual Agreement Procedure (MAP, presented by
Article 25 of the OECD Model Tax Convention77) with the aim of resolving
tax-related disputes more effectively. The Global tax treaties network contains this
MAP provision, however, usually without para 5,78 allowing them submission of
unresolved issues to tax arbitration and to reach an agreement within a reasonable
time limit. Due to this fact, a lot of unresolved MAPs are still open without solution
and have resulted in double taxation.79 Access to MAP and resolving tax disputes via
MAP, within a reasonable timeframe and more effectively, is the key aim of this
action. It represents the last of four BEPS minimum standards, which is responsible
for the Inclusive Framework on BEPS. This includes introductions of BEPS

74See more in OECD (2018).
75See more details in OECD (2015j).
76Exchange of CbCRs can be performed via the Multilateral Convention on Administrative
Assistance in Tax Matters, Bilateral tax conventions and Tax Information Exchange Agreements
(TIEAs).
77See also OECD TP Guidelines, Chap. IV, OECD (2017b). The MAP procedure can also be
opened through the EC Arbitration Convention on the elimination of double taxation in connection
with the adjustment of profits on associated enterprises (90/463/EEC).
78Article 25, para 5 was incorporated into the OECDModel Tax Convention in 2008. In the case of
the UN Model Tax Convention in 2011.
79See also: Schoueri (2016).
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recommendations and their regular review and monitoring process, together with
reporting of MAP statistics80 and developing the reporting framework.81 Under the
action, BEPS minimum standard includes 21 elements and 12 best practices for the
areas, including how to prevent disputes, how to access MAP, how to solve MAP
cases and how to implement MAP agreements.82According to the last peer review
(at the end of 2016; period 2016 to 2021; 45 reviewed jurisdictions from an overall
79 jurisdictions), many jurisdictions published guidelines on MAP, tax administra-
tions are closing more MAP cases and new MAP cases are also increasing (access to
MAP is also for transfer pricing issues—corresponding adjustments, where Article
9/2 was not covered in the tax treaty and access to MAP was not allowed).
Furthermore, 990 recommendations have been issued for reviewed jurisdictions in
order to be fully compliant with the BEPS minimum standard requirements. From a
general point of view, the process of MAP is more effective, MAP cases are closed in
a timely manner and access to MAP has increased. Currently, the second stage of
peer review is being undertaken.

Action 1583 deals with the development of a multilateral instrument via the MLI
Convention.84 The MLI offers rapid amendments of the global tax treaties network
based upon the suggested BEPS recommendations, resulting in the closing of
loopholes in international tax treaties allowing aggressive tax planning, tax abuse,
profit shifting and tax base erosion. The MLI also allows implementing BEPS
minimum standards in case of tax treaty abuse and MAP. Under the action, a toolkit
for the MLI application, including an MLI Matching Database and interactive
flowcharts, were developed85 in order to ensure better and clearer interpretation
and application of amended tax treaty provisions and a new MLI legal instrument.
Since 2016, more than 100 jurisdictions from all continents have concluded nego-
tiations on the MLI Convention, and more than 90 jurisdictions86 have enforced the
MLI starting 1 July 2018 with an effective date on 1 January 2019.

80Mutual Agreement Procedure Statistics for 2019 is available at: https://www.oecd.org/tax/
dispute/mutual-agreement-procedure-statistics.htm.
81MAP Statistics Reporting Framework is available at: https://www.oecd.org/tax/dispute/mutual-
agreement-procedure-statistics-reporting-framework.pdf.
82For more details see: OECD (2015k). Further, also Schoueri and Galdino (2018).
83For more details, see: OECD (2015l).
84Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and
Profit Shifting (MLI Convention). Available at: https://www.oecd.org/tax/treaties/multilateral-
convention-to-implement-tax-treaty-related-measures-to-prevent-BEPS.pdf. The explanatory state-
ment providing clarification to the approach taken in the MLI and how each provision is intended to
affect tax treaties is available at: https://www.oecd.org/tax/beps/explanatory-statement-multilateral-
convention-to-implement-tax-treaty-related-measures-to-prevent-BEPS.pdf.
85Toolkit for Application of the Multilateral Instrument for BEPS Tax Treaty Related Measures,
where the MLI Matching Database is available. Available at: https://www.oecd.org/tax/beps/
application-toolkit-multilateral-instrument-for-beps-tax-treaty-measures.htm.
86For more about the MLI Positions of individual Signatories see: https://www.oecd.org/tax/beps/
beps-mli-signatories-and-parties.pdf.
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As it is obvious from the brief summary of BEPS actions and suggested recom-
mendations, the coordination between all participating jurisdictions, which also
requires tax transparency, is a very important aspect of the final solution. If the
adoption of final recommendations and the BEPS minimum standards were not
coordinated and participating states would have introduced recommendations dif-
ferently, it could potentially give rise to more tax arbitrations, double taxation,
distortions in the market, deter cross-border investment flows and globally worsen
business environments. Therefore, international tax coordination has a priority, and
as a global solution the OECD suggested the development of the MLI which helps to
ensure a speedy introduction and application of new international tax standards and
modifications of current tax treaties. However, some tax practitioners stress that new
international tax practices are more complicated, as not only tax treaties, but also
new amendments made via multilateral instruments, must be followed. Moreover,
based on several recommendations in the case of each action, it is possible to expect
that different rules (variants of recommended rules) would be implemented by
participating states. The near future will show whether or not this is the best way,
and how much profit shifting, tax base erosion and aggressive tax planning were
eliminated.

To avoid the divergent introduction of BEPS recommendations across EU Mem-
ber States, the European Commission approved ATAD Directive 2016/1164,87

which lays down five anti-avoidance rules of minimum standards, of which four
(the interest limitation rule, GAARs, the CFC rules and the hybrid mismatches rule),
are largely consistent with BEPS recommendations, and the fifth (exit taxation) goes
beyond the scope of BEPS. The implementation of the above rules88 is needed to
protect the EU’s internal market against tax avoidance practices, thereby ensuring
fair and effective taxation in the EU in a sufficiently coherent and coordinated
manner. Moreover, ATAD represents a minimum level of protection and ensures
the implementation of BEPS minimum standard package, which could be considered
a suitable solution for the rest of the world. However, the ATAD Directive was not
the only one to respond to BEPS. On January 2016, the Commission proposed the
Anti Tax Avoidance Package89 in order to reach fairer, simpler and more effective
corporate taxation in the EU based upon strong and coordinated action against tax
avoidance. Learning from past failures, the Commission used a combination of soft
law (Communication from the Commission to the European Parliament and the

87See Note 53 above. The ATAD Directive was amended on 1 January 2020, in consolidated text:
Council Directive (EU) 2016/1164 of 12 July 2016 lays down rules against tax avoidance practices
that directly affect the functioning of the internal market; available at: https://eur-lex.europa.eu/
legal-content/EN/TXT/?uri¼CELEX%3A02016L1164-20200101.
88For more details about the implementation of those rules see chapter “Tax Policy in Relation to
Fair Corporate Taxation”.
89For more details about the Anti Tax Avoidance Package, see https://ec.europa.eu/taxation_
customs/business/company-tax/anti-tax-avoidance-package_en.
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Council) and hard law in the form of Directives. The Anti Tax Avoidance Package
covers the above mentioned ATAD Directive, revision of the Administrative Coop-
eration Directive (DAC Directive),90 recommendations on tax treaties91 against tax
treaty abuse, a new EU external strategy for effective taxation92 and identification of
aggressive tax planning among EU Member States. This package follows both the
Tax Transparency Package,93 presented by the Commission on 18 March 2015, with
the aim of combatting corporate tax avoidance via tax transparency, specifically via
the introduction of the automatic exchange of information between Member States
on their tax rulings, and the EU Action Plan94 for fair and efficient corporate taxation
in the EU adopted by the Commission in June 2015.

Under revision of the DAC 1 Directive, all the necessary procedures in terms of
exchange of information standards (spontaneous,95 automatic96 and on request97),
were established together with the structure for a secure platform for cooperation in
this field. The revision of DAC 1 addressed the political priority of fighting against
aggressive tax planning and consequently, future developments in this field (fighting
against profit shifting and tax base erosion). Since its adoption, the original Directive

90The predecessor of Council Directive 2011/16/EU, known as DAC 1, was a Mutual Assistance
Directive released in 1977. Council Directive 2011/16/EU of 15 February 2011, known as DAC 1 is
available at: https://eur-lex.europa.eu/legal-content/en/ALL/?uri¼CELEX:32011L0016.
91See more: https://ec.europa.eu/taxation_customs/sites/taxation/files/resources/documents/taxa
tion/company_tax/anti_tax_avoidance/c_2016_271_en.pdf.
92See Communication from the Commission to the European Parliament and the Council on
External Strategy for Effective Taxation COM/2016/024 final, available at http://eur-lex.europa.
eu/legal-content/EN/TXT/?uri¼CELEX%3A52016DC0024.
93For more details see: https://ec.europa.eu/taxation_customs/business/company-tax/tax-transpar
ency-package_en.
94The EU Action Plan contains 5 Key Areas, specifically (1) Re-launching the Common Consol-
idated Corporate Tax Base (CCCTB), (2) Ensuring fair taxation where profits are generated,
(3) Creating a better business environment, (4) Increasing transparency and (5) Improving EU
coordination. For more details see: https://ec.europa.eu/taxation_customs/business/company-tax/
action-plan-corporate-taxation_en. See also Commission’s Action Plan on a Fairer Corporate Tax
System (COM (2015) 302) to tackle tax avoidance: https://ec.europa.eu/taxation_customs/sites/
taxation/files/resources/documents/taxation/company_tax/fairer_corporate_taxation/com_2015_
302_en.pdf.
95Spontaneous exchange of information takes place if a country finds out information on possible
tax evasion relevant to another country (the source country or the country of residence).
96The automatic exchange of information secured automatic electronic channels for the exchange of
information and a central directory for storing and sharing information on financial account
information, advance cross-border rulings, CbCR, beneficial ownership information or on tax
planning cross-border arrangements (tax planning schemes). The first experience in the automatic
exchange of information came from the Directive 2003/48/EC known as the Savings Directive,
which was repealed by DAC 2 (see Notes 23, 98).
97Exchange of information upon request is used when additional information for tax purposes is
needed from another country.
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DAC1 has been amended five times (DAC 2–698) with the aim of strengthening
administrative cooperation and tax transparency among EU Member States. All EU
DAC Directives focus on a wide range of information exchange, such as information
on non-financial categories, financial account information, advanced cross-border
rulings, CbCR, beneficial ownership information or on tax planning cross-border
arrangements. With respect to CbCR, it should be highlighted that in the EU other
CbCRs are required in the case of specific sectors, specifically for extractive
industries and logging of primary forests under the Accounting Directive 2013/34/
EU,99 and for financial institutions under the Capital Requirements Directive 2013/
36/EU, known as CRD IV.100

Regarding CbCR, from the transfer pricing perspective, the EU transfer pricing
documentation requirements101 do not currently provide any mechanism for the
provision of a CbCR contrary with the OECD TP Guidelines where three parts of
transfer pricing documentation are newly recommended (i.e. Master File, Local File
and CbCR).102 CbCR is mandatory and automatic exchange is based upon DAC
4 (Directive 2016/881) and all requirements are in line with the international
developments of the OECD.103

98Directive 2014/107/EU (known as DAC 2) dated 9 December 2014 amending Directive 2011/16/
EU regarding mandatory automatic exchange of information in the field of taxation in relation to
financial account information, available at: https://eur-lex.europa.eu/legal-content/EN/TXT/?
uri¼celex%3A32014L0107. Furthermore, Commission Implementing Regulation (EU) 2015/
2378 dated 15 December 2015 laying down detailed rules for implementing certain provisions of
Council Directive 2011/16/EU on administrative cooperation in the field of taxation and repealing
Implementing Regulation (EU) No 1156/2012, available at: https://eur-lex.europa.eu/eli/reg_impl/
2015/2378/oj. Council Directive (EU) 2015/2376 (known as DAC 3) dated 8 December 2015
amending Directive 2011/16/EU (known as DAC 1) concerning mandatory automatic exchange of
information in the field of taxation in relation to advanced cross-border rulings and advanced
pricing arrangements, available at: https://eur-lex.europa.eu/legal-content/en/TXT/?uri¼CELEX%
3A32015L2376. Council Directive (EU) 2016/881 (known as DAC 4) dated 25 May 2016
amending Directive 2011/16/EU regarding mandatory automatic exchange of information in the
field of taxation in relation to CbCR, available at: https://eur-lex.europa.eu/legal-content/EN/TXT/?
uri¼CELEX%3A32016L0881. Council Directive (EU) 2016/2258 (known as DAC 5) dated
6 December 2016 amending Directive 2011/16/EU concerning access to anti-money-laundering
information by tax authorities (to beneficial ownership information), available at: https://eur-lex.
europa.eu/legal-content/CS/ALL/?uri¼uriserv%3AOJ.L_.2016.342.01.0001.01.ENG. Council
Directive (EU) 2018/822 (known as DAC 6) dated 25 May 2018 amending Directive 2011/16/
EU regarding mandatory automatic exchange of information in the field of taxation in relation to
reportable cross-border arrangements, available at: https://eur-lex.europa.eu/legal-content/EN/
TXT/?uri¼CELEX%3A32018L0822.
99For more detai ls see ht tp: / /eur- lex.europa.eu/ legal-content /EN/TXT/PDF/?
uri¼CELEX:32013L0034&from¼EN.
100For more details see http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri¼OJ:
L:2013:176:0338:0436:En:PDF.
101EU Transfer pricing documentation and its requirements are mentioned in the Code of Conduct,
covering a master file and country specific documentation.
102For more details see OECD (2017b), TP Guidelines, Chap. V–Documentation.
103For the comparison of OECD CbCR requirements and EU CbCR requirements, see Solilová and
Nerudová (2019).
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Recommendations on tax treaties against tax treaty abuse, as the third part of the
Anti Tax Avoidance Package, follows BEPS recommendations and advises Member
States how to improve their tax treaties against abuse by compliance with the EU
law. Furthermore, it is also advisable to introduce GAARs and revise the definition
of permanent establishment.

Concerning the EU external strategy for effective taxation, the Commission
presents a stronger and more coherent EU position in order to introduce and
implement BEPS minimum standards in the EU with the aim of promoting good
tax governance globally and ensuring effective taxation, and working harder with
third countries on good tax governance matters. It also takes into account the
creation of a common EU list of non-cooperating third countries for tax purposes.
In that respect, in 2016 the Economic and Financial Affairs Council (Ecofin)
introduced criteria for screening jurisdictions for the purpose of creating an EU list
of non-cooperative jurisdictions which is updated annually. The criteria focus on tax
transparency (including information exchange upon request, implementation of
Common Reporting Standards for automatic exchange of information and its
exchange via the Multilateral Competent Authority Agreement or a bilateral agree-
ment), fair taxation and implementation of BEPS recommendations (namely, min-
imum standards). The current list adopted by the Council on 6 October 2020, is
composed of the following: American Samoa, Anguilla, Barbados, Fiji, Guam,
Palau, Panama, Samoa, Trinidad and Tobago, the US Virgin Islands, Vanuatu and
Seychelles of which Anguilla, Barbados, Panama, Seychelles and Trinidad and
Tobago represent countries with major transparency concerns.

The last part of the Anti Tax Avoidance Package presented is the identification of
aggressive tax planning among EUMember States via studies on these practices and
Member States’ corporate tax rules used for the purpose of avoiding taxation.104

Finally, a very important step performed by the EU, which should be mentioned,
is related to taxation of the digital economy. Terada-Hagiwara et al. (2019) and
Devereux and Vella (2014, 2017) stress that digital economy growth can lead to tax
revenue losses, missing taxable matters, unclear income characterization and inef-
fective tax collection (direct and indirect taxes). Aware of the seriousness and
significant distortions within the Internal market which can arise through
non-taxation of digital businesses, in 2017 the European Commission released a
Communication on a Fair and Efficient Tax System in the European Union for the
Digital Single Market.105 Later in 2018, the European Commission proposed new

104See the list of all Taxation papers published and available since 2004, available at: https://ec.
europa.eu/taxation_customs/publications/taxation-services-papers/taxation-papers_en.
105European Commission, Brussels, 21.9.2017, COM(2017) 547 final. Communication from the
Commission to the European Parliament and the Council: A Fair and Efficient Tax System in the
European Union for the Digital Single Market, available at: https://ec.europa.eu/taxation_customs/
sites/taxation/files/communication_taxation_digital_single_market_en.pdf.
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rules to ensure that digital business activities are taxed in a fair and growth-friendly
way in the EU, including two proposals.106

5 Post-communist Countries with Respect to Aggressive
Tax Planning Opportunities and Tax Base Erosion

There have only been a few studies measuring base erosion or profit shifting focus on
post-communist countries.107 In the case of the Czech Republic, Moravec et al.
(2019) proved there’s a significant impact of profit shifting on corporate tax revenue
for the period of 2013–2015, particularly the corporate revenue losses were deter-
mined to be CZK 9404 mil. in 2013 with an increasing tendency (i.e. in 2015, CZK
10,377 mil.). Janský (2018) is also focusing on profit shifting in Czechia and
estimated that profit shifting leads to an average loss of 10% of corporate income
tax revenue. He further stresses that current trends are to overlook the issue of profit
shifting in Central Europe. In their previous research, Janský and Kokeš (2015,
2016) argue the relevance of BEPS for the Czech Republic and confirm the debt
financing profit shifting from the Czech Republic to Luxembourg, Switzerland and
the Netherlands. Similarly, it is also the case in the Slovak Republic. Ištok and
Kanderová (2019a, b) proved profit shifting through debt financing techniques to
low-tax jurisdictions, or to tax havens through general profit shifting techniques
(Khouri et al. 2019). In the case of Visegrad countries, Nerudová et al. (2020)
concludes that a one-unit increase in tax differential will lead to a less than one
percent tax revenue loss in such countries, which is similar to results in other areas,
also in Nerudová et al. (2018, 2019).

According to the Study on Structures of Aggressive Tax Planning and Indicators
(European Commission 2015), aggressive tax planning opportunities offered by
post-communist countries before BEPS recommendations can be identified (see
Table 1).

All 11 CEE-EU countries exhibit indicators relating to interest-cost and its
tax-deductibility, namely indicator 9. The tax deduction does not depend on the

106Brussels, 21.3.2018, COM(2018) 147 final. Proposal for a COUNCIL DIRECTIVE laying down
rules relating to the corporate taxation of a significant digital presence {SWD(2018) 81 final}—
{SWD(2018) 82 final}, available at: https://ec.europa.eu/taxation_customs/sites/taxation/files/
proposal_significant_digital_presence_21032018_en.pdf, and Brussels, 21.3.2018, COM(2018)
148 final. Proposal for a COUNCIL DIRECTIVE on the common system of a digital services tax
on revenues resulting from the provision of certain digital services.

{SWD(2018) 81}—{SWD(2018) 82}, available at: https://ec.europa.eu/taxation_customs/sites/
taxation/files/proposal_common_system_digital_services_tax_21032018_en.pdf. For more details
see link: https://ec.europa.eu/taxation_customs/business/company-tax/fair-taxation-digital-econ
omy_en.
107We focus on Bulgaria, Croatia, the Czech Republic, Estonia, Hungary, Latvia, Lithuania,
Poland, Romania, the Slovak Republic and Slovenia. This group of countries is considered to be
CEE-EU countries.
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tax treatment in the creditor’s state, it is covered by indicator 9 in the group of lack of
anti-abuse measures. Croatia, Bulgaria, Hungary, Latvia, Poland and Slovenia
represent countries which combine indicator 9 with one or both indicators 11 or
15, i.e. no taxation of benefit from interest-free debt and no beneficial-owner test for
reduction of withholding tax on interest. Moreover, all eleven CEE-EU countries
combine passive indicator 8 (tax deduction for intra-group interest costs) with any or
all of indicators 9, 11, or 15, which allow general deductibility of interest costs
without making it conditional on the creditor being taxed on the interest income or a
beneficial-owner test as a condition for withholding tax exemptions. Therefore, the
general point of view is that it allows tax base erosion via financing costs. Moreover,
Hungary represents a country without effective withholding tax on interest payments
under domestic law, similar to Estonia. However, Estonia is also a country without
effective thin-capitalization rules and interest-limitation rules. So generally, there is
room for tax base erosion via financing costs in CEE-EU countries.

In contrast with the interest-cost theme discussed above, four CEE-EU countries
(Bulgaria, Latvia, Lithuania and Romania) combined indicators related to dividends.

Table 1 Summary of ATP indicators in the CEE-EU countries (European Commission 2015)

Country
Active
indicator

Lack of anti-abuse
indicator Passive indicators

Set of combined
indicators

Bulgaria 10 4, 9, 11, 24, 26, 27 1, 8, 19 1 + 4
8 + 9

Croatia 10 4, 9, 11, 15, 24,
26, 27

3, 8, 19, 22 8 + 9

Czech
Republic

n/a 9, 24, 26, 27 1, 8, 18, 19, 22 8 + 9

Estonia n/a 9, 12 and 13, 24,
26, 27

1, 2, 8, 14, 19 1 + 2
8 + 9 + 12 + 13 + 14

Hungary 10 and 17 9, 11, 27 1, 2, 8, 14, 20,
18, 19, 25

1 + 2
8 + 9 + 14
19 + 20

Latvia n/a 4, 9, 15, 21, 24,
26, 27

1, 3, 8, 19, 22, 25 1 + 3 + 4
8 + 9 + 15
19 + 21

Lithuania n/a 4, 6, 9, 26, 27 1, 8, 19, 22, 23, 25 1 + 4
8 + 9

Poland n/a 4, 9, 15, 21, 26,
27, 32

8, 19, 22, 23 8 + 9 + 15
19 + 21

Romania n/a 4, 6, 9, 21, 24, 26, 27 1, 8, 19, 25 1 + 4
8 + 9
19 + 21

Slovak
Republic

n/a 9, 24, 26, 27 1, 2, 8, 19, 22 1 + 2
8 + 9

Slovenia n/a 4, 9, 15, 21, 24,
26, 27, 32

8, 19, 25 8 + 9 + 15
19 + 21

Note: for explanation of the indicators, see Table A.1 in chapter “Economic Analysis from the
Macro Perspective” or in the Annex of the study
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That is to say, indicator 1 is too generous of a tax-exemption on dividends received,
along with any of the indicators 2–4 representing no withholding tax on dividends
paid or on dividend equivalents and no beneficial-owner test for reduction of
withholding tax on dividends. Furthermore, only the Czech Republic, the Slovak
Republic, Hungary and Estonia were identified as countries where the beneficial-
owner test for reduction of withholding tax on dividends is applied; among the rest of
the CEE-EU countries it is not.

Regarding interest income, only Lithuania and Romania were identified as a
country where income from certain hybrid instruments is considered non-taxable.
Moreover, all eleven CEE-EU countries (partly Hungary) do not counter the
mismatching tax qualification of domestic partnership/company between one’s
own state and a foreign state (i.e. indicators 26 and 27) which can lead to hybrid
or reverse hybrid mismatches and result in double deductions for the same costs,
i.e. tax base erosion. In addition, Hungary, Latvia, Lithuania, Romania and Slovenia
also do not follow tax qualifications of foreign partnerships like those of foreign
states.

Furthermore, eight CEE-EU countries (the Czech Republic, the Slovak Republic,
Bulgaria, Croatia, Estonia, Latvia, Romania and Slovenia) do not have CFC rules in
force (i.e. indicator 24).

Regarding royalty or other IP costs, all eleven CEE-EU countries allow tax
deduction for intra-group royalty costs, when only six countries (the Czech Repub-
lic, Croatia, Latvia, Lithuania, Poland and Romania) have in force R&D tax incen-
tives also for costs that are reimbursed. Moreover, Latvia, Poland, Romania and
Slovenia do not have a beneficial-owner test for reduction of withholding tax on
royalty, and only Hungary did not introduce withholding tax on royalty payments
under domestic law. Hungary was also identified as the only CEE-EU country where
patent box or other preferential tax treatment of income from an IP is introduced.
Moreover, Hungary also represents the country without effective taxation on capital
gains upon transfer of an IP, similar to the Czech Republic.

Furthermore, only Lithuania and Poland allow group taxation with an acquisition
holding company from all CEE-EU countries. Poland together with Slovenia also
represent countries without general or specific anti-avoidance rules to counter the
model ATP structures.

Finally, with respect to the set of combination of indicators it is possible to
conclude that:

• all 11 CEE-EU countries allow general deductibility of interest costs without
making it conditional on the creditor being taxed on the interest income;

• 7 CEE-EU countries are too generous with tax-exemptions on dividends received
together with no beneficial-owner test for reduction of withholding tax on
dividends or no withholding tax on dividends paid under domestic law; and
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• 5 CEE-EU countries allow tax deduction for intra-group royalty costs in combi-
nation with no beneficial-test for reduction of withholding tax on royalty or no
withholding tax on royalty payments under domestic law.

It is obvious that there is a room for tax base erosion and profit shifting in
CEE-EU countries before the BEPS project started and until anti avoidance rules
are introduced. Regarding the roles of entities included in ATP structures, there is
another important study by European Commissions (2017). The study focuses on
ATP structures using interest payments (debt channel), royalty payments (IP profit
shifting channel) and using strategic transfer pricing (TP channel) and the distin-
guished individual role of an entity in ATP structures (i.e. target entities,108 lower-
tax entities109 and conduit entities110). As it is obvious from Table 2, the highest
portion of entities is represented by the transfer pricing channel, the IP profit shifting
channel is the second most often used channel and the last one is represented by a
debt channel across CEE-EU countries. Furthermore, lower-tax entities are preferred
in all cases than target entities. Together with the previous results, it gives a
comprehensive view of aggressive tax planning opportunities and tax base erosion
within CEE-EU countries.

6 Conclusion

Profit shifting plays an important role in tax base erosion. The existence of profit
shifting and tax base erosion appears mainly because of the international mismatches
in entities; tax treaty abuse; the existence of preferential tax regimes; mispricing and
artificial splitting of ownership of assets between legal entities; the low effectiveness
of anti-avoidance measures and thin capitalization rules; and different treatment of
Controlled Foreign Companies. The contribution of tax havens to profit shifting is
extremely serious in this phenomena; as state Tørsløv et al. (2020) more than 40% of
profits obtained by MNEs are directed towards tax haven countries through different
profit shifting techniques.

108A target entity is an entity in a multinational group that has its tax base reduced as a result of
aggressive tax planning. Moreover, at least one lower entity must be determined for the identifica-
tion of a target entity within an MNE group. For further details, see European Commission (2017).
109A lower-tax entity is an entity in the multinational group that has its tax base increased as a result
of aggressive tax planning, but the base is taxed at lower tax rate. Moreover, at least one target entity
must be determined for the identification of a lower-tax entity within an MNE group. For further
details, see European Commission (2017).
110A conduit entity is an entity in the multinational group that does not see its tax base significantly
affected, but this entity is needed for an aggressive tax planning structure. A conduit entity cannot
be identified as either the target or lower-tax entity. Moreover, at least one target entity must be
determined to identify a conduit entity within an MNE group. For further details, see the European
Commission (2017).
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However, when corporate income taxation was introduced, i.e. in the
pre-globalized era, the corporate income taxation did not give rise to such problems
as we currently face. There are several reasons why we can consider corporate
income taxation outdated, not only at national level, but also at the international
level. These reasons include globalization, rapid digitalization, integration of finan-
cial markets, increased mobility, higher integration of MNEs activities and many
others. Although a corporate income tax is a relatively “young” tax, from the EU
perspective it was very difficult to harmonize it and improve its parts without having
distortion effects on the Internal Market. The situation changed significantly during
the second decade of the twenty-first century. Since the second decade of the
twenty-first century, there have been global efforts to solve aggressive tax planning,
tax evasion, profit shifting and tax treaty abuse via the BEPS project started in 2013,
and a global call for increased tax transparency and exchange of information for tax
purposes.

The BEPS project can be considered as the most ambitious project in the history
of international and domestic taxation, it covers 15 Action plans focusing on huge
areas of international tax issues, which are crucial for elimination of aggressive tax
planning, profit shifting, tax base erosion, tax treaty abuse, and it helps to ensure
better tax transparency, tax coordination, fairer taxation and solutions to interna-
tional tax disputes. The main aim is to design new international tax standards which
would be applied globally.

From the EU perspective, the EU introduced the Anti Tax Avoidance Package,
Tax Transparency Package and the EU Action Plan for fair and efficient corporate
taxation in the EU. To avoid the divergent introduction of BEPS recommendations
across EUMember States, the European Commission approved the ATADDirective
laying down five anti-avoidance rules of minimum standards, of which four (interest
limitation rule, GAARs, CFC rules and hybrid mismatches rule), are largely consis-
tent with BEPS recommendations, and the fifth (exit taxation) goes beyond the scope
of BEPS. Besides the ATADDirective, the EU revised the DAC Directive to combat
corporate tax avoidance via strengthening the administrative cooperation and tax
transparency among EU Member States, namely, via the introduction of the auto-
matic exchange of information, such as financial account information, advance
cross-border ruling, CbCR, beneficial ownership information or on tax planning
cross-border arrangements between Member States.

According to the Financial Secrecy Index 2020, it can be concluded that the
automatic exchange of information, beneficial ownership registration and CbCR are
considered to be the biggest reforms in the area of international taxation.

Regarding post-communist countries, there is a high risk of profit shifting and tax
base erosion as these countries offer aggressive tax planning opportunities, and
entities operating there are used in ATP structures of MNEs groups, mainly as
low-tax entities and target entities. However, there are not many studies focusing
on the determination of volume of profit shifting, tax base erosion and corporate tax
revenue losses.
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Abstract This chapter presents a comprehensive analysis of the current techniques
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perspectives. Specifically, categories of profit shifting techniques and their general
channels were explained. Further, methodological approaches, current empirical
researches on profit shifting and tax base erosion, and estimation of the corporate
tax revenue losses were mentioned. Furthermore, it also explains in detail techniques
applied for the identification of profit shifting and tax base erosion and the overall
estimation of corporate tax revenue losses in the case of post-communist EU
countries.
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1 Categories of Profit Shifting Techniques and their
General Channels

With respect to the categories of profit shifting techniques, four main contributors
should be highlighted: Gravelle (2015), Contractor (2016), de Simone et al. (2016)
and Clausing (2009).

Gravelle (2015) considers as a common method to shift profits and avoid taxation
by MNEs the practice of intracompany loans granted to subsidiaries placed in high-
tax countries in comparison with subsidiaries placed in low-tax nations. Earning
stripping is another method for MNEs to shift profits addressed by Gravelle (2015).
This technique to shift profits pertains to the intracompany loan mechanism. Earning
stripping aims to use interest payments as the tool to decrease the tax base and thus
lower the tax base for corporate income tax. On the other hand, the borrower is a
company that, by being placed in no- or low-tax jurisdictions, would avoid paying
taxes on interest income. One of the main countermeasures to overcome this profit
shifting method is to limit earning stripping by imposing thin capitalisation rules.
Thus, the US imposes a debt-to-equity ratio of 1.5 to 1 and does not allow interest
payments in excess of 50% to be deductible if the company is not subject to US
corporate income tax. Another common method to shift profits, according to
Gravelle (2015), is transfer pricing. The countermeasure to limit profit shifting is
the arm’s length principle. This principle is easily applicable in the case of goods and
services that have comparables on the market. However, Gravelle (2015) notes that
the ability of the arm’s length principle is greatly reduced in the case of intellectual
property. Most patents are unique and do not have comparables on the market to
establish the true price according to the arm’s length principle. Therefore, MNEs can
abuse intracompany trade to shift profits by overinvoicing royalty payments to
subsidiaries placed in high-tax countries.

Another technique to evade corporate income tax (hereinafter CIT) according to
Gravelle (2015) is the check-the-box practice used mainly by US MNEs. To register
for income tax purposes in the US, a business can choose to be declared as a
corporation, a partnership or a disregarded entity. US companies can choose whether
their foreign affiliates can be treated as foreign disregarded entities of another
corporation. If an MNE chooses to declare its foreign affiliates as foreign corpora-
tions (i.e., branches), then all the income obtained by these controlled foreign
companies (CFCs) is subject to subpart CFC income rules and liable for corporate
income tax. On the other hand, if the CFCs are declared foreign disregarded entities,
then the income obtained by these entities does not fall under US tax law (Dowd
et al. 2017). The last method to avoid CIT used by MNEs, assessed by Gravelle
(2015), is cross crediting. MNEs can use the excess foreign taxes paid in one
jurisdiction to offset the US tax due on other income obtained by subsidiaries of
the same MNE in other countries.

Contractor (2016) notes that there are seven main tax-avoidance techniques used
by MNEs to erode the tax base and shift profits from high tax to low- or no-tax
jurisdictions.
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The first method to shift profit shifting is represented by exemptions or deferrals
of profits obtained by a company’s foreign affiliates. This example is applicable
mostly to US MNEs, where the US taxes not only the profits obtained by the parent
company based on US soil but also the income obtained abroad by MNE affiliates.
However, US tax law allows US MNEs’ foreign income to be deferred indefinitely.
The reason behind this practice is that MNEs do not remit profits back to the
US. Usually, these untaxed profits are held in tax havens or are reinvested in other
businesses abroad.

The second most common technique to shift profits used by MNEs is transfer
pricing. Often, MNEs engage in artificially increasing prices between two subsidi-
aries to increase costs for affiliates placed in high-tax-rate countries and increase
revenues for affiliates placed in low- or no-tax jurisdictions. Contractor (2016)
argues that intracompany trade accounts for up to 42–55% of world trade, meaning
that there is much space for unfair transfer pricing practices. This technique to shift
profits and avoid taxation is more likely in particular cases where the arm’s length
principle is difficult to enforce (i.e., intermediate products with unique characteris-
tics with embedded technology—intellectual property).

Royalty payments represent the third method to shift profits by MNEs from high-
to low-tax countries. Contractor (2016) notes that royalty payments could help
MNEs shift profits because the current business is technology intensive and most
value is contained in intangible assets or proprietary technologies. Another cause of
profit shifting through royalty payments is the current tax rules that allow companies
to transfer patents and brands from the parent company to a holding company or
subsidiary placed in a low- or no-tax country. The third cause of profit shifting
through royalty payments cited by Contractor (2016) is that most tax rules across
countries worldwide allow royalty payment deductions even if the patent or the
invention is held by the subsidiary of the same MNE.

The fourth technique to shift profits assessed by Contractor (2016) is
intracorporate loans. This practice is used mainly because the borrower can deduct
its interest expenses and thus lower the tax base to pay less CIT. The current tax rules
allow interest payment deductions without differentiating who is the real creditor
(e.g., the source of loans is a subsidiary controlled by the same MNE or an external
financial entity). Profit shifting through intra-corporate loans appears when the
borrower company and the lender are subsidiaries owned by the same MNE, except
they are based in different countries. Usually, the borrower is placed in a high-tax-
rate country, and the lender is based in a low- or no-tax country.

The fifth technique of profit shifting is parent overhead and cost concentration to
the parent company,which is placed in a high-tax country. Even if the full overheads
and costs are not born entirely by the parent company, these expenses are not spread
to other subsidiaries.

The sixth method to shift profits is the use of tax havens by the creation of shell
companies (Contractor 2016). Shell companies based in tax haven countries can be
used by MNEs as parking places for profits unrepatriated to the US. This practice is
mostly used by US-based MNEs to avoid CIT and maintain an indefinite deferral of
foreign profit taxation. Another use of tax haven countries is the so-called
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“round-tripping” scheme, used especially by Chinese MNEs to channel FDI in
China. First, the outbound Chinese FDI is placed in small tax haven countries
such as the Caribbean Islands or Hong Kong. Then, this out-bound FDI returns to
China under the pretext of foreign investment, which benefits from special tax breaks
and other benefits from the Chinese government.

The seventh technique to evade taxation and shift profits is inversion. Contractor
(2016) gives the example of the pharmaceutical company Pfizer, which is based in
the US, merging with the Ireland-based company Allergan in 2016. An inversion
represents a headquarters shift to a lower tax country by acquiring or merging with
another company.

De Simone et al. (2016) investigate other techniques to shift profits. The authors
analyse the so-called shift-to-loss strategy to avoid taxation. This unconventional
strategy assumes that MNEs not only direct profits to subsidiaries based in low-tax
countries but also shift profits to unprofitable, loss-reporting subsidiaries in high-tax
jurisdictions. In other words, even if profitable subsidiaries based in low-tax coun-
tries would pay less tax, in comparison with them, the unprofitable subsidiaries
based in high-tax countries have an advantage, since reporting a loss means that the
marginal tax rate is zero. In this case, the MNEs adopt a shift-to-loss strategy by
moving profits to unprofitable subsidiaries, reporting smaller losses and decreasing
the tax burden of profitable subsidiaries. De Simone et al. (2016) found that this
nonconventional profit shifting technique is performed using intracompany trade,
where transfer prices are adjusted between the profitable and unprofitable subsidi-
aries to shift income towards a zero tax-paying entity.

With respect to discrepancies between studies that assess profit shifting tech-
niques, there are opposite classifications of profit shifting techniques. Clausing
(2009) divides profit shifting techniques into two distinct categories, namely, finan-
cial tools as a response to the taxation of corporate income, such as transfer prices
assigned to international trade, the financial structure of subsidiaries and changes in
the locations of royalties and intangibles, and the real response of MNEs to changes
in CIT rates associated with the complete movement of assets, employment and
economic activities in low-tax countries. Heckemeyer and Overesch (2017) consider
that the strategic use of debt (i.e., intracompany loans) represents tax-efficient
financial techniques and that nonfinancial techniques are represented by transfer
pricing and licensing.

According to the previous categorisation of profit shifting techniques, there can
be distinguished different channels through which multinational companies can shift
taxable profits to gain tax advantages. Even though some ATP structures might be
very sophisticated and difficult to identify, there are basic tax strategies (channels)
that can be observed and remain at the focus of empirical research. Among these
channels typically rank the following:

• debt financing and related interest payments, generally known as debt channels—
as intradebt financing belongs to one of the most significant profit shifting
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channels—rely on the deductibility of interest payments under current corporate
tax systems1;

• transfer pricing channel2; and
• location of intellectual property with related royalties, generally known as the IP

profit shifting channel.3

Different tax strategies can be researched using appropriate datasets. However,
data availability predetermines to a great extent the methodology used.

Debt financing as a strategy for aggressive tax planning makes frequent use of
intragroup loans. The related interest payments serve as a means to lower the tax
base in high-tax jurisdictions. Furthermore, interest payments are also often paid
without withholding taxes and are untaxed at the level of their recipient, which can
often be achieved using a specific combination of double tax treaties and domestic
law rules.

Transfer pricing as the ATP strategy and the second main profit shifting channel
is typically used to lower the tax base in the high-tax country and shift the taxable
profit to low-tax jurisdictions by setting expedient prices on goods and/or services
with the aim of minimising the overall tax burden of the MNE group. Company-level
data are typically used in transfer pricing and the related research employing
microeconomic analysis. For this purpose, databases such as AMADEUS and
ORBIS are often used. Valuable for such research are data from tax returns on the
related persons’ transactions. A specific issue in transfer pricing represents consult-
ing services or management fees, as their provision can be quite easily overvalued.
Thus, consulting services/management fees can be used as a means for tax base
erosion and profit shifting via transfer mispricing. This specific issue can also be
partly researched with the use of macroeconomic data from balances of payments, as
they include consulting services as a specific item.

Issues very closely related to transfer pricing are also specific arrangements of the
placement of intellectual property, followed by a set of licence agreements based on
which the associated royalty payments are paid. In addition to transfer pricing and
debt financing, such arrangements represent the third main profit shifting channel.
Intangible assets and intellectual property, such as brands, the results of research and
development and others,4 can be located artificially at a subsidiary in a tax haven or
countries offering some preferential tax regime to which service fees/royalties are
then paid by other parts of the MNE, resulting in tax exemption or taxing under a

1For more details, see also Heckemeyer and Overesch (2013), Johannesen (2014), Riedel (2018),
Buettner and Wamser (2013), Desai (2005), Fuest et al. (2011), Huizinga and Laeven (2008) and
others.
2For more details, see also Bartelsman and Beetsma (2003), Clausing (2003), Peralta et al. (2006),
Fuest and Riedel (2012), Davies et al. (2018), Solilová and Nerudová et al. (2018) and others.
3For more details, see also Lipsey (2010), Auerbach et al. (2017), Bryan et al. (2017), Dischinger
and Riedel (2011), Seabrooke and Wigan (2015), Taylor et al. (2015) and others.
4For definitions of intellectual property and intangible assets, see Transfer Pricing Guidelines
(OECD 2017).
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tax-preferential regime. As discussed by OECD (2017), pricing such intangible
assets poses several major challenges, making it fundamentally difficult to detect
profit shifting from actual prices. Moreover, royalty payments, similar to interest,
lower the tax base in high-tax jurisdictions and often make use of no withholding tax
and zero tax on the recipient side. The availability of data on interest, royalties and
dividends in balances of payments also allows for the observation of such flows in
macroeconomic studies (e.g., Pavel and Tepperová 2020).

The European Commission (2015, 2017) identified seven basic models of ATP,5

together with 33 indicators that allow or promote aggressive tax planning behaviour.
These basic ATP models comprise a set of conditions and rules in the countries
involved and describe how each such structure works. From the models, ATP
structures clearly are not straightforward flows of payments between two (high/
low-tax) jurisdictions. Both high- and low-tax jurisdictions are involved in the
structures. However, some countries serve as so-called conduit countries. These
countries often report high levels of FDIs, both inward and outward. Conduit
countries are often effective due to the use of double tax treaties when an investment
location is set up with the aim of so-called treaty shopping (Weyzig 2013). The
identification of possible conduit countries due to favourable combinations of double
tax treaties, corporate income tax rates, and withholding taxes on dividends points
out that the UK, Luxemburg and the Netherlands are attractive in this context (van’t
Riet and Lejour 2018). The authors also conclude that treaty shopping as a strategy
lowers the tax burden on paid dividends by 6 percentage points. Bolwijn et al. (2018)
show that 30–50% of bilateral FDIs are structured to flow through such conduit
countries.

Exploration of the specific indicators within the tax systems that enable the
creation of ATP structures is very important. Therefore, countries try to combat
ATP structures and prevent such behaviour by employing transfer pricing regula-
tions, thin capitalisation, or other interest-limitation rules, reclassification of interest
to dividends, CFC rules, hybrid mismatches rules, and others.

2 Methodological Approaches and Empirical Research
on Profit Shifting and Tax Base Erosion

The first studies focussing on the relationship between taxable profit and effective
taxation in the jurisdiction were from the 1990s (e.g., Grubert and Mutti 1991; Hines
Jr and Rice 1994). Grubert and Mutti (1991) provide an empirical analysis of three
relationships, each supporting the existence of profit shifting. They explore the
impact of taxation on the after-tax volume of profit, foreign investments, and
destination of sales. All three models indicate the profit shifting tendencies of US
multinationals. US corporations and concerns that make extensive use of tax havens

5For more details, see European Commission (2015) and European Commission (2017).
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and may undesirably impact the US domestic tax base were at the core of the study
by Hines Jr and Rice (1994). The authors also provide evidence for the existence of
profit shifting, as according to their results, the relative amounts of profit were
sensitive to the local tax rates. Aware that profit shifting should not be confused
with real activities, they adjusted for the companies’ financial structures and capital
and labour levels. In particular, Hines Jr and Rice (1994) propose a model to
investigate how the profits reported by US affiliates are affected by tax differentials.
The authors compare the lost after-tax US earnings of one US dollar investment
(1 � τ) with after-tax earnings in tax haven countries, taking into consideration that
the US corporate income tax rate τ is higher than the CIT rate in tax havens τ�. To
analyse the impact of tax differentials, Hines Jr and Rice (1994) build a model that is
able to capture the impact of true income and shifted income on reported before-
taxation profits.

Hines Jr and Rice (1994) assume that true income can be represented by labour
and capital employed in each of the US affiliates, while the shifted income is
represented by tax differentials. Therefore, the model of Hines Jr and Rice (1994)
becomes as follows:

log πi ¼ β0 þ β1 τ�i � τ j

� �þ β2 logLið Þ þ β3 logKið Þ þ Xiγ þ Ei ð1Þ

where logπi represents the reported pre-tax profits in US affiliate i in logarithms,
τ�i � τ j

� �
represents the tax differentials constructed as the difference between the

CIT rate imposed in the host country where affiliate i is based and the CIT rate τj of
the US parent company; logL represents the labour input usually proxied by wage
bills; logK represents the capital input proxied by fixed tangible assets; Xiγ are the
country-specific endogenous factors; and Ei represents the error term. One of the
country-specific exogenous factors used by Hines Jr and Rice (1994) is the local
productivity factor proxied by GDP per capita.

In reviewing the empirical literature with respect to profit shifting techniques, one
of the main contributions is Dharmapala (2014). She also starts with the work of
Hines Jr and Rice (1994) and Grubert and Mutti (1991) as pioneering studies.
Dharmapala (2014) points out that the dominant approach to empirically analysing
profit shifting practices is the “Hines-Rice” method. Hines Jr and Rice (1994) were
the first economists to propose a methodology to investigate and assess profit
shifting. As mentioned above, the methodology used by Hines Jr and Rice (1994)
to investigate whether profit shifting does occur assumes that the pre-tax income of
an affiliate represents the sum of “true” and “shifted” income. This “true” income is a
result of employing labour and capital. Thus, the most important independent vari-
ables used by the authors are fixed tangible assets and employment compensation.
Hines Jr and Rice (1994) assume that the size of shifted income is determined by the
tax incentives in different jurisdictions. The basic tax incentive considered by the
authors is the tax difference faced by the parent company based in one country and
the tax rates faced by the foreign subsidiary.
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The most important coefficient in the Hines Jr and Rice (1994) model is β1
because it captures the incentive to shift income from a high- to a low-tax country.
Dharmapala (2014) argues that β1 represents the marginal effect or a small change in
pre-tax profits due to a tax rate increase, holding all other variables constant. The
usual method to build a tax differential is to subtract the tax rate of the parent MNE
from the tax rate faced by the affiliate. Moreover, Dharmapala (2014) emphasises
that the empirical literature (note) builds a tax differential based on the difference
between the tax rate faced by an affiliate and the average CIT rate faced by all sister
companies from the same MNE group based elsewhere.

Furthermore, Dharmapala (2014) notes that the literature uses the statutory CIT
rate instead of the effective tax rate because the former is able to capture the impact
of exogenous tax policy implemented by the government. In contrast, the effective
tax rate can capture only endogenous company-specific choices due to various tax
credits and deductions used to reduce such companies’ tax burden. Therefore,
according to Dharmapala (2014), there is a concern regarding the endogeneity of
tax differentials used by Hines Jr and Rice’s (1994) model because CIT rate changes
in one country might be affected by (i.e., or follow) changes in CIT rates in other
countries. Even if the use of the statutory CIT rate is more capable of isolating the
impact of exogenous tax policy, which is not under the control of the analysed
companies, Dharmapala (2014) stresses that there is a risk of misalignment with the
true tax rate faced by the affiliates. Therefore, it is customary to add time and
company fixed effects to capture other unobserved factors that could affect the
profitability of each analysed company.

Another particularity of Hines Jr and Rice (1994) is that empirical analysis is
based on cross-sectional data derived from the Bureau of Economic Analysis (BEA)
for 1982. These data are aggregated at the country level, leading to an empirical
analysis at the macrolevel, even though the basic data are microdata.

As noted by Dharmapala (2014), the model of Hines Jr and Rice (1994) is flexible
enough to be applied to panel data analysis, becoming the following:

log πi,t ¼ β1 þ β2 τ�i,t � τ j,t
� �þ β3 logLi,tð Þ þ β3 logKi,tð Þ þ Xi,tγ þ μi þ δt

þ Ei,t ð2Þ

All elements remain as described in Eq. (1), but the data refer to affiliate i at time
t. Additionally, two new terms are added: μi, which is the company fixed effect, and
δt, which is the time fixed effect.

Furthermore, Dharmapala (2014) both discusses the novel development of this
approach (Dyreng and Markle 2013) and proposes other research strategies to
capture profit shifting (Dharmapala and Riedel 2013). Dharmapala and Riedel
(2013) follow the issue of profit shifting through a multinational parent firm to its
foreign subsidiaries, arguing that part of the profit is shifted to subsidiaries from
low-tax countries only. Provided that profit shifting is present, it is thus possible to
observe a different approach to intragroup profit flows towards foreign subsidiaries
in high- and low-tax countries. A different methodology was employed by Dyreng
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and Markle (2013). They compare the location of profits and earnings for domestic
and foreign entities. Based on the differences between the observed variables, they
deduce profit shifting.

Devereux and Maffini (2007) also provide a detailed analysis of empirical
literature that assesses the issues of profit shifting. The authors propose a more
complex analysis of profit shifting by investigating the impact of taxation on several
aspects regarding MNEs’ locational decisions. Devereux and Maffini (2007) found
that the effective average tax rate plays a more significant role than do marginal tax
rates in the case of discrete location choices of MNEs. The differences in statutory
tax rates have a significant impact on the location of income (i.e., declared profit).
Tax differentials, according to Devereux and Maffini (2007), have affected financial
policy, the repatriation of profits and intracompany transfer prices.

Another considerable contribution to the literature regarding the assessment of
profit shifting techniques is made by the group of empirical studies that use US
company-level data, such as Clausing (2006, 2009), Schwarz (2009), Keightley and
Stupak (2015), Flaaen (2017) and others.

Clausing (2006) analyses the impact of tax incentives on intracompany trade. The
author uses the data provided by the BEA for the period 1982–2000. The data are
concerned with US-based multinationals and US international trade. The author
demonstrates that tax incentives do affect the international intracompany trade
balance due to potential tax savings. In his other contributions in 2009, he uses the
data provided by BEA for US MNEs to analyse the sensitivity of profit shifting due
to tax differences between countries. When a host country where a subsidiary owned
by a US-based MNE decreases the tax rate by 1%, then the subsidiary will declare
0.5% more profit in response to the lower tax burden. Clausing (2009) found that in
2004, the financial techniques used by US MNEs to shift profits lowered US CIT
revenues by 35%, or USD 180 billion. The real movement of assets and employment
to avoid high CIT rates has decreased US CIT revenues by 18%, or USD 80 billion.

Schwarz (2009) uses the BEA database to research profit shifting techniques
employed by US-based MNEs. The author finds that US-owned subsidiaries have a
lower equity ratio in high-tax-rate countries than do affiliates in low-tax countries.
Thus, the strategic use of debt to shift profits from high- to low-tax countries plays an
important role. Additionally, the author finds retained earnings are lower in high-tax
countries due to tax deferral rules. Schwarz (2009) concludes that US-controlled
subsidiaries report higher pre-tax profitability in low-tax countries than do affiliates
based in high-tax countries. Keightley (2013) analyses the occurrence of profit
shifting by studying the economic activities of US MNEs. The author uses a rather
simple method of comparison between countries where US MNEs have real eco-
nomic activities and preferred countries or tax havens where profits are shifted.
Comparing the two groups of countries, Keightley (2013) found that US MNEs
report over 43% of their overseas profits in countries such as Bermuda, Ireland,
Luxembourg and Switzerland in 2008, while hiring only 4% of foreign labour and
making only 7% of total foreign investments in these countries. In comparison, US
MNEs report only 14% of overseas profits in countries such as Australia, Canada,
Germany, Mexico and the United Kingdom, while employing 40% of foreign labour
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and investing in these country accounts for more than 34% of their foreign invest-
ments. These stark discrepancies between the place of real economic activities and
reported profits show that US MNEs do use profit shifting to move income from
high- to low-tax countries.

Keightley and Stupak (2015) use the US BEA database to examine the main
routes of profit shifting by US MNEs. The BEA database provides a detailed set of
data regarding the financial operations of US MNEs, including reported profits and
their location, and country-level FDI data. The authors conclude that 65% of profits
reported by US-owned MNEs are in tax haven countries and tax preferred countries
such as the Netherlands, Ireland, Luxembourg and Bermuda. The authors observe
that 47% of outbound FDI by US MNEs are directed to tax preferred countries or tax
havens. Another strategy of US MNEs is to channel investment in low- or no-tax
countries by using holding companies. The authors stress that FDI channelled
through holding companies has increased in the last 3 decades from 9.4% to 46.2%.

Gravelle (2015) assesses the role of tax havens in profit shifting by US MNEs.
The author lists 50 countries that bear the characteristics of tax havens: low or no
taxes, lack of transparency and lack of effective exchange of information. The author
uses data regarding controlled foreign companies of US MNEs provided by the
Internal Revenue Service and US Statistics of Income. Gravelle (2015) finds that the
profits declared by the US CFC in tax havens and tax preferred countries such as
Ireland and the Netherlands have increased significantly from 2004 to 2010, signal-
ling profit shifting practices to avoid taxation.

Flaaen (2017) analyses transfer pricing techniques of US MNEs. The author
studies the profit shifting behaviour of US MNEs by estimating the impact of CIT
rate differences and dividend repatriation tax rates on transfer prices. Flaaen (2017)
uses microlevel data for US MNEs from the Linked/Longitudinal Firm Trade
Transaction Database. The author finds evidence of profit shifting though transfer
prices, where a gap is present between the arm’s length principle and related party
export prices. The export prices towards low-tax countries tend to be under-priced,
and the import prices towards high-tax countries tend to be overpriced. The results
obtained by Flaaen (2017) show that US MNEs underreported USD 6 billion of
exports and overreported USD 7 billion of imports.

Other groups of empirical studies use EU company-level data, such as Dischinger
(2008), Overesch (2009), Huizinga and Laeven (2008), Beer and Loeprick (2015),
Heckemeyer and Overesch (2017) and others.

Dischinger (2008) emphasises three major categories of profit shifting: intracom-
pany trade with overpriced intermediate goods, the use of overhead costs such as
R&D and headquarters services that are strategically allocated to subsidiaries located
in low-tax countries, and intercompany financial transactions. The author uses the
European micro database AMADEUS to analyse CIT avoidance and finds evidence
of profit shifting through subsidiaries based in EU countries. Dischinger (2008)
found a decrease in pre-tax profits by 7% if the tax difference between a subsidiary
and its immediate shareholder increases by 10%. Moreover, Dischinger (2008)
argues that if the parent company owns a larger share of overseas affiliates, profit
shifting behaviour tends to intensify. Overesch (2009) adopts a different strategy to
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analyse the profit shifting issue. The paper bases its empirical analysis on the
assumption that an MNE’s real investment in a high-tax country depends on its
opportunities to shift profits to a low-tax country. The author found that there is a
positive relationship between the size of foreign investment and tax differentials.

Barion et al. (2010) study profit shifting by strategic use of debt by MNEs based
in Europe. The authors conclude that subsidiary leverage tends to increase if
the statutory corporate income tax rate is high, and leverage tends to stagnate if
the parent company statutory CIT rate is higher than the tax rate imposed on the
subsidiary.

Huizinga and Laeven (2008) analyse profit shifting by EU-based MNEs using the
microlevel data compiled by Bureau van Dijk (AMADEUS). Following the tradi-
tional approach of investigating the responsiveness of reported profits to tax differ-
entials, the author introduces a new approach, analysing tax differences between
affiliates of the same MNE based in different countries. The average semi-elasticity
of reported profits by European subsidiaries is found to be 1.43. Thus, the authors
find a substantial response of the reported profits that validates profit shifting among
European countries. Huizinga and Laeven (2008) conclude that intra-European
profit shifting depends on the international structure and international tax regime
that MNEs face in each country where their subsidiaries are based.

Weichenrieder (2009) analyses profit shifting behaviour using inbound and
outbound German FDI data. The method adopted by the author is to analyse the
correlation between the home country tax rates where the MNEs are based with the
after-tax profitability reported by German affiliates. The author does find evidence of
profit shifting, where profitable affiliates increase their reported net profit by 0.5% as
a response to a 10% increase in the parent’s home country tax rate. Buettner and
Wamser (2013) use the microlevel database of all German multinationals from the
German Central Bank to analyse the amount of profit shifting done by German
MNEs using strategic intracompany loans. The author uses the internal loans
between subsidiaries owned by German MNEs and tax differentials between multi-
national groups. The results obtained show that internal loans tend to react signifi-
cantly to tax differentials between subsidiaries placed in low-tax countries. Vicard
(2015) analyses the profit shifting of MNEs in France. The author focusses his
empirical analysis on profit shifting by transfer pricing. The study uses the firm level
of export and import data by destination and product reported by foreign-owned
subsidiaries in France. Vicard (2015) found that the price wedge between the arm’s
length principle and the tax differential varies greatly depending on the partner
country. The author argues that MNEs manipulate transfer prices in such a manner
that they manage to decrease the value of French exports by 0.7% and increase the
value of imports by 0.5% in 2008. Due to this price manipulation intended to shift
profits to low-tax countries, the MNEs based in France managed to shift approxi-
mately USD 8 billion in 2008.

Saunders-Scott (2015) analyses the relationship between profit shifting methods,
namely, transfer pricing and intracompany loans. The author uses the Bureau van
Dijk ORBIS database to collect data regarding the financial information of European
multinationals. To investigate the relationship of transfer pricing over intracompany
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loans, the author uses the pre-tax income reported and taxes and the responsiveness
of the debt-to-equity ratio to government changes in interest deduction rules.
Saunders-Scott (2015) finds that earning stripping rule implementation decreases
profit shifting through transfer pricing. However, MNEs tend to treat intracompany
trade and intracompany loans as substitutes.

Beer and Loeprick (2015) use the ORBIS database to analyse the main drivers of
transfer pricing and potential countermeasures. The authors use as profit shifting
enhancing factors the intangible asset endowment of subsidiaries and the supply
chain complexity of MNEs. Beer and Loeprick (2015) found that if subsidiaries have
a greater ratio of intangible to total assets, then they tend to report less profits if the
tax rate increases compared with subsidiaries with no intangibles. In the same
manner, as the supply chain of subsidiaries becomes more complex, their reported
profits tend to decrease as the tax rate increases. The authors conclude that the
implementation and enforcement of strict transfer pricing regulations do show a
steep decrease in profit shifting though this practice.

Fuest et al. (2013) analyse a profit shifting technique that uses strategic placement
of intellectual property rights. The authors present the case of the “Double Irish
Dutch Sandwich”, used to minimise the tax base and avoid taxation by exploiting the
low tax rates of Ireland and the Netherlands and benefitting from withholding
tax-free regimes in EU countries. The authors recommend the implementation of a
new or to extend the existing withholding taxes on interest and royalty payments,
which could limit tax planning and profit shifting.

Janský and Kokeš (2015) analyse the financial and ownership data of companies
operating in Czechia, aiming to find evidence of profit shifting. The authors also use
data regarding 4124 multinational companies that operate in Czechia. Janský and
Kokeš (2015) found that MNEs with links to tax haven countries have a positive
impact on the debt-to-equity ratio of subsidiaries. Moreover, Janský and Kokeš
(2016) research the ability of MNEs to shift profits from Czechia to three
European tax havens, namely, the Netherlands, Switzerland and Luxembourg. The
authors found that companies linked to the above-stated countries show a higher
debt-to-equity ratio, which indicates profit shifting through strategic use of debt.
Marques and Pinho (2016) analyse the effect of transfer pricing tightening on profit
shifting by European multinational companies. The authors conclude that the sensi-
tivity of tax rate differences to pre-tax profits tends to decrease if the legislation and
rules of transfer pricing are stricter.

Heckemeyer and Overesch (2017) analyse which factors have a greater impact on
the profit shifting behaviour of MNEs. The starting point of this research is the
negative correlation between the reported profits of parents and subsidiaries and the
level of the local tax rate. Heckemeyer and Overesch (2017) perform a meta-analysis
using 25 primary empirical studies that amount to 238 estimates representing the
tax-rate elasticity of reported parent and subsidiary profits. The authors predict that if
the host country decreases the corporate tax rate by 1%, then the tax semi-elasticity
of pre-tax profits will increase by 0.8% in absolute terms. Heckemeyer and Overesch
(2017) reach opposite conclusions regarding the most commonly used techniques to
shift profits used by MNEs compared with previous studies. While Grubert (2003)
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considers that profit shifting is done equally through intracompany loans and
intracompany trade, Dharmapala and Riedel (2013) find that the strategic use of
debt is the main method used to shift profits from high- to low-tax countries. In
contrast, Heckemeyer and Overesch (2017) conclude that nonfinancial methods to
shift profits dominate the strategic use of debt. The same conclusion was reached in
an earlier study by Huizinga et al. (2008), where transfer prices and royalty payments
dominate intracompany loans in terms of the main choice to shift profits and avoid
taxation. Fatica and Gregori (2020) analyse the amount of profit shifting by
European multinational banks. The authors use data from the novel country-by-
country reports database since its introduction in 2015. Using the Hines Jr and Rice
(1994) approach, Fatica and Gregori (2020) find that approximately 21% of the
profits reported by European multinational banks are shifted towards tax haven
countries. Alexander et al. (2020) analyse the tax policy changes in Europe between
2003–2013 concerned with addressing profit shifting. The authors find a downward
trend of profit shifting in Europe mainly due to tax base broadening and tax
enforcement increases. Li and Tran (2020) empirically analyse profit shifting by
foreign-owned subsidiaries based in Australia. The authors find that MNEs make
extensive use of intragroup transfer prices and strategic use of intragroup debt to
shift profits from Australia to low-tax countries. Dutt et al. (2019) build a new
database using country-by-country reports for over 100 multinational banks that
were headquartered in the EU between 2014 and 2016. Using this new database, the
authors uncover a significant disconnection between the profits reported in tax haven
countries and their real economic activity. In comparison with the existing databases
that report the economic activity of private banks, such as ORBIS, the new country-
by-country report data reveal a large amount of profits and real economic activity
reported in tax haven countries. These firm-level data were unavailable for a majority
of the subsidiaries based in tax havens. Dutt et al. (2019) find that the median profit
per employee reported by bank subsidiaries based in tax havens is 2.5 times higher
than the profit per employee reported in the EU, where multinational banks have
their headquarters. Moreover, Dutt et al. (2019) reanalyse the profit before taxation
semi-elasticity to tax differentials using the novel database and find an even higher
negative response to the tax differential, up to �4.6, in comparison with smaller
semi-elasticities found in the primary literature. The authors conclude that the
introduction of country-by-country reporting by MNEs greatly increased transpar-
ency regarding real economic activity at the global level and improved the ability to
determine the amount of profit shifting.

Bilicka and Seidel (2020) analyse the joint effect of taxation and corruption on
profit shifting behaviour using data for European MNEs. The authors build a
corruption-weighted tax differential and calculate the impact of this composite tool
on tax revenue elasticity in European countries. Bilicka and Seidel (2020) found that
profit shifting is indeed significantly higher in countries where tax agencies are more
affected by corruption.

The literature that approaches the issue of profit shifting at the global level is also
well represented in the current debate. Dischinger et al. (2014) find that MNEs tend
to shift profits between subsidiaries and parent companies even if the headquarters
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are located in high-tax countries. This behaviour is enhanced, especially when the
parent company is in a low-tax country. The authors emphasise that MNEs are
reluctant to shift profits in jurisdictions other than where the parent company is
based. Therefore, Dischinger et al. (2014) conclude that in addition to the existing
measures intended to lower profit shifting, countries should also seek to attract the
locating of headquarters of MNEs to reduce profit shifting. Fuest et al. (2013)
analyse profit shifting by MNEs using intellectual property (hereinafter IP) arrange-
ments and exploiting tax law loopholes. This type of intragroup profit shifting uses
IP rights to shift income between sister-companies based in high-tax countries to
subsidiaries based in low-tax jurisdictions. The authors emphasise that this type of
profit shifting can be reduced by adopting an extension of residence taxation and
source taxation. Additionally, Fuest et al. (2013) propose tightening the CFC rules
and stricter reporting and transparency requirements. Hines Jr (2014) approaches the
issue of base erosion and profit shifting from the policy measures point of view.
Looking at the current literature concerned with BEPS, Hines Jr (2014) acknowl-
edges that BEPS represents a serious problem that affects private and public sectors.
However, the author emphasises that policy measures that are obsessively focussed
on eliminating the BEPS risk undermining economic efficiency and stimulate even
more aggressive tax competition among countries. This unwanted effect will lead to
even lower tax collection in public budgets. Buettner et al. (2018) analyse the impact
of anti-profit shifting rules on FDI. The authors assess two main profit shifting
techniques—transfer pricing and intracompany strategic use of debt. The authors
found that increasing thin-capitalisation rules has a negative impact on FDI inflow,
especially in countries with high corporate income tax rates. Regulation regarding
transfer pricing is found to have no significant effect on FDI.

Knoll and Riedel (2019) research the effectiveness of anti-tax avoidance legisla-
tion in the case of intellectual property profit shifting. The authors conclude that
transfer pricing laws have limited effectiveness in lowering profit shifting by
IP. However, the authors emphasise that deduction limits and strong CFC rules
inhibit IP-based profit shifting.

In addition to the breakdown of empirical research according to the source of
the data used (US-based data, EU-based data, or global-based data), an overview of
the measuring approaches to profit shifting and tax base erosion generally split the
methodology into the macro and micro level,6 depending on the data used (OECD
2015, p. 24). Microanalyses make use of company-level data, typically from tax
returns or specific databases, such as AMADEUS and ORBIS. Macroanalyses, in
contrast, build mostly upon data from the national accounts, balance of payments
statistics, and the amounts of the FDIs and/or aggregated tax statistics.

From this perspective, a considerable contribution is represented by Bradbury
et al. (2018), who point out drawbacks of both the macro and micro approaches,
emphasising underrepresentation of developing countries in most of the available
data sources. On the side of microdata, they also state that commercial databases for

6For more detail, see the following sections.
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company-level data contain non-random samples of MNEs, which may skew the
resulting estimates.

Furthermore, Bradbury et al. (2018) point out two key methodological issues to
be approached with care when either the micro or macro methodology is involved.
First, the question of how to separate profit shifting and tax base erosion from real
activity needs to be addressed. Second, the decision on the tax rate used within the
analysis is also very important. The first issue reflects on the question of what
“BEPS” is (and is not) at its core. Profit shifting and tax base erosion relate to
aggressive tax planning strategies that take advantage of mismatches and loopholes
in tax rules with the aim of reducing effective taxation. The specification of profit
shifting and tax base erosion is difficult, as it needs to be distinguished from tax
planning that is consistent with real economic activities. At the same time, it is not
the practice of tax avoidance that is unequivocally unlawful. There is no clear-cut
borderline in the definition of tax planning, tax avoidance, and aggressive tax
planning, the latter being at the heart of profit shifting and tax base erosion (e.g.,
Oats and Tuck 2019; Fuest and Riedel 2009). Not having any clear theoretical base
makes it even more challenging to choose the right approach to the relevant data.
Moreover, the available data have their own limitations, differentiating between tax
base erosion (and profit shifting) and real activity. Based on the given facts,
Bradbury et al. (2018) give examples of the measurement of intangible assets,
labour, and location of sales where available statistics might be misleading.

An interesting view is presented by Crivelli et al. (2016), who research so-called
spillover effects in tax policy. They distinguish between base spillover and strategic
rate spillover. Based on their framework, base spillover occurs when the tax base of
one country is impacted by the tax policy of another country. Base spillover is
further divided into the part that is due to real activity and the part when only the
profit is shifted without any real substance of the investment. It is significant to
distinguish between the two, as only the latter can be considered tax avoidance.
Strategic rate spillover considers the tax policy changes of one country made based
on the other countries’ tax policy changes. With panel data for 173 countries over
33 years, they conclude that the base spillover effect is a more significant issue for
developing countries than for developed economies.

National corporate tax rates, tax rate differentials and their effects on corporate
tax burden are also an interesting part of many studies on profit shifting and tax base
erosion. Different types of tax rates are adopted across the studies, and there are
different strategies of integrating the tax rate variables into the models. The funda-
mental choice is usually between the statutory (e.g., Crivelli et al. 2016) and
effective tax rates. Effective tax rates can be used in different forms (de Mooij and
Ederveen 2003). Average tax rates that are computed based on real micro- or macro-
data on corporate taxes paid, are often used (e.g., Cobham and Janský 2018;
Clausing 2016). Further variations in the form of marginal and effective tax rates
can be calculated based on the applicable tax law (de Mooij and Ederveen 2003).
Some studies reflect on a special tax on passive income (dividends, royalties and/or
interest), as these special taxes often differ from the corporate tax rate and represent a
part of the common tax policies among the countries (EU Parent-subsidiary
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Directive, double tax treaties). Most of the studies use tax rates as independent
variables while researching their impact on profit shifting and tax base erosion
measured via various approaches. In contrast, Huesecken and Overesch (2015)
research how special tax agreements, so-called advance tax rulings, impact the
effective tax rates of multinational corporations.

As is visible, the relevance of studies on profit shifting and tax base erosion
significantly increased after 2009, when states were forced to find other sources
following the global financial crisis. Until the worldwide crisis, tax optimisation,
including aggressive tax planning, was tolerated or even supported as an important
economic driving force (Jareš 2014). Moreover, in 2013, the Base Erosion and Profit
Shifting (BEPS) project started, when OECD (2013) emphasised that tax base
erosion poses a risk for tax revenue, tax sovereignty and tax fairness across OECD
countries and non-OECD countries alike. Aggressive tax planning structures (here-
inafter ATPSs), profit shifting and tax base erosion have received notable attention in
connection with that project. Since 2015, anti-abuse measures have been discussed
and introduced in many countries based on the published BEPS final recommenda-
tions (OECD 2015). In 2016, the European Union introduced the ATAD directive to
ensure harmonised implementation of the main BEPS recommendations, such as
controlled foreign corporation (CFC) rules, interest limitation rules, and rules against
hybrid mismatches allowing double deductions and exit taxation.

3 Estimation of the Corporate Tax Revenue Losses

According to Devereux and Maffini (2007) and Heckemeyer and Overesch (2017),
the empirical literature regarding profit shifting and tax base erosion is driven mainly
by data availability rather than developing new methods of examining profit shifting.
In the previous section, we group the empirical studies according to the country
according to the data source (i.e., United States of America) or group of countries
(i.e., the EU) on which the empirical analysis is based. The state of the current
literature regarding profit shifting analysis presents a polarisation, where the empir-
ical studies mainly use US or EU company-level data and, to a lesser extent, that of
other countries (i.e., China and India). Furthermore, several studies have focussed on
the separate channels of profit shifting and tax base erosion and consequently on the
estimation of the volume of corporate tax revenue losses.7

Before we refer to empirical studies estimating corporate tax revenue losses in a
particular country, we would like to highlight the overall estimation. The OECD
(2015) emphasises that the overall BEPS magnitude is significant, which translates
into annual losses of 4–10% of CIT revenues or USD 100 to 240 billion. UNCTAD
(2015), analysing the difference between the share of inward FDI from tax havens
and the corresponding return on total FDI stock, found that an average USD

7For more details, see the sections above.
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450 billion is shifted from developing countries to offshore investment centres,
which leads to a yearly tax revenue loss of USD 90 billion. Another study based
on FDI data estimates the total amount of annual revenue losses to range from USD
90 billion to USD 280 billion (Janský and Palanský 2019; Tørsløv et al. 2018;
Cobham and Janský 2018; Clausing 2016). Specifically, Cobham and Janský (2018)
adopted the model proposed by Crivelli et al. (2016) to re-estimate the global scale of
profit shifting using a new database. The authors found that the global amount of
profit shifting done by MNEs is on average USD 500 billion. Janský and Palanský
(2019) estimate the amount of profit shifting as over USD 650 billion in 2016 (i.e.,
tax losses of USD 196 billion) in countries worldwide using data on global FDI. This
amount of income shifted represented 0.9% of the world GDP or almost 6% of the
total profits reported by companies worldwide.

Other studies focus on a particular country or area. Clausing (2009) states that in
2004, the financial techniques to shift profits used by US MNEs lowered US CIT
revenues by 35%, or USD 180 billion. Moreover, the real movement of assets and
employment to avoid high CIT rates has decreased US CIT revenues by 18%, or
USD 80 billion. The latest estimation by Clausing (2016) presents a tax revenue loss
of up to USD 111 billion on an annual basis. Davies et al. (2018), using French firm-
level data, estimated that tax avoidance through transfer pricing in France amounts to
1% of corporate tax collected by tax authorities. Similarly, also with employment of
French firm-level data, Vicard (2015) estimates that profit shifting through transfer
prices reduced the French corporate tax base by USD 8 billion in 2008. Alvarez-
Martinez et al. (2018) analyse the amount of profit shifting done by MNEs from the
European Union, Japan and the US and estimate that, on a yearly basis, the EU loses
more than EUR 36 billion in CIT tax revenues, Japan loses EUR 24 billion EUR, and
the US loses more than USD 100 billion. As pointed out previously by Slemrod and
Wilson (2009), Alvarez-Martinez et al. (2018) stress that the negative effect of profit
shifting in the EU is leading to a necessary increase in consumption taxes to offset
the loss of CIT revenues due to profit shifting. This offsetting measure leads to 0.2%
GDP net loss in the EU and close to a one-half percent of GDP net loss in Japan and
the US. Janský and Palanský (2019) estimated that approximately USD 420 billion
(almost 1% of GDP) is shifted annually from the 79 researched countries,
corresponding to approximately USD 125 billion tax revenue losses for these
countries.

Only a few studies focus on post-communist countries. In the case of the Czech
Republic, Moravec et al. (2019) indicated the significant impact of profit shifting on
corporate tax revenue for the period 2013–2015; in particular, corporate revenue
losses were determined to be CZK 9404 mil. in 2013, with an increasing tendency
(i.e., in 2015, CZK 10,377 mil.). Janský (2018) also focusses on profit shifting in
Czechia and estimates that profit shifting leads to an average 10% loss of corporate
income tax revenues. He further stresses the current tendency to overlook the issue
of profit shifting in Central Europe. In his previous studies, Janský and Kokeš (2015,
2016) argue the relevance of BEPS for the Czech Republic and confirm the debt
financing profit shifting from the Czech Republic to Luxembourg, Switzerland and
the Netherlands. Similar to the case of the Slovak Republic, Ištok and Kanderová
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(2019a, b) showed profit shifting through debt financing techniques to low-tax
jurisdictions or to tax havens through general profit shifting techniques (Khouri
et al. 2019). In the case of Visegrad countries, Nerudová et al. (2020a) conclude that
a one-unit increase in the tax differential will lead to a less than one percent tax
revenue loss in such countries, and similar results with respect to other areas are also
found in Nerudová et al. (2018, 2019).

4 Current Techniques of Profit Shifting and Tax Base
Erosion: Macro Perspective

A substantial number of macroeconomic data-based BEPS analyses make use of FDI
statistics. Data on FDI in relation to effective corporate taxation may point towards
tax base erosion and profit shifting if skewed in favour of the low-tax jurisdiction.
Models considering the relation of FDI to taxes often result in stating FDI tax
(semi)elasticities.8 Such semi-elasticity shows a percentage change in FDI related
to a one percentage point change in the tax rate. In comparison, ordinary tax
elasticity measures the change in FDI related to a 1% change in the tax rate.

Several studies review the range of empirical research with the aim of obtaining
more relevant results. OECD (2007) provides an overview of the models and pro-
poses frameworks in tax effects on FDIs. The study focusses first on policy frame-
works—ownership, location, and internalisation (hereinafter OLI)—and the OECD
policy framework for investment. According to the OLI framework, the FDI deci-
sion is motivated by three advantages, namely, ownership, location, and
internalisation. As taxes may influence all three advantages, they are considered to
influence FDI location decisions. The OECD Policy Framework for Investment
focusses on developing and transitional economies and discusses possible tax policy
approaches to attract FDIs.

Furthermore, OECD (2007) discusses two types of models—the neoclassical
investment model and models based on new economic geography. The neoclassical
investment model works with a statutory tax burden on investment returns and
allows estimating the long-term effects of changes in corporate taxation on FDIs
by providing the respective tax elasticities. The new economic geography model
argues against such an approach of a linear relationship between the tax burden and
FDIs, stating that some part of FDIs do not respond to tax changes, as the advantages
of the particular business location outweigh the increase in the tax burden. OECD
(2007) presents the average semi-elasticity of FDI to tax at �3.72, meaning that if
the tax rate increases by one percentage point, FDI decreases by 3.72%. The study
also concludes that semi-elasticities for intra-EU capital flows are smaller than are
semi-elasticities based on US data.

8For more details, see the following studies: de Mooij and Ederveen (2003), Hájková et al. (2006),
Desai et al. (2004), OECD (2007), and Beck and Chaves (2011).
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In this respect, Hájková et al. (2006) confirm that taxes affect the location of FDIs
while at the same time pointing out that including only tax policies in the models can
overestimate the sensitivity of FDIs to tax variables. According to the review of the
results of previous studies, the average semi-elasticities range from �5.37 to 1.26.
Based on their own analysis, Hájková et al. (2006) present semi-elasticities of FDIs
using marginal and average effective tax rates separately for home and host countries
(using different models). The final results show the semi-elasticities of �2 (METR,
i.e., marginal effective tax rate) and �2.8 (AETR, i.e., average effective tax rate) for
the home state and �1.1 (METR) and �0.7 (AETR) for the host state. Starting first
with the basic model and developing its variations up to the full-scale model by
including other variables impacting FDIs, semi-elasticities are shown to change with
other variables being included. Inclusion of other variables lowers the resulting tax
elasticities.

A considerable contribution is made by de Mooij and Ederveen (2003), who
review 25 different studies calculating the tax elasticities of FDIs. Following the
comparison, they report an average tax rate elasticity of �3.3. However, they point
out that there are differences among the studies. Among the main systematic
differences within the following studies, the authors cite different FDI data and
different adopted types of tax rates. Most of the reviewed studies use some kind of
effective tax rate, as the statutory tax rate does not properly consider the complexity
of the tax system. Effective tax rates are being used either as average tax rates
computed based on data on the tax paid by the corporation or as the average/marginal
effective tax rate based on the tax law computation. According to their results,
studies using statutory tax rates present lower semi-elasticities than do studies that
adopt average or effective tax rates.

Another comprehensive contribution was made by Heckemeyer and Overesch
(2013), who provide an overview of the results of 25 studies with a similar meth-
odology, estimating the tax semi-elasticity of a subsidiary profit before taxation at
0.8. They also conclude that transfer pricing and royalty payments are the main
channels for transferring taxable profits.

Most of the studies on the “FDI to tax” relation focus on income taxes. However,
Desai et al. (2004) researched how indirect taxes influence the type of FDI and
location decision by USMNEs. According to their results, a 10% increase in indirect
tax rates relates to a 9.2% decrease in income reported by US affiliates. Furthermore,
Beck and Chaves (2011) also focus on other than purely corporate income taxes.
Their research aims to address the relationship between FDI and effective taxation of
consumption, labour and capital income. They found that the impact of consumption
taxes on FDI is insignificant. However, any increase in labour taxation discourages
net FDI outflows, whereas an increase in capital taxation encourages them.

A very important turning point came thanks to UNCTAD. An important FDI
data-based study by UNCTAD (2015) has intensified the already heated debate on
tax evasion by MNEs and developed a new approach to analyse the amount of tax
base erosion and profit shifting using FDI data. The lower rate of return on inward
FDI from the low-tax jurisdictions is, in this approach, considered to be caused by
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tax base erosion and profit shifting. Other studies building on this methodology
include Bolwijn et al. (2018) and Janský and Palanský (2019).

Within the World Investment Report 2015, UNCTAD (2015) devotes a substan-
tial part of the report to the relation between tax and cross-border investment
policies. The authors of the report emphasise the need to combat tax avoidance
while at the same time supporting cross-border investments. The report points out
that the relationship between tax policy and FDIs is not one-sided and unambiguous.
Tax policy plays a role in tax competition and is an important determinant of the
attractiveness of countries from the perspective of investors when choosing a
location for business. Individual countries intentionally use tax incentives in various
forms within the framework of tax competition. Incoming investments in turn
contribute to tax revenues as part of their economic activities in the given country.
Within these mechanisms, MNEs have a specific position that allows them to avoid
taxes by operating in more than one tax jurisdiction.

However, as stated by Tanzi (1996) and Laulajainen and Stafford (1995), taxes
are only one of the determinants when choosing an investment location. Therefore,
UNCTAD (2015) discusses the role of taxes on the location of FDI, emphasising that
the sensitivity of FDI to taxes depends on the type of investment. While so-called
market-seeking investments and resource-seeking investments are relatively insen-
sitive to the tax factor, efficiency-seeking investments based primarily on cost
reduction are highly sensitive to taxes. In addition, not only the effective tax burden
but also the related administrative burden in tax administration and the stability of
the tax system play a role in the decision on the location of the business.

Within the BEPS project and related discussion, corporate tax avoidance is being
addressed. However, it is not just the corporate tax through which investments
contribute to the tax revenues of the countries in which they invest. UNCTAD
(2015) first evaluates the total fiscal contribution of investments, which, in addition
to corporate taxes, also includes other taxes and fees, including social security
contributions. By assessing the overall corporate contributions, it is then possible
to better analyse the loss caused by tax base erosion and profit shifting and its impact
on various mature economies. At the same time, the argument of the need for a
sensitive approach to combating tax avoidance under BEPS is emphasised, as other,
often significant fiscal contributions could be at stake if the measures taken against
BEPS cause FDI limitations. Within the overall fiscal contribution, UNCTAD
(2015) takes into account not only individual taxes and social security contributions
but also other contributions to government finances, such as royalties on natural
resources. UNCTAD at the same time emphasises developing countries where the
contribution of FDIs is significant and the loss from a possible reduction in FDIs
could also be significant.9

According to the general overview of government revenues, developing countries
tend to rely on tax revenues different from those relied on by developed countries.
Developed countries rely to a greater extent on income tax revenues (50% of total

9For more details, see the abovementioned section.
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taxes) than do developing economies (33% of total taxes). However, importantly, the
share of corporate income tax revenues is only 11% of total taxes, compared to 21%
in developing countries (UNCTAD 2015). The greater dependence of developing
countries on corporate taxes compared to personal income taxes and social security
contributions is also evident from the ratio of these taxes to GDP. This dependence is
not surprising, as the amount of personal income tax and social security contribu-
tions is dependent on the income level. However, according to UNCTAD (2015), the
lower amount of personal income tax and social security contributions in developing
countries is also caused by the less efficient process of tax collection, which is more
complex than the collection of indirect taxes.

Moreover, it must be highlighted with respect to the fiscal contribution of MNEs
that, according to UNCTAD (2015), USD 730 bn is annually contributed by foreign
affiliates to the budgets of developing countries, representing approximately 10% of
total government revenues. One-half of this share (5% of total government revenues)
is estimated for developed countries. Furthermore, UNCTAD (2015) determines the
fiscal contribution estimates of MNEs using two approaches. First, it adopts the
contribution method that estimates economic contribution to host economies. Sec-
ond, the FDI income method is adopted based on information on FDIs from the
balance of payments data. Using different approaches allows the authors a valuable
control mechanism in their research, since both methods are individually limited
differently due to the possibilities of the data used. The authors point out that the
contribution method is limited by not being able to separate the noncorporate
business income from calculations, which would, according to them, increase the
relative contribution of foreign affiliates of MNEs by not being able to exclude the
thin capitalisation rule as one type of ATP strategy. Neither limitation is present
within the FDI income method. Other limitations are mentioned in the study,
highlighting the approach to effective tax rates used within the contribution and
FDI-income method and necessary assumptions regarding the revenue categories
within corporate fiscal contributions.

UNCTAD (2015) further focusses on transit FDIs to address the issue of so-called
conduit countries being part of ATP strategies of BEPS. According to this report,
approximately 30% of cross-border FDIs flow through conduit countries, with the
British Virgin Islands being a prime example, with USD 72 billion FDI inflows and
USD 64 billion FDI outflows. Relatively high in- and out-flows of FDIs compared to
the size of the economy provide an indication of the conduit countries used in tax
avoidance or aggressive tax planning strategies. In the form of an offshore invest-
ment matrix, the report presents bilateral investment links among jurisdictions
identified as tax havens, jurisdictions offering special entities for the purpose of
transit investments, and others. Based on the results, it is argued that jurisdiction
with special regimes allowing for special-purpose entities (SPE) and other entities
for transit investments are most important as conduit countries. In addition, within
the analysis of UNCTAD (2015), other specifics are stated for developing countries.
Jurisdictions identified as tax havens are labelled more relevant for developing
countries than are jurisdictions allowing for SPE regimes, as in 2012, the share of
corporate investments from tax havens was 21% for developing economies and 3%
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for developed economies. UNCTAD (2015) estimates USD 100 bn in annual losses
in tax revenue for developing countries while further stating that 10 percentage
points of offshore investment relates to a 1 percentage point lower rate of return.

According to the UNCTAD (2015) report and mentioned methodology, Bolwijn
et al. (2018) aim to research MNE tax avoidance schemes and aggressive tax
planning structures with the investment-based approach. According to their results,
the FDIs flowing through conduit countries are between 30 and 50% of total bilateral
FDIs. However, the authors highlight that UNCTAD does not sufficiently prove that
a lower rate of return is caused by profit shifting.

Janský and Palanský (2019) also use the UNCTAD (2015) report for their work.
They first re-estimate the model presented by UNCTAD (2015) with new data
sources. Furthermore, they extend this model by adding a more detailed classifica-
tion of developing countries by controlling for per capita income groups and by
distinguishing among different patterns of investment through tax havens. They also
provide further country-level estimates of profit shifting. Finally, they conclude that
approximately USD 420 billion (almost 1% of GDP) is shifted annually from the
79 reviewed countries, corresponding to approximately USD 125 billion in tax
revenue losses for these countries. The estimate in this study is the lowest from the
referential studies that the authors used for the comparison. Only Cobham and
Janský (2018) estimate a lower loss amounting to the total annual revenue (USD
90 billion). However, this loss is presented as a short-term figure, compared to their
long-term estimate of USD 494 billion being, in contrast, the highest among the
presented estimates. Janský and Palanský (2019) also claim to have more balanced
coverage in regard to low-income and lower-middle-income countries compared to
other studies by Tørsløv et al. (2018), Cobham and Janský (2019) and Clausing
(2016). With this statement, they conclude that low- and lower-middle-income
countries are affected the most by profit shifting, as they lose the most corporate
tax revenue, both as a share of GDP and total tax revenue. The authors also call
attention to the fact that low-income countries may struggle the most with the
implementation of effective tools against profit shifting.

However, research on tax base erosion and profit shifting using a macroapproach
focussed on post-communist states is limited.10 Pavel and Tepperová (2020) analyse
possibilities to identify the presence of ATP behaviour using balance of payments
data in the case of the Czech Republic for the years 2014 to 2016. They focus on the
payments of dividends, interest, royalties and consulting services. These payments
are often used in ATP structures. Within the models, tax variables that could affect
the abovementioned flows were included. These tax variables included EATR
(effective average corporate tax rate), indicators specifying how the tax systems of
the countries involved promote or enable the creation of ATP strategies, and a
special indicator FDI ratio that identifies the possible existence of so-called conduit
countries. The FDI ratio indicator is created as the share of FDI outflows to FDI
inflows, further multiplied by FDI outflows, both values measured as shares of GDP.

10New research in that area of interest of these countries is presented in the following section.
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The highest values of this indicator occur for potential conduit countries, as the value
of the share of FDI outflows to FDI inflows oscillates around 1, while FDI outflows
often exceed 1. Among the EU Member States, the highest FDI ratio was presented
for Cyprus, followed by the Netherlands and Luxembourg, thus being possible
conduit countries.

According to the results of the analysis for the Czech Republic, it is possible to
emphasise and conclude that royalties and payments for consulting services (man-
agement fees) are aimed at countries with low EATR, and dividends and interest
paid to affiliated companies are often directed to identified conduit countries. With
respect to the specific tax indicators, the following four tax indicators were proven to
be statistically significant: no beneficial-owner test for reduction of withholding tax
on dividends, no CFC rules, no rule to counter a mismatch in tax qualification of a
domestic company between own state and a foreign state, and no general or specific
anti-avoidance rules to counter the model ATP structures.

Tax factors affecting FDI allocation in EU post-communist states were further
researched by Pavel et al. (2020) using data on FDI stocks in ten EU post-communist
countries. Tax factors were included within the three groups of models using cross-
sectional regression with fixed effects. In addition, in Pavel and Tepperová (2020),
specific indicators in the form of dummy variables based on the European Commis-
sion (2015) are included. The results confirm that investors take into consideration
both tax rate differences and indicators for ATP strategies. The elasticity of FDI in
the country to its tax rate is estimated to be approximately 1.1 for statutory and 1.9
for effective rates.

5 Current Techniques of Profit Shifting and Tax Base
Erosion: Micro Perspective

The landmark paper used by the empirical literature that studies the occurrence of
profit shifting is the early study of Hines Jr and Rice (1994), who investigate whether
profit shifting does occur by assuming that the pre-tax income of an affiliate
represents the sum of “true” and “shifted” income. Authors assume that the amount
of shifted income is determined by the tax incentives in different jurisdictions, and
the basic tax incentive considered by the authors is the tax differentials. Although the
authors analysed the implications of profit shifting on US tax revenues for 1982
based on aggregated data at the country level, leading to an empirical analysis at the
macrolevel, the basic data were the microdata of individual companies.11

Another paper that further extends the model of Hines Jr and Rice (1994) is
Huizinga and Laeven (2008). In comparison with previous papers, Huizinga and
Laeven (2008) analyse the incentives to shift profits due to tax differences between
not only affiliate and parent companies but also sister companies from the same

11For more details, see the above sections.
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MNE group. The authors propose a different measure of the tax differential, which is
able to capture the incentive to shift income abroad in any country where the MNE
operates due to different CIT rates.

The amount of profits shifted and the tax differential equation proposed by
Huizinga and Laeven (2008) are as follows:

Si ¼ Bi
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where Si represents the amount of profits shifted; Bi is the true tax base; γ represents
the Lagrange multiplier; and (1 � τi) represents the after-tax profits reported in
country i. The second part of Eq. (3) represents the complex term of weighted tax
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Huizinga and Laeven (2008) coin the term composite tax differential. Similar to

Hines Jr and Rice (1994), Huizinga and Laeven (2008) follow an intuitive path to
calculate the size of true profits Bi. Consequently, the authors assume a Cobb-
Douglas production function as follows:
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whereQi represents the total output; Ai is the total factor productivity; Li is the labour
input; and Ki is the capital input. The “true” size of profits is deducted from the
difference between Qi and the wage bill, which is assumed to be a marginal product
of labour.

The profit shifting equation, according to Huizinga and Laeven (2008), is as
follows:

bri ¼ β1 þ β2Ai þ β3Li þ β4Ki � γCi þ ui ð5Þ

where the term bri represents the current level of reported profits before taxation, and
Ci represents the composite tax differential. According to Huizinga and Laeven
(2008), Eq. (5) shows that reported pre-tax profits are negatively affected by the
weighted tax differential. The coefficient of Ci can be interpreted as the semi-
elasticity of pre-tax profits to the tax differential. Through this composite tax
differential, Huizinga and Laeven (2008) are able to capture the impact of interna-
tional tax differences and companies’ structure (i.e., size of affiliate companies) on
pre-tax income. The authors conclude that profits’ before-taxation semi-elasticities
to the tax differential are on average 1.31 when the statutory CIT rate is considered.

Other research focussing on pre-tax income semi-elasticity is presented by
Heckemeyer and Overesch (2017), who perform a meta-analysis by reviewing
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27 empirical papers with more than 200 estimates regarding pre-tax income semi-
elasticity to tax differentials. The authors consider that the reported pre-tax profits by
foreign owned affiliates are equal to the following:

Pr
i ¼ Pi þ PiγΔτi,j ¼ Pi 1þ γΔτi,j

� � ð6Þ

where Pr
i is the pre-tax reported profits; Pi represents the unobserved true profits

before taxation; and PiγΔτi, j represents the amount of income shifted abroad.
Therefore, the current amount of profits before taxation is the sum of true profits
and shifted profits due to tax differential Δτi, j, where i 6¼ j and γ is semi-elasticity.
Consistent with Huizinga and Laeven (2008), Heckemeyer and Overesch (2017)
argue that the common method to estimate profit shifting occurrence is as follows:

lnPr
i ¼ β1 þ β2 lnAi þ β3 lnLi þ β4 lnKi þ γΔτi,j þ vi ð7Þ

Using the primary studies that adopt the abovementioned method, Heckemeyer
and Overesch (2017) conclude that the average pre-tax profit semi-elasticity to the
tax differential is 0.8. This coefficient can be interpreted as follows: the host country,
where the affiliate is based, imposes a CIT rate reduction by one percentage point,
and the reported pre-tax profits will increase by an average of 0.8%.

In a similar manner, Beer et al. (2020) perform a meta-analysis regarding the
semi-elasticity of profits before taxation to tax differentials, using a higher number of
primary studies in comparison with Heckemeyer and Overesch (2017). Beer et al.
(2020) conclude that the average semi-elasticity is much higher than previously
estimated, where a one percentage point decrease in the tax differential will increase
the profits before taxation by more than 1.1%.

In addition to the possibility of estimating profit shifting through tax differentials,
another possibility of estimating it is through discrepancy, i.e., by comparing
selected financial indicators of MNEs with a peer group not having any link with
tax havens or with preferential tax regimes. This approach is introduced by Grubert
and Mutti (1991), who analyse the difference in the average ratio of pre-tax profit
and sales in the case of companies operating in countries with a tax rate of 40% and
countries with a tax rate of 20%. The authors showed that companies report higher
taxable profits in low-tax countries. This approach was further developed by Graham
(1996), Fuest and Riedel (2012), Janský and Kokeš (2015, 2016), Janský and Prats
(2015), Romdhon et al. (2019), Nerudová et al. (2020a) and others, which are
presented in detail below.12

The basic premise of this approach is that national companies are operating only
in domestic countries without any links with countries offering preferential regimes
or with tax havens (i.e., without affiliate companies abroad), so they differ mainly
with respect to their flexibility and opportunities to shift income out of/into the host

12Such as Khouri et al. (2019), Ištok and Kanderová (2019a, b), Miniaci et al. (2014), Potin et al.
(2016), Kubick and Lockhart (2017), and Martinez and Ramalho (2014), etc.
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countries and erode their tax base in comparison with MNEs. Thus, MNEs can be
expected to engage in profit shifting activities that can be identified through discrep-
ancies in financial indicators. Therefore, this approach is based on a comparison of
MNEs with a peer group of national companies13 that are expected not to engage in
significant profit shifting activities.

A comprehensive analysis and considerable contribution to the literature were
performed by Fuest and Riedel (2012), who apply a ratio of pre-tax profit per total
assets as a proxy for the corporate tax base of companies and a ratio of tax payments
per pre-tax profit as a proxy for the average tax rate of the researched companies. The
authors prove that national companies face the highest average tax rate; MNEs report
lower pretax profits per total assets and pay 1 percentage point lower taxes than
national companies. Moreover, MNEs with links to tax havens pay 4.4 percentage
points lower taxes. The authors also highlight that MNEs with links to tax havens
reach a lower average effective tax rate by 3.4 percentage points than do MNEs
without links to tax havens.14

Nerudová et al. (2020b) apply the same indicators as Fuest and Riedel (2012) but
also add other indicators that are connected with intragroup debt. In their research,
they focus on the estimation of profit shifting and corporate tax base erosion in five
EU countries (Spain, UK, Denmark, Germany and Cyprus) through links with six
tax havens15 that were mentioned in the Panama Papers or other leaked documents.16

The main limitation of the study is an interest only in corporations having known
shareholder individuals. The authors indicated that UK shareholder individuals of
corporations with links to tax havens report an 88% lower ratio of tax payments per
pre-tax profit than do domestic entities; in other cases, Denmark shareholder indi-
viduals report 49%, Spain reports 40%, Cyprus reports 23% and Germany reports
5%. In that case, they estimate that the overall tax base erosion is EUR 8.6 billion.

Similar research has been performed in the Slovak Republic; Khouri et al. (2019)
focus on offshore, midshore and onshore regions with links to the Slovak Republic.
They showed that Slovak companies with links to tax havens report a lower return on
assets (ROA) than domestic companies; furthermore, onshore businesses paid the
lowest taxes per profit, and midshore businesses paid the lowest taxes per total
assets. Another study emphasises that profit shifting techniques through debt are

13Papers focussing on the selection of companies into the peer group in the case of the developed
world include Desai et al. (2006a, b), Maffini (2009), Egger et al. (2010), and Fuest and
Riedel (2012).
14Similar results were also proven in previous studies through FDI analysis; see more in Becker
et al. (2012).
15British Virgin Islands, Panama, Bahamas, Seychelles, Samoa and British Anguilla.
16In 2015, documents created by, and taken from, Panamanian law firm and corporate service
provider Mossack Fonseca about more than 214,000 offshore entities connected to people (largely
billionaires, sports stars, drug smugglers and fraudsters) in more than 200 countries and territories
were leaked. The leaked documents showed that tax evasion and/or aggressive tax planning is also
performed by individuals who are shareholders of off- or onshore companies.
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used more frequently by Slovak entities with links to midshore countries, namely,
with Cyprus (Ištok and Kanderová 2019a, b).17

The strong relationship between aggressive tax planning and ROA was also
proven by Potin et al. (2016); in particular, they indicate that companies applying
aggressive tax planning report a low ROA, while companies applying moderate tax
planning report higher ROA. Similarly, Janský and Prats (2015) emphasise that
MNEs with links to tax havens report 1.5% lower ROA, pay 17.4% lower taxes per
assets, and the ratio of tax per pre-tax profits is lower by at least 30%.

Other empirical studies that contribute significantly to this issue are presented by
a group of researchers focussing on profit shifting techniques related to debt. This
kind of technique relies on the deductibility of interest payments under most existing
corporate tax systems, when hybrid instruments, hybrid entities or hybrid mis-
matches are used in ATP structures (Johannesen 2014; Riedel 2018). Scholes et al.
(2009) prove a significant relationship between companies’marginal tax rate and the
tax benefits resulting from additional interest deductions. Furthermore, Graham
(1996) first shows a tendency for entities to have a higher leverage ratio when
operating in high-tax jurisdictions than when in low-tax jurisdictions. Desai et al.
(2004) follows this research and indicates that MNEs adjust the subsidiary’s lever-
age ratio and maturity of debt based on tax incentives, as there is a direct correlation
between the local corporate tax rate and leverage ratio. Miniaci et al. (2014) also
prove that there is a great impact of the corporate tax rate, which a company faces, on
the debt-to-assets ratio. However, Fuest et al. (2011) emphasise that the impact of the
corporate tax rate on the debt ratio of MNEs operating in developing countries is
larger than if they operate in developed countries. In the case of Brazil, Martinez and
Ramalho (2014) state that the debt ratio represents one of the key indicators of
aggressive tax planning.18 However, they also identified that Brazilian family
businesses are more tax aggressive than nonfamily businesses. Furthermore, Kubick
and Lockhart (2017), focussing on the maturity of debt and its relationship to tax
avoidance, find that short-term debt is used more frequently for the purpose of
aggressive tax planning than is long-term debt. In the case of internal debt between
associated companies used for the purpose of profit shifting, Buettner and Wamser
(2013), focussing on German MNEs and their subsidiaries, prove that internal debt
reacts significantly to tax differentials between subsidiaries placed in low-tax juris-
dictions. In the case of the Czech Republic, Janský and Kokeš (2015, 2016) prove
both profit shifting to three European “tax havens”, namely, the Netherlands,
Switzerland and Luxembourg, and strategic use of debt.

Finally, the current comprehensive study of the European Commission (2017)
must be highlighted; the study provides EU28 country-level indicators that poten-
tially identify the relevance of ATP structures for all EU Member States based on

17For more details, see also Ištok and Kanderová (2019a, b).
18Book-tax differences can be considered another key factor of tax aggressivity; these differences
are measured as the difference between accounting and tax profit. For more details, see Frank et al.
(2009) and Ferreira et al. (2012).
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economic elements—financial indicators. The study combines the specific indicators
for three distinguished channels of ATP structures, specifically through interest
payments, royalty payments and strategic transfer pricing, and identifies three
types of entities within the MNE group used for the purpose of ATP structures,
specifically target entities,19 lower-tax entities20 and conduit entities.21 The study
also combines macro and micro indicators.

6 Methodology Used in the Macrodata-Based Analysis
for the Purpose of Post-Communist Countries

To identify the extent of profit shifting and tax revenue losses, two methodological
approaches may be adopted using macrodata:

• comparing the rate of return by the country of investor and
• identifying excessive outflows of payments for royalties, selected services, and

interest.

The first approach is based on the assumption discussed in several already
existing studies22 (e.g., UNCTAD 2015), namely, that this method can be used to
identify countries that offer a tax advantage. Its basic premise is that within a
competitive market, the average rates of return on investment should converge to a
single value, i.e., the normal rate of return. If the rate of return on FDI from different
countries in the long term varies and cannot be explained by other relevant economic
factors (e.g., by a significantly different income structure of GDP, different
approaches to regulation, and investment incentives, etc.), a distortion has likely
been identified behind which may also hide profit shifting efforts.

When an investor places the parent company’s registered office in a state with a
lower tax rate relative to the country of its subsidiary, the parent company will be
motivated to attempt to shift profits away from the jurisdiction with higher taxation.
Provided that investment owners want to take advantage of this benefit, they will

19A target entity is an entity in the multinational group that has its tax base reduced as a result of
aggressive tax planning. Moreover, at least one lower entity must be determined for the identifica-
tion of a target entity within an MNE group. For further details, see European Commission (2017).
20A lower-tax entity is an entity in the multinational group that has its tax base increased as a result
of aggressive tax planning, but the base is taxed at lower tax rate. Moreover, at least one target entity
must be determined for the identification of a lower-tax entity within an MNE group. For further
details, see European Commission (2017).
21A conduit entity is an entity in the multinational group that does not see its tax base significantly
affected, but this entity is needed for the aggressive tax planning structure. A conduit entity cannot
be identified as either the target or lower-tax entity. Moreover, at least one target entity must be
determined to identify a conduit entity within an MNE group. For further details, see European
Commission (2017).
22For more details, see Sect. 2 and 4.
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seek to reduce the tax base in the country where the investment is located, thereby
reducing the average rate of return on FDI from that country compared to FDI from
other countries. It may therefore be concluded that FDI from countries “suspected”
of providing tax benefits will show a below-normal rate of return. In turn, the
difference between the actually achieved and normal rates of return multiplied by
the amount of FDI from the given country thus represents a rough approximation of
the likely extent of profit shifting. Rate of return on the FDI can be expressed as
follows:

RoRij ¼ DIVij þ REij

FDIstockij
ð8Þ

where RoRij is the rate of return of FDI from country i allocated in country j,DIVij are
dividends paid from FDI to country i from country j, REij are retained earnings of
FDI from country i allocated in country j, and FDIstockij is the volume of FDI from
country i invested in country j.

As stated by Janský and Kokeš (2015), the actual transfer of profits, a reduction in
the tax base in the country of investment and thus a reduction in the reported rate of
return, is usually facilitated via three channels: debt shifting, trade mispricing, and
the location of intangibles. Analysis of payments related to the above channels is the
essence of the second method of estimation of the extent of profit shifting. In this
respect, an attempt is made to determine whether the extent of these payments
towards countries suspected of granting tax advantages is not excessive. Provided
such an extent is truly excessive, the difference between reported payments and
estimates of the usual level in turn corresponds to an approximation of the extent of
profit shifting.

One complication, which to a certain degree makes a comprehensive estimate of
the extent of profit shifting via this method more difficult, is that the tax base-
reducing transactions in the country where the investment is located do not have to
flow directly to the investor’s country of residence. To limit the probability of
detection, more complicated structures are often chosen in which companies from
other countries are also involved and through which the transfer finally flows to the
country with a tax advantage. This issue does not arise when opting for the rate of
return approach.

The first step in estimating the extent of profit shifting is to create an indicator
expressing the probability that the given country is being used for purposes of
aggressive tax planning. As part of the analysis, we identify these countries based
on a large extent of foreign direct investment, both received and invested. For this
purpose, we create a special indicator, the FDI ratio, which we use in further
analyses. FDIratio, with both FDIin and FDIout expressed as share of GDP, is as
follows.
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FDIratio ¼ FDIout
FDIin

� FDIout ð9Þ

where
FDIin is the value of FDI carried out by foreign entities in the territory of a given
country, and FDIout is the value of FDI carried out by tax residents of the given
country in the territory of other states. Both values are reported in percentage
of GDP.

The next step is to verify the relevance of the constructed indicator. Using
regression analysis, we look for factors impacting the territorial structure (from the
perspective of the investor state) of FDI in the individual countries, adopting the FDI
ratio indicator as one of the explanatory variables. If the hypothesis of using
countries with a high value of the FDI ratio indicator for aggressive tax planning
is correct, a statistically significantly positive regression coefficient for this variable
should be identified.

Furthermore, it is necessary to test the two assumptions on which the whole
macroeconomic approach is based—specifically, whether the rate of return of FDI
from the countries suspected of allowing aggressive tax planning is lower than that
from other countries and whether the range of interest payments, consulting services,
and royalties is excessive. This test is again accomplished using regression analysis,
where one of the explanatory variables is the FDI ratio indicator.

If the FDI ratio indicator can indeed be shown to affect the above variables, it is
possible to estimate the extent of profit shifting. The adopted method is based on the
calculation of the rate of return and flows’ values that the three analysed payments
would reach if the value of the FDI ratio indicator were identical to the value of
Germany. Germany was chosen as representative of a country that is also a major
investor abroad, and it is still not considered a state to be used for aggressive tax
planning purposes.

The difference between the rate of return’s balanced value (calculated based on
the performed estimates) and the value calculated using the FDI ratio indicator for
Germany is thus a percentage estimate of the FDI return transferred abroad. In turn,
its multiplication by the FDI value from the given country allows estimating the
extent of profit shifting.

For interest payments, payments for royalties, and consulting services, the esti-
mate is performed by analogy. For these individual payments, both the balanced
values and values when using the FDI coefficient for Germany are calculated. The
difference is an estimate of the extent of tax profit shifting using the given payment
channel.

From the estimates of the extent of profit shifting are in turn calculated tax
revenue losses of the individual countries. For this purpose, average effective
corporate tax rates applicable in individual countries are adopted. The results are
presented both as percentage of GDP and percentage of corporate tax revenue.
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Using the above assumption, within the presented analysis, we focus on compar-
ing the rate of return on FDI in 10 post-communist countries23 and on analysing the
above types of payments (related to the potential implementation of tax-optimising
schemes). In terms of the country of the investment’s origin, we only work with EU
countries, mainly due to the availability of data in a uniform format and methodol-
ogy and because some aspects affecting the mechanisms of profit shifting are
uniformly addressed by EU directives. Specifically, these directives relate, e.g., to
the tax exemption of dividends, interest and royalties paid in the case of transactions
between related parties, in the case of dividends with minimum participation of 10%
and in the case of interest and royalties with minimum participation of 25%,
considering other conditions. Another reason to limit the analysis to EU countries
is an attempt to establish more detailed reasons that some countries are used for
aggressive tax planning while others fail to attract this attention. That is, several
studies (e.g., Huesecken and Overesch 2015) show that the key factor is not the level
of tax rates, which is relatively easy to find, but rather certain elements of the tax
system, such as the possibility of preferential taxation of royalties (the so-called
patent box) and existence of withholding taxes, etc. This information is available in a
uniform form only for EU countries, since the European Commission (2015) has
created a system of 33 indicators that characterise tax systems of individual EU
Member States in terms of the presence of elements facilitating aggressive tax
planning. In turn, these indicators were used in the performed and presented quan-
titative and qualitative analyses.

For purposes of the extent and structure of the FDI primary income and cross-
border payments for consulting services, royalty fees, and interest on provided loans,
the presented analysis works with underlying data sourced by balances of payments.
FDI stocks and their source countries are based on investment position statistics. In
terms of the time horizon, we work with average values for the period 2014–2016.
Furthermore, the method of averaging was adopted with the aim of eliminating
fluctuations due to economic development or other one-off factors. Information on
rates and other tax system parameters is based on the OECD and Eurostat statistics.
Further details, the results and conclusions are presented in detail in “Economic
Analysis from the Macro Perspective”.

7 Methodology Used in the Microdata-Based Analysis
for the Purpose of Post-Communist Countries

In this chapter, we present the methodology adopted to analyse the occurrence of
profit shifting in Central and East European countries (hereinafter CEE EU) that are
members of the European Union, in particular, 11 post-communist countries:

23The Czech Republic, Estonia, Poland, Hungary, Slovakia, Lithuania, Latvia, Slovenia, Romania
and Bulgaria.
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Bulgaria, the Czech Republic, Croatia, Hungary, Estonia, Latvia, Lithuania, Poland,
Romania, Slovenia and Slovakia.

With respect to the microdata perspective, two methodological approaches were
adopted to identify the extent of profit shifting and tax revenue losses:

• estimation of the level of “true” and “shifted” profit based on the tax differentials
based on the amended Hines and Rice methodology, and

• identification of discrepancies, i.e., differences in financial indicators and in
pre-tax income between the control group (national companies) and the treatment
group (MNEs) based on the methodology of Grubert and Mutti (1991), Fuest and
Riedel (2012) and Janský and Kokeš (2015, 2016).24

Initially, the first approach will be explained in more detail, and the second
approach will be explained last.

7.1 First Methodological Approach: Tax Differentials

The data used in our empirical analysis (first methodology approach) are derived
from the ORBIS database (last update June 2017). We collect company-level data
regarding foreign-owned companies based in CEE EU), namely, in Bulgaria, the
Czech Republic, Croatia, Hungary, Estonia, Latvia, Lithuania, Poland, Romania,
Slovenia and Slovakia. We collect financial data only for companies that are more
than 50% owned by a foreign parent company. Moreover, we select only those
affiliates that report at least one profit before taxation in the period 2009–2017.
Companies that report only losses or have missing information are excluded from
our analysis. Consequently, we collect data for over 350,000 companies based in the
CEE EU.

The econometric model chosen for the empirical analysis is similar to the Hines-
Rice model. This approach has been previously used by Huizinga and Laeven
(2008), Dischinger and Riedel (2011), Beer and Loeprick (2015), Markle (2015),
Nerudová et al. (2019) and Nerudová et al. (2020a). The aim is to research the
sensitivity of pre-tax profits to tax differentials between sister companies. Conse-
quently, we calculate the tax differential as the difference between statutory CIT
rates faced by subsidiaries and the average CIT rate faced by sister companies based
in tax haven countries and sister companies based in the EU27 countries. We follow
the same procedure as in Nerudová et al. (2019) and Nerudová et al. (2020a). The
equation to calculate the tax differential is as follows:

24Further also in Desai et al. (2006a, b), Maffini (2009), Egger et al. (2007), focussing on the
developed world.
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taxdif ¼ τV �
Pn
i¼1

τs

n

0
BB@

1
CCA ð10Þ

where τV represents the statutory CIT rate faced by the subsidiary, τs represents the
average statutory CIT rates of sister companies from the same MNE family, and
n represents the number of sister companies based in countries other than the
researched subsidiary. In the same manner as in Nerudová et al. (2020a), the
ordinary least squares (OLS) regression is focussed separately on the tax differential
with sister companies based exclusively in the EU2425 and tax haven countries.
From the EU28, we exclude Ireland, Luxembourg and the Netherlands and the
corresponding CEE EU country. Following OECD (1998), Gravelle (2015) and
Cobham et al. (2015), we build a group of world tax haven countries.26 The
aforementioned countries are classified as tax haven countries due to a combination
of OECD (1998) criteria and Cobham et al. (2015) high financial secrecy criteria.

The main dependent variable of our econometric analysis is pre-tax profit, and the
main independent variable is the tax differential, calculated as in Eq. (11):

log πi ¼ β0 þ β1 τ�i � τ j

� �þ β2 logLið Þ þ β3 logKið Þ þ Xiγ þ Ei ð11Þ

Since our model is similar to the Hines-Rice method of analysing profit shifting,
in addition to the tax differential, we use as additional explanatory variables the
company’s fixed assets as a proxy for capital and the cost of employees as a proxy for
labour. This approach is consistent with the Hines-Rice model because the approach
aims to estimate the level of “true” and “shifted” profit.

In addition to the previously mentioned independent variable, we also use
country-specific factors, which we consider relevant in influencing the level of
pre-tax profits reported by foreign-owned companies based in CEE-EU. Therefore,
we use yearly GDP per capita in PPP units, the corruption perception index (CPI),
population and the unemployment level. These country-specific macroeconomic
variables are collected on a yearly basis. The source of GDP, population and
unemployment is the Eurostat database, and the CPI is derived from the works of
Schneider (2012, 2019) and Scheinder et al. (2015) and Transparency International

25Austria, Belgium, Bulgaria, Cyprus, Croatia, Denmark, Estonia, Finland, France, Greece, Ger-
many, Hungary, Italy, Malta, Latvia, Lithuania, Poland, Portugal, Romania, Slovenia, Slovakia,
Spain, Sweden and the United Kingdom.
26Anguilla, Antigua and Barbuda, Aruba, Bahamas, Barbados, British Virgin, Cayman Islands,
Dominica, Grenada, Montserrat, the Netherlands Antilles, St. Kitts and Nevis, St. Lucia, St. Vincent
and Grenadines, Turks and Caicos, U.S. Virgin Islands, Belize, Costa Rica, Panama, Hong Kong,
Macau, Singapore, Andorra, Channel Islands (Guernsey and Jersey), Cyprus, Gibraltar, Isle of
Ireland, Liechtenstein, San Marino, Maldives, Mauritius, Seychelles, Bahrain, Jordan, Lebanon,
Bermuda, Cook Islands, Marshall Islands, Samoa, Nauru, Niue, Tonga, Vanuatu and Liberia, to
which we add Luxembourg, Malta, Monaco, Switzerland and the Netherlands.
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annual reports. The multivariate OLS regression adopted by this empirical research
is as follows:

logPbti,t ¼ β0 þ β1 taxdif i,t
� �þ β2 log fixi,t

� �þ β3 log empli,t
� �

þ β4 logmati,tð Þ þ β5 Xi,tð Þ þ ρt þ Ei,t ð12Þ

All the variables included in our OLS panel data regression in addition to the tax
differential, CPI and unemployment are transformed to natural logarithms. This
procedure is beneficial in several ways. First, we eliminate outliers and issues with
data stationarity. Second, the obtained estimates can be interpreted as elasticities.
Specifically, logPbti, t represents our main dependent variable, namely, pre-tax
profits reported by our selected foreign-owned companies based in CEE-EU in
natural logarithms. taxdifi, t represents the tax differential calculated as shown
previously in Eq. (1). logfixi, t represents the fixed assets in natural logarithms as a
proxy for capital used by foreign-owned companies; logempli, t represents the cost of
employees as a proxy for labour; and logmat represents the material costs. These two
independent variables are included in our model to estimate the level of “true”
reported profits, while the tax differential has the role of estimating the level of
profits shifted due to different statutory CIT rates that sister companies face world-
wide. Xi, t represents country-specific variables, such as GDP in natural logarithms,
population, CPI and unemployment. These additional explanatory variables are
added to control for the effect of economic growth, level of corruption and labour
market conditions on the pre-tax income reported by foreign-owned companies
situated in some of CEE-EU:

logEBITi,t ¼ β0 þ β1 taxdif i,t
� �þ β2 log fixi,t

� �þ β3 log empli,t
� �

þ β4 logmati,tð Þ þ β5 Xi,tð Þ þ ρt þ Ei,t ð13Þ

As a robustness check, we estimate Eq. (13), where the core dependent variable
pre-tax profits in natural logarithms (logPbt) is replaced by earnings before interest
and taxation in natural logarithms (logEBIT). The rest of the independent variables
are the same as those in Eq. (12).

Our expectations regarding the obtained estimates using a panel data OLS
regression are as follows: the main independent variables should have a negative
impact on reported pre-tax profits. This expectation is justified by the fact that MNEs
are incentivised to shift profits from high- to low-tax countries mainly due to tax
differences. Moreover, the capital and labour explanatory variables should have a
positive effect on pre-tax profits and economic growth and CPI. We expect unem-
ployment to have a negative impact on pre-tax profits reported by foreign-owned
companies based in some CEE-EU countries.

Furthermore, according to Barrios and d’Andria (2020), who adopt a novel
method to analyse the occurrence of profit shifting by constructing a multilevel
model that could take into account the influence of industrial heterogeneity on profit
shifting behaviour, the authors choose this model departing from the assumption that
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some industries are more able to avoid taxation than others. Moreover, Barrios and
d’Andria (2020) consider that particular industries have higher capacities to shift
income abroad due to their specific economic activities. The authors argue that the
mainstream fixed effects panel data regression tends to focus only on the “between”
effects and seldom disregards the cross-sectional information.

Therefore, the multilevel or hierarchical model is also adopted by our analysis to
take into consideration the cross-sectional and industry-specific effects on profit
shifting behaviour in CEE-EU countries. One of the most important advantages of
hierarchical or mixed effects models is that they allow the slopes to vary across
different industries27 and employ a probabilistic weighting. The mixed effect equa-
tion is as follows:

logPbte,i,t ¼ βe0 þ βi0 þ βt0
� �þ βe1 þ βi1 þ βt1

� �
taxdif e,i,t

þ βe2 þ βi2 þ βt2
� �

log fixe,i,t þ βe3 þ βi3 þ βt3
� �

log emple,i,t

þ βe4 þ βi5 þ βt5
� �

logmate,i,t þ βtx Xe,i,tð Þ þ μi þ ρt þ Ee,i,t ð14Þ

where the subscript e ¼ 1. . .N of industries selected; i ¼ 1. . .N of companies
analysed, and t ¼ 1. . .T represents the time period. μi represents the industry fixed
effects, and ρt represents the time fixed effects. The remaining variables are the same
as in Eqs. (12) and (13).

To analyse in detail the sensitivity of profits before taxation, we also predict the
marginal effect of tax differentials on pre-tax income using the following formula:

δby
δx

� 1by ¼
bβby � Δby

Δx ð15Þ

where δby represents the fitted level of profits before taxation, and δx is the estimated
impact of the tax differential with the tax haven on the pre-tax income in the CEE
EU. Since our model follows a log-level regression, the interpretation should follow
this formula:

%Δy ¼ 100 � β1x � Δx ð16Þ

Finally, to estimate the amount of profits shifted from CEE EU countries to tax
havens and EU24, we use the formula proposed by Weichenrieder (2009) and later
by Godar (2018):

27In Eq. (14), we use the Nomenclature of Economic Activities classification (NACE), where all
industries are included in our analysis.
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Profits shiftedi ¼
Xn

i¼1

pbti
1� τCEE EU

i

x taxdif i x β1 ð17Þ

where the amount of profit shifting equals the aggregated net of tax profits reported
by foreign affiliates based in each CEE EU country multiplied by tax differentials
with tax havens and EU24, and the semi-elasticity coefficient is determined
according to the previous equations.

Further details, the results and conclusions are presented in detail in “Economic
Analysis from the Micro-Perspective”.

7.2 Second Methodological Approach: Comparison
of Financial Indicators

The data used in our empirical analysis (second methodology approach) are also
derived from the ORBIS database (update number 173, of 18 June 2018). We created
a dataset covering firm-level data for a five-year (2013–2017) period regarding the
MNEs having associated enterprises or affiliates in the CCE-EU and in the rest of
world and having ultimate global owner (GUO) in the EU. Entities that have no
recent financial data were excluded. Moreover, MNE groups were split into groups
having effective CFC rules in the headquarters country and groups without effective
CFC rules in the headquarters country. According to Buettner and Wamser (2013),
CFC rules28 are able to reduce some ATPSs, namely, via debt channels.

Our key strategy is based on Grubert and Mutti (1991) and Fuest and Riedel
(2012). Similar to the study of the European Commission (2017), we distinguish
three types of entities within MNE groups that can be included in the ATPS: target
entities,29 lower-tax entities30 and conduit entities.31 However, in contrast to the
previous studies and the last study mentioned, the aggressive tax planning channel

28CFC rules are an important part of the EU Directive (the ATAD directive laying down rules
against tax avoidance practices), which is currently being implemented by European Member
States, and in particular CFC, which was slated to be implemented and in force as of 1 January
2019. However, nine European Member States (Austria, Denmark, Germany, Greece, Ireland,
Latvia, Portugal, Romania and Spain) failed to comply with EU law (i.e., failure to fully/correctly
implement the ATAD Directive) with respect to the implementation of CFC rules.
29A target entity is an entity in the multinational group that has its tax base reduced as a result of
aggressive tax planning. Moreover, at least one lower entity must be determined for the identifica-
tion of a target entity within an MNE group. For further details, see European Commission (2017).
30A lower-tax entity is an entity in the multinational group that has its tax base increased as a result
of aggressive tax planning, but the base is taxed at lower tax rate. Moreover, at least one target entity
must be determined for the identification of a lower-tax entity within an MNE group. For further
details, see European Commission (2017).
31A conduit entity is an entity in the multinational group that does not see its tax base significantly
affected, but this entity is needed for the aggressive tax planning structure. A conduit entity cannot
be identified as either the target or lower-tax entity. Moreover, at least one target entity must be
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covers not only the interest payments indicator but also the new indicators of long-
term debt, total liabilities and nonbank liabilities,32 all of which are measured per
unit of assets, which is consistent with the current literature (e.g., Janský and Kokeš
2015; Janský and Kokeš 2016; Huizinga and Laeven 2008; Ištok and Kanderová
2019a, b; Khouri et al. 2019). The indicators mentioned above, together with other
financial indicators (such as the effective tax rate and profitability), are determined
for four types of entities: domestic entities belonging to the multinational group, the
whole multinational group with the consolidated results and purely domestic entities
as a peer group, which is further distinguished with respect to the entities operating
in the same industry33 as the researched entity. Thus, in contrast with previous
research, we also determined the values of selected indicators consistent with the
identified role of the entity in question.

For the purpose of the identification of target, lower-tax and conduit entities, the
key requirement is having at least one subsidiary in a low-tax country or in a zero/no-
tax country and the possibility of some ATPS or legal-tax mismatches (see more in
Table 1). Furthermore, a multicriterion model was applied to identify the roles of
the entities operating in CEE-EU and belonging to MNE groups in an ATPS. In the
model, the general conditions were first set at the group level, and second, the
specific conditions for the identification of the role were set at the level of

Table 1 Obligatory (key) requirements for the successful ATPS (European Commission 2017,
amended)

Information
MNE group
(headquarters country) Subsidiary—lower tax entity

Subsidiary—target
entity

Obligatory requirements for the successful ATPS

MNE group • At least one subsidiary in a lower tax country—If statutory tax rate (CIT) is at
least 5 percentage points lower than in other parts (countries) of the same MNE
group
• Consolidated effective tax rate is lower than the CIT in the headquarters country
• Gap between consolidated pre-tax profitability1,2 in comparison with domestic
entities

Country • No effective CFC
rules

• Zero CIT rate/lower CIT
rate

determined to identify a conduit entity within an MNE group. For further details, see European
Commission (2017).
32Nonbank liabilities were estimated as noncurrent liabilities minus long-term debt and serve as a
proxy for internal debt financing.
33Industry is classified based on the NACE codes between A and S, except C (Manufacturing) and
M (Professional services), where two-digit codes were used. Further, at least 20 entities with
sufficient economic data for each industry classification were considered, and five-year averages
were applied.
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subsidiaries/entities (see Table 2). Finally, the combination of all criteria was
considered with the final identification of the role.

A lower consolidated tax burden together with a gap between consolidated
pre-tax profitability and consolidated operating profitability (via earnings before
interest and taxation, hereinafter EBIT) should reflect that ATPSs are successfully
implemented in an MNE group. This value is determined as follows:

Consolidated effective tax rate1 ¼ taxation
profit before tax

ð18Þ

Consolidated effective tax rate2 ¼ taxation
EBIT

ð19Þ

Consolidated pre� tax profitability1 ¼ profit before tax
total assets

ð20Þ

Consolidated pre� tax profitability2 operating profitabilityð Þ ¼ EBIT
total assets

ð21Þ

The two measures of consolidated profitability were compared with the consol-
idated profitability of domestic entities (a peer group, 5-year average). Moreover, the
comparison between pre-tax profitability and operating profitability allows us to
identify whether MNEs are able to reduce pre-tax profits through financial trans-
actions more than a peer group does.

Table 2 Characteristics of lower-tax entities and target entities (European Commission 2017,
amended—new indicators added)

ATPS—without any specification

Information Subsidiary—lower tax entity Subsidiary—Target entity

Subsidiary • Higher pre-tax profitability
• Higher operating profitability
• Higher financial profitability
• Lower CIT rate than the average for
the group

• Lower pre-tax profitability
• Lower operating profitability
• Lower financial profitability
• Higher CIT rate than the average for
the group

ATPS—Debt channel

Information Subsidiary—Lower tax entity Subsidiary—Target entity

Subsidiary Moreover
• Lower interest payments
• Lower debt share (long-term debt or
total liabilities)
• Lower nonbank liabilities

Moreover
• Higher interest payments
• Higher debt share (long-term debt or
total liabilities)
• Higher nonbank liabilities
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Furthermore, the existence of noneffective CFC rules in the headquarters country
and a zero or lower CIT rate (at least five percentage points) for subsidiaries are other
important requirements for successful ATPS.

The lower-tax entity should report higher entity pre-tax (operational) profitability,
which is taxed at a lower CIT rate than the average CIT rate for the group. Base
erosion or profit shifting though the lower-tax entity in the MNE group can be
performed via the transfer pricing channel, IP profit shifting channel or debt channel.
If the necessary legal framework related to IP, such as patent boxes,34 is not proven
in the ATPS of MNEs, then base erosion/profit shifting is performed via transfer
pricing. In that case, we analysed pre-tax and operating profitability and the CIT rate.
To identify base erosion or profit shifting via debt instruments in the MNE group, the
lower-tax entity should report not only higher entity pre-tax (operational) profitabil-
ity and/or entity financial profitability but also lower interest payments, a lower debt
share or lower nonbank liabilities. This approach is in contrast to the case of the
target entity, for which lower pre-tax (operational) profitability and/or lower finan-
cial profitability should be detected, together with higher interest payments, debt
share and nonbank liabilities. Moreover, the target entity should tax its profit before
tax at a higher CIT rate than the average CIT rate for the group (see Table 2).

The identification of lower-tax entities or target entities is based on two compar-
isons. The first is at the level of the MNE group, where the 5-year average pre-tax
(operating) profitability of a subsidiary (entity) is compared with the 5-year average
pre-tax (operating) profitability of the MNE group as a whole. The second is at the
level of the peer group, where the 5-year average pre-tax (operating) profitability of a
subsidiary (entity) is compared with the 5-year average of the peer group, i.e.,
entities in the same industry.35 A similar approach was applied for the other
indicators, such as financial profitability, interest payments, debt share and nonbank
liabilities, as follows:

Entity pre� tax profitability1 ¼ profit before tax
total assets

ð22Þ

Entity pre� tax profitability2 ¼ EBIT
total assets

ð23Þ

Entity financial profitability ¼ financial profit or loss
total assets

ð24Þ

34From the CEE-EU countries, only Hungary introduced a patent box regime in 2003. For more
details about the legal Frameworks of CEE-EU countries related to the ATPS, see “Profit Shifting
and Tax Base Erosion in the Twenty-First Century”.
35See Note 33 above.
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other financial indicatori ¼ other financiali
total assets

ð25Þ

where other financiali is one of following indices: interest paid, total liabilities, long-
term debt, or nonbank liabilities.

For the purpose of comparison, the following formulas were used:
At the level of the MNE group:

Gap between
financiali

Total assetsi
and

financialfor a group

Total assetsfor a group
the 5� year average ð26Þ

where financiali is one of the following indices: entity-pre-tax profitability1,2, entity-
financial profitability, interest paid, total liabilities, long-term debt or nonbank
liabilities for a subsidiary (entity), measured as a 5-year average. Financialfor a group

represents items (such as financiali) for the MNE group as a whole, measured as a
5-year average.

At the level of the peer group:

Gap between
financiali

Total assetsi
and

financialpeer group
Total assetspeer group

the 5� year average ð27Þ

where financiali is one of the following indices: entity-pre-tax profitability1,2, entity-
financial profitability, interest paid, total liabilities, long-term debt or nonbank
liabilities for a subsidiary (entity), measured as a 5-year average. Financialpeer group

represents items (such as financiali) for the peer group in the same industry as the
subsidiary is operating, measured as a 5-year average.

Taking into account these restrictions, we applied two classifications of indica-
tors: the first is a strict classification, and the second is a nonstrict classification. The
strict classification includes an aggregate combination of indicators at the level of the
MNE group and the peer group, which is in contrast to the nonstrict classification,
which is determined at the level of the MNE group or the peer group.

Finally, after the identification of the ATPS and particular channels, the estima-
tion of profit shifting and tax base erosion was performed through the comparison of
tax payable per unit of profits between peer groups and entities belonging to the
MNE group, following Fuest and Riedel (2012), Janský and Kokeš (2015 and 2016)
and Nerudová et al. (2020b); see the indicator below:

IA ¼ T=P ð28Þ

where I represents indicators of profit shifting, T represents tax, and P the profit
before tax.

IB ¼ T=P ð29Þ
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where I represents indicators of profit shifting, T represents tax, and P represents
EBIT (operating profit).

Derived negative differences of both indicators—tax payable per unit of profit—
based on the 5-year average were applied for the purpose of adjustment of reported
profit before tax and EBIT. Then, the estimated base erosion and profit shifting for
each CEE-EU country were recalculated through the CIT rate on the corporate tax
revenue losses.

Further details, the results and conclusions are presented in detail in “Economic
Analysis from the Micro-Perspective”.

8 Summary

To summarise, current techniques of profit shifting and tax base erosion are very
diverse. MNEs can apply different ATP strategies and ATPSs. For this purpose, they
can use earning stripping via debt instruments, modified prices of transfer goods/
products, services, and property, etc. which abuse the arm’s length principle; IP
transfers and related royalty payments; check-the-box practice; cross crediting;
exemptions or deferrals of profits; intrafinancing; centralisation of overheads and
costs to parent company; establishment of shell companies in ATPSs; inversion of
headquarters; shift-to-loss strategy and many others.

However, according to the type of amendments in the corporate tax system, we
are able to distinguish the responses of MNEs. Specifically, if the CIT rate is
changed, the response of MNEs is real in the form of the movement of assets,
employment and economic activities, as there is strong sensitivity to CIT rate
changes. However, if there are amendments in the taxation of corporate income,
the responses of MNEs are through financial tools via transfer pricing, location of
royalties, and intangibles, etc. Therefore, according to the categorisation of profit
shifting techniques, there can be distinguished different channels through which
MNEs can shift taxable profits to gain tax advantages. Among these channels are
typically the rank, debt channel, transfer pricing channel and IP profit shifting
channel.

The most important contributors with respect to profit shifting techniques are
Hines Jr and Rice (1994) and Grubert and Mutti (1991), who first focussed on the
determination of profit shifting and tax base erosion. Different ATP strategies can be
researched using appropriate datasets. However, data availability rather than devel-
oping new methods of examining profit shifting predetermines to a great extent the
methodology used.

A substantial number of macroeconomic data-based BEPS analyses make use of
FDI statistics when models consider the relation of FDI to taxes resulting in stating
FDI tax (semi)elasticities. In the area of micro-based data, landmark research is
presented by Hines Jr and Rice (1994), who estimate profit shifting and tax base
erosion according to “true” and “shifted” income through tax differentials. Another
methodologic approach introduced by Grubert andMutti (1991) is presented through
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discrepancy by comparing selected financial indicators of MNEs with a peer group
not having any link with tax havens or with preferential tax regimes. This approach
was further developed by Fuest and Riedel (2012).

The seriousness of profit shifting and tax base erosions presents empirical studies
estimating corporate tax revenue losses. The OECD (2015) emphasises that the
overall BEPS magnitude is significant, which translates into annual losses of
4–10% of CIT revenues or USD 100 to 240 billion. UNCTAD (2015) found that
an average USD 450 billion is shifted from developing countries to offshore
investment centres, which leads to a yearly tax revenue loss of USD 90 billion.
Another study based on FDI data estimates the total amount of annual revenue losses
to range from USD 90 billion to USD 280 billion (Janský and Palanský 2019;
Tørsløv et al. 2018; Cobham and Janský 2018; Clausing 2016). However, only a
few studies focus on post-communist countries, such as Moravec et al. (2019),
Janský (2018), Janský and Kokeš (2015, 2016) (in the case of the Czech Republic),
Ištok and Kanderová (2019a, b), Khouri et al. (2019) (in the case of the Slovak
Republic), and Nerudová et al. (2020a) (in the case of the Visegrad countries).

Therefore, the last part of the chapter focusses on methodological approaches
based on macro-based and microdata-based analyses that were applied to identify
profit shifting and tax base erosion and to estimate overall corporate tax revenue
losses in the case of post-communist EU countries. Both approaches are explained in
detail.36

Acknowledgement This chapter is the result of GA ČR No. 18-14082S “Fair corporate taxation:
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Abstract This segment of the book contains an analysis of the extent of profit
shifting in 10 post-communist EU countries. To solve this problem, a macroeco-
nomic approach and data from the balances of payments and investment positions of
these 10 countries are used. The methodological approaches to the measurement of
profit shifting, tax base erosion and the overall estimation of corporate tax revenue
losses are explained in detail in the “Methodological Approaches to the Measure-
ment of Profit Shifting and Tax Base Erosion”. Estimates are made using the
indicator rate of return on foreign direct investment (FDI) and through identifying
excessive cross-border flows for selected balance of payments items. The analysis
showed that these payments are skewed in favour of the post-communist EU
countries. The effect is most pronounced for interest and royalty payments.
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1 Introduction

The previous chapter presented, among other things, the results of studies that are
based on the microeconomic approach and predominantly grounded in analyses of
company data. However, any cross-border transactions of an individual company
will also be reflected in the macroeconomic data, specifically those that are reported
in the balance of payments and the investment position of the given country. If some
approaches to aggressive tax planning are more widely adopted, it can be expected
that this fact will most likely be apparent in the excessive scope of some types of
transactions (e.g., royalty/licence fee payments or certain types of services). In
addition, this fact has implications for the scored rate of return on FDI. However,
questions remain regarding how to identify such excessive ranges for certain types of
transactions and how to determine the usual rate of return.

1.1 Profit Shifting and Tax Base Erosion from the Macro
Perspective

Efforts to optimise tax liabilities are carried out via two main groups of methods. The
first group includes procedures to reduce the tax base in the country in which a given
economic activity takes place through boosting tax deductible expenses, usually
using business transactions with a related company domiciled in a country with a
lower tax burden. This brings financial advantages to the owner, as his/her
company’s profit is taxed at a more favourable rate. In these transactions, licence
(royalty) fees and consulting services are often used, for which it is very difficult to
determine the correct market price due to the difficulty in comparing the qualitative
parameters of individual transactions. Another option is to reduce the tax base
through interest-bearing loans. These loans can be provided by either related or
independent parties. In the first case, many countries seek a way to reduce this
optimisation by setting a cap on the tax-deductible interest costs paid to the related
parties. For example, a low capitalisation rule may be adopted, which sets a
maximum limit on loans from the related parties as a ratio relative to equity. If
loans from the related party exceed this cap, interest payments on such loans can no
longer reduce the tax base. The tax deductibility of interest costs for loans from
unrelated parties usually remains without any specific regulation, which in fact may
result in the conception of more complex optimisation structures and attempts to
obscure the links among the companies involved.

The second group of aggressive tax planning procedures consists of transferring
already taxed profits to tax locations with a lower taxation of dividend income or
lower degree of transparency, which in turn allows for the transfer of profits to the
account of the owning individual with lower tax costs. The transfer of already taxed
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profits between individual member states is facilitated by the existing EU directive,1

which provides for an exemption from tax on dividend income provided the income
is paid to a parent company. Additionally, there is often a multistage transfer of such
taxed profits between several states, and at the end of the chain, there may be
countries that have a double taxation agreement with some tax-favourable location
outside the EU to which the profit is finally transferred.

The fact that the application of any of the above approaches affects the values of
cross-border flows of the selected types of payments allows for macroeconomic data
to be used in the identification of the likely optimisation methods as well as to
estimate the general extent of profit shifting at the national level among individual
countries.2

2 Methodology and Data Description

In this chapter, we focus on 10 post-communist EU countries, and using macroeco-
nomic data, we try to quantify the extent of the transfer of tax profits from these
countries to other EU Member States. The group of post-communist countries was
chosen for several reasons. On the one hand, they share a similar history with a
centrally planned economy until the late 1980s and a subsequent economic trans-
formation. Furthermore, in most cases, these are open, usually relatively small
economies (with the exception of Poland), which have been trying to attract foreign
direct investment since the 1990s to modernise their economies and boost their
competitiveness. Another common denominator is the lower quality of their public
institutions, including tax law.3 This, to a considerable degree, facilitates (and thus
also stimulates) the adoption of the abovementioned optimisation schemes, as there
is a lower probability of detection compared to countries with a better level of
institutional quality.

The available data allow a focus only on the first group of optimisation schemes,
i.e., those in which the tax base in the country of the investment’s location are
reduced (see below). We therefore aim to quantify the extent of profit shifting as
opposed to the consequences of the owners’ efforts to relocate the company’s profit
to locations with lower taxation of its disbursement. Basic information on the
selected methodology is contained in Sect. 6 in “Methodological Approaches to
the Measurement of Profit Shifting and Tax Base Erosion”.

1Council Directive 2011/96/EU of 30 November 2011 on the common system of taxation applica-
ble in the case of parent companies and subsidiaries of different member states, known as Parent-
Subsidiary Directive.
2For more details, see Sects. 1–4 in “Methodological Approaches to the Measurement of Profit
Shifting and Tax Base Erosion”.
3Within the various rankings analysing the quality of public administration and tax law, the post-
communist countries are regularly ranked well below the level of the old member states. See, e.g.,
World Economic Forum (2018): Global Competitiveness Index 2017–2018.
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Within the presented analysis, we focus on comparing the rate of return on FDI in
10 post-communist countries and on analysing the three types of payments related to
the potential implementation of tax-optimising schemes. In terms of the country of
the investment’s origin, we work only with EU countries. This is mainly due to the
availability of data in a uniform format and with a uniform methodology and because
some aspects affecting the mechanisms underlying profit shifting are uniformly
addressed by EU directives. Specifically, these relate, e.g., to the tax exemption of
dividends and interest paid in the case of transactions between related parties.
Another reason to limit the analysis to EU countries is to attempt to establish more
detailed reasons why some countries are used for aggressive tax planning while
others fail to attract this attention. That is, a number of studies (e.g., Huesecken and
Overesch 2015) show that the key factor is not the level of the tax rates, which is
relatively easy to find, but rather certain elements of the tax system, such as
possibility of preferential taxation of royalties (the so-called patent box), and the
existence of withholding taxes. This information is available in a uniform format
only for EU countries, since the European Commission (2015) has created a system
of 33 indicators that characterise individual tax systems in terms of the presence of
elements facilitating aggressive tax planning. In turn, these indicators are used in the
performed and presented quantitative and qualitative analyses.

For purposes of researching the extent and structure of the primary FDI income
and cross-border payments for consulting services, royalty fees, and interest on
provided loans, the presented analysis works with the underlying data sourced by
balances of payments. FDI stocks and their source countries are based on investment
position statistics. In terms of the time horizon, we work with average values for the
period 2014–2016.

Averaging was adopted with the aim of eliminating fluctuations due to economic
development or other one-off factors. Information on rates and other tax system
parameters is based on OECD and Eurostat statistics.

3 Determination of Profit Shifting and Tax Base Erosion:
Post-Communist Countries

3.1 Corporate Tax in Post-Communist Countries and Factors
Influencing Its Rate

A standard corporate income tax was introduced in post-communist countries during
the economic transformation of the 1990s. Previously, under the central planning
system, the economic situation of enterprises was directly or indirectly linked to
public budgets. Especially at the end of the 1990s and the beginning of the twenty-
first century, statutory rates were gradually reduced, and investment incentives were
introduced with the aim of attracting FDI. This was largely successful, as evidenced
by the relatively high shares of FDI in GDP (see below and Table 1).
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Corporate income tax revenue in the 10 surveyed countries ranges between 1.5
and 3.5% of GDP. The difference is mainly due to the statutory tax rates (where a
directly proportional relationship can be identified) and is further due to the income
structure of GDP, specifically the share of compensation of employees (with an
inversely proportional relationship). Both of these relations are evident from Figs. 1
and 2. Assuming stagnation of the statutory rates, in the future, a gradual decline in
the importance of this tax due to the convergence of the economic maturity of post-
communist countries with that of the old member states may be expected. That is, the
convergence process is associated with an increase in the share of compensation of
employees in GDP, which, ceteris paribus, leads to a reduction in the share of profits
and thus also the corporate tax base. The decline in the importance of this tax may be
partially slowed down by the phasing out of tax incentives from the first decade of
the twenty-first century, which should lead to a gradual increase in the effective tax
rate.

Table 1 Investment positions
of EU Member States, shares
of FDIin and FDIout as a % of
GDP, averages for 2014–2016
(OECD 2020, https://data.
oecd.org/fdi/fdi-stocks.
htm#indicator-chart)

Country FDI received FDI invested abroad

Austria 39 53

Belgium 102 122

Bulgaria 84 5

Croatia 61 11

Cyprus 1043 999

Czech Republic 61 10

Denmark 32 56

Estonia 83 28

Finland 34 47

France 29 52

Germany 23 39

Greece 15 12

Hungary 64 19

Ireland 277 276

Italy 19 25

Latvia 51 6

Lithuania 37 7

Luxembourg 356 386

Malta 1623 590

Netherland 179 281

Poland 39 6

Portugal 51 23

Romania 42 0

Slovakia 49 3

Slovenia 31 14

Spain 42 40

Sweden 55 69

United Kingdom 56 56
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3.2 Which EU Countries Are Used for Aggressive Tax
Planning Purposes?

Countries used for the purposes of aggressive tax planning are referred to by most of
the literature as so-called tax havens. However, no EU country is usually included in
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Fig. 1 The relationship between the compensation of employees and corporate income tax revenue
(both as a % of GDP) (Eurostat, own calculations)
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GDP) (Eurostat, own calculations)
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this category, although some publications occasionally divert from this rule and
identify some EU countries as being suspected of supporting aggressive tax planning
(e.g., Janský and Kokeš 2015, 2016; van’t Riet and Lejour 2018). Within the
presented context, we shall work with the term “country used for aggressive tax
planning”. The question of suitable criteria for the assessment of individual coun-
tries, however, remains.

Some studies (e.g., UNCTAD 2015) identify these countries based on selected
elements of their tax systems and legal frameworks. These include specific taxation
regimes for certain types of income, nondisclosure provisions with respect to other
countries, and the absence of an obligation to disclose the ultimate investment
owners. For EU countries, however, many of these provisions are unthinkable, and
this approach is thus inapplicable. Therefore, we approach the solution to this
problem differently and categorise the individual countries based on the available
data on invested and received FDI. We start by answering the question of how these
indicators are impacted by situations in which the given country is used for aggres-
sive tax planning.

Provided the given country offers significant tax savings (either directly, through
lower final taxes, or indirectly, through the ability to shift profits to even more
tax-favourable locations), investment owners can be expected to seek to place their
parent company in such a jurisdiction and to use this company for investments in a
more highly taxed country. As a result, the country offering tax savings will report a
very high volume of FDI into other EU countries. Additionally, provided that the
ultimate owner is not a resident of the given country, the parent company will list its
owner as being in another country, which will increase the range of FDI received.
Situations in which such a country serves as a conduit country, i.e., profits from this
country are further shifted to other tax jurisdictions, will have the same effect. It may
thus be concluded that countries suspected of permitting applications of aggressive
tax planning should report a high volume of FDI allocated to other countries and at
the same time also show a high level of FDI received from other countries.

Table 1 contains information on the shares of FDI in GDP in individual EU
Member States, both FDI in the given country (FDIin) and FDI invested abroad by
economic entities based in that country (FDIout). The reported values are averages
for the period 2014–2016 to eliminate possible fluctuations. Looking at the
presented data, three groups of countries may be identified. The first group includes
countries that show a low volume of FDI placed abroad and a high volume of
received FDI. These are predominantly post-communist EU countries that have in
the past sought to secure FDI to modernise their economies. The second group
consists of countries whose share of FDI usually does not exceed 50% of GDP.
These are mostly large and developed economies, such as Germany or the United
Kingdom. Finally, the last group includes countries where the share of both received
and placed FDI exceeds 100% of GDP. Such high values are strongly atypical, and it
is very difficult to find any relevant economic factors that would explain them.
Therefore, these countries are likely countries used for tax planning. The highest
absolute values are in Cyprus, where the share of both FDI received and invested is
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approximately ten times the country’s GDP. Even higher values with respect to FDI
received are scored by Malta (1623% of GDP).

To make the classification of EU countries based on their relationship to possible
support of aggressive tax planning activities more transparent and with the aim of
designing a uniform indicator to be used in the subsequent quantitative analysis, we
propose and design the FDIratio indicator. This indicator takes on the following
form4:

FDIratio ¼ FDIout=FDIinð Þ � FDIout ð1Þ

where
FDIin is the value of FDI carried out by foreign entities in the territory of a given
country and FDIout is the value of FDI carried out by tax residents of that country in
the territory of other states. Both values are reported as a % of GDP.

When ranking the EU countries according to the size of this indicator (see Fig. 3),
it is again possible to clearly identify three groups. The first group includes countries
with a very low value for this indicator (up to the value of 0.1), which may be
labelled net recipients of FDI. These are predominantly post-communist countries as
well as some less developed old EU Member States (Greece and Portugal). The
second group consists of countries with an indicator value of up to 1.0; these are
countries in which the volume of FDI placed abroad usually does not exceed 50% of
their GDP and the share of FDI received is somewhat lower. From the perspective of
our analysis, however, the most interesting group is the last group, for which the FDI
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Fig. 3 FDIratio indicator for EU Member States (OECD, own calculations)

4This indicator was first adopted in our paper Pavel and Tepperová (2020).
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indicator value is in excess of 1.0. These are countries in which the share of both
received and placed-abroad FDI exceeds 100% of GDP and in some cases is even
reported as a multiple of GDP. The highest value of the FDI indicator is calculated
for Cyprus, for which the volume of investments received and placed abroad
amounts to approximately ten times its GDP. The excessively high values of
received and placed-abroad investments are very difficult to explain by the factors
that according to most empirical analyses make countries attractive for FDI place-
ment. Rather, it may be assumed that the reason behind this phenomenon represents
factors related to aggressive tax planning (see Fig. 3).

Given the topic of the analysis, it is relevant to address the question of which
factors are responsible for higher values of the FDIratio indicator and whether these
factors relate to possible aggressive tax planning. A partial answer to this question is
provided by the results of the regression analysis presented in Table 2. Only the final
regression equation (thus containing only variables with statistically significant
regression coefficients) is presented, and it takes the following form:

FDIratioi ¼ β0 þ β1lnGDPTi þ β2lnGDPpppi þ β3Xi þ εi, ð2Þ

where FDIratio is the explained variable, and the explanatory variables are
represented in part by economic quantities describing the size (GDPT is GDP in
euros) and economic maturity (GDPppp is the level of GDP per capita in purchasing
power standards, where the average of the EU is 100) of the surveyed countries and
in part by variables that describe selected parameters of the tax system (the vector X).
These include the values of statutory rates, dividend tax rates and withholding tax
rates as well as dummy variables that indicate the presence of a certain type of
element that allows for aggressive tax planning (in this case, we made use of a set of
indicators presented by the European Commission 2017). A list of the indicators and
their descriptions is in the attachment to this chapter (Table 7), as well as descriptive
statistics of the nonbinary variables used (Table 8).

The model shows that high values of the FDIratio indicator correspond to rather
small (GDPT) though economically developed countries (GDPppp). Surprisingly, in
terms of the tax system’s parameters, the statutory corporate tax rates, the rate of
taxation of dividends paid to individuals and the existence and size of withholding
taxes are not of crucial importance (the coefficients for these variables were statis-
tically insignificant). However, two partial parameters of the corporate income tax
appear to be key. The first parameter is the possibility of tax income from royalties
by a specific tax-favourable regime (the so-called patent box), and the second factor
is the possibility of not considering locally incorporated firms as tax residents if their
central management and control are in another country. This element of the tax
system is used in the so-called two-tiered intellectual property aggressive tax
planning structure, which is based on the establishment of a company to which
intellectual property rights are transferred. The executive management is located in a
country where the taxation of income is zero or very low. The income of the
company from the provision of licences and sub-licences to other enterprises in
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the EU is then shifted to a zero- or low-tax country. This element is present only in
the tax system in Cyprus.

Therefore, it follows that the FDIratio indicator is impacted by factors related to
possible aggressive tax planning. This fact should be reflected in the structure of the
received FDI in individual countries; in terms of the country of origin, the structure
should skew in favour of countries with a high FDIratio score. The following
analysis examines the extent to which this also applies to post-communist countries.

To solve the first problem, we have prepared a regression analysis in which we
look for factors impacting the volume of FDI from EU Member States in the
10 surveyed post-communist countries. For the sake of clarity, we further present
only the reduced form of the model, which contains only variables with statistically
significant regression coefficients. The regression equation has the following
structure:

lnFDIij ¼ β0 þ β1 lnFDIratioi þ β2 lnGDPTi þ β3NEI þ εi, ð3Þ

where the stock of FDI from country i allocated to country j (FDI) represents the
response variable, FDIratioi is the value of the indicator FDIratio calculated
according to (1) for country i, GDPTi denotes the GDP in euros of country i, and
NEI is a binary variable that assumes the value of 1 when countries i and j are
adjacent to each other.

Given that we work with averages for the period 2014–2016, the structure of the
underlying data set is in the form of 10 cross-sectional units (post-communist
countries), each with 27 observations (investor countries). Therefore, to estimate
the model, we adopt a panel (cross-sectional) regression with fixed effects. The
results of the model estimation are presented in Table 3.

Table 2 Factors affecting FDIratio

Response variable: FDIratio
Parameter
(prob.)

Const. �8.7880
(0.0000)

lnGDPT �0.1945
(0.0021)

lnGDPppp 2.5833
(0.0000)

P17 (Patent Box) 0.7374
(0.0372)

P29 (no tax resident if the management in another country) 8.11
(0.0000)

R2 0.90

No. of observation 28

Note: p-values in parentheses
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The presented results show that post-communist countries tend to receive more
investment from large (GDPT) and neighbouring (NEI) countries. The positive
regression coefficient for the variable FDIratio confirms that the extent of FDI
increases with that variable’s growth. Therefore, it may be concluded that the
territorial structure of the source of investments is skewed in favour of countries
with high values of the FDIratio indicator, which are suspected of being used for
aggressive tax planning.5

3.3 Comparison of the Rate of Return

In itself, the link between the volume of investments placed and the FDIratio
indicator does not necessarily mean that the countries in question are used for
aggressive tax planning. To test this hypothesis, it is necessary to turn our attention
to an analysis of the rate of return. Proof of the existence of a negative relationship
between these two variables would be an indication that profit shifting does indeed
take place.

An analysis of this issue may be approached from several directions. The first
option is an analysis using the average rate of return on FDI in individual post-
communist countries and a comparison based on the FDIratio indicator of the source
countries, weighted by the share of their investment in the total FDI of the given
country. The rate of return is calculated as the share of paid dividends and retained

Table 3 Factors affecting the
volume of FDI with a focus on
the investor country

Response variable: lnFDI
parameter
prob.

Const. �7.8520
(0.0003)

FDIratio 0.7186
(0.0000)

lnGDPT 0.9977
(0.0000)

NEI 2.7068
(0.0001)

R2 0.62

No. of observation 264

Note: p-values in parentheses

5In Pavel et al. (2020), we performed an analysis of the factors impacting the allocation of FDI in
post-communist countries, focusing on the tax system of the investor’s country but without
adopting the FDIratio indicator. The results confirm geographical proximity as a significant factor
as well as the presence of the following elements in the tax system of the investor’s country: the
possibility of using SPE, a withholding tax on interest income, a patent box and not considering
locally incorporated firms as tax residents if their central management and control are in another
country.
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earnings in the total volume of the investment. Both variables in the numerator are
thus representative of the profit that has been taxed in the recipient’s country.

Provided that investments from countries with a higher FDIratio indicator show,
on average, lower rates of return, there should be an inversely proportional relation-
ship between the average rate of return on all FDI in the given country and the
FDIratio indicator of the investor countries, weighted by the share of individual
investments in the total FDI of the given country.6

Figure 4 shows the relationship between the above two quantities; to enhance
clarity, the points are connected with a regression line. Its slope confirms the
inversely proportional relationship, which is also in line with the value of the
correlation coefficient (�0.74). The rate of return on FDI in countries with higher
investment from countries with a high FDIratio indicator is indeed lower.

Further confirmation of the above relationship can also be obtained by estimating
a regression model of the following form:

lnRoRij ¼ β0 þ β1FDIratioi þ εi, ð4Þ

where the rate of return on FDI from country i allocated to country j (RoRij)
represents the response variable, and the FDIratioi indicator of country i is the
explanatory variable.

The results of the model presented in Table 4 once again confirm the inversely
proportional relationship between the two quantities, although the regression

y = -0.0393x + 0.1429
R² = 0.5467
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Fig. 4 Relationship between the weighted FDIratio indicator of source countries and the rate of
return on FDI

6A similar approach to this analysis is adopted in, e.g., Janský and Palanský (2019).
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coefficient is now significant at only a 10% level of significance. The rate of return
therefore decreases with the indicator’s growth, which in fact confirms the hypoth-
esis of possible aggressive tax planning.

3.4 Excessiveness of Selected Cross-border Payments

The reduction in tax bases in the country of investment generates higher costs than
would otherwise be the norm. However, most countries oppose this situation and
adopt various rules to ensure that foreign input prices do not become inflated.
Nevertheless, there are already several channels for which this can be ensured only
partially. These are interest payments, licence (royalty) fees and payments for
consulting services. For all these items, it is very difficult to determine comparable
prices; the only exception is perhaps the portion of interest payments to related
persons, for which a number of states have adjusted their regulations (in terms of the
extent of tax deductibility).

To determine whether in these three items result in higher-than-usual payments to
countries with high FDIratio indicator values, three models were estimated with the
following explanatory variables: payments for royalties (ROY), payments for con-
sulting services (SER) and interest payments (INT). The final regression equation has
the following form (here, for payments for royalties; the structure of the regression
equations for the other two cases is similar).

lnROYij ¼ β0 þ β1 lnFDIratioi þ β2 lnGDPTi þ β3NEI þ εi, ð5Þ

where the value of payments for royalties from country i to country j (ROYij)
represents the response variable, and the FDIratioj indicator of country i is the
explanatory variable. FDIratioi is the value of the indicator FDIratio calculated
according to (1) for country i, GDPTi denotes GDP in euros in country i, and NEI
is a binary variable that assumes a value of 1 when countries i and j are adjacent to
each other.

The results of the regression analysis are presented in Table 5. All three types of
payments show that they are directed more towards neighbouring countries (NEI),
economically larger countries (GDPT) and countries with a higher value of the

Table 4 The relationship
between the rate of return and
the FDIratio indicator

Response variable: lnRoR
Parameter
prob.

Const. �2.7794
(0.0000)

FDIratio �0.0714
(0.0930)

R2 0.15

No. of observation 222

Note: p-values in parentheses
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FDIratio indicator. This factor is most significant for royalties and interest payments,
suggesting that these two channels are key to aggressive tax planning. A limitation of
the performed analysis is the fact that this type of profit shift can be more compli-
cated. For example, a new company may be established in a tax location other than
the source of the investment to collect payments for royalties, consulting services
and interest. Its profits can be transferred to the final jurisdiction (even through
additional intermediaries). However, existing macroeconomic data do not correctly
capture these more complex types of transactions.

3.5 Estimation of the Extent of Profit Shifting

In the previous section, it was established that the data from balances of payments
and the investment positions of individual countries indeed point towards a shift in
profits from post-communist countries into other EU countries. In particular, this is
reflected in the fact that the return on investments from countries with high FDIratio
values is on average lower than that on investments from the countries with lower
values for this indicator and is furthermore reflected by the reality that a higher
volume of interest payments, royalties and management consulting services flows to
these countries.

The results of the regression analyses undertaken may be used to estimate the
extent of the volume of profit shifts from the 10 post-communist states into other EU
countries. To this end, we adopt estimated regression equations for individual
models, notably considering the regression coefficients for the FDIratio indicator.
The calculation procedure is based on the following steps (we start with the method
for the rate of return).

Based on the estimated regression equations, we calculate equalised values for the
rate of return on investments from all of the post-communist countries. Subse-
quently, values for the rate of return that correspond to the values of the FDIratio

Table 5 Factors affecting
royalty fees, interest payments
and payments for consulting
services

Response variable:

lnROY
parameter
prob.

lnSER
parameter
prob.

lnINT
parameter
prob.

Const. �6.37765
(0.0005)

�5.26543
(0.0007)

�2.75457
(0.0344)

lnFDIratio 0.294800
(0.0005)

0.0930947
(0.0930)

0.250092
(0.0005)

lnGDPT 0.614350
(0.0002)

2.5833
(0.0000)

0.422509
(0.0010)

NEI 1.28660
(0.0004)

2.08535
(0.0000)

1.16264
(0.0004)

R2 0.54 0.59 0.54

No. of observation 228 262 184

Note: p-values in parentheses
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indicator for Germany, specifically 0.66, are calculated. Germany was chosen for
two reasons. First, it is a major investor in the post-communist countries for which
there is usually no evidence of being used for any significant aggressive tax
planning. Furthermore, the value of 0.66 corresponds to the average FDIratio
indicator’s value for the part of the EU Member States that neither belong to the
group of net beneficiaries nor report overly high FDI ratio values.

The difference between the two calculated rate of return values (equalised and
with the indicator’s value set at 0.66) indicates the extent to which the rate of return
that corresponds to a high FDIratio country is lower than usual. If this percentage is
multiplied by the level of FDI that flows from the given country into the territory of
the recipient country, we obtain an estimate of the extent of shifts in tax profits. For
better comparability, we converted these figures into the percentage share in GDP.
The results are shown in Fig. 5.

The average extent of the estimated profit shits from post-communist countries to
other EU Member States is approximately 0.35% of GDP, with significantly higher
values estimated for the Czech Republic (more than 0.9% of GDP) and Hungary
(0.8% of GDP). On the opposite side, i.e., countries with relatively low estimated
profit shifts, ranks Slovenia (only 0.05% of GDP) and Romania (0.12% of GDP).

The application of the second approach (i.e., through the flow of payments for
royalties, consulting services and interest payments) is analogous. Based on the
estimated regression equations, equalised values were calculated for the respective
cross-border payments between the two corresponding countries. Furthermore, the
same equation was applied, but the FDIratio indicator for the investor’s country was
replaced with the value corresponding to Germany, i.e., 0.66. The results were
subtracted, and if the value equalised with the original data was higher than the
value equalised using the FDIratio value of 0.66, the difference was taken as an
estimate of an excessive shift in profits. Finally, the calculated values were once
again converted to % shares in GDP.
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Fig. 5 Estimation of the extent of profit shifting (as a % of GDP) using the rate of return method
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In presenting the results of the calculations, Fig. 6 suggests that the key channels
for profit shifting are interest payments and royalties, while the importance of
payments for consulting services is relatively limited. The chart also shows that
the extent of shifts through these three channels varies among the post-communist
states. In the case of the Baltic States, profit shifting can be defined as relatively
insignificant since our estimates point to a shift of approximately 0.1% of GDP. For
the other countries, however, the estimated extent of relocation is more than double
that of the Baltic States. Our model estimates the highest values for Hungary, where
the figure stands at more than 0.45% of GDP; another country with an estimate
significantly above average is Bulgaria (0.38% of GDP).

In the case of Hungary and Bulgaria, the most important channel for the outflow
of profits is interest payments. This is probably because the tax systems in both
countries also allow for tax base deductions of the usual interest on interest-free
loans. This element is not present in the tax systems of other countries.
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Fig. 6 Estimate of the extent of profit shifting (as a % of GDP) due to overpayments for royalties,
interest and consulting services

108 J. Pavel and J. Tepperová



Following the estimation of the extent of profit shifting, it is possible to proceed to
the final part of our analysis, which is the quantification of the impact of profit
shifting on the tax revenues of individual countries. The estimated extent to which
profits were shifted is multiplied by the applicable corporate income tax rate for the
given country. The results of both approaches are summarised in Fig. 7, where the
data are presented as a % of GDP.

According to our estimates, the loss of corporate tax revenues amounts on
average to approximately 0.05% of GDP. Significantly higher values are reported
for Hungary (using both methods) and the Czech Republic (though using only the
rate of return method).

Figure 8 relates our results to corporate tax revenues and thus shows by how
many percent such revenues are probably lower as a result of these processes. In
most countries, this loss amounts to no more than 3% of total revenues. The highest
loss is once again found in the case of Hungary, where the first type of estimate
points to an approximately 10% drop, and the second, to an approximately 5% drop.

Compared to the results of existing studies, the estimated results presented here
are lower (see Table 6). However, most of the analyses performed so far work for a
wider set of states and are not limited to post-communist states. Moreover, we have
worked only with investor countries from the EU. Figure 9 shows the share of EU
country FDI in total FDI invested in the analysed post-communist countries. With
the exceptions of Hungary and Slovenia, the share is above 50%, while for the Czech
Republic, Poland, Slovakia, Estonia and Lithuania, this indicator stands at over 80%.
For these countries, the estimated profit shifts are likely very close to the actual
figures.
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Fig. 7 Estimate of the reduction in tax revenues (as a % of GDP) due to profit shifting
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4 Conclusions

Estimates of the extent of aggressive tax planning may be calculated in a number of
ways. Some of these methods work with macroeconomic data from the balances of
payments and investment positions of individual countries. Their essence is based on
the assumption that if the given country stimulates or does not prevent aggressive tax
planning, this fact will be reflected in an excessive amount of some types of cross-
border financial flows and lower rates of return on foreign direct investment.

This chapter has focused on analysing the situation in 10 post-communist EU
countries, while the extent of profit shifting was estimated using two methods—an
analysis of the rate of return and the identification of overpayments for royalties,
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Fig. 8 Estimated reduction in corporate income tax revenues, % of revenue

Table 6 Estimates of the impact of profit shifting on tax revenues (Janský and Palanský 2019)

Source Estimated loss of tax revenue as a % of GDP

Clausing (2016) 0.48

Janský and Palanský (2019) 0.26

Cobham and Janský (2018) 0.15

Cobham and Janský (2019) 0.21

Tørsløv et al. (2018) 0.26
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consulting services, and interest payments. To carry out the estimations, countries
that may be assumed to facilitate aggressive tax planning were identified. It was
established that the characteristic feature of these countries is a high volume of
foreign direct investment both received and placed in other countries. Among EU
countries, these are mainly Cyprus, Malta, Luxembourg, and the Netherlands.

The analysis undertaken showed that in terms of their origin, foreign direct
investments into post-communist countries are biased in favour of the
abovementioned countries. At the same time, the rate of return on foreign direct
investment from these countries also exhibits lower values than that on investments
from other countries. This confirms the hypothesis that they are used for purposes of
aggressive tax planning. A similar conclusion has also been reached through an
analysis of the extent of cross-border interest payments, royalties, and consulting
services. The analysis showed that these payments are skewed in favour of the
abovementioned countries. The effect is most pronounced for interest and royalty
payments.

Using the above results, we estimated the extent of profit shifting from the
10 post-communist countries to other EU states. The results show that, on average,
the extent of these shifts amounts to 0.2% of GDP, and losses in corporate tax
revenues are approximately 0.05% of GDP. However, rather significant differences
may be detected among the individual countries. In the case of the Baltic States,
estimates show relatively little tax profit shifting to the EU states, while the extent of
such shifting is highly above average in the case of Hungary and the Czech Republic.

Acknowledgement This chapter is the result of GA ČR No. 18-14082S “Fair corporate taxation:
Measurement of the impact of corporate profit shifting on the budget of the Czech Republic”.
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Annexure

Table 7 Description of ATP indicators (European Commission 2017)

Category
Indicator
Number Subject Category

Dividends
received

P1 Too generous tax-exemption of dividends received Passive

Dividends paid P2 No withholding tax on dividends paid (absent under
domestic law)

Passive

P3 No withholding tax on dividend equivalents (e.g.,
buy-back of shares)

Passive

P4 No beneficial-owner test for reduction of withholding
tax on dividends

LoA-A

P5 Tax deduction for dividends paid Active

Interest income P6 Income from certain hybrid instruments non-taxable LoA-A

P7 No deemed income from interest-free loans
(non-arm’s length transactions)

Active

Interest costs P8 Tax deduction for intra-group interest costs Passive

P9 Tax deduction does not depend on tax treatment in the
creditor’s state

LoA-A

P10 Tax deduction allowed for deemed interest costs on
interest-free debt

Active

P11 No taxation of benefits from interest-free debt LoA-A

P12 No thin-capitalization rules LoA-A

P13 No interest-limitation rules LoA-A

P14 No withholding tax on interest payments (absent under
domestic law)

Passive

P15 No beneficial-owner test for reduction of withholding
tax on interest

LoA-A

Allowance for
equity capital

P16 Notional interest deductions for share capital Active

Royalty or
other IP
income

P17 Patent box or other preferential tax treatment of
income from IP

Active

P18 No taxation of capital gains (fair market value) upon
transfer of IP

Passive

Royalty or
other IP costs

P19 Tax deduction for intra-group royalty costs Passive

P20 No withholding tax on royalty payments (absent
according to domestic law)

Passive

P21 No beneficial-owner test for reduction of withholding
tax on royalty

LoA-A

P22 R&D tax incentive also obtainable for costs that are
reimbursed

Passive

Group taxation P23 Group taxation with acquisition holding company
allowed

Passive

CFC Rules P24 No CFC rules LoA-A

(continued)
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Table 7 (continued)

Category
Indicator
Number Subject Category

Foreign legal
entities

P25 Tax qualification of foreign partnership does not fol-
low that of the foreign state

Passive

P26 No rule to counter a mismatch in the tax qualification
of a domestic partnership between own state and a
foreign state

LoA-A

P27 No rule to counter a mismatch in tax qualification of a
domestic company between own state and a foreign
state

LoA-A

Tax-free
company

P28 Zero corporate tax rate Active

P29 Locally incorporated company not a tax-resident if
management/control is in another state

Active

Ruling
practices

P30 Unilateral ruling on, e.g., interest spread or royalty
spread can be obtained

Passive

P31 Excess profits rulings Active

GAAR/SAAR P32 No general or specific anti-avoidance rules to counter
the model ATP structures

LoA-A

Other themes P33 Any other significant ATP indicator to be identified by
national tax experts

Note: Indicators are marked as active if they promote tax planning structures or passive if they make
tax planning structures possible but do not promote such structures by themselves. Lack of anti-
abuse (LoA-A) is when there are missing rules that could hinder aggressive tax planning as such

Table 8 Nonbinary variables used in the regression analyses and their descriptive statistics (basic
information)

Variable Description Source Mean
S.
D. Min Max

lnFDI FDI stock Eurostat 5.44 2.79 �2.30 10.45

FDIratio FDI ratio own
calculations

1.12 2.01 0.00 9.56

lnFDIratio FDI ratio own
calculations

�1.88 2.77 �10.08 2.26

lnGDPT GDP in euros Eurostat 12.11 1.55 9.23 14.97

lnGDPppp GDP per capita in Purchasing
Power Standards (PPS)
expressed in relation to the EU
average, set to equal 100

Eurostat 4.53 0.36 3.89 5.55

lnROY Payments for royalties in
euros

Eurostat 0.86 2.14 �3.91 5.885

lnSER Payments for consulting ser-
vices in euros

Eurostat 1.867 2.04 �3.91 6.487

lnINT Interest payments in euros Eurostat 2.21 1.79 �1.71 6.56

lnRoR Rate of Return own
calculations

�2.87 0.94 �9.28 �0.69
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Abstract This segment of the book contains an analysis of profit shifting and tax
base erosion together with an estimation of the corporate tax revenue losses in
11 post-communist EU countries, namely Bulgaria, the Czech Republic, Croatia,
Hungary, Estonia, Latvia, Lithuania, Poland, Romania, Slovenia and Slovakia. To
solve this problem, a microeconomic approach and data from the ORBIS database
are used. From a micro-perspective, this research allows the determination of pre-tax
income sensitivity to tax rate differentials and the identification of profit shifting
channels and corporate tax revenue losses based on the construction of a set of
financial indicators together with the fulfilment of conditions. The indicator system
that is suitable for various optimization strategies allows us to further categorize the
various types of tax havens and to determine what kind of channels are predomi-
nantly used to move the tax bases from post-communist EU countries. The analysis
showed that post-communist EU countries play an important role in the aggressive
tax planning structures (ATPS).

M. Dobranschi · V. Solilová (*) · M. Litzman · D. Nerudová
Faculty of Business and Economics, Mendel University in Brno, Brno, Czech Republic
e-mail: marian.dobranschi@mendelu.cz; veronika.solilova@mendelu.cz;
marek.litzman@mendelu.cz; danuse.nerudova@mendelu.cz

© The Author(s), under exclusive license to Springer Nature Switzerland AG 2021
D. Nerudová, J. Pavel (eds.), Profit Shifting and Tax Base Erosion, Contributions to
Finance and Accounting, https://doi.org/10.1007/978-3-030-74962-0_5

115

http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-74962-0_5&domain=pdf
mailto:marian.dobranschi@mendelu.cz
mailto:veronika.solilova@mendelu.cz
mailto:marek.litzman@mendelu.cz
mailto:danuse.nerudova@mendelu.cz
https://doi.org/10.1007/978-3-030-74962-0_5#DOI


1 Introduction

The previous chapters presented, among other things, the results of studies that are
based on the microeconomic approach and predominantly grounded on the analyses
of company data. As current techniques of profit shifting and tax base erosion are
very diverse, MNEs can apply many different ATP strategies and ATPS.

The relevance of studies on profit shifting and tax base erosion significantly
increased after 2009, when following the global financial crisis, states were forced
to find other revenue sources. Until the worldwide crisis occurred, tax optimization,
including ATP strategies and ATPS, was tolerated or even supported as an important
economical driving force (Jareš 2014). However, since 2013, when the BEPS project
started, OECD (2013) has emphasized that tax base erosion poses a risk to tax
revenue, tax sovereignty and tax fairness across OECD countries and non-OECD
countries alike. Moreover, since 2015, anti-abuse measures have been discussed and
introduced in many countries, such as the ATAD directive in the EU.

Based on the government’s responses to the ATP strategies used and ATPS in the
form of amendments in the corporate tax system, we are able to distinguish the
responses of MNEs. Specifically, if the CIT rate is changed, the response of MNEs is
real in the form of the movement of assets, employment and economic activities, as
there is strong sensitivity to CIT rate changes. However, if there are amendments in
the taxation of corporate income (i.e., new anti-abuse measures introduced), the
responses of MNEs are through financial tools via transfer pricing, location of
royalties, intangibles, etc. Therefore, according to the categorization of the profit
shifting techniques, the different channels through which MNEs can shift taxable
profits to gain tax advantages can be distinguished. Among these, the channels
typically used in rank order are the following: the debt channel, the transfer pricing
channel and the IP profit shifting channel.

The most important contributors not only with respect to profit shifting tech-
niques but also from the micro-based data perspective are Hines Jr and Rice (1994)
and Grubert and Mutti (1991), who first focused on the determination of profit
shifting and tax base erosion. Hines Jr and Rice (1994) estimated profit shifting
and tax base erosion according to “true” and “shifted” income through tax differen-
tials. Another methodologic approach introduced by Grubert and Mutti (1991) is
presented through discrepancy by comparing the selected financial indicators of
MNEs with a peer group not having any link with tax havens or with preferential tax
regimes. This approach was further developed by Fuest and Riedel (2012). However,
different ATP strategies can be researched by using the appropriate data sets. Thus,
data availability predetermines to a great extent the methodology used more than
does the development of new methods of examining profit shifting.

The researchers examining profit shifting and tax base erosion have presented
empirical studies estimating corporate tax revenue losses. The OECD (2015) under-
lines that the overall BEPS magnitude is significant and translates into annual losses
of 4–10% of CIT revenues or USD 100 to 240 billion. However, post-communist
countries have been the focus of only a few studies, such as Moravec et al. (2019),
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Janský (2018), Janský and Kokeš (2015, 2016) (in the case of the Czech Republic),
Ištok and Kanderová (2019a, b), Khouri et al. (2019) (in the case of the Slovak
Republic), and Nerudová et al. (2020a) (in the case of the Visegrad countries).

1.1 Methodology and Data Description

In this chapter, we analyse the occurrence of profit shifting and corporate tax revenue
losses in CEE EU countries, particularly 11 post-communist countries—Bulgaria,
the Czech Republic, Croatia, Hungary, Estonia, Latvia, Lithuania, Poland, Romania,
Slovenia and Slovakia. From a micro-data perspective, two methodological
approaches were adopted to identify the extent of profit shifting and tax revenue
losses:

• estimation at the level of “true” and “shifted” profit based on the tax differentials
according to the amended Hines and Rice methodology; and

• identification of discrepancy, i.e., differences in financial indicators and in pre-tax
income between the control group (national companies) and the treatment group
(MNEs), based on the methodologies of Grubert and Mutti (1991), Fuest and
Riedel (2012) and Janský and Kokeš (2015, 2016).1

According to the first approach,2 we collected company-level data (over 350,000
foreign-owned companies based in CEE EU countries) from the ORBIS database
(latest update June 2017) for the 2009–2017 period. To conduct research between
sister companies on the sensitivity of pre-tax profits to tax differentials, we used an
econometric model similar to the Hines-Rice model. We determine the tax differen-
tial as the difference between the statutory CIT rates faced by subsidiaries and the
average CIT rate faced by sister companies sitting in tax haven countries and by
sister companies sitting in EU27 countries. We focused separately on the tax
differential with the sister companies sitting exclusively in the EU243 and tax
haven countries.4

1Further also used in Desai et al. (2006a, b), Maffini (2009), Egger et al. (2010) focusing on the
developed world.
2The methodology in detail is presented in “Methodological Approaches to the Measurement of
Profit Shifting and Tax Base Erosion”.
3Austria, Belgium, Bulgaria, Cyprus, Croatia, Denmark, Estonia, Finland, France, Greece, Ger-
many, Hungary, Italy, Malta, Latvia, Lithuania, Poland, Portugal, Romania, Slovenia, Slovakia,
Spain, Sweden and the United Kingdom.
4According to studies of OECD (1998), Gravelle (2015) and Cobham et al. (2015), we build a group
of world tax haven countries. The aforementioned countries are classified as tax haven countries due
to a combination of OECD (1998) criteria and Cobham et al. (2015) high financial secrecy criteria.
Tax havens include the following countries: Anguilla, Antigua and Barbuda, Aruba, Bahamas,
Barbados, British Virgin, Cayman Islands, Dominica, Grenada, Montserrat, Netherlands Antilles,
St. Kitts and Nevis, St. Lucia, St. Vincent and Grenadines, Turks and Caicos, U.S. Virgin Islands,
Belize, Costa Rica, Panama, Hong Kong, Macau, Singapore, Andorra, Channel Islands (Guernsey
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We applied the panel data of a multivariate OLS regression, in which the main
dependent variable of our econometric analysis is pre-tax profit5 and the main
independent variable is the tax differential. As additional explanatory variables, we
applied the company’s fixed assets as a proxy for capital and the cost of employees
as a proxy for labour and material costs. Furthermore, we also use country-specific
factors, which we consider to be relevant in influencing the level of pre-tax profits
reported by foreign-owned companies based in CEE-EU. Therefore, we use yearly
GDP per capita in PPP units, the Corruption Perception Index (CPI), population and
the unemployment level. Our expectations regarding the estimates obtained by using
a panel data OLS regression are as follows: the main independent variables should
have a negative impact on reported pre-tax profits. This expectation is justified by the
fact that mainly due to tax differences, MNEs are incentivized to shift profits from
high- to low-tax countries. Moreover, the capital and labour explanatory variables
should have a positive effect on pre-tax profits as well as economic growth and CPI.
We expect unemployment to have a negative impact on the pre-tax profits reported
by foreign-owned companies based in some CEE-EU countries.

Furthermore, we also applied a multilevel (mixed effects) model that takes into
account the cross-sectional and industry-specific effects on profit shifting behaviour
in CEE EU countries. One of the most important advantages of hierarchical or mixed
effects models is that they allow the slopes to vary across different industries6 and
employ a probabilistic weighting.

Finally, to estimate the amount of profits shifted from CEE EU countries to tax
havens and EU24 countries, we use the formula proposed by Weichenrieder (2009)
and later by Godar (2018), in which the amount of profit shifting equals the
aggregated net of tax profits reported by foreign affiliates based in each CEE EU
country multiplied by the tax differentials to tax havens and EU24 countries and the
semi-elasticity coefficient determined according to the previous equations.

According to the second approach,7 from the ORBIS database (update number
173 of 18 June 2018), we derived for a five-year (2013–2017) period, company-level
data regarding MNEs with global ultimate owners (GUOs) in the world and having
associated enterprises or affiliates in the CCE-EU and in the rest of the world.
Moreover, MNE groups were split into groups having effective CFC rules in the
headquarters country and groups without effective CFC rules in the headquarters
country. Our key strategy is based on Grubert and Mutti (1991) and Fuest and Riedel

and Jersey), Cyprus, Gibraltar, Isle of Ireland, Liechtenstein, San Marino, Maldives, Mauritius,
Seychelles, Bahrain, Jordan, Lebanon, Bermuda, Cook Islands, Marshall Islands, Samoa, Nauru,
Niue, Tonga, Vanuatu and Liberia. To this list, we add Luxembourg, Malta, Monaco, Switzerland
and Netherlands.
5As a robustness check, we replaced pre-tax profit with earnings before interest and taxation.
6In the Eq. 14, we use the Nomenclature of Economic Activities classification (NACE) by which all
industries are included in our analysis. See “Methodological Approaches to the Measurement of
Profit Shifting and Tax Base Erosion”.
7The methodology in detail is presented in “Methodological Approaches to the Measurement of
Profit Shifting and Tax Base Erosion”.
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(2012). Similar to the study of the European Commission (2017), we distinguish
within MNE groups three types of entities that can be included in the ATPS: target
entities,8 lower-tax entities9 and conduit entities.10

For the purpose of the identification of target, lower-tax and conduit entities, we
applied a multi-criteria model. In the model, the general conditions were first set at
the group level, and second, the specific conditions for the identification of the role
were set at the level of subsidiaries/entities.11 Finally, the combination of all criteria
was considered with the final identification of the role. For example, a lower
consolidated tax burden together with a gap between consolidated pre-tax profitabil-
ity and consolidated operating profitability (via earnings before interest and taxation,
hereinafter EBIT) should reflect that ATPSs are successfully implemented in an
MNE group. Furthermore, the existence of non-effective CFC rules in the headquar-
ters country and a zero CIT rate or lower CIT rate (at least five percentage points) for
subsidiaries are other important requirements for successful ATPS. In addition, the
comparison between pre-tax profitability and operating profitability allows us to
identify whether MNEs are able to reduce pre-tax profits through financial trans-
actions more than a peer group, i.e., the domestic entities in the same industry.12

The identification of lower-tax entities or target entities is based on two compar-
isons. The first is at the level of the MNE group; at this level, the 5-year average
pre-tax (operating) profitability of a subsidiary (entity) is compared with the 5-year
average pre-tax (operating) profitability of the MNE group as a whole. The second is
at the level of the peer group; at this level, the 5-year average pre-tax (operating)
profitability of a subsidiary (entity) is compared with the 5-year average pre-tax
(operating) profitability of the peer group. A similar approach was applied for the
other indicators, such as financial profitability, interest payments, debt share and
non-bank liabilities. According to this approach, the lower-tax entity should report

8A target entity is an entity in the multinational group that has its tax base reduced as a result of
aggressive tax planning. Moreover, at least one lower entity must be determined for the identifica-
tion of a target entity within an MNE group. For further details, see the European
Commission (2017).
9A lower-tax entity is an entity in the multinational group that has its tax base increased as a result of
aggressive tax planning, but the base is taxed at a lower tax rate. Moreover, at least one target entity
must be determined for the identification of a lower-tax entity within an MNE group. For further
details, see the European Commission (2017).
10A conduit entity is an entity in the multinational group that does not see its tax base significantly
affected, but this entity is needed for the aggressive tax planning structure. A conduit entity cannot
be identified as either the target or lower-tax entity. Moreover, at least one target entity must be
determined to identify a conduit entity within an MNE group. For further details, see the European
Commission (2017).
11See Tables 1 and 2 in “Methodological Approaches to the Measurement of Profit Shifting and Tax
Base Erosion”.
12An industry is classified based on the NACE codes between A and S, except C (Manufacturing)
and M (Professional services), for which two-digit codes were used. Further, at least 20 entities with
sufficient economic data for each industry classification were considered, and five-year averages
were applied.
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higher entity pre-tax (operational) profitability, which is taxed at a lower CIT rate
than the average CIT rate for the group. To identify base erosion or profit shifting via
debt instruments in the MNE group, the lower-tax entity should also report higher
entity financial profitability, lower interest payments, a lower debt share or lower
non-bank liabilities. This is in contrast to the case of the target entity, for which
lower values of the researched indicators are reported together with the taxation of its
pre-tax profit at a higher CIT rate than the average CIT rate for the group.

Finally, after the identification of the ATPS and particular channels, following
Fuest and Riedel (2012), Janský and Kokeš (2015, 2016) and Nerudová et al.
(2020b), the estimation of profit shifting and tax base erosion was performed through
the comparison of a tax payable per unit of profits between the peer groups and the
entities belonging to the MNE group. The derived negative differences in the tax
payable per unit of profit (5-year average) were applied to enable the adjustment of
the reported profit before tax and EBIT. Then, the estimated base erosion and profit
shifting for each CEE-EU country were recalculated through the application of the
CIT rate to the corporate tax revenue losses.

1.2 Determination of Profit Shifting and Tax Base Erosion:
Post-Communist Countries: First Methodological
Approach via Tax Differentials

Initially, the summary statistics of the panel data used to run the classical OLS
regression and multilevel mixed effects model are presented in Table 1. The average
statutory CIT rate in CEE EU countries is close to 17.45% on annual basis, while the
average CIT rate in the rest of the EU24 countries is approximately 5.10% higher.
From the profit shifting standpoint, the CEE EU countries are in a tax advantageous
position. At first glance, one can assume that the tax rate difference represents the de
facto context, in which MNEs are incentivized to shift profits to CEE EU countries
due to the relatively low CIT rate in comparison with that of other EU countries.
Therefore, we consider it necessary to present a detailed distribution of statutory CIT
rates across the CEE EU countries as averages across the 2009–2017 period.

As shown in Table 2, the lowest average CIT rate is found in Bulgaria, with only
10%, and the highest CIT rates are in Estonia and Slovakia, in which the rates in both
countries exceed the 20% threshold. The average CIT rate in the EU24 countries is
considerably higher than that in each CEE EU country; therefore, the resulting tax
differential takes negative values. This means that foreign owned companies based
in CEE EU countries have a tax advantage when compared with their sisters based in
the other EU countries. The situation is significantly different when we compare the
differences between the CEE EU countries’ CIT rate and the average CIT rate in tax
haven countries. The average CIT rate of sister companies based in tax havens is
14.24% or 3.22% lower than the average CIT rate in the CEE EU. This means that
considering only the tax differentials, there is a clear incentive to shift profits from
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CEE EU countries to tax havens. Bulgaria is the only CEE EU country that has a
lower CIT rate than the average CIT rate in the tax havens. In the rest of the CEE EU
countries, the tax differential in the tax havens has a positive value, reflecting the fact
that there is an incentive to shift income to tax havens due to their relatively low
statutory corporate income tax rates.

OLS Panel Data Regression Model

The OLS panel data regression helps us to estimate the semi-elasticity to tax
differentials, of the profits before taxation. The main independent variables that are
of interest besides the other included regressors are the two tax differentials: the tax
differential to the sister companies based in tax haven countries and the tax differ-
ential to the sister companies based in the EU24 countries, namely, tax_dif_haven
and tax_dif_EU24, respectively. For the purpose of a robustness check of our model,
we replace the dependent variable of pre-tax income with EBIT. The results of the
OLS panel data regression are shown in Table 3. The tax differential independent
variables are statistically significant and have a negative impact on the profits before
taxation and EBIT. This is the first sign that indicates that foreign owned companies
based in the CEE EU engage in profit shifting due to tax difference incentives. The

Table 1 Summary statistics (own compilation based on ORBIS database)

Variable
Obs.
(No.) Mean Std. Dev. Min Max

Profit before
taxation

mil.
EUR

3,210,010 0.090 4.317 0 2450

EBIT 3,210,010 0.074 3.589 0 2530

Fixed assets 3,210,010 0.607 35.8 �57 19,700

Cost with
employees

3,210,010 0.185 2.824 �234 865

Cost with materials 3,210,010 0.786 19.9 �181 7420

Statutory CIT rate % 103,581 17.45 2.53 9 23

Average CIT rate in
EU24

103,581 22.56 0.48 21.39 23.10

Average CIT rate in
tax havens

103,581 14.24 0.31 13.39 14.80

Tax differential to
tax havens

103,581 3.22 2.54 �4.47 8.56

Tax differential to
EU24

103,581 �5.10 2.55 �13.10 0.25

GDP per capita
(in PPP)

EUR 3,210,010 19,593.78 3767.14 10,600 26,400

Unemployment % 3,210,010 5.50 1.92 2.7 12.6

CPI 3,210,010 51.95 9.48 33 69

Population No. 3,210,010 12,500,000 12,400,000 1,314,870 38,100,000

Note: CIT rates are presented in %, and the rest of the data is presented in absolute values

Economic Analysis from the Micro-Perspective 121



main input variables, such as fixed assets, which is used as a proxy for capital, and
cost with employees, which is used as a proxy for labour and material costs, are
statistically significant in all four regressions and have a positive impact on the
pre-tax income as well as on EBIT. Since the regression is on the log-level between
profits before taxation and the independent input variables, the estimates can be
interpreted as elasticities. For example, a 1% increase in labour is associated with a
0.36% increase in pre-tax income.

Looking at the second half of Table 3, we did not find significant differences by
switching between pre-tax income and EBIT as dependent variables. Consequently,
our model proves to withstand the robustness test. With respect to country-specific
variables, such as GDP per capita and unemployment, we find that these exogenous
factors are not statistically significant in our model. However, according to estimates
presented in Table 3, population and CPI tend to have a positive and statistically
significant impact on pre-tax income reported by the foreign affiliates in CEE EU
countries. These results meet our expectation, especially in the case of CPI, which
has a positive impact on profits before taxation. Consequently, if the corruption level
decreases in CEE EU countries, profit shifting tends to decrease, and foreign-owned
companies will report more pre-tax income.

Special care should be dedicated to the log-level regression. Since the main
independent variables, namely, tax_dif_haven and tax_dif_EU24, take negative
values, we cannot transform them in logarithm format. Therefore, the OLS panel
data regression estimates the semi-elasticity of pre-tax profits to tax differentials, as

Table 2 Average statutory corporate income tax rates in CEE EU and tax differentials between
2009–2017

Country

Foreign owned
companies based in
the CEE EU

Sister companies from the same
MNE group Differences

Average statutory
CIT rate

Average
statutory CIT
rate in tax
havens

Average
statutory CIT
rate in EU24

Tax
differential
tax havens

Tax
differential
EU24

%

Bulgaria 10.00 14.09 23.02 �4.09 �13.02

Croatia 20.00 14.15 21.77 5.85 �1.77

Czechia 19.11 14.63 22.64 4.48 �3.53

Estonia 20.67 14.22 22.60 6.45 �1.93

Hungary 17.56 13.75 21.87 3.81 �4.31

Latvia 15.00 14.70 22.78 0.30 �7.78

Lithuania 15.56 14.18 22.81 1.38 �7.25

Poland 19.00 14.45 22.64 4.55 �3.64

Romania 16.00 14.50 22.77 1.50 �6.77

Slovakia 20.67 14.35 22.66 6.32 �1.99

Slovenia 18.44 13.62 22.57 4.82 �4.13

Average 17.45 14.24 22.56 3.22 �5.10
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shown in Table 3. At first glance, keeping all other variables constant, we can
interpret that a one-unit increase in the tax differential to the tax haven will decrease
the profits before taxation reported in CEE EU by 4.68%. To analyse in detail the
sensitivity of profits before taxation, we predict the marginal effect of tax differen-
tials on pre-tax income (Eq. 15). Since our model follows a log-level regression, the
interpretation should follow Eq. 16.

Based on the (Eqs. 15 and 16), we obtain a marginal effect of �0.003762, which
means that a one-unit increase in the tax differential is associated with a 0.3762%
decrease in profits before taxation. Consequently, if the tax haven countries in which
the sister companies are based would introduce a 10% decrease in the statutory CIT
rate, it would lead to a 3.7% reduction in profits before taxation reported by foreign
owned companies based in the CEE EU.

Additionally, we choose to predict the varying marginal effects of the tax
differential on pre-tax income. As shown in Fig. 1, the horizontal line presents the

Table 3 OLS estimation results

(1) (2) (3) (4)

Profits before
taxation (log)

Profits before
taxation (log) EBIT (log) EBIT (log)

Tax_dif_havens �0.0468*** �0.0454***

(0.00688) (0.00607)

Tax_dif_EU24 �0.0462*** �0.0455***

(0.00688) (0.00608)

Fixed assets (log) 0.195*** 0.195*** 0.194*** 0.194***

(0.00546) (0.00546) (0.00484) (0.00484)

Cost with employees
(log)

0.366*** 0.366*** 0.341*** 0.341***

(0.00854) (0.00854) (0.00752) (0.00752)

Material costs (log) 0.160*** 0.160*** 0.182*** 0.182***

(0.00575) (0.00575) (0.00511) (0.00511)

GDP per capita in PPP
(log)

0.0290 0.0599 0.127 0.161

(0.102) (0.104) (0.0908) (0.0925)

Population (log) 0.196*** 0.205*** 0.223*** 0.232***

(0.0178) (0.0177) (0.0158) (0.0158)

Unemployment (log) �0.0683 �0.0583 �0.0141 �0.00377

(0.0407) (0.0409) (0.0359) (0.0361)

CPI (log) 0.349** 0.338** 0.217* 0.211*

(0.119) (0.119) (0.105) (0.105)

_cons �1.891 �2.700* �2.628** �3.483**

(1.137) (1.198) (1.008) (1.061)

N 33,955 33,955 34,682 34,682

R2 0.584 0.584 0.634 0.634

Note: the (log) represents that each dependent and independent variable is transformed in logarithm
before estimation
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predicted mean marginal effect, and the dotted line shows the varying marginal
effects at different values of the tax differential. To build this figure, we considered
minimum, mean and maximum values of the tax differential to predict varying
marginal effects. One can observe that if the tax differential increases or the gap
between the selected CEE EU country and the tax havens increases in terms of
statutory CIT rates, the marginal effects have a higher negative impact on the pre-tax
income reported by foreign owned companies. On the opposite side, if the tax
differential would take negative values or tax haven countries in which the sister
companies are based would have a higher CIT rate than that in the CEE EU
countries, the negative impact on the pre-tax income would decrease.

A similar marginal mean effect is obtained in the case of the tax differential to
EU24 countries, in which a one-unit increase in the tax differential will decrease the
profit before taxation reported in the CEE EU countries by 0.372%. This means that
if the EU24 countries would decrease their statutory CIT rate by 10%, the pre-tax
profits reported by foreign affiliates based in the CEE EU would decrease by an
average of 3.72%. We also predict the varying marginal effect of the tax differential
to EU24 on the pre-tax income reported in CEE EU.

As shown in Fig. 2, the varying marginal effects of the tax differential to sister
companies based in the EU24 countries are significantly steeper than the varying
marginal effects predicted in Fig. 1. This means that the profits before taxation

Fig. 1 Comparison between the mean and varying marginal effect of the tax differential to tax
havens on profits before taxation in CEE EU countries, as predicted from the OLS panel data
regression
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reported in the CEE EU countries by foreign owned companies are more sensitive to
the tax differential to sisters based in tax havens than to sisters based in EU24
countries. A gradual increase in the tax differential to EU24 countries would have a
smaller negative impact on pre-tax income than a gradual increase in the tax
differential to tax haven countries.

Mixed Effects Model Estimation

The mixed effects model proposed by Barrios and d’Andria (2020) introduces a
different approach than the classical OLS regression because it also takes into
consideration the cross-sectional effects. Our multilevel or hierarchical model
according to Barrios and d’Andria’s approach is estimated at the company, time
and industry levels.

As shown in Table 4, the mixed effects model tends to produce somewhat higher
estimates regarding the impact of tax differentials on the profits before taxation
reported by foreign-owned companies based in CEE EU countries. A 10% increase
in the tax differential to tax havens is associated with an average 5% decrease in
profits. Similarly, the semi-elasticity to the tax differential to EU24 countries also
has a negative effect on the profits before taxation reported in CEE EU countries. If
the host EU24 countries in which the sister companies are based would introduce a

Fig. 2 Comparison between the mean and varying marginal effect of tax differential to EU24 on
profits before taxation in CEE EU countries, as predicted from the OLS panel data regression
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10% reduction in statutory CIT rates, the profits before taxation reported by foreign
affiliates based in the CEE EU would decrease by an average of 4.7%. The rest of the
independent variables have a similar positive impact as that estimated in the case of
the classical OLS panel data regression. The input variables, such as fixed assets,
cost with employees and material cost, are statistically significant and have a positive
effect on the pre-tax income. The unemployment rate and GDP per capita are found
to be statistically insignificant. The total population and CPI have a statistically
significant and positive effect on the profits before taxation reported by foreign-
owned companies based in the CEE EU countries.

Using the formula Eq. 15, we predict the marginal mean effects of tax differen-
tials on the pre-tax income reported in CEE EU countries. The mean marginal effect
predicted is �0.0039, which means that a one-unit increase in the tax differential to
tax havens is associated with a 3.9% decrease in profits before taxation. This
marginal mean effect is slightly higher than the one estimated after the OLS panel
data regression. According to Barrios and d’Andria (2020), mixed effects or

Table 4 Mixed effects panel data regression estimation results

(1) (2)

Profits before taxation (log) Profits before taxation (log)

Tax_dif_havens �0.0491***

(0.00783)

Tax_dif_EU24 �0.0474***

(0.00778)

Fixed assets (log) 0.181*** 0.181***

(0.00591) (0.00591)

Cost with employees (log) 0.363*** 0.362***

(0.00895) (0.00895)

Material costs (log) 0.206*** 0.206***

(0.00655) (0.00655)

GDP per capita in PPP (log) 0.151 0.182

(0.102) (0.103)

Population (log) 0.219*** 0.228***

(0.0174) (0.0173)

Unemployment (log) �0.0495 �0.0388

(0.0410) (0.0412)

CPI (log) 0.356** 0.342**

(0.119) (0.119)

_cons �4.283*** �5.099***

(1.159) (1.216)

Industry fixed effects Yes Yes

Time fixed effects Yes Yes

N 33,952 33,952

chi2 14,154.2 14,144.9

Standard errors are in parentheses. * p < 0.05, ** p < 0.01, and *** p < 0.001
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multilevel models are superior to an OLS regression because these models take into
account cross-sectional information. Therefore, by adding the industry effects to our
model, we obtain a higher semi-elasticity of pre-tax income to tax differentials.

In Fig. 3, we graphically present the comparison between the mean marginal
effect and the varying marginal effect of the tax differential on tax havens. While the
mean marginal effect estimated close to a 0.39% decrease is associated with a
one-unit increase in the tax differential, the varying marginal effect shows an even
more significant sensitivity of pre-tax income to the tax differential. Therefore, if the
tax difference in terms of the statutory CIT rate is increasing between the CEE EU
countries and tax havens in which the sisters of foreign affiliates are based, the profits
before taxation tend to decrease to a larger extent due to profit shifting incentives.

The varying marginal effects predicted for the tax differential to EU24 countries,
shown in Fig. 4, follow a similar pattern to the varying marginal effects predicted
after the OLS panel data regression in Fig. 2. If the tax differential to EU24 increases,
the profits before taxation tend to be less sensitive to the tax difference, decreasing to
a lesser extent.

The results of the robustness check of our mixed effects model (by replacing the
main dependent variable of profits before taxation with EBIT) are presented in
Table 5. The estimates obtained are close to those obtained in Table 4. Both the
tax differential to tax havens and the tax differential to EU24 have a statistically

Fig. 3 Varying versus mean marginal effects of the tax differential to the tax haven on profits
before taxation in CEE EU countries, as predicted from the multilevel model
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significant impact and tend to decrease EBIT. This represents an indirect indication
of a profit shifting occurrence due to tax differentials incentives.

Furthermore, the impact of tax differentials (i.e., the tax differential to tax havens
and the tax differential to EU24) on EBIT has the same statistically significant and
negative effect as that in the case of profits before taxation. The input variables, such
as fixed assets, cost with employees and material cost, maintain a positive effect and
are statistically significant. Since the relationship between the dependent variables
and their regressors is in a log-level regression, the estimates can be interpreted as
elasticities. In comparison with the mixed effects model in which the profits before
taxation are used as the dependent variable (see Table 4), when we switch to EBIT
(see Table 5), we find that three out of four country-specific independent variables,
namely, GDP per capita, total population and CPI, are statistically significant and
have a positive impact on EBIT. The unemployment rate is the only country-specific
exogenous variable that does not hold a statistically significant impact on EBIT.

Estimation of the Extent of Profit Shifting

The estimates obtained regarding the pre-tax income sensitivity to tax differentials
(see Table 4) can be used to estimate the amount of profit shifting and corresponding
corporate income tax revenue losses. This estimation requires some level of

Fig. 4 Varying versus mean marginal effects of the tax differential to the EU24 on profits before
taxation in CEE EU countries, as predicted from the multilevel model
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aggregation of profits before taxation reported by foreign owned companies based in
CEE EU countries. In Table 6, we determine the annual average of total profits
before taxation in each CEE EU country. Additionally, we determine the average
statutory CIT rates and the average effective CIT rates (EATR) in the CEE EU
countries. The EATR is approximately 3% lower than the statutory CIT rate.

To estimate the amount of profits shifted from CEE EU countries to tax havens
and to EU24, we use the formula proposed by Weichenrieder (2009) and later by
Godar (2018)13; in this formula, the amount of profit shifting equals the aggregated
net of tax profits reported by foreign affiliates based in each CEE EU country
multiplied by the tax differentials to tax havens and EU24 countries and the semi-
elasticity coefficient (see the results in Table 7).

Table 5 Robustness check
on the mixed effects model

(1) (2)

EBIT(log) EBIT(log)

Tax_dif_havens �0.0469***

(0.00694)

Tax_dif_EU24 �0.0457***

(0.00683)

Fixed assets (log) 0.185*** 0.185***

(0.00502) (0.00502)

Cost with employees (log) 0.340*** 0.340***

(0.00782) (0.00783)

Material costs (log) 0.220*** 0.220***

(0.00568) (0.00569)

GDP per capita in PPP (log) 0.266** 0.286**

(0.0891) (0.0909)

Population (log) 0.236*** 0.242***

(0.0153) (0.0152)

Unemployment (log) 0.00474 0.0202

(0.0361) (0.0360)

CPI (log) 0.208* 0.222*

(0.105) (0.104)

_cons �4.915*** �5.678***

(1.018) (1.066)

Industry fixed effects Yes Yes

Time fixed effects Yes Yes

N 34,679 34,679

chi2 20,159.5 20,109.3

Standard errors in parentheses. * p < 0.05, ** p < 0.01, and ***

p < 0.001

13For more details, see “Methodological Approaches to the Measurement of Profit Shifting and Tax
Base Erosion”.
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Table 6 Annual average profit before taxation and corporate income tax rates in CEE EU countries
between 2009–2017 (own compilation using the ORBIS database 2018)

Country Profit before taxation Statutory CIT rate EATR

Bln. EUR %

Bulgaria 1.05 10.00 8.00

Croatia 0.93 20.67 13.00

Czechia 15.00 19.11 19.00

Estonia 2.13 20.00 15.00

Hungary 1.71 17.56 12.00

Latvia 0.45 15.56 14.00

Lithuania 0.29 15.00 13.00

Poland 5.15 19.00 18.00

Romania 2.68 16.00 20.00

Slovakia 2.25 18.44 5.00

Slovenia 0.69 20.67 22.00

Mean 2.94 17.45 14.45

Note: profits before taxation represent aggregated data, which means we calculate annual average
total profits reported by the foreign-owned companies in each CEE EU country

Table 7 Estimated profits shifted from CEE EU countries to tax havens and to EU24 and the
associated CIT losses/gains

Country

Profit
shifted to
tax
havens

Profit
shifted
to
EU24

CIT revenues
gain/loss to
tax havens

CIT
revenues
gain/loss to
EU24

CIT revenues
gain/loss to
tax havens

CIT
revenues
gain/loss to
EU24

Via Statutory CIT rate Via EATR

Bln. EUR Mil. EUR

Bulgaria 0.234 0.684 23.414 68.438 17.580 51.386

Croatia �0.335 0.135 �67.021 26.995 �65.182 26.254

Czechia �4.078 2.920 �779.258 558.090 �605.470 433.626

Estonia �0.850 0.226 �175.612 46.726 �21.371 5.686

Hungary �0.387 0.479 �67.988 84.019 �46.368 57.301

Letonia �0.023 0.110 �3.570 17.119 �3.215 15.419

Lithuania �0.008 0.184 �1.144 27.572 �0.970 23.375

Poland �1.420 1.035 �269.792 196.558 �252.169 183.719

Romania �0.235 0.970 �37.575 155.190 �47.078 194.441

Slovakia �0.880 0.239 �181.821 49.358 �191.532 51.995

Slovenia �0.201 0.160 �37.103 29.602 �10.613 8.467

Mean �0.744 0.649 �145.220 114.520 �111.49 95.61

Total �8.926 7.791 �1742.690 1374.180 �1337.88 1147.27

Note: a negative sign (�) represents outward profit shifting, and a positive sign shows inward profit
shifting in the CEE EU countries. The same rule applies for CIT revenue, for which a negative sign
shows losses and a positive sign shows gains. For the tax differential to tax havens, we use β1¼
�0.0491, and for the tax differential to EU24, we use β1¼ �0.0474
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It is important to emphasize that the negative sign represents outward profit
shifting, while the positive sign of our estimate represents inward profit shifting.
The average annual profits shifted from CEE EU countries to tax havens are close to
EUR 9 billion because the average statutory CIT rate in these CEE EU countries is
3.22 higher than the average CIT rates in tax havens (see Table 2). The only country
that shows an inward profit shifting is Bulgaria because its statutory and EATR are
significantly low. The statutory CIT rate in Bulgaria is 4.09% lower than the average
statutory CIT rate in the tax havens. In the second column of Table 7, we estimate the
inward and outward profit shifting when the tax differential to EU24 is used. The
positive values obtained show that CEE EU countries experience inward profit
shifting because the statutory CIT rate in the CEE EU countries is 5.10% lower
than the average statutory CIT rate in the EU24. A negative sign of the tax
differential to EU24 and our estimation shows that foreign-owned companies find
CEE EU countries a tax advantageous destination to shift income from the other
EU24 countries.

Furthermore, we also used the statutory CIT rate and EATR to determine in CEE
EU countries the potential tax revenue losses due to profit shifting to tax havens. The
Czech Republic is the country with the highest tax revenue losses due to profit
shifting to tax haven countries, losing EUR 780 million on average per year when the
statutory CIT rate is considered. Switching to EATR, Czechia is losing close to EUR
600 million due to profit shifting to tax havens. The second place in terms of tax
losses is Poland, which we estimate to lose on average per year between EUR
270 and 250 million due to profit shifting (see Table 7).

On the opposite side, since the CEE EU countries experience an inward profit
shifting from sister companies based in other EU24 countries, we estimate that CEE
EU countries have an average annual tax revenue gain of EUR 1.37 billion. The total
inward profit shifting in the CEE EU from EU24 countries is estimated to be EUR
7.79 billion on an annual basis. The use of EATR leads to lower CIT revenue losses
in the case of tax differentials to tax havens (see Table 7).

Our estimate is close to the profit shifting estimate calculated by Nerudová et al.
(forthcoming), in which the authors found that the annual average profit shifting in
Czech Republic between 2009–2015 is close to EUR 5.74 billion, leading to an
approximate CIT revenue annual loss of EUR 1 billion. Nerudová et al. (forthcom-
ing) use the Hines Jr and Rice (1994) model to measure the amount of profit shifting
in the EU. The authors estimate that close to EUR 16.3 billion are shifted from CEE
EU countries to sister companies based elsewhere.

Economic Analysis from the Micro-Perspective 131



1.3 Determination of Profit Shifting and Tax Base Erosion:
Post-Communist Countries: Second Methodological
Approach via Discrepancy Between Financial Indicators

Our data panel contains financial data for 3075,282 multinational entities with a
worldwide GUO and with a link to the CEE-EU region, creating 1,883,559 groups
(based on GUO), of which 2,031,566 entities are located in the CEE-EE (the highest
portion is presented by Romania; for more details, see Table 8). Furthermore,
602,393 entities based in the CEE-EU region do not have a link to the rest of the
world (i.e., without associated enterprises or affiliates outside of the domestic
country), unlike the 15,872 entities (in 6556 groups) that have either direct or
indirect links to tax havens.14 Moreover, the researched groups can be split into
197,306 groups having effective CFC rules in the headquarters country and
1,686,253 groups without effective CFC rules in the headquarters country. The
situation of individual countries in the CEE-EU region is presented in Table 8.

Similar to the study of the European Commission (2017), we distinguish within
MNE groups three types of entities that can be included in the ATPS: target entities,
lower-tax entities and conduit entities. Base erosion or profit shifting through the
lower-tax entity in the MNE group can be performed via the transfer pricing channel,
IP profit shifting channel or the debt channel. If the necessary legal framework
related to IPs, such as patent boxes, is not proven in the ATPS of MNEs, then base
erosion/profit shifting is performed via transfer pricing. In that case, we analysed
pre-tax and operating profitability and the CIT rate. To identify base erosion or profit
shifting via debt instruments in the MNE group, the lower-tax entity should report
not only higher entity pre-tax (operational) profitability and/or entity financial
profitability but also lower interest payments, a lower debt share or lower
non-bank liabilities.

For the purpose of the identification of target, lower-tax and conduit entities, we
applied a multi-criteria model, and a summary of the general and specific conditions

14There is no one correct definition of tax havens; therefore, based on the OECD (1998) criteria and
the Financial Secrecy Score by Cobham et al. (2015), we create our own list of tax havens. As tax
havens, we consider countries with low or no corporate income tax rates (such as Anguilla, Antigua
and Barbuda, Aruba, the Bahamas, Barbados, the British Virgin Islands, the Cayman Islands,
Dominica, Grenada, Montserrat, the Netherlands Antilles, St. Kitts and Nevis, St. Lucia,
St. Vincent and the Grenadines, Turks and Caicos, the US Virgin Islands, Belize, Costa Rica,
Panama, Hong Kong, Macau, Singapore, Andorra, the Channel Islands (Guernsey and Jersey),
Cyprus, Gibraltar, the Republic of Ireland, Liechtenstein, San Marino, the Maldives, Mauritius, the
Seychelles, Bahrain, Jordan, Lebanon, Bermuda, the Cook Islands, the Marshall Islands, Samoa,
Nauru, Niue, Tonga, Vanuatu and Liberia) and countries, such as Luxembourg, Malta, Monaco and
Switzerland, that present some tax haven features. Having direct links means that the Czech
company has a subsidiary in the tax haven, and having indirect links means that the multinational
group to which the Czech company belongs has such a connection. Based on this classification, we
identified the largest portion of entities in Singapore, Ireland, Luxembourg, Malta, the Cayman
Islands, Bermuda and Hong Kong.
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is presented in Tables 9 and 10.15 As a lower consolidated tax burden together with a
gap between consolidated pre-tax profitability and consolidated operating profitabil-
ity (via EBIT) should reflect that ATPSs are successfully implemented in an MNE
group, we first focused on the effective tax rates in the CEE-EU countries (for
details, Table 11).

In the CEE-EU region, as in the case of the effective average tax rate (EATR)
according to ZEW studies (Spengel et al. 2014, 2018, 2019), the lowest statutory tax
rate at 10% is in Romania, followed by Latvia and Lithuania (15%). This fact is also
reflected in the number of groups (see Table 8), which are linked with Romania
(more than 670,000 groups). However, even though we focused more on MNEs
having at least one subsidiary in a zero-tax country, significant tax rate differentials
(between domestic entities and the MNE group) were not identified. Only MNE
groups linked with Romania, the Czech Republic, Croatia, Lithuania, Poland and the
Slovak Republic generate a lower consolidated EATR than that of the domestic
entities (EBIT or PBT level) or than the EATR associated with the ZEW studies (see
Table 11). Furthermore, some countries in the CEE EU region can benefit from
ATPS that have a positive effect on their tax base, namely, profit shifting and tax
base erosion via a debt channel. Therefore, based on the role of entities in ATPS in
the CEE EU region (see Table 12), we researched EATR at the level of subsidiaries.

According to the classification of entities within MNE groups that are involved in
the ATPS (i.e., target, lower-tax and conduit entities) and the effects of the ATPS on
the profit before tax, we evaluated the effective tax rates for those entities. As the
results show (Table 12), based on their features in the ATPSs (i.e., a reduction of the
tax base), the target entities generate the lowest EATRs, zero EATRs or negative
EATRs. From a general point of view, it is obvious that MNE groups having
subsidiaries in the CEE EU region are able to make most of the country’s tax laws
to their advantage in the case of the ATPSs used, specifically in the case of the Czech
Republic, Bulgaria, Croatia, Estonia, Latvia, Romania and Slovak Republic, as
EATRs are zero or negative. Furthermore, the significant tax rate differentials are
obvious if we compare the EATRs of target entities with the EATRs of the lower-tax
entities. The significantly higher EATRs of the lower-tax entities are in line with
their main role in the ATPSs (i.e., an increase in the tax base that is taxed via a lower
tax rate). Moreover, if we compare their EATRs with the EATRs of domestic
entities—peer group (see Table 11—there are also significant tax rate differentials
in almost all cases (except Poland and Lithuania,16 where higher EATRs are
presented). It initially appears that entities based in the CEE EU region and belong-
ing to MNEs are effectively used in ATPSs because their tax base is decreased or
increased based on their role in the ATPS. Nevertheless, there are some BEPS

15For more details about the methodology used, see “Methodological Approaches to the Measure-
ment of Profit Shifting and Tax Base Erosion”.
16EATRs were determined with limited numbers of entities (under 25). Results and conclusions
should take into account this limitation.
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Table 9 Summary of the combination of indicators—strict and non-strict—target and lower-tax
entities in ATPS without any specification (Own selection based on the European Commission
2017, amended—new indicators added)

Entity Level Indicator
Non-strict
classification

Strict
classification

General
Target
entity

Group-
level

• At least one subsidiary in a lower tax
country1

• Consolidated effective tax rate is lower
than the CIT in the Headquarters country
• No CFC rules
• Gap between the consolidated pre-tax
profitability and consolidated operating
profitability compared to the consolidated
pre-tax profitability and consolidated oper-
ating profitability in the peer group

✓
✓
✓
✓

✓
✓
✓
✓

Entity-
level

• Lower pre-tax profitability or operating
profitability of the subsidiary compared to
that in the rest of the MNE group
• Lower pre-tax profitability or operating
profitability of the subsidiary compared to
that of the peer group

or ✓
✓

• Lower financial profitability of the sub-
sidiary compared to that of the rest MNE
group
• Lower financial profitability of the sub-
sidiary compared to that of the peer group

or ✓
✓

• Higher CIT rate than the average CIT rate
for the group

✓ ✓

• At least one Lower tax entity must be
determined for the identification of a Target
entity within a MNE group.

✓ ✓

Indicator Non-strict Strict

General
Lower
entity

Group-
level

• At least one subsidiary in a higher tax
country2

• Consolidated effective tax rate is lower
than the CIT in the Headquarter country
• No CFC rules
• Gap between the consolidated pre-tax
profitability and consolidated operating
profitability in comparison with the con-
solidated pre-tax profitability and consoli-
dated operating profitability of a peer group

✓
✓
✓
✓

✓
✓
✓
✓

Entity-
level

• Higher pre-tax profitability or operating
profitability of the subsidiary compared to
that of the rest MNE group
• Higher pre-tax profitability or operating
profitability of the subsidiary compared to
that of the peer group

or ✓
✓

• Higher financial profitability of the sub-
sidiary compared to that of the rest MNE
group

or ✓
✓

(continued)
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recommendations,17 and those entities still play an important role in the case of
ATPSs.

Table 9 (continued)

Entity Level Indicator
Non-strict
classification

Strict
classification

• Higher financial profitability of the sub-
sidiary compared to that of the peer group

• Lower CIT rate than the average CIT rate
for the group

✓ ✓

• At least one Target entity must be deter-
mined for the identification of a Lower
entity within a MNE group.

✓ ✓

1If the statutory tax rate (CIT) is zero or at least 5 percentage points lower than that in other parts
(countries) of the same MNE group
2If the statutory tax rate (CIT) is at least 5 percentage points higher than that in other parts
(countries) of the same MNE group

Table 10 Summary of the combination of indicators—strict and non-strict—in the debt channel
(Own selection based on the European Commission 2017, amended – new indicators added)

Indicator
Non-strict
classification

Strict
classification

Target entity

In addition to general specifications (Table 9) ✓

•Higher interest payments or higher value for at least one of the
indicators, namely, long-term debt, total liabilities or non-bank
liabilities of the subsidiary, compared to that of the rest MNE
group
•Higher interest payments or higher value for at least one of the
indicators, namely, long-term debt, total liabilities or non-bank
liabilities of the subsidiary, compared to that of the peer group

or ✓
✓

Lower-tax entity

In addition to general specification (Table 9)

• Lower interest payments or a lower value for at least one of
the indicators, namely, long-term debt, total liabilities or
non-bank liabilities of the subsidiary, compared to that of the
rest of the MNE group
• Lower interest payments or a lower value for at least one of
the indicators, namely, long-term debt, total liabilities or
non-bank liabilities of the subsidiary, compared to that of the
peer group

or ✓
✓

17For more details about BEPS recommendations and the legal framework of CEE-EU countries,
see “Profit Shifting and Tax Base Erosion in the Twenty-First Century”, for the current develop-
ment see “Tax Policy in Relation to Fair Corporate Taxation”.
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Table 11 Effective and statutory tax rates at the group level (%)

Country

Average Statutory
tax rate

Effective average tax
rate1

Dataset: Effective tax rates
(median value)

For a
country—
peer group2

For a group—
consolidated3

(World GUO)(2013–2017)

EBIT PBT EBIT PBT

CZ 19 16.7 17.93 14.76 17.18 14.16

BG 10 9.0 9.57 21.53 29.06 22.10

HR 19 15.56 21.55 35.51 16.05 22.10

EE 20.5 16.1 5.98 4.51 17.19 14.16

(LV)Latvia 15 14.3 11.73 10.25 48.52a 37.77a

(LT)Lithuania 15 13.6 14.24 12.31 10.72 7.10

PL 19 17.5 15.38 14.64 21.00 13.86

HU 16 15.2 12.72 11.83 16.05 13.86

RO 16 14.8 17.99 19.7 17.19 14.16

SK 22 19.23 26.2 25.4 17.19 14.16

SI 18 16.4 11.43 14.56 23.13 18.54
1Based on the ZEW study of effective average tax rates by Spengel et al. (2014, 2018, 2019),
EATRs represent the average EATRs for the period 2013–2017
2All entities available with suitable data in the ORBIS database and a known domestic GUO,
without any other conditions related to the rest of the dataset and without any cross-border link (see
note 3 below)
3Multinational entities having associated enterprises or affiliates in some CEE EU countries under
certain conditions: no effective CFC rules, zero CIT rate in the group, a consolidated effective tax
rate lower than the CIT in the headquarters country, a gap between consolidated pre-tax and
operating profitability1,2 in comparison with that in domestic entities, and the existence of at least
one target or one lower-tax entity in the group
aBased on these conditions, only 8 groups were identified in the case of Latvia

Table 12 Effective tax rate—at the level of subsidiaries (median value, %)

Entity non-strict classification, World GUO

Country

EBIT PBT

Target Lower tax Conduit Target Lower tax Conduit

CZ 0 11.02 9.43 0 13.70 13.89

BG 0 3.61 0.19 0 6.08 1.60

HR 0 7.40 0 0 12.66 0

EE 0 3.64 2.78 0 4.50 1.99

RO 0 8.98 0 �0.014 9.39 0

LV �0.17 1.08 0 �0.32 1.44 0

SK �2.79 20.45 17.23 �3.25 22.04 21.09

HU 5.15 9.98 9.27 4.31 9.82 9.78

LT 9.91 15.10 15.27 5.13 15.20 15.45

SI 8.25 15.06 10.38 10.00 15.46 16.97

PL 13.60 20.49 18.03 15.02 20.21 21.05

Average 3.08 10.62 7.51 2.80 11.86 9.25
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To support this assertion, in the next step, we focus on the pre-tax profitability
(Eqs. 20, 21, 22 and 23) at the group and entity (subsidiary) levels. The common
feature of an ATPS is a higher pre-tax profitability in lower tax jurisdictions and a
lower pre-tax profitability in high-tax jurisdictions.

Pre-tax profitability differentials were found in the results obtained at the group
level, i.e., compared to the peer group, the MNE groups generate significantly lower
consolidated operating profitability, which is lower on average by approximately
28% (equal on average to 2.15%), and consolidated pre-tax profitability, which is
lower on average by approximately 35% (equal on average to 2.19%) (see Table 13).
The lowest values of consolidated pre-tax profitability are presented by MNE groups
having subsidiaries in Bulgaria, Croatia and Slovenia, while the highest values are
presented by those having subsidiaries in Latvia and Lithuanian. In this aspect, we
note that MNE groups having subsidiaries in Latvia and Croatia generate higher
consolidated operating and pre-tax profitability than their peer groups.

At the entity-subsidiary level, the CEE-EU entities clearly play a role in ATPSs
with respect to profitability (see Table 14). Target entities are intended to reduce
their tax base and exhibit negative values of pre-tax profitability, and lower-tax
entities, which are supposed to increase their tax base, generate positive values with
a visible increase between operational profitability and pre-tax profitability. As the
table further shows, almost all pre-tax profitability at the entity level is negative for
target entities. On average, target entities generate an operating profitability of
�0.59% and a pre-tax profitability of �2.60%, representing a 3.36 and 5.56 per-
centage points lower operating profitability and pre-tax profitability, respectively,

Table 13 Pre-tax profitability (median value, %)—at the group level

Country

For a country—peer group For a group consolidated World GUO

EBIT / Total assets PBT / Total assets EBIT / Total assets PBT / Total assets

SI 2.07 1.54 1.83 1.33

BG 4.36 4.38 1.83 1.33

HR 1.07 0.56 1.83 1.33

CZ 3.05 3.85 1.83 1.36

SK 2.81 3.03 2.01 1.48

RO 3.74 3.51 2.01 1.82

HU 2.48 2.54 2.06 1.82

PL 2.59 2.76 2.01 2.21

EE 2.25 3.31 2.01 2.45

LV* 2.17 2.54 2.88 3.70

LT* 3.86 4.55 3.40 3.81

Average 2.77 2.96 2.15 2.19

High
values

BG, LT, RO BG, LT LT LV, LT

Low values HR HR, SI – BG, HR, SI
aConsolidated profitability’s were determined with a limited numbers of entities (under 10). The
results and conclusions should take into account this limitation
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than the average operating profitability and pre-tax profitability of the peer groups
(see also Table 12). The lower-tax entities generate on average 85% higher operating
profitability and 214% higher pre-tax profitability than the domestic entities (a peer
group). However, in the case of the lower-tax entities based in the Czech Republic,
Bulgaria, Romania and Slovak Republic, neither pre-tax profitability measure (oper-
ating or pre-tax) reaches the value of the peer group. The rest of the entities
(in Croatia, Estonia, Latvia, Lithuania, Poland, Hungary and Slovenia) generate
significantly higher pre-tax profitability than their respective peer groups.

The previous results demonstrate that by exploiting the role of CEE-EU sub-
sidiaries, MNEs are able to more effectively manipulate their operating profitability
and/or pre-tax profitability in an ATPS than their peer group (domestic entities).
These results did not distinguish different channels, such as debt channels, transfer
pricing channels and IP profit shifting channels, through which MNEs can shift
taxable profits to gain tax advantages. However, because there are significant
differences between the level of operating profitability and pre-tax profitability, we
further focus in detail on the debt channel, as it affects financial profit or loss and
consequently overall pre-tax profitability.

With respect to the choice of debt or interest channels, the specific indicators
related to the ATPSs via d diversity in the use of individual financial instruments by
the CEE-EU entities (for details, see Tables 15 and 16). We evaluate specific
indicators in combination with the entities’ tax positions demonstrated through the
EATRs and their pre-tax profitability (see Tables 11–14) and compare them to the
those of the peer group. Generally, an ATPS via debt decreases the consolidated tax
burden of MNEs by either interest payment deductions combined with financial
losses in high-tax jurisdictions and legal-tax mismatches or by relocating the tax base

Table 14 Pre-tax profitability—at the level of subsidiaries (median value, %)

Entity non-strict classification, World GUO

Country

EBIT/Total assets PBT/Total assets

Target Lower tax Conduit Target Lower tax Conduit

LV �2.64 0.66 �0.06 �4.93 2.83 �0.09

RO �2.41 2.50 �0.14 �4.64 3.33 �0.21

SK �2.14 1.57 2.81 �4.53 2.10 1.73

HR �1.49 1.98 0.37 �4.36 2.16 0.18

BG �1.15 2.83 1.37 �3.65 4.01 1.10

CZ �0.53 1.52 2.41 �2.25 2.52 1.64

PL 1.46 9.43 7.93 �1.75 9.72 5.96

HU 0.93 12.22 10.61 �1.13 13.75 9.20

SI 0.55 3.81 2.18 �0.96 4.19 1.28

EE 0.46 2.81 8.19 �0.71 7.61 7.56

LT1 0.47 17.12 9.26 0.27 17.63 8.48

Average �0.59 5.13 4.08 �2,60 6.35 3.35
1Profitability’s were determined with a limited numbers of entities (under 25). The results and
conclusions should take into account this limitation
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Table 15 Financial indicators related to debt (median value, %)—at the group level

Country

Groups
(peer group and
World GUO)

Financial indicators to total assets

Interest
paid

Total
liabilities

Long-
term debt

Non-bank
liabilities

Financial
profit/loss

CZ For a country –

peer group
0.32 26.20 3.97 5.38 0.36

For a group
(consolidated)

0.86 39.82 13.78 4.64 �0.53

BG For a country –

peer group
1.31 50.49 8.77 11.49 �0.13

For a group
(consolidated)

0.94 43.48 14.49 6.20 �0.53

HR For a country –

peer group
0.15 30.26 12.96 1.06 �0.88

For a group
(consolidated)

– 39.82 26.17 6.20 �0.62

EE For a country –

peer group
0.07 24.20 9.52 1.65 0.33

For a group
(consolidated)

– 26.20 7.03 2.41 �0.05

LV For a country –

peer group
0.44 34.94 12.40 6.65 �0.04

For a group
(consolidated)

0.30 74.66 11.67 3.52 �0.57

LT For a country –

peer group
– 29.64 5.94 2.16 0.17

For a group
(consolidated)

– 58.06 20.89 10.67 0.30

PL For a country –

peer group
0.39 26.92 5.14 5.96 �0.49

For a group
(consolidated)

1.31 45.19 10.18 6.55 �0.18

HU For a country –

peer group
0.35 33.01 2.98 9.42 �0.09

For a group
(consolidated)

0.92 45.19 15.21 6.20 �0.30

RO For a country –

peer group
0.51 39.91 1.96 7.03 �0.44

For a group
(consolidated)

0.86 43.48 10.18 6.20 �0.25

SK For a country –

peer group
0.39 37.44 4.63 10.67 �0.18

For a group
(consolidated)

0.55 39.82 10.18 6.20 �0.62

SI For a country –

peer group
0.21 27.76 10.99 2.57 �0.51

For a group
(consolidated)

0.89 39.82 17.63 6.20 �0.33

(continued)
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to lower tax jurisdictions. The effects of these ATPSs are visible at the profit level,
particularly for financial profit/losses. As the results show, the ratios between
financial profit/loss and total assets and between interest and total assets are signif-
icantly higher (almost twice as high) than those for the peer group, which is a finding
in line with the literature (e.g., Janský and Kokeš 2015, 2016, Huizinga and Laeven
2008, Ištok and Kanderová 2019a, b, Khouri et al. 2019). Moreover, MNE groups
show a significantly higher indebtedness relative to total assets (i.e., by approxi-
mately 37% for total liabilities and almost twice as high for long-term debt) than the
peer group (see Table 15). MNEs more frequently exploit the advantages of the
leverage ratio, and further, internal debt is used within the limits of thin capitalization
rules, as the ratio of non-bank liabilities to total assets (on average), representing
internal debt, is similar in both groups.

The situation in individual CEE EU subsidiaries proves the previous results (see
Table 16). The ratio between financial profit/loss and total assets is negative in all
cases of the target entities. Furthermore, it is also negative in the case of lower-tax
entities only in three cases (subsidiaries based in Czech Republic, Croatia and
Slovakia). From a general point of view, target entities generate much more financial
losses than other entities, which is in line with their role in ATPS resulting into the
lower EATRs. More frequent use of internal debt financing and higher indebtedness
is also more obvious in the target entities than in other entity types. This fact is
further related to a higher share of interest payments paid to total assets. Although
the indebtedness of the CEE EU subsidiaries belonging to an MNE group is
evidently higher than that in the peer group, some entities do not use long-term
debt financing, particularly subsidiaries based in the Czech, Bulgaria, Poland,
Hungary, Romania and Slovakia. Based on the results, we assume that those entities,
except the Romanian subsidiaries, are using internal debt financing (in Table 16 as a
proxy for non-bank liabilities), which can offer better conditions than official bank
financing. In addition, internal debt financing is not used by subsidiaries based in
Croatia and Estonia.

Based on the combination of all indicators (effective tax rates, pre-tax profitability
and specific indicators), it is obvious that the CEE-EU target entities used for ATPS
performed via debt have very high indebtedness; they make extensive use of long-
term debt together with the combination of related-party debt, although this is done
within the limits of thin capitalization rules; in addition, their effective tax rate is on
average 2.79% compared to 16.78% in a peer group. The CCE-EU entities

Table 15 (continued)

Country

Groups
(peer group and
World GUO)

Financial indicators to total assets

Interest
paid

Total
liabilities

Long-
term debt

Non-bank
liabilities

Financial
profit/loss

Average For a country –

peer group
0.41 32.79 7.20 5.82 �0.17

Average For a group
(consolidated)

0.83 45.05 14.31 5.90 �0.33
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Table 16 Financial indicators related to debt—at the level of subsidiaries (median value, %)

Entity (non-strict
classification)
World GUO

Financial indicators to total assets Effective tax
rates

Interest
paid

Total
liabilities

Long-
term
debt

Non-bank
liabilities

Financial
profit/loss EBIT PBT

CZ

Target 1.51 86.46 0.00 3.69 �1.30 0 0

Lower tax 0.64 53.66 0.00 0.66 �0.01 9.75 12.98

Conduit 0.78 56.73 0.00 1.09 �0.29 14.73 10.40

BG

Target 2.60 90.31 0.00 4.39 �1.73 0.00 0.00

Lower tax 0.88 44.62 0.00 0.00 0.00 3.56 6.01

Conduit 1.25 60.39 0.00 0.73 �0.18 0.34 1.68

HR

Target 2.35 86.61 13.34 0.00 �1.60 0.00 0.00

Lower tax 0.58 58.93 0.49 0.00 �0.01 7.14 12.51

Conduit 1.59 70.86 3.00 0 �0.51 0 0

EE

Target 2.19 45.87 10.19 0 �0.70 0 0

Lower tax – 20.20 1.37 0.00 0.72 4.49 4.76

Conduit 2.03 40.10 16.64 0.00 �0.01 2.78 1.99

LV

Target 1.88 98.17 15.68 0.85 �0.90 �0.18 �0.32

Lower tax 0.60 69.63 2.90 0.48 0.00 0.94 1.33

Conduit 1.25 79.96 0.76 0.65 �0.03 0.00 0.00

LT1

Target – 51.50 12.38 3.11 �0.92 9.91 5.13

Lower tax – 56.54 0.00 0.52 0.02 15.10 15.05

Conduit – 59.10 4.14 0.30 �0.18 15.28 15.46

PL

Target 2.04 88.99 0.00 19.22 �2.51 13.47 14.85

Lower tax 0.22 44.39 0.00 4.47 0.11 20.51 20.22

Conduit 0.99 57.89 0.00 6.01 �0.97 18.56 20.80

HU

Target 0.73 82.30 0.00 6.91 �1.79 5.15 4.31

Lower tax 0.30 56.65 0.00 1.04 0.46 9.99 9.83

Conduit 0.89 73.98 0.00 1.05 �0.69 9.31 9.79

RO

Target 1.91 100.86 0.00 0.00 �1.15 0.00 �0.01

Lower tax 0.55 59.54 0.00 0.00 0.00 8.47 9.04

Conduit 1.03 77.01 0.00 0.00 �0.12 0.00 0.00

SK

Target 1.34 96.61 0.00 2.82 �1.30 �2.80 �3.26

Lower tax 0.54 73.80 0.00 0.40 �0.08 20.38 22.01

Conduit 0.83 74.41 0.00 1.16 �0.51 17.73 21.24

(continued)
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characterized as lower-tax entities in ATPSs via debt present different features. They
also have higher indebtedness than the domestic entities (almost two times higher,
53.68%); however, their interest payments ratio on average is almost the same as that
in the peer group. It is in line with our expectations that lower-tax entities increase
their tax base for the purpose of taxation at a lower tax rate; thus, they are more in the
position of creditors and receive interest payments. As a result, they usually generate
a financial profit or a non-significant financial loss; in our case, 0.11% on average as
a ratio to total assets. With respect to EATRs via profit before tax, there is obviously
a substantial leap from the 2.79% EATR in the target entities to the 11.73% EATR in
the lower-tax entities, although this EATR is still lower by approximately 30% than
that in a peer group. In the case of the conduit entities,18 the results (on average) are
not significantly different from those for lower-tax entities based in the CEE
EU. However, note that their interest payments ratio on average is more than 2.5
times higher and their EATR values as determined via PBT are almost 2 times lower
than those in the peer group. In all cases, it is evident that the indebtedness of the
CCE EU subsidiaries belonging to an MNE group is clearly very high.

CFC Rules Effective

Another interesting view on ATPS implemented via debt is through CFC rules,
which are able to successfully reduce such aggressive tax planning. The previous
results were determined under the basic condition that the CFC rules were not
implemented in the headquarters country of the MNE group. How the overall

Table 16 (continued)

Entity (non-strict
classification)
World GUO

Financial indicators to total assets Effective tax
rates

Interest
paid

Total
liabilities

Long-
term
debt

Non-bank
liabilities

Financial
profit/loss EBIT PBT

SI

Target 0.18 69.43 17.99 2.09 �1.24 8.25 10.00

Lower tax 0.06 52.54 5.27 3.04 0.01 14.95 15.28

Conduit 0.08 50.23 9.20 2.06 �0.28 11.36 16.92

Average

Target 1.67 81.56 13.92 5.39 �1.38 3.07 2.79

Lower tax 0.49 53.68 2.01 1.52 0.11 10.48 11.73

Conduit 1.07 63.70 6.75 1.63 �0.34 8.19 8.93
1Financial indicators were determined with limited numbers of entities (under 25). The results and
conclusions should take into account this limitation

18A conduit entity is an entity in the multinational group and does not see its tax base significantly
affected, but this entity is needed for the aggressive tax planning structure. A conduit entity cannot
be identified as either the target or lower-tax entity.
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indicators change if the CFC rules had been in force in the headquarters country can
be seen in Table 17.

The most significant changes are in profitability, the interest payment ratio along
with long-term debt, and in the positive effects on EATR. As is evident, entities
belonging to the MNE group having CFC rules effective in the headquarters country
are more profitable, or their losses in the target entities decrease. When CFC rules are
implemented in the headquarters country, the EATRs determined via EBIT are
higher by at least 43% for lower-tax entities and by 40% for conduit entities in
comparison with the situation in which CFC rules are not in force; similarly, EATRs
determined via PBT for lower-tax entities and conduit entities are higher by 30% and
45%, respectively. The target entities are still generating losses from financial
operations and in almost all cases, from overall operations (i.e., profit before
taxation), but the ratio between profit/losses and total assets decreases significantly,
similar to the long-term debt ratio (current value on average is 4.99%, the peer group
value is 7.20%, and the value for the MNE group not having CFC rules in force is
13.92%). In the case of lower-tax and conduit entities, the interest payment ratio can
be considered comparable with that of the peer group. The indebtedness (debt share)
also decreases, similar to long-term debt financing (for more details, see Table 17).

Although the overall profitability increased and indebtedness decreased together
with a lower use of long-term debt and decreased interest payments, the role of
entities in ATPS is still obvious. According to the average results, we can consider
the situation of the lower-tax entities and conduit entities comparable to that of the
peer group; however, the target entities are still significantly diverse and do not reach
comparable values.

Estimation of the Extent of Profit Shifting and Tax Base Erosion

To estimate the amount of profit shifting and tax base erosion of the CEE-EU
countries, we use the tax rate differentials,19 the total amount of recorded EBIT
and profit before tax (PBT) by CEE EU countries having a worldwide GUO, and the
adjusted EBIT and PBT as reflected through the tax rate differentials. The tax
revenue losses were determined through the assumed volume of base erosion and
the average statutory tax rate for the period 2013–2017.

As is obvious in Tables 18 and 19, we first focused on the estimation of the tax
base erosion related to “all” ATP activities (namely, the transfer pricing channel, the
IP profit shifting channel and the debt channel). We assume that ATPS performed
via the transfer pricing channel or the IP profit shifting channel would affect the
amount of EBIT and that the PBT would be affected by ATPS performed through the
debt channel. According to our assumption, we estimate the total maximum amount
of profit shifting and tax base erosion at EUR 26.2 billion (annually on average), of

19The effective tax rates of the domestic entities and determined via EBIT and PBT minus the
effective tax rates of target entities and lower-tax entities.
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which EUR 10.6 billion is on the level of EBIT and related to the transfer pricing
channel and IP profit shifting channel. The annual base erosion related to the debt
channel is presented in detail in Table 19, and its estimation as a maximum is almost
EUR 17 billion.

The overall tax revenue losses related to the ATPS are estimated at EUR 4.2
billion (annually on average), of which EUR 2.7 billion is related with the debt
channel. Hungary, Romania and Croatia are among the countries with the largest tax
revenue losses (more than EUR 9 billion). Note that only Hungary from the CEE-EU
region introduced a patent box regime with a patent box rate of 9.5% in 2003.
Estonia, Lithuania and Poland are among the countries with the lowest tax revenue
losses. This is related to the fact that entities based in Lithuania, Poland and Slovenia
and that have a worldwide GUO have higher effective tax rates (indicated by
taxation divided by profit before tax or divided by EBIT) than domestic entities,
resulting in positive tax rate differentials. Therefore, we do not assume that ATPSs
are effectively applied in these countries, and tax base erosion is not estimated.

There are three obvious situations. The first is when tax base erosion is not
estimated, as effective tax rate differentials are positive (see column T/P differentials
in Table 19). The second is when the overall PBT is negative together with a zero or
a negative effective tax rate in the target entities. In that situation, we assume that
maximum tax base erosion is different between PBT and EBIT because the target
entities use all possibilities to decrease their tax base together with efforts to achieve
zero taxation. The third situation is when the effective tax rate differentials are
negative and the total amount of PBT or EBIT is positive (i.e., the target or lower-
tax entities used some ATPS resulting in a decreased EBIT or PBT but not a negative
amount; however, the tax is still at a lower effective tax rate than that of the domestic
entities). We estimate tax base erosion as adjusted difference between PBT and
EBIT subtracted by recorded difference between PBT and EBIT.

If we look at the debt channel in detail (see Table 19), Hungary, Romania and
Croatia are again among the countries with the largest tax revenue losses (between
EUR 0.4 and 0.9 billion). Furthermore, in only the case of entities based in Poland,
base erosion or profit shifting via debt channels was not proved. A similar situation
was identified in the case of lower-tax entities based in Lithuania and Slovenia,
according to the first situation (see above).

1.4 Conclusions

This chapter focuses on the analysis based on microdata sources because we
consider these more well suited to the identification of corporate tax base erosion
and profit shifting activities than macrolevel data.

In the first part of this chapter, following the Hines and Rice methodology, we
investigated the occurrence of profit shifting in CEE EU countries. We analyse
foreign-owned companies’ pre-tax income sensitivity to tax differentials constructed
as the difference between each CEE EU country statutory CIT rate and the average
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statutory CIT rate of their sister companies based in tax havens and in EU24
countries. We adopt the model proposed by Hines Jr and Rice (1994). The rationale
of this model assumes that profit shifting can be observed by regressing the current
level of profits before taxation to the “true” and “shifted” level of profits. The first
part can be proxied by classical input factors such as labour and capital, while the
“shifted” part can be observed by estimating the semi-elasticity to tax differentials.
We run two different models, one based on a classical OLS panel data regression and
one based on the innovative approach of a multilevel or mixed effects model. To
check the robustness of our estimates, we replace the profits before taxation as the
dependent variable with EBIT. In all cases, we do find that profit shifting occurs, and
in this shifting, the profits before taxation reported by foreign owned companies
based in the CEE EU countries are negatively affected by tax differentials. To
investigate the semi-elasticity at the smallest change in the regressor, we calculate
the mean and varying marginal effects of tax differentials on pre-tax income. In the
case of OLS post-estimation, the mean marginal effect of the tax differential is
�0.37%, which means that a one-unit increase in the tax differential will decrease
the profits before taxation by 0.37%. The marginal mean effect predicted after the
mixed effects model shows a slight increase, where a one-unit increase in the tax
differential is associated with a 0.39% decrease in profits before taxation.

Comparing the estimates obtained by our empirical analysis with the primary
studies of Heckemeyer and Overesch (2017), we obtain a lower semi-elasticity value
of 0.372% compared with the 0.786% estimated by Heckemeyer and Overesch
(2017). The main explanation of the different estimates stems from the particular
group of countries that we focus on (e.g., CEE EU countries), while the study of
Heckemeyer and Overesch (2017) performs a meta-analysis collecting estimates
from over 26 papers that focus on profit shifting at the global level. Additionally, as
presented in Table 2, the CEE EU countries hold a tax advantageous position when
compared with other EU24 member states, and the average statutory CIT rate is more
than 5.10% lower than the average CIT rate in the rest of the EU countries. In this
context, the semi-elasticity of pre-tax income to tax differentials tends to be less
sensitive. Beer et al. (2020) found that the average semi-elasticity of pre-tax income
to the tax differential produced by micro-studies is 0.72, while the macro-studies
produce a larger estimate of 1.11. However, Beer et al. (2020) argue that
macrostudies tend to overestimate semi-elasticities because their methodology
ignores the matching between production factors and profitability measurements at
the company level. Our estimated semi-elasticity is only half the one found by Beer
et al. (2020). The main reason for this difference stems from our microlevel
approach, where we use company-level data to estimate the sensitivity of pre-tax
income to tax differentials. Comparing our results with the estimates obtained by
Barrios and d’Andria (2020), we found that there are similar semi-elasticities when a
multi-level model is employed. Barrios and d’Andria (2020) obtained a semi elas-
ticity of �0.475, which is close to our result of �0.491.

The estimation of semi-elasticities represents an indirect method to research the
occurrence of profit shifting. Our models show that profits before taxation are highly
sensitive to tax differentials. If sister companies from the same MNE group face a
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decrease in the statutory CIT rate, foreign-owned companies based in CEE EU
countries tend to report less pre-tax income.

We also estimate the amount of profit shifting by using the coefficient from our
mixed effects model. We found that when the tax differential to tax havens is
considered, the amount of profits shifted from CEE EU to tax havens is on average
EUR 8.9 billion per year. This produces an annual CIT revenue loss of EUR 1.74
billion in CEE EU countries. In contrast, since the statutory CIT rate in the CEE EU
is smaller than that in the rest of the EU24 countries, we found that inward profit
shifting occurs when the tax differential to the EU24 is considered. We estimate that
close to EUR 7.8 billion are shifted towards CEE EU from sister companies in the
EU24 countries, which leads to an annual average CIT revenue gain of EUR 1.37
billion when the statutory CIT rate is used.

In the second part of this chapter, consistent with Grubert and Mutti’s (1991) and
Fuest and Riedel’s (2012) approach, we investigated the occurrence of profit shifting
in CEE-EU countries through discrepancies between selected financial indicators.
We amended the multi-criteria model proposed by the European Commission
(2017), and similar to the study of the EC (2017), we distinguished within MNE
groups three types of entities that can be included in the ATPS (i.e., a target entity, a
lower-tax entity and a conduit entity).

The effects of ATPS performed via the transfer pricing channel, IP profit shifting
channel and debt channel are visible at the profit level. Our results demonstrate that
MNEs are able to more effectively manipulate their operating profitability and/or
pre-tax profitability in the ATPS than the peer group (domestic entities). Moreover,
MNEs have significantly higher indebtedness, a higher utilization of long-term debt
and higher interest payments relative to total assets. At the entity-subsidiary level,
the CEE-EU entities clearly play a role in ATPS, such as serving as target entities or
lower-tax entities. Target entities seek to decrease their tax base as much as possible;
thus, the identified entities generate the highest interest payment ratio and debt share
ratio, and they make extensive use of long-term debt together with the combination
of a related-party debt resulting in very high financial losses, as well as operating
profitability (loss) or pre-tax profitability (loss) and significantly lower EATRs than
those of the domestic entities. The lower-tax entities seek to effectively increase their
tax base and make it subject to a lower tax rate; thus, the identified entities generate
positive operating profitability and pre-tax profitability as well as EATRs, but these
values are still significantly lower than those of the peer group.

The CEE-EU countries actively combat profit shifting, tax base erosion and tax
evasion/fraud.20 The CFC rules comprise one of the most important tools for

20For more details about the current implementations related to the BEPS recommendations, see
“Tax Policy in Relation to Fair Corporate Taxation”. For example, the Czech Republic introduced
the following: a special withholding tax for transactions involving tax havens that do not have a Tax
convention or TIES; added to the annual income tax return, a special annex related to transfer
pricing transactions and internal debt financing; and limitations on interest deductibility (interest
expenses are disallowed as a deductible item due to their relation to income that is tax exempt or
taxed outside the standard tax base) before the ATAD directive became effective.
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eliminating profit shifting and tax base erosion.21 According to Buettner and
Wamser (2013), CFC rules are able to reduce some ATPSs, namely, those performed
via debt channels. Knoll and Riedel (2019) add that CFC rules are also effective
tools in the case of intellectual property profit shifting. Therefore, we also focused on
the changes in selected financial indicators if an MNE’s headquarters had CFC rules
in force. Our results demonstrate that although the overall profitability of entities
increased and indebtedness decreased together with a lower use of long-term debt
and decreased interest payments, the role of entities in ATPS is still obvious.
Specifically, target entities are still significantly diverse, not reaching comparable
values in comparison with those of the lower-tax entities, which are almost compa-
rable to the target entities.

Our estimation of tax base erosion and profit shifting takes into account negative
effective tax rate differentials between peer group and CEE-EU entities, which were
determined at entities fulfilling conditions set in our multi-criteria model (see
Tables 9 and 10). Negative tax rate differentials were used for the adjustments of
EBIT and profit before tax and for the estimation of the overall tax base erosion. We
estimate the total maximum amount of profit shifting and tax base erosion at EUR
26.2 billion (annually on average), of which EUR 10.6 billion is at the level of EBIT
and related to the transfer pricing channel and IP profit shifting channel. The annual
base erosion related to the debt channel is estimated as a maximum of almost EUR
17 billion. The overall tax revenue losses related to the ATPS are estimated at EUR
4.2 billion (annually on average), of which EUR 2.7 billion is related with the debt
channel.

Based on the overall results, we can conclude that CCE EU subsidiaries play an
important role in ATPSs, which is a finding that is consistent with the current
research.22 However, the situation can change, as currently, the CEE EU countries,
similar to the rest of the EU Member States, are in the process of the implementation
of the BEPS recommendations and, consequently, the ATAD Directive.23

Acknowledgement This chapter is the result of GA ČR No. 18-14082S “Fair corporate taxation:
Measurement of the impact of corporate profit shifting on the budget of the Czech Republic”.

21CFC rules are an important part of the EU Directive (the ATAD directive laying down rules
against tax avoidance practices), which is currently being implemented by European Member
States; the CFC was slated to be implemented and in force as of 1 January 2019. However, nine
European Member States (Austria, Denmark, Germany, Greece, Ireland, Latvia, Portugal, Romania
and Spain) failed to comply with EU law (i.e., failure to fully/correctly implement the ATAD
Directive) with respect to the implementation of CFC rules.
22See more details in Miniaci et al. (2014), Finke et al. (2014), Janský and Kokeš (2015, 2016),
Kubick and Lockhart (2017), Ištok and Kanderová (2019a, b), Khouri et al. (2019), Nerudová et al.
(2020a, b), Pavel and Tepperová (2020), and Moravec et al. (2019).
23For more detail, see “Tax Policy in Relation to Fair Corporate Taxation”.
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Abstract This chapter focuses on tax policy in relation to fair corporate taxation. At
the beginning of the chapter, an evaluation of tax systems and their development is
provided, and then the concept of fair taxation and possible areas for strengthening
fair taxation are presented. In addition, taxation issues related to the digital society
are discussed together with the international exchange of information as a suitable
solution. Finally, the situations of the CEE-EU countries are evaluated in respect to
fair corporate taxation, current situation and future development in that area is
mentioned, lastly policy recommendations are introduced.
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1 Tax Systems and Their Development

A general overview of the evolution of tax systems can be seen through tax quotas
(tax-to-GDP ratios), which measure the ratio of overall government tax revenue to
gross domestic product. For a long time, tax quotas have been rising both in
developed and developing countries, escalating over the period from 1965 to 2019
in the OECD countries by almost ten percentage points to the level of 34.8%, as
shown in Fig. 1. The tax quota growth in developing countries (captured by Global
Revenue Statistics; 67 countries excluding Venezuela) over the past 5 years is
roughly double the growth in the OECD countries; even so, the 2018 average tax
quota in the emerging countries for which recent data was available stands at 20.0%.

When discussing the overall level of taxation (which may also affect the assess-
ment of a given country in terms of whether it is considered to have favourable tax
conditions), the methodology for calculating tax revenues should also be taken into
account. Bearing in mind that social security contributions to non-compulsory and
equivalent social security schemes (in particular, pension insurance) are not included
in tax revenue, countries with a higher emphasis on these social security components
will have a lower tax-to-GDP ratio; the ratio of personal income taxes and contri-
butions to GDP and the share of personal income taxes and contributions in the tax
revenue structure will also be lower. This fact is among the reasons why, for
example, continental European countries have a higher tax-to-GDP ratio than
Anglo-Saxon countries or countries with less emphasis on redistributive social
protection systems.

However, the level of taxation among individual countries has long been very
different; countries with the highest tax quota (Denmark and France) reach values of
over 45%, whereas the tax quotas of Mexico, Colombia or Chile are below or just
above 20%. As Fig. 2 shows, over the decade following the 2009–2010 economic
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crisis, overall taxation increased in most countries; only Ireland, Turkey and Norway
significantly reduced the level of their overall taxation.

Moreover, over the past two decades, taxation in developed countries has mostly
been affected by the global financial crisis and the economic crisis of 2009–2010.
The tax quota in developed countries fell from its peak in 2010 by 1.3 percentage
points, while from 2011 to 2016, it again gradually increased to 34.0%. Since
2016–2019, the tax quota has stabilised in developed countries but has continued
to grow in developing countries. The reaction of tax systems in both country groups
has been similar, as shown in Fig. 3.

Although current data are not available, the closure of economies due to the
global pandemic in 2020 and experience from previous economic recessions show
that significant reductions in tax quotas may be expected in all countries between
2020 and 2021. The reason is an expected slowdown in wage growth and rise in
unemployment, a decline in corporate profits and a reduction in private consump-
tion. In addition, there will be an increase in the share of consumption of basic goods
and services, which is less taxed by excise duties than other consumption. For these
reasons, tax quotas may fall by as much as a few percentage points, depending on the
equiproportionality of the decline in tax revenues and economic performance.

Furthermore, as Fig. 4 shows, the current structures of tax revenues in developed
countries show that almost two-thirds of the countries utilize various forms of
income taxation. The most important forms are social security contributions,
which account for almost 26% of all tax revenues. Their importance has stabilised
over the last 20 years and closely competes with the importance of personal income
taxes, accounting for 24% of OECD countries’ tax revenues. Personal and corporate
taxes, social security contributions, and payroll and employment taxes, which all tax
income in various forms, account for 61% of all tax revenues. The third major tax
channel is general excise duties (usually value-added taxes), which generate 21% of
the tax revenue budget. Together with selective excise duties, consumption taxes
account for 33% of tax revenues.

From an international perspective, factors that threaten fair taxation are base
erosion and profit shifting, which are most threatening to corporate taxation, the
taxation of certain types of business income, personal pension taxation (capital
gains) and the taxation of high-income mobile employees. For consumption, taxa-
tion and the evasion of value-added taxes are particularly risky cross-border trans-
actions in services and digital transactions and platforms. In the case of selective
excise duties, cross-border imports and the smuggling of cigarettes and alcohol are
particularly risky.

In recent decades, discussions on base erosion in the international context have
focused on corporate income tax. Despite an increase in the intensity of the discus-
sions and work on reforms aimed at limiting the possibilities of international tax
planning, corporate tax revenues have increased over the last several decades: since
1995, the rate has actually grown by 1.9 percentage points to 10.0% of the total tax
revenue (3.1% of GDP), and since 1965, it has had a long-term increase of 1.2
percentage points. The only exception to this long-term trend was a rapid increase in
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the corporate tax revenue share of total tax revenues to the level of 10.5–11.3%
during the period 2005–2008.

While the average share of corporate tax revenues in developed countries reached
10% in 2018, the situation in developing countries was significantly different. As
Fig. 5 shows, the average figure for the 62 countries monitored by the Global
Revenue Statistics Database was almost double (18%) that of the developed coun-
tries in 2018. Since its peak in 2008 at 20.9%, the share of corporate taxes in
developing countries has fallen by 3 percentage points. The overall average for the
99 countries monitored by the OECD in 2018 reached 15%.

In recent years, the International Monetary Fund’s Government Finance Statistics
have shown a similar picture. In 2018, for the 88 countries surveyed, the average
amount of revenues payable by corporations and other enterprises reached 3.1% of
GDP and fluctuated over the past two decades by approximately 3% of GDP. The
period of 2005–2008 was an exception, when there was an increase to between 3.2
and 3.4% of GDP (IMF 2019, 2020).

Table 1 presents the countries with the largest ratios of corporate taxes to GDP
according to the IMF statistics (2020). In the first part of the table, the countries are
selected regardless of their economic maturity, while the second part covers OECD
countries and a highly advanced tax jurisdiction of the Hong Kong, China.
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In contrast, Latvia, the United States, Hungary, Lithuania, Italy and Slovenia are
among the developed countries with low corporate tax revenues. Very low or zero
corporate taxation are reported by San Marino and oil states, such as Saudi Arabia
and the United Arab Emirates.

In their tax policies, individual countries approach corporate taxation in highly
different ways. If we compare the share of corporate taxes with total tax revenues
between 2007 (the last year prior to the major financial crisis) and 2018, according to
OECD data (2020m), some countries have reduced the significance of corporate
taxes by almost half or more (Latvia, the USA, Mongolia, and Hungary), while
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Table 1 Countries with the largest share of corporate taxes (% of GDP) (IMF 2020)

Country 2018 Country 2018

Timor-Leste, Dem. Rep. of 10.4 Norway 6.8

Norway 6.8 China, P.R.: Hong Kong 6.0

Seychelles 6.6 Luxembourg 5.9

China, P.R.: Hong Kong 6.0 Cyprus 5.6

Luxembourg 5.9 Malta 5.6

Cyprus 5.6 New Zealand 5.5

Malta 5.6 Australia 5.1

New Zealand 5.5 Japan 4.7

Kazakhstan, Rep. of 5.3 Belgium 4.4

Australia 5.1 Colombia 4.2
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others have dramatically increased the importance of these taxes (Cuba, the Solomon
Islands, Ghana, the Democratic Republic of the Congo).

From the macroeconomic perspective, the level of corporate taxation is provided
by the implicit tax rate (ITR) on corporate income, along with other indicators (such
as the implicit tax rate on labour, consumption, energy, etc.) adopted by the
European Commission for purposes of tax policy assessment. This indicator applies
only to non-financial corporations and measures the average effective tax burden. In
the case of firms, data from national accounts of tax revenues from non-financial
corporations are measured against a macroeconomic estimate of the potential tax
base in the economy. The tax base includes both business and capital income, which,
according to the Schmidt-Faber (2004), means that the base depends on, among
other things, business cycles, stock price fluctuations, financing structures and the
form of profit payments, where, e.g., a greater emphasis on the dividend channel of
profit distribution increases the average corporate tax rate (i.e., a shift towards
increased dividend distributions results, on average, in a higher tax burden on
corporate profits). Obvious factors impacting implicit tax rates are changes in the
rates and the widening or narrowing of the tax bases.

As is obvious from Table 2, traditionally high implicit corporate income tax rates
are reported by France, Portugal and Belgium, while tax policies aimed at low
corporate taxation are applied in former centrally planned economies (Latvia, Lith-
uania, and Estonia), Cyprus and Ireland. The differential between rates in countries
with low and high implicit rates is more than sixfold (5.8 in Latvia vs. 35.4 in
France). Over the last decade, this implicit tax rate has increased in only a few
countries, the most notable examples being Germany, France and Sweden. The
opposite approach was adopted by Latvia, Cyprus, Slovenia, Italy and Hungary,
where ITRs have decreased by more than 10 percentage points. The no-dividend
version of ITR shows a similar picture, where Sweden and the United Kingdom are
among the countries with high ITRs. When the indicator is measured in this way,
Luxembourg reports a negative value.

Although Schmidt-Faber (2004) does not recommend using microeconomic
indicators of effective corporate tax rates for international comparisons, since the
data in national account systems are collected for the purpose of making comparative
analyses more consistent, such indicators are nevertheless adopted in empirical
studies. These indicators adopt calculations of effective tax rates based on data
from the financial statements of sample company groups or based on calculations
of effective tax rates for standardised companies.

Table 3 presents the average effective tax rates for large corporations within the
EU’s nonfinancial sector in 2019. Calculations based on the Devereux/Griffith
methodology are performed regularly by the ZEW1 on the model case of a company
standardised for average asset composition and funding sources (Spengel et al.
2019).

1ZEW—Leibniz-Zentrum für Europäische Wirtschaftsforschnung.
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According to the ZEW’s final report (Spengel et al. 2019), the average effective
rate has been gradually declining since the financial and economic crisis, reaching
almost 20% in 2019. France, Spain and Germany are the countries with the highest
effective corporate tax rates in the EU, while according to this indicator, Bulgaria,
Hungary, Lithuania and Cyprus tax have the lowest effective rates. The difference in
the effective rates is dramatic: the countries in the first group, with the highest taxes,
impose a tax burden on companies that is three times greater than that imposed by
the countries in the second part of the spectrum. Over the past 10 years, the largest
declines in effective corporate rates have been reported in Hungary, the United
Kingdom and Malta, while the largest growth has been recorded in Latvia, Cyprus
and Slovakia.

Table 2 Implicit tax rates on capital in the EU (%) (EU 2020b)

Implicit tax rate on corporate income
(traditional version)

Implicit tax rate on corporate income
(no dividends version)

Country
In
2018

Diff. 2008 to
2018 Country

In
2018

Diff. 2008 to
2018

Belgium 24.6 3.4 Belgium 32.0 5.0

Czechia 22.7 �0.5 Czechia 23.2 �0.4

Denmark 17.6 �0.6 Denmark 23.9 �2.9

Germany 20.3 5.6 Germany 24.6 7.9

Estonia 9.3 1.2 Estonia 10.0 0.9

Ireland 10.0 �2.1 Ireland 11.8 �2.5

Greece 17.4 �1.9 Greece 17.8 �1.8

Spain 15.7 �5.1 Spain 17.9 �6.4

France 35.4 5.1 France 55.0 14.9

Italy 16.9 �12.6 Italy 18.1 �13.5

Cyprus 7.1 �13.6 Cyprus n.a. n.a.

Latvia 7.4 �15.4 Latvia 7.6 �15.3

Lithuania 5.8 �5.3 Lithuania 5.9 �5.2

Luxembourg 8.0 2.7 Luxembourg �6.4 4.7

Hungary 8.0 �11.0 Hungary 8.5 �14.0

Netherlands 9.4 �0.3 Netherlands 25.3 3.8

Austria 17.5 1.7 Austria 22.5 4.0

Poland 13.7 �5.9 Poland 13.8 �5.9

Portugal 25.6 �9.6 Portugal 27.7 �11.0

Romania 11.6 �0.4 Romania 11.7 �0.4

Slovenia 19.7 �12.8 Slovenia 21.0 �13.8

Slovakia 18.3 0.9 Slovakia 18.8 1.3

Finland 14.1 �4.6 Finland 18.5 �3.9

Sweden 21.6 5.2 Sweden 35.0 7.4

United
Kingdom

20.7 �9.0 United
Kingdom

31.6 �14.8

Norway 14.0 �3.9 Norway 18.8 �1.2
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Finally, statutory rates provide evidence of tax policies in the domain of corporate
taxation. Although the amount of tax paid is affected by the interaction of the tax
base and the statutory rate and, therefore, no clear conclusions on tax policy can be
drawn from the size and development of rates, they are still indicators monitored by
companies and governments. Table 4 shows the development of statutory corporate
tax rates in the EU.

An international survey shows (OECD 2020a, m) that the average corporate
statutory rates2 in the EU have declined over the last 15 years, despite a dramatic
deterioration in the fiscal situation of most governments as a result of the 2008–2010
crisis. The combined corporate income tax rate has also declined over the past
almost-20 years in the countries monitored by the OECD.3 However, as shown
above, the ratios of corporate tax revenue to GDP have not declined over the long-
run (with the exception of a fluctuation over the period 2008–2014). This can be
explained by various factors, such as the broadening of tax bases, growth in
corporate profitability, or the substitution of firms for individual entrepreneurs.

Table 3 The average effective tax rates on large nonfinancial corporations in the EU (%) (Spengel
et al. 2019)

Country
In
2019

Difference 2009–2019
(pp) Country

In
2019

Difference 2009–2019
(pp)

France 33.4 �1.3 Finland 19.6 �4.0

Spain 30.1 �2.7 Sweden 19.4 �3.8

Germany 28.9 0.9 Slovakia 18.7 1.9

Greece 26.6 �3.9 Slovenia 17.3 �1.8

Malta 25.3 �6.9 Czechia 16.7 �0.8

Belgium 25.0 0.3 Latvia 16.7 2.9

Italy 24.6 �2.9 Poland 16.6 �0.9

Austria 23.1 0.4 Croatia 14.8 �1.7

Netherlands 22.5 0.3 Romania 14.7 �0.1

Luxembourg 21.8 �3.2 Ireland 14.1 �0.3

Portugal 21.4 �2.3 Estonia 13.9 �2.6

United
Kingdom

20.2 �8.1 Cyprus 13.4 2.8

Denmark 19.8 �2.8 Lithuania 12.7 �4.1

EU28 19.7 �1.9 Hungary 11.1 �8.4

Bulgaria 9.0 0.2

2OECD Tax Database is available at: https://www.oecd.org/tax/tax-policy/tax-database/. As regard
to corporate statutory tax rates, see https://stats.oecd.org/Index.aspx?QueryId¼78166.
3It has declined in the OECD member states by 1.5 percentage points to 23.5% and in the other
surveyed countries from 18.6 to 16.5%.
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2 Concepts of Fair Taxation and Their Implications

Tax theories and tax policies usually discuss two basic tax principles: tax fairness
and tax efficiency. The concept of tax fairness is generally somewhat controversial
and unclear, as it may involve several different approaches.

Traditionally, a tax system is perceived as fair when it complies with the principle
of horizontal tax fairness (everyone in the same situation should pay the same taxes).
Horizontal tax fairness is also an approach that promotes tax efficiency: taxable
persons are taxed in the same way, and the tax system is thus, in this respect, not
distorted. Naturally, the issue of how to measure tax capacity remains, i.e., whether
to use income, consumption, assets, or a combination of measures.

Table 4 Top statutory cor-
porate income tax rates (%)
(EU 2020b)

Country 1995 2010 2020 Diff. 2020–1995

Bulgaria 40.0 10.0 10.0 �30.0

Hungary 19.6 20.6 10.8 �8.8

Ireland 40.0 12.5 12.5 �27.5

Cyprus 25.0 10.0 12.5 �12.5

Lithuania 29.0 15.0 15.0 �14.0

Romania 38.0 16.0 16.0 �22.0

Croatia 25.0 20.0 18.0 �7.0

Czechia 41.0 19.0 19.0 �22.0

Poland 40.0 19.0 19.0 �21.0

Slovenia 25.0 20.0 19.0 �6.0

United Kingdom 33.0 28.0 19.0 �14.0

Estonia 26.0 21.0 20.0 �6.0

Latvia 25.0 15.0 20.0 �5.0

Finland 25.0 26.0 20.0 �5.0

Iceland 33.0 18.0 20.0 �13.0

Slovakia 40.0 19.0 21.0 �19.0

Sweden 28.0 26.3 21.4 �6.6

EU28 35.0 23.2 21.4 �13.5

Denmark 34.0 25.0 22.0 �12.0

Norway 28.0 28.0 22.0 �6.0

Greece 40.0 24.0 24.0 �16.0

Luxembourg 40.9 28.6 24.9 �15.9

Belgium 40.2 34.0 25.0 �15.2

Spain 35.0 30.0 25.0 �10.0

Netherlands 35.0 25.5 25.0 �10.0

Austria 34.0 25.0 25.0 �9.0

Italy 52.2 31.4 27.8 �24.4

Germany 56.8 29.5 29.9 �26.9

Portugal 39.6 29.0 31.5 �8.1

France 36.7 34.4 32.0 �4.6

Malta 35.0 35.0 35.0 0.0
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As states Ok (1995) tax fairness based on the equal sacrifice principles of taxation
requires (especially regarding the taxation of income and property) that as a result of
taxation, taxpayers suffer the same sacrifice. This concept is likely to lead to a
progressive taxation system, but the question that again remains is what the measure
of taxation should be; another question, especially for tax policy, is how progressive
the given tax or the entire tax system should be. Both of the above approaches are
essentially microeconomic and focus on the issues of equal conditions for taxpayers
within tax systems and the (re)distributional effects of taxation.

Recent debates on the fairness of taxation have focused on the following areas.

1. The fairness referred to is fairness in the sense of neutrality, where it is considered
unfair when some taxpayers avoid taxation. In this way, these taxpayers either
gain an unfair competitive advantage over those who pay taxes fairly, or they
make excessive profits compared to a situation in which taxes are paid correctly.
This scenario mainly occurs through tax avoidance and tax evasion in the domain
of corporate taxation and the taxation of self-employed individuals, both at the
national and supranational levels. This area of debate also includes discussions on
new industries and business models (digital companies and platforms, virtual
currencies, etc.) for which, due to new and rapid developments, current tax rules
are not set sufficiently at the national or international level.

In these areas, most of the BEPS measures, particularly Actions 1,4 55 and 66

and the instruments for the international exchange of information in taxes
(in Actions 127 and 138), are aimed at, in part, discussions on the CCCTB9 in
the European Union.

2. The unfairness of financial sector taxation that is the subject of debate is unfair-
ness in the sense that, as a result of the financial crisis of 2008–2009, governments
had to spend significant resources on rescuing the financial sector, and it would
therefore be fair for the financial sector to contribute to the costs incurred by the
governments (by higher income- or asset- taxation of this sector or, e.g., by
paying value-added taxes, from which this sector is exempt). Other arguments
aim at oligopolistic structures in financial markets and at the appropriate reduc-
tion of monopoly profits through increased taxes.

4For more details about the action, see OECD (2015b).
5For more details about the action, see OECD (2015c).
6For more details about the action, see OECD (2015d).
7For more details about the action, see OECD (2015e).
8For more details about the action, see OECD (2015f).
9For more details about the CCCTB in the EU, see https://ec.europa.eu/taxation_customs/business/
company-tax/common-consolidated-corporate-tax-base-ccctb_en. Some results related to the
CCCTB are also available on the website of the FairTax project: http://umu.diva-portal.org/
smash/resultList.jsf?aq2¼%5B%5B%5D%5D&af¼%5B%5D&searchType¼RESEARCH&
sortOrder2¼dateIssued_sort_desc&query¼&language¼sv&aq¼%5B%5B%7B%22freeText%
22%3A%22fairtax%22%7D%5D%5D&sf¼all&aqe¼%5B%5D&sortOrder¼dateIssued_sort_
desc&onlyFullText¼false&noOfRows¼100&dswid¼-6843.
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3. Further discussion on unfair taxation focuses on excise taxation in the sense that it
is not perceived as fair if some sectors (e.g., financial services) do not pay
substantial parts of consumption taxes. Situations that are considered unfair in
terms of equal market conditions and tax neutrality include situations in which
certain types of companies or industries use international tax planning to take
advantage of tax inconsistencies and avoid (or significantly reduce) the payment
of value-added taxes on cross-border (digital) transactions.

4. It can also be perceived as unfair (although in a broader context than a purely tax
context) if some countries or groups of countries set low environmental and social
standards in a given economy and thus achieve a higher level of competitiveness
compared to countries with higher levels of environmental and social regulation
or protection (typically European Union member states). Although highly nor-
mative, the assessment of an “unfairly low” level of taxation (or regulation) in one
group of countries may result in the introduction of retaliatory duties, fees or taxes
in countries that want to maintain or expand their environmental and social
standards. This in turn is reflected in discussions and proposals on the introduc-
tion of global carbon or other emission taxes, carbon offsets, transnational
charges for nonrecycled plastics, taxation of air transport, etc.

5. Recently, the debate on unfair taxation has begun to gradually focus on the issue
of the “fair” allocation of taxing rights between countries. These are basically two
interconnected issues.

(a) First, it may be perceived as unfair that some countries focus their tax policies
on low or zero corporate taxation and allow specific multinationals to transfer
profits to their jurisdictions (tax havens) to avoid paying taxes in a country
where profits would otherwise be “reasonably appropriately” taxed. This not
only reduces the tax revenues of countries with normal tax rates but also
favours certain companies over their competitors.

(b) Second, in view of the historical setting of international income tax rules, it is
debatable whether, due to technological change (digitisation), countries
where digital companies and platforms do not physically reside but have
customers should not share revenues from the taxation of these companies. Of
course, the current system is generally suitable for the countries where these
companies are physically located, except in cases where companies use tax
havens to substantially reduce the payment of taxes.

This area aims at Action BEPS10 and the discussed reform of the principles of
international income taxation.

The link between the above concepts of fair taxation and sectors and economic
policies is outlined in Table 5. With regard to the arbitrary definitions of individual

10For more details, see OECD (2013). https://www.oecd.org/tax/beps/beps-actions/.
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policies, the OECD focuses on 26 main policies, contrary to the EU’s 22 main policy
areas and 297 subpolicies (see Table 6).11

The strengthening of fair taxation in all of the above areas should lead to a long-
term increase in government tax revenues in the area of corporate taxation or in

Table 5 The concepts of fair taxation and their impacts

Possible areas
for strengthening
fair taxation

Horizontal
impacts/
links Specific links Secondary impacts

Tax evasion All eco-
nomic
sectors

Especially MNEs
Self-employed individ-
uals
Boosting economic
efficiency

Long-term reduction of tax com-
petition and room for increasing
tax revenue
Possibility of increasing govern-
ment spending
Restriction of competition for
domestic producers
Increase in administrative and
compliance costs for MNEs

Taxation of the
financial sector

Financial
sector

Particularly MNEs
Reduction of monopoly
profits

Transfer of taxes on customers or
suppliers
Efforts to move digital financial
services out of the scope of
increased taxation
Increase in administrative costs
(AC) and compliance costs
(CC) for the financial sector

Consumption
taxation

Services,
primarily
digital

Cross-border companies
mainly supplying ser-
vices
Digital companies and
platforms

Restriction of competition for
domestic producers
Reducing motivation for techno-
logical innovation
Increase in AC and CC for digital
companies and platforms

Environmental
taxation

All eco-
nomic
sectors

Imports from developing
countries
Imports of energy-
intensive goods and
some services

Increase in global pressure to pro-
tect the environment
Restriction of competition for
domestic producers
Possible link with the pressure on
the quality of goods
Increase in AC and CC for import
companies

Allocation of tax
rights

All eco-
nomic
sectors

In the first round, digital
services; in later rounds,
possibly others
MNEs

Restrictions on the possibility of
aggressive tax planning by digital
companies using tax havens
Unification of the conditions of
competition (domestic and
international)

11For more details, see https://ec.europa.eu/info/policies_en, https://europa.eu/european-union/
topics_en, https://www.oecd.org/#.
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general excise duties. Moreover, if I strengthen of fair taxation together with the use
of additional tax revenues to reduce tax distortion (e.g., the taxation of all corporate
income, the reduction of employers’ social security contributions, and the reduction
of capital gains taxation), it would result in a double-dividend concept12 and long-
term increase in economic efficiency.

3 Taxation and the Digital Society

The dynamic advent of digitisation and development of new business models of
globally operating companies in the last decade has raised questions regarding
reforms to the global rules of income taxation and national tax policies. Currently,

Table 6 Main policies of the EU and OECD (OECD 2020k, European Commission 2020)

OECD EU

1. Agriculture and fisheries
2. Chemical safety and biosafety
3. Competition
4. Corporate governance
5. Corruption and integrity
6. Development
7. Digital
8. Economy
9. Education
10. Employment
11. Environment
12. Finance
13. Green growth and sustainable development
14. Health
15. Industry and entrepreneurship
16. Innovation
17. Insurance and pensions
18. Investment
19. Migration
20. Public governance
21. Regional, rural and urban development
22. Regulatory reform
23. Science and technology
24. Social and welfare issues
25. Tax
26. Trade

1. Food safety
2. Customs
3. Taxes
4. Transport
5. Energy
6. Competition
7. Humanitarian aid and civil protection
8. Single market
9. Culture
10. Human rights and democracy
11. Trade
12. Business and industry
13. Regional policy
14. Development and co-operation
15. Justice and fundamental rights
16. Research and innovation
17. Education, training and youth
18. Foreign and security policy
19. Employment and social affair
20. Health
21. Agriculture
22. Environment

For EU policies see European Commission, available at https://ec.europa.eu/info/policies_en. The
main OECD policies (topics) are available at https://www.oecd.org/#

12For more details about the double-dividend concept or hypothesis, see Chiroleu-Assouline and
Fodha (2006), Bento and Parry (1999), Goodstein (2003) and Nerudová and Dobranschi (2016).
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there is a key discussion about the over-a-century-old system and two principles
enshrined in the double-taxation treaties: where the taxes on activities, particularly
income or profits, of multinational and digital companies are to be paid, and what
share of profits should be taxed in which jurisdiction (the “nexus”13 and “profit
allocation” rules). Given the need for an international consensus, the current mech-
anism was established as a compromise between the interests of individual jurisdic-
tions; this feature cannot be circumvented under the system of autonomy for
individual countries regarding national tax policies.

Tax policies also seek to modernise the taxation of digital services through value-
added taxes and to create a new system for the taxation of digital currencies.
However, in the opinion of most countries, these changes require, among other
things, strengthening and standardising the exchange of information on digital
platforms and the gig economy.14 All this will not be possible without modernising
and digitising tax administrations. According to the OECD (2020n), within the next
decade, this process will include, e.g., work related to digital identity, electronic
invoicing, and secure mechanisms for cross-border online information sharing.

3.1 Digitisation and Fair Income Taxation: National Tax
Policies and International Coordination

In 2015, the BEPS agenda identified as one of its main priorities the issue of tax
challenges arising from digitisation (Action 1: Tax challenges arising from
digitisation).15 The digitisation of economies and other domains of life relates to
the liberalisation of the trade and capital flows of previous decades and is
characterised by several features that have implications for tax policies:

• scale without mass: within a given jurisdiction, the business models of digital
firms without substantial physical presence in the jurisdiction may cover large-
scale activities (sales, data collection, etc.), thus achieving local operational scale
without local mass.

• reliance on intangible assets: business models of multinational companies in
general and digital companies in particular reinforce the importance of investing
in intangible assets (e.g., IP assets) that companies directly own or lease.

• centrality of data: businesses collect, process and trade data centrally, outside the
jurisdiction of their collection/emergence.

13For more details, also see Hongler and Pistone (2015), Spinosa and Chand (2018), Losada (2019),
Li (2018) and Johannes and Fuest (2012).
14A gig economy is based on a free market system in which temporary, flexible job positions are
commonplace and companies/organisations hire independent workers for short-term commitments
instead of full-time employees.
15For more details about the action, see OECD (2015b).
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The rapid digitisation of developed and developing countries over the past two
decades has important implications for the discussion of the fair setting of global
rules affecting the tax policies of individual jurisdictions. In the context of digital
activities, the debate on fair taxation is seen primarily as a debate on three issues:
(1) Where should taxes on the activities of multinational and digital companies be
paid? (2) What proportion of profits should be taxed in each jurisdiction? (3) How
should value-added taxed digital services and activities be included in the gig
economy?

The debate over the change in global rules for digital corporate taxation is
increasingly serious, as the importance of digital services in the economy has
increased rapidly in recent years (out of the companies that Market Capitalisation
ranked as the top 10 largest companies in 2020, 7 companies operate as digital
businesses; other key businesses operate in financial services, which also feature
elements of digital business models), and the digitisation process will accelerate
further in 2020–2021 due to the global COVID-19 pandemic. In principle, therefore,
potential key corporate taxpayers in developed countries already use or will soon use
new digital business models.

From the perspective of double-taxation treaties, the system of taxation of
transnational activities in the pre-Internet era was based on (1) physical presence
in the given jurisdiction (branch or permanent establishment; the “nexus” rule) and
(2) profit allocation within the MNE group, based on the arm’s length principle (the
profit allocation rules). This was, and still is, the operating system for many
industries and business models and was supposed to reduce the international double
taxation of business activities and, along with the appropriate setting of tax rules in
individual jurisdictions and international agreements, reduce double non-taxation.
However, technological developments have increasingly weakened the need for a
physical presence in target markets, and digital business models16 have finally
eliminated this need entirely.

Fair taxation in the domain of digital companies is a discussion on the issue of the
“allocation of the entitlement to tax” between individual tax jurisdictions. In the
original, pre-Internet model of international taxation which is currently applied,17

almost all the profits of digital companies are taxed in the companies’ countries of
residence, which for the largest companies are the United States and China. The
countries where the customers of digital companies are located (but where the
companies themselves do not physically operate or own standard intangible assets)
do not participate in the tax revenue from the companies’ profits.

Apart from the USA and China, the largest digital companies and industries are
mainly located in a few developed countries. Other developed countries in which
digital giants are not based and all developing countries are therefore motivated to

16For more details about digital business models, see Brousseau and Penard (2007), Remane et al.
(2017), Vendrell-Herrero et al. (2018), Kraus et al. (2018), Blaschke et al. (2017) and Nerudová and
Solilová (2020).
17Namely before the BEPS project and introduction of suggested changes in the tax treaty network.
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change the system into a new one that would allow them to participate in tax
revenues.

Another issue for discussion is the domicile of digital companies in countries with
preferential tax regimes. If it is not possible to clearly identify in which country a
digital firm (or its key activities and assets) is present, it is difficult to prevent the firm
from using international tax schemes involving jurisdictions with extremely
favourable income or property taxation. If digital companies use aggressive interna-
tional tax planning, tax revenues from their profits ultimately fail to be collected even
by the countries where they actually reside, and the companies therefore avoid
taxation either completely or substantially.

While the possibility of avoiding income taxation (or substantially reducing
taxation) for digital firms may be perceived in the short-term as a form of support
for modern technologies and business models, it ultimately results in tax inefficien-
cies and distortions among sectors and reduces overall economic efficiency. With
regard to the fiscal interests of all countries (except for tax havens), it is therefore
desirable to specify or completely change the nexus and profit allocation rules for
digital business models. Therefore, a combination of actions in two areas is neces-
sary: (1) limiting base erosion and profit shifting towards tax havens for digital
companies and (2) adjusting rules or implementing new rules to define the place and
scope of tax payments for these companies/industries (i.e. adjusting allocation of tax
rights and profit allocation rules).

In an effort to reduce the risk of the unilateral introduction of digital taxes, which
could result in retaliatory taxes, customs and trade measures by countries with
reduced tax revenues, multinational institutions have sought to enforce a multilateral
and transnational consensual solution to the reform of the international taxation of
digital companies. However, in each supranational institution, such as the EU,
OECD/G20 Inclusive Framework on BEPS, IMF and UN, the interests of countries
with different fiscal involvement are represented differently, and thus, the pressure to
introduce changes is different in each institution. Some countries have even adopted
separate digital taxes or have tried to adopt or implement them, though this may
represent a form of pressure to adopt a transnational consensual solution.

The reform of international corporate income taxation proposed by the OECD in
2019–2020 (BEPS 2.0) with respect to BEPS Action 1 consists of two pillars:

1. The first pillar (the redistribution of tax rights18) focuses on new business models
and “nexus” rules, i.e., issues related to commercial presence, the place of tax
payment and tax base and the distribution of tax bases between the countries of
customers/users and the countries of corporate residence. The reform extends the
right to tax to “market” jurisdictions, i.e., where the value or corporate profits

18For more details, see the document available at https://www.oecd.org/tax/beps/public-
consultation-document-secretariat-proposal-unified-approach-pillar-one.pdf.

174 L. Vítek and V. Solilová

https://www.oecd.org/tax/beps/public-consultation-document-secretariat-proposal-unified-approach-pillar-one.pdf
https://www.oecd.org/tax/beps/public-consultation-document-secretariat-proposal-unified-approach-pillar-one.pdf


emerge (e.g., where a company sells its products or services or secures or collects
data or contributions from users).

2. The second pillar (the Global Anti-Base Erosion (GloBE) Proposal19) seeks to
reduce the transfer of tax bases to low-tax jurisdictions, e.g., by proposing the
introduction of a minimum tax paid by companies, and seeks to reduce the
incentives for moving activities (and profits) into low-tax jurisdictions.

The reform is therefore based on the idea that a company’s profits and their
taxation should be aligned with the place of revenue generation (even if the company
does not have a physical presence there) rather than with the place of the company’s
legal ownership or management. The basic argument for this approach is that the
customer or user base is an intangible asset in itself, and it is therefore fair for the
jurisdiction in which this intangible asset is located to participate in the taxation of
the resulting income and profits. However, this new approach to defining intangible
assets is likely to come into conflict with the arm’s length principle20 and may
constitute a systemic change in the entire system of international income taxation.

3.2 Other Areas of Tax Policy and Digital Activities
(Value-Added Taxes, Virtual Currencies and Digital
Platforms)

Digital services, especially cross-border services, increase the possibilities for cre-
ating schemes that limit the payment of value-added taxes. Thus, incorporating the
issue of VATs on digital services, intangible assets, and online sales of goods
intensifies the discussion regarding the reform of rules related to the choice of
jurisdiction and the timing of tax collection so that the entire system is perceived
to be fair. Sales by digital companies and multilateral digital platforms (platforms,
online marketplaces, and intermediaries) and sales of goods and services to end
consumers (the B2C model) or between consumers themselves are generally
involved in this discussion.

The OECD (2019, p. 6) defines digital platforms as “... platforms that enable, by
electronic means, direct interactions between two or more customers or participant
groups (typically buyers and sellers) with two key characteristics: (i) each group of
participants (“side”) are customers of the platforms in some meaningful way, and
(ii) the platforms enable a direct interaction between the sides.”

The key issue that arises, with the aim of strengthening the fairness of platform
taxation, is the provision of information on the business transactions of platform
participants (the identity of participants, the number of transactions and the volume

19For more details, see the document available at https://www.oecd.org/tax/beps/public-
consultation-document-global-anti-base-erosion-proposal-pillar-two.pdf.pdf.
20For more details about this issue, see Choi et al. (2020) and Pankiv (2016).
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of revenues). That is, from the perspective of tax neutrality, it is clearly necessary to
ensure the same level of taxation of comparable business transactions, whether or not
they are carried out using digital platforms. By providing tax administrations with
relevant data on participant transactions, platforms significantly reduce the risk of
the non-registration of entities and transactions with the tax administration and the
possibility of a consequent non-payment of the relevant income and consumption
taxes. Figure 6 presents countries have already introduced digital services taxes.

Taxing transactions carried out through digital platforms usually requires inter-
action between multiple jurisdictions (at least the country of residence of the
platform owner and the countries where the platform provides its services). There-
fore, when taxing platform transactions, it is appropriate that, in line with the Ottawa
Taxation Framework Conditions 1998 (OECD 2001), all countries respect certain
principles in the area of consumption taxation, such as neutrality, efficiency, cer-
tainty and simplicity, effectiveness and fairness, and flexibility.

To promote the neutrality and fairness of the taxation of transactions carried out
by means of digital platforms in a shared and gig economy, and to reduce the scope
of tax evasion, Model Rules for Reporting by Platform Operators with Respect to
Sellers in the Sharing and Gig Economy were introduced. These model rules require
platform operators to provide the relevant tax administrations with information on
the income of platform participants from accommodation, transport, and other
services. Such centralised data collection on the activities and income of platform
participants should not only be relatively inexpensive but also allow the capturing of
activities that were not previously reported and instead moved into the shadow,
tax-free economy.
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Given the long-term efforts of most developed countries to reduce the risks
associated with money laundering and tax evasion, issues related to cryptocurrencies
as well as other financial innovations and models, such as stablecoins, digital
currencies of central banks and decentralised financing, are also discussed.21

The issue is not only that, compared to standard currencies, these currencies and
mechanisms are less regulated and therefore may be more easily misused to engage
in illegal transactions but also that there is no discussion in the international context
about their fair taxation from the perspective of income, consumption, or property
taxation. Their high volatility and trade in unregulated markets also create vast room
for losses, which may erode income tax bases.

The OECD survey (2020l) shows that most countries that already deal with the
taxation of virtual currencies consider virtual currencies to be assets in their legis-
lation or in practice and tax those currencies in the same manner that other forms of
intangible assets are taxed. Income from their mining (or exchange for other
currencies or goods) is subsequently taxed by some countries as a capital gain or
as a form of capital, while some countries opt to treat it as other income.

Trading in virtual currencies may be considered either a commercial or
non-commercial (occasional) activity. In the commercial concept, the standard
taxation of income is applied; in the non-commercial concept, the taxation of capital
gains is applied. Most countries consider transactions in virtual currencies to be
subject to income tax.

The use of virtual currencies is mostly exempt from consumption taxation, and
within the EU, it is linked to a case decided by the ECJ in 2015.22 From the
perspective of property taxes, these intangible assets are subject to taxes on property
holding, donation and inheritance.

From the long-term perspective, and due to the current epidemiological situation,
the importance of virtual currencies can be expected to increase along with the
decline in the importance of cash. Given their virtual and global nature, this will
force further international tax coordination measures. At the same time, however, it
is necessary to take into account the energy intensity of mining of these currencies
and to control the administrative intensity of their taxation for small taxpayers and
occasional transactions.

21For example, the total market capitalisation of virtual currencies reached almost USD 400 billion
in 2020.
22According to a decision of the European Court of Justice in 2015, exchanges of Bitcoin are
exempt under the EU VAT Directive.
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4 International Exchange of Information and the Fairness
of Taxation

Discussions on the need for and technical possibilities of decreased international tax
evasion (OECD 1998) led to a consensus within both the OECD and the EU (see
BEPS Action No. 12 and 1323) on the necessity to strengthen international informa-
tion exchange to prevent money laundering and tax evasion and to increase the
transparency of financial systems. Following the initial steps aimed at specifying and
identifying harmful tax practices in individual jurisdictions, a consensus was reached
among the developed countries that new tools needed to be advanced for the
international exchange of information in order to reduce potential tax evasion. One
of the most important outcomes was the founding of the Global Forum on Trans-
parency and Exchange of Information for Tax Purposes (Global Forum)24 in 2000,
initiated by the OECD and G20 countries.

The Global Forum gradually prepared support and control systems for tax
information exchange. In the process, pressure on international cooperation in this
area intensified, notably after 2001 and following the financial and economic crisis
of 2008–2009. According to the OECD (2019), over this period, countries were split
into three groups: (1) those that had substantially implemented the internationally
agreed tax standard (40 countries/jurisdictions), (2) those that were committed to the
standard but had not yet substantially implemented it (38 jurisdictions) and (3) those
that were not committed to the standard (4 jurisdictions).

To parallel the American Foreign Account Tax Compliance Act (FATCA),25 the
Convention on Mutual Administrative Assistance in Tax Matters (CMAA)26 was
amended, and since 2010, it has also included the automatic exchange of information
(AEOI). In 2014, the AEOI standards27 for financial accounts were created. The
number of Global Forum members had increased from the founding 32 participants
in 2000 to 161 members as of the end of September 2020. The EU also holds a
membership as a separate entity, and there are an additional 19 multinational
organisations that act as forum observers. As of the end of 2020, Belarus and Serbia
were the only European countries that were not members of the forum, Colombia
and Venezuela were the only countries from the Americas that were not members,
and Iran, Myanmar, North Korea and Vietnam were the only countries from Asian
regions that were not represented.28 All of the countries that were previously

23For more details about the actions, see OECD (2015e, f).
24For more details about the Global Forum see: http://www.oecd.org/tax/transparency/.
25For more details about the FATCA, see https://www.irs.gov/businesses/corporations/foreign-
account-tax-compliance-act-fatca.
26For more details, see http://www.oecd.org/ctp/exchange-of-tax-information/convention-on-
mutual-administrative-assistance-in-tax-matters.htm.
27For more details about the AEOI standards and exchange of information, see https://www.oecd.
org/tax/automatic-exchange/.
28There are also African and Pacific region non-member countries.
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discussed in connection with harmful tax practices joined the forum relatively
quickly.

The main goal of the Global Forum is to establish and evaluate global/interna-
tional standards for information exchange. The introduction and implementation of
standards are evaluated in two phases and in regular cycles and several rounds (see
below). The exchange of information takes place according to (1) the standard for
the exchange of information on request (EOIR)29 or (2) the standard for the auto-
matic exchange of information (AEOI).

4.1 Exchange of Information on Request (EOIR)

The main activities of the Global Forum during 2009–2020 were (1) involving as
many countries as possible in the group, (2) creating the EOIR standard, (3) setting
up a system for the mutual evaluation of the adoption and implementation of the
standard, and (4) starting peer-to-peer evaluations.30 Within 10 years, the activities
of the Global Forum and the adoption of the standard had spread to virtually all
major world countries. The number of forum members increased from 30 (2000) to
161 (2020). Thirty-four countries remain fully outside the forum or participate only
partially.

The EOIR standard is based on principles from the OECD Model Tax Informa-
tion Exchange Agreement (2002) and Article 26 of the OECD Model Tax Conven-
tion and its 2012 update. Adoption of the EOIR standard (and acceptance of the
regular evaluation of its implementation) is a mandatory condition for participation
in the Global Forum.

The system for the mutual assessment31 of the adoption and implementation of
the standard is based on evaluations in three groups/clusters (A ¼ the availability of
information, B ¼ the ease of access to information, and C ¼ the implementation of
information exchange), in which a total of 10 indicators/components are evaluated:

A1 Ownership & identity information
A2 Accounting information
A3 Banking information
B1 Access to information
B2 Rights & safeguards
C1 EOI mechanisms
C2 Network of EOIR mechanisms

29For more details about the EOIR and exchange of information, see http://www.oecd.org/tax/
transparency/what-we-do/exchange-of-information-on-request/exchange-of-information-on-
request-peer-review-process.htm.
30For more details about the review process, see http://www.oecd.org/tax/transparency/documents/
exchange-of-information-on-request-peer-review-process.htm.
31For more details in respect of a critical assessment, see Neve (2017).
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C3 Confidentiality
C4 Rights & safeguards
C5 Quality & timeliness of responses

These elements are evaluated by the Peer Review Group (PRG) (33 members in
2020) in two so-called rounds: In Round 1, the group assesses how the legislation
adopted in a given country meets the requirements of the standard. In Round 2, the
implementation of the standard in practice is evaluated, i.e., how effectively the
standard has been adopted and whether its use is not only formal. The entire
evaluation process for a country takes at least one year, and the evaluation report
is first approved by the Peer Review Group and subsequently by all the forum
members. The report also includes recommendations on what the country should
do to fully comply with the standard. The OECD publishes the full text of the
evaluation reports.

The first round of evaluations for all countries concluded in 2016 (2013–2016).
The evaluation rules were subsequently modified, and thus, the currently ongoing
second round (2016–2023) is not fully comparable. The second, ongoing round of
evaluation includes the new members and reflects on the progress of the jurisdictions
evaluated in the first round, see Figs. 7, 8, 9, and 10.

To identify countries with insufficient progress in meeting the standard, a
so-called accelerated evaluation mechanism has been introduced. It aims to allow,
upon request from the country in question, an accelerated assessment of the
country’s progress since the last assessment.

The May 2020 evaluation plan for the period 2016–2023 envisages the conclu-
sion of the second round in the second half of 2023. Of the former centrally planned
European economies, Poland and Slovenia are to be evaluated in 2021; in 2022,
Albania, the Czech Republic, Serbia, Bosnia and Herzegovina and Bulgaria; and in
2023, Romania and Lithuania.

The evaluations are presented both as an overall assessment (compliant, largely
compliant, partially compliant, or noncompliant) and as a detailed review of the
assessment of the 10 individual components (mentioned above).

According to the OECD (2020h), of the 125 jurisdictions, 111 had been assessed
by the end of August 2020 as compliant (22), largely compliant (87), preliminarily
largely compliant (2), partially compliant (11) or noncompliant (3). The combined
review of rounds 1 and 2 has been completed for more than half of the involved
countries.
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4.2 Automatic Exchange of Information

The first transnational program for the automatic exchange of tax information was
established by the EU Savings Directive32 in 2003. Further progress was made
through the American Foreign Compliance Tax Act (FATCA 2010), followed by
inter-governmental agreements entered into between the United Kingdom, France,
Spain, Italy and Germany in 2012 on the mutual automatic exchange of information
with the United States. In turn, the OECD took steps to adopt the Common
Reporting Standard (CRS)33 and the Multilateral Competent Authority Agreement
(CRSMCAA)34 in 2014, along with the work of the Global Forum on the acceptance
of commitments by its individual members. At the same time, based upon Council
Directive 2011/16/EU,35 known as DAC1, the EU established all the necessary
procedures in terms of the information exchange standards (spontaneous, automatic
and on request) and provided the structure for a secure platform for cooperation.
However, since its adoption, the original DAC1 directive has been amended five
times with the aim of strengthening administrative cooperation among the EU
Member States. The application of DAC1 in terms of the AEOI standards and
non-AEOI standards for the exchange of information is presented in detail in
Table 7.

While the EU DAC directive focuses on a wide range of information exchanges,
such as information on nonfinancial categories, financial account information,
advanced cross-border rulings, CbCR, beneficial ownership information and tax
planning cross-border arrangements, the OECD automatic exchange of information
focuses only on the exchange of information on financial accounts (AEOI Stan-

32Council Directive 2003/48/EC of 3 June 2003 on the taxation of savings income in the form of
interest payments, known as the Savings Directive, is available at https://eur-lex.europa.eu/legal-
content/EN/ALL/?uri¼celex%3A32003L0048. It is no longer in force (date of end of validity:
31/12/2015) as it was superceded by parts of Directive 2014/107/EC of 9 December 2014 amending
Directive 2011/16/EU regarding the mandatory automatic exchange of information in the field of
taxation. Directive 2014/107/EC is available at https://eur-lex.europa.eu/legal-content/EN/TXT/?
uri¼celex%3A32014L0107.
33For more details about the CRS see: https://www.oecd.org/tax/automatic-exchange/common-
reporting-standard/.
34The international framework for the CRS is available at https://www.oecd.org/tax/automatic-
exchange/international-framework-for-the-crs/. The text of the CRS MCAA is available at https://
www.oecd.org/tax/automatic-exchange/international-framework-for-the-crs/multilateral-compe
tent-authority-agreement.pdf. The list of signatories is available at https://www.oecd.org/tax/
automatic-exchange/about-automatic-exchange/crs-mcaa-signatories.pdf.
35Council Directive 2011/16/EU of 15 February 2011 on administrative cooperation in the field of
taxation, repealing Directive 77/799/EEC, which first established the legal basis for administrative
cooperation in the field of direct taxation in Europe, is available at https://eur-lex.europa.eu/legal-
content/en/ALL/?uri¼CELEX:32011L0016.
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dard).36 The legal frameworks are the multilateral Convention on Mutual Adminis-
trative Assistance in Tax Matters (CMAA)37 and CRS or possibly bilateral agree-
ments (double-tax treaties and tax information exchange agreements).38 Financial
institutions must inform their tax authorities about non-residents for whom they
maintain financial accounts. Subsequently, the data obtained in this way are pro-
vided to the tax authorities in the country of residence of the given account holder
through the tax administrations. For the implementation of the AEOI, it is necessary
not only to introduce into domestic legislation the requirement to collect data on the
financial accounts of non-residents (CRS MCAA) but also to enter into international
agreements on information exchange and join the common transmission system
(CTS).

In 2015, more than 90 countries committed to the AEOI and gradually joined the
Common Reporting Standard Multilateral Competent Authority Agreement (CRS
MCAA). As of 2015, almost 80 countries had already joined, and 110 countries had
joined by December 2020; the countries that joined most recently (2020–2021)
include Kazakhstan, Liberia, Oman, Peru, Ecuador and Morocco. The first automatic
data exchanges under the CRS took place in 2017, and as of 2020, 4400 bilateral
exchange relationships had already been activated within the CRS and over 2700
had been activated for country-by-country reporting (CbCR or CbC reports).39

BEPS Action 1340 also created the CbCR,41 in which large multinational corpo-
rations with consolidated net turnover exceeding EUR 750 mil. provide tax admin-
istrations with an overview of the basic structure of their financial results, assets and
activities (e.g., revenues, paid and accrued taxes, employees, capital, retained profits,
tangible assets, etc.) by individual tax jurisdiction.

As seen in Table 8, a similar number of bilateral trade relations have not yet been
activated for automatic country-by-country reporting. There are currently approxi-
mately 2700 of these relationships (February 2021), while automatic exchanges

36The AEOI standard requires the following: specification of the information exchanged (especially
interest and dividends); specification of the financial institutions to which the companies report;
specification of the entities about which information is exchanged (natural and legal persons,
including trusts and foundations) and due diligence procedures for financial institutions.
37For more details, see http://www.oecd.org/ctp/exchange-of-tax-information/convention-on-
mutual-administrative-assistance-in-tax-matters.htm.
38According to the OECD (2020h), some CRS exchanges are legally based on the EU DAC
directive, agreements between the EU and third countries or bilateral agreements (such as the
UK-CDOT agreements).
39These include exchanges between the signatories to the CbC Multilateral Competent Authority
Agreement (CbC MCAA); between EU Member States under EU Council Directive 2016/881/EU,
known as DAC 4; and between signatories to bilateral competent authority agreements for
exchanges under double-tax conventions or tax information exchange agreements, including
41 bilateral agreements with the United States. For more information about CbC MCAA, see
https://www.oecd.org/tax/automatic-exchange/international-framework-for-the-crs/.
40For more details about the action, see OECD (2015f).
41For more details about CbCR in the context of transfer pricing documentation requirements and
comparisons with the OECD and EU perspectives, see Solilová and Nerudová (2019).
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within the CbCR have taken place since mid-2018 on the basis of the Multilateral
Competent Authority Agreement on the Exchange of CbC Reports (CbC MCAA).42

The effects of the reforms implemented in recent years can also be seen in the
Financial Secrecy Index (FSI),43 which was financially supported by the EU. The
FSI represents a comprehensive assessment of individual jurisdictions through a
composite indicator that, as of 2020, consists of four groups of 20 key indicators; the
four groups include the following: (1) ownership registration, (2) legal entity
transparency, (3) the integrity of tax and financial regulation, and (4) international
standards and cooperation. Within the individual groups of indicators, criteria such
as CbCR are also evaluated.

According to the FSI 2020, the automatic exchange of information, beneficial
ownership registration and CbCR are considered the largest reforms, although CbCR
has weaker results. To address the issues of profit shifting and tax base erosion, it is
important to attack their roots, i.e., to identify the jurisdictions that make it their
business to provide offshore secrecy and help erode the tax base of taxpayers from
other jurisdictions. As seen in Table 9, high values (scores above 79) are reported by
Algeria, Angola and the Maldives. Some of the high level score countries are
characterised by government disintegration due to wars or other institutional shocks,
and some are remote island regions. As expected, these countries are also
characterised by relatively weak involvement in the systems of international
co-operation and exchange of information in tax matters.

Table 8 The number of activated exchange relationships for CRS and CbCR information (example
of Germany, February 2021) (OECD 2020j)

From jurisdiction Germany to all jurisdiction

To jurisdiction Legal instrument

1. Andorra EU Agreeement

2. Antigua and Barbuda CRS MCAA activated

3. Argentina CRS MCAA activated

4. Australia CRS MCAA activated

5. Austria EU Directive 2014/107/UE

6. Azerbaijan CRS MCAA activated

7. Barbados CRS MCAA activated

8. Belgium EU Directive 2014/107UE

9. Bonaire, Saint Eustatius and Saba CRS MCAA activated

10. Brazil CRS MCAA activated

. . .

74. Uruguay CRS MCAA activated

42For CbCR, countries may also adopt models under double-tax conventions or under tax infor-
mation exchange agreements.
43The FSI ranks jurisdictions according to their secrecy and the scale of their offshore financial
activities. It is a tool for understanding global financial secrecy, tax havens or secrecy jurisdictions,
and illicit financial flows or capital flight.
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5 The CEE-EU Countries and Fair Taxation

As mentioned in previous sections, globalisation, rapid digitalisation and growing
deficits caused by the economic and financial crisis have been the main drivers of tax
reforms since 2000. The importance of global tax transparency and tax cooperation
and the international exchange of tax information have grown during the last decade.
Global problems need global answers; therefore, the BEPS project was initiated in
2013, and the previous bilateralism in international taxation issues has been replaced
by the multilateral implementation of global minimum standards.

With respect to the EU, before the BEPS project started, the EU performed
several steps to address tax evasion and avoidance, such as expanding the automatic
exchange of information widely within the EU, proposing provisions to close
loopholes in the Parent-Subsidiary Directive, establishing a Platform on Tax Good
Governance, approving new instruments (reverse-charge mechanism) to better fight
VAT fraud, and launching the debate on digital taxation.44 In addition, since 2014,

Table 9 Financial Secrecy
Index 2020 (countries with the
highest levels of secrecy) (Tax
Justice network 2020)

Jurisdiction Secrecy score

Algeria 80

Angola 80

Maldives 80

Bolivia 79

United Arab Emirates 78

Jordan 78

Anguilla 78

Turks and Caicos Islands 78

Liberia 78

Brunei 78

Qatar 77

Paraguay 77

Cayman Islands 76

Kenya 76

Vanuatu 76

Antigua and Barbuda 76

Bahamas 75

Liechtenstein 75

St. Kitts and Nevis 75

Samoa 75

Curacao 75

Gambia 75

Montserrat 75

44See more in Fighting Tax Evasion and Avoidance: A year of progress, European Commission,
Memo, 2013. https://ec.europa.eu/commission/presscorner/detail/fr/MEMO_13_1096.
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the European Council has adopted several directives related to the exchange of
information (known as DAC 1–645) as possible solutions for aggressive tax plan-
ning, tax base erosion and profit shifting. Further, in 2016, the Economic and
Financial Affairs Council (Ecofin) introduced criteria for screening jurisdictions
for the purpose of creating an EU-list of noncooperative worldwide jurisdictions,
which is updated annually. The criteria focus on tax transparency (including the
exchange of information on request, CRS, and CMAA), fair taxation and the
implementation of the BEPS recommendations (namely, minimum standards). The
list adopted by the council on 6 October 2020 is composed of American Samoa,
Anguilla, Barbados, Fiji, Guam, Palau, Panama, Samoa, Trinidad and Tobago, the
US Virgin Islands, Vanuatu and Seychelles (EU 2020a).

In 2016, the European Commission published an anti-avoidance package46

focusing on the introduction of the Anti-avoidance Directive,47 recommendations
on tax treaties (how to prevent tax treaty abuse and implement the GAARs), a
revision of the Administrative Cooperation Directive 2011/16/EU (which focuses
on CbCR and the exchange of information) and communication regarding an
external strategy for effective taxation and good tax governance.

45Directive 2014/107/EU (known as DAC 2) of 9 December 2014, amending Directive 2011/16/EU
as regards the mandatory automatic exchange of information in the field of taxation, is available at
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri¼celex%3A32014L0107. Further, the Com-
mission Implementing Regulation (EU) 2015/2378 of 15 December 2015 laying down detailed
rules for implementing certain provisions of Council Directive 2011/16/EU on administrative
cooperation in the field of taxation and repealing Implementing Regulation (EU) No 1156/2012,
is available at https://eur-lex.europa.eu/eli/reg_impl/2015/2378/oj. Council Directive (EU) 2015/
2376 (known as DAC 3) of 8 December 2015, amending Directive 2011/16/EU (known as DAC 1)
as regards the mandatory automatic exchange of information in the field of taxation, is available at
https://eur-lex.europa.eu/legal-content/en/TXT/?uri¼CELEX%3A32015L2376. Council Directive
(EU) 2016/881 (known as DAC 4) of 25 May 2016, amending Directive 2011/16/EU as regards the
mandatory automatic exchange of information in the field of taxation, is available at https://eur-lex.
europa.eu/legal-content/EN/TXT/?uri¼CELEX%3A32016L0881. Council Directive (EU) 2016/
2258 (known as DAC 5) of 6 December 2016, amending Directive 2011/16/EU as regards access
to anti-money-laundering information by tax authorities, is available at: https://eur-lex.europa.eu/
legal-content/CS/ALL/?uri¼uriserv%3AOJ.L_.2016.342.01.0001.01.ENG. Council Directive
(EU) 2018/822 (known as DAC 6) of 25 May 2018, amending Directive 2011/16/EU as regards
the mandatory automatic exchange of information in the field of taxation in relation to reportable
cross-border arrangements, is available at https://eur-lex.europa.eu/legal-content/EN/TXT/?
uri¼CELEX%3A32018L0822.
46For more details, see https://ec.europa.eu/taxation_customs/business/company-tax/anti-tax-
avoidance-package_en.
47Council Directive (EU) 2016/1164 of 12 July 2016 laying down rules against tax avoidance
practices that directly affect the functioning of the internal market, is available at https://eur-lex.
europa.eu/legal-content/EN/TXT/?uri¼uriserv:OJ.L_.2016.193.01.0001.01.ENG&toc¼OJ:
L:2016:193:TOC. Changed in 1th January 2020, its consolidated text: Council Directive
(EU) 2016/1164 of 12 July 2016 laying down rules against tax avoidance practices that directly
affect the functioning of the internal market, is available at https://eur-lex.europa.eu/legal-content/
EN/TXT/?uri¼CELEX%3A02016L1164-20200101.
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As part of the anti-avoidance package, the Anti-Tax Avoidance Directive 2016/
116448 (ATAD) was adopted in July 2016 after a 6-month negotiation process;
represents a milestone in the efforts to eliminate base erosion and profit shifting
within the EU. The ATAD sets forth five anti-avoidance minimum-standard rules,
four of which (the interest limitation rule, GAAR, CFC rule and hybrid mismatches
rule) are largely consistent with the BEPS recommendations, and the fifth (exit
taxation) goes beyond the scope of the BEPS recommendations. The implementation
of the above rules is needed to protect the EU’s internal market against tax avoidance
practices, thereby ensuring fair and effective taxation in the EU in a sufficiently
coherent and coordinated manner. Moreover, the ATAD represents a minimum level
of protection and ensures the implementation of the BEPS minimum-standard
package, which could be considered a suitable solution for the rest of the world.

The final, very important step is related to the taxation of the digital economy. In
2017, the European Commission released its Communication on a Fair and Efficient
Tax System in the European Union for the Digital Single Market;49 later, in 2018,
the European Commission proposed new rules, including two proposals,50 to ensure
that digital business activities are taxed in a fair and growth-friendly way in the EU.

Whether these recent developments reflect the tax legislation in the CEE-EU
countries is discussed in detail below. The situation that existed prior to the BEPS
project is presented in chapter “Profit Shifting and Tax Base Erosion in the Twenty-
First Century”. The CEE-EU tax systems are relatively young, as they were
completely redrafted after independence was regained in the early 1990s, and the
transition from totalitarianism to democracy and from a centrally planned economy
to a market economy played a role. The second important tax reform took place
when individual countries entered the EU as new member states51 with the aim of
implementing EU directives.

48See above.
49European Commission, Brussels, 21.9.2017, COM(2017) 547 final. Communication from the
Commission to the European Parliament and the Council: A Fair and Efficient Tax System in the
European Union for the Digital Single Market, available at: https://ec.europa.eu/taxation_customs/
sites/taxation/files/communication_taxation_digital_single_market_en.pdf.
50Brussels, 21.3.2018, COM(2018) 147 final. The proposal for a council directive laying down
rules relating to the corporate taxation of a significant digital presence {SWD(2018) 81 final} -
{SWD(2018) 82 final} is available at https://ec.europa.eu/taxation_customs/sites/taxation/files/
proposal_significant_digital_presence_21032018_en.pdf, and Brussels, 21.3.2018, COM(2018)
148 final. The proposal for a council directive on the common system of a digital services tax on
revenues resulting from the provision of certain digital services {SWD(2018) 81} - {SWD(2018)
82} is available at https://ec.europa.eu/taxation_customs/sites/taxation/files/proposal_common_
system_digital_services_tax_21032018_en.pdf. For more details, see https://ec.europa.eu/taxation_
customs/business/company-tax/fair-taxation-digital-economy_en.
51The Czech Republic, the Slovak Republic, Estonia, Lithuania, Latvia, Hungary, Poland and
Slovenia entered into the EU via the fifth enlargement of the EU—called the Eastern—on 1st
May 2004. Romania and Bulgaria entered into the EU via the sixth enlargement of the EU on 1st
January 2007. Croatia was the last country from the CEE-EU countries to enter into the EU; it did so
via the seventh enlargement of the EU on 1st July 2013.
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5.1 Current Situation and Future Development

According to the BEPS recommendations (OECD 2015a) and the introduction of
minimum standards in the form of the ATAD, we are able to evaluate the develop-
ment in the CEE-EU countries. For this issue, we will focus first on the five anti-
avoidance minimum-standard rules, then on the exchange of information together
with CbCR, and finally on multilateral instruments (MLIs).

Regarding the interest deduction limitation rule (the EBITDA rule), which is one
of the five anti-avoidance rules, the implementation deadline was 31 December
2018. However, for member states applying rules as effective as the proposed rule,
the next implementation deadline is 31 December 2023. Slovenia and the Slovak
Republic decided to use this option. As of 1 June 2020, the EBITDA rule was not
being applied in Slovenia, and in the Slovak Republic (the 25% EBITDA rule was
being applied). Furthermore, out of all the CEE-EU countries, only the Slovak
Republic decided to not use the de minimis threshold, and Romania and Poland
choose to apply the minimum threshold, which is lower than EUR 3 mil. The rest of
the CEE-EU countries apply the interest limitation rule in the form of 30% of the
EBITDA (see Fig. 11).

Only Latvia and Bulgaria were already applying the exit taxation rule, and the rest
of the CEE-EU countries were not. Furthermore, in Latvia, Romania and the Slovak
Republic, the exit taxation rule was implemented at the beginning, on 1 January
2018; it was implemented by Poland on 1 January 2019. The rest of the CEE-EU
countries introduced the rule later, to be in force on 1 January 2020. However, all
11 CEE-EU countries implemented the form of the exit taxation rules suggested by
the ATAD (see Fig. 12).

According to the ATAD, EU Member States had to implement a GAAR by
31 December 2018. However, the CEE-EU countries, except Slovenia, had already
introduced GAARs in their legal frameworks before the deadline. Furthermore,
except for Latvia, Croatia and Bulgaria, all the remaining CEE-EU countries
implemented GAARs as suggested by the ATAD (see Fig. 13).

Regarding the CFC rules, only Romania and Poland have had such rules in force
since 1 January 2018, i.e., one year before the proposed deadline. The rest of the
CEE-EU countries have applied CFC rules since 1 January 2019, in the form
suggested by the ATAD (see Fig. 14).

With respect to the last of the five types of anti-avoidance rules, the anti-hybrid
rules, all CEE-EU countries except Poland have implemented these rules. However,
the Czech Republic decided not to introduce all six of the anti-hybrid rules, partic-
ularly the rules on tax residency mismatches and hybrid transfers. Furthermore, a
new anti-hybrid rule, namely, reverse hybrid mismatches, must be implemented by
31 December 2021. However, as of June 2020, the rule had been introduced in
Croatia, Estonia and Latvia, and it will be in force as of 2022; in Romania, it is in
force as of 2020 (see Fig. 15).

Transparency requires cooperation, and cooperation requires transparency. To
improve transparency in the area of taxation, sufficient information is needed.

192 L. Vítek and V. Solilová



Therefore, the automatic exchange of information together with CbCR and the
Ultimate Beneficial Owner (UBO) Register are considered the most important
changes in the area of international taxation in the last decade.

All 11 CEE-EU countries have established a UBO register and fulfilled their
obligations under European Directive (EU) 2015/849 on preventing the use of the
financial system for money laundering or terrorist financing (known as the fourth
anti-money laundering directive52), particularly Article 30 and its amendment via

De minimum 
threshold lower 
than EUR 
3.000.000
(general or 

applicable in 

certain cases) –

Poland, Romania

No de minimis 
threshold –

Slovakia

Not applicable –

Slovenia

25% of the 
EBITDA –

Slovakia

30% of the 
EBITDA –

Bulgaria, Croatia, 

Czech Republic, 

Estonia, Hungary, 

Latvia, 

Lilthuania, 

Poland, Romania

Fig. 11 Implementation of the interest deduction limitation rule (the EBITDA rule)

52Directive (EU) 2015/849 of the European Parliament and of the Council of 20 May 2015 on the
prevention of the use of the financial system for the purposes of money laundering or terrorist
financing, amending Regulation (EU) No 648/2012 of the European Parliament and of the Council,
and repealing Directive 2005/60/EC of the European Parliament and of the Council and Commis-
sion Directive 2006/70/EC (Text with EEA relevance), available at: https://eur-lex.europa.eu/legal-
content/EN/TXT/?uri¼CELEX%3A32015L0849.
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 Implemented 
ATAD's exit 
taxation rules – 

Bulgaria, Croatia, 

Czech Republic, 

Estonia, Hungary, 

Latvia, Lithuania, 

Poland, Romania, 

Slovenia, 

Slovakia 

 

 Application as of 
1 January 2018 – 

Latvia*, 

Romania, 

Slovakia 

 

* Changes in 

2020 

 

 Application as of 
1 January 2019 – 

Poland 

 Application as of 
1 January 2020 – 

Bulgaria, Croatia, 

Czech Republic, 

Estonia, Hungary, 

Lithuania, 

Slovenia 

Fig. 12 Implementation of the Exit taxation rules. Note: Member states were required to introduce
exit taxation rules or amend their existing ones by 31 December 2019
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Directive (EU) 2018/843, known as the fifth anti-money laundering directive,53

which had to be implemented by 10 January 2020. However, each state from the
CEE-EU region took on a new duty in its own way. The Slovak Republic was the
first country of the EU and CEE-EU countries to implement a UBO register. It was
implemented on first November 2015, and since February 2017, it has been replaced
by the Register of Partners of the Public Sector. Latvia was the second country from
the CEE-EU region to implement a UBO register; the new obligation came into force
on 1 December 2017, although already-registered companies had to fulfil it by
1 March 2018. Latvia was followed by Slovenia, where the requirement to establish,
maintain and manage a UBO register came into force on 24 November 2017; all
legal entities were required to register their beneficial owners no later than 19 January
2018. In the Czech Republic, with an effective date of 1 January 2018, a new
obligation for both legal persons and trusts to enter their beneficial owners in the

 Implemented 
ATAD's GAAR – 

Czech Republic, 

Estonia, Hungary, 

Lithuania, Poland, 

Romania, 

Slovakia, 

Slovenia 

 

 Was already 
applying a GAAR 

– Bulgaria, 

Croatia, Czech 

Republic, Estonia, 

Hungary, Latvia, 

Lithuania, Poland, 

Romania, 

Slovakia 

Fig. 13 Implementation of the General Anti-Avoidance Rule. Note: Member states had to imple-
ment a GAAR by 31 December 2018

53Directive (EU) 2018/843 of the European Parliament and of the Council of 30 May 2018
amending Directive (EU) 2015/849 on the prevention of the use of the financial system for the
purposes of money laundering or terrorist financing and amending Directives 2009/138/EC and
2013/36/EU, is available at https://eur-lex.europa.eu/legal-content/EN/TXT/?uri¼CELEX%
3A32018L0843.
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public register was introduced; however, are only required to register their beneficial
owners in the private section of the register, i.e., where the records of beneficial
owners are not public and cannot be generally looked into or searched. Legal persons
registered in the Czech Commercial Register had to register their beneficial owners
by 1 January 2019, and other legal persons registered in other public registers, such
as registers of trusts, are required to register their beneficial owners by 1 January
2021. A similar situation is also found in Lithuania, where a duty to collect
information on UBOs has existed since 1 January 2019, but without the obligation
to register them, as the Lithuanian information system (JADIS) is not able to do so,
i.e., there is no technical means (it should be solved by the end 2020). A related
situation also exists in Poland, where UBO registers are open and free but almost
empty, although the new obligation was introduced on 13 October 2018. Due to the
COVID-19 pandemic, the mandatory registration deadline was postponed until
13 July 2020. Estonia, the last Baltic country from the CEE-EU region, introduced
the obligation to collect and disclose beneficial owners on 1 September 2018 (the
date the law came into force), and legal entities had to submit the required informa-
tion to the Commercial Register by first November. In Hungary, the obligation to

 Application per 1 
January 2018 – 

Poland, Romania 

 

 Implemented 
ATAD's CFC rule 
(application as 
per 1 January 
2019) – Bulgaria, 

Croatia, Czech 

Republic, Estonia, 

Hungary, Latvia, 

Lithuania, Poland, 

Romania, 

Slovakia, 

Slovenia 

Fig. 14 Implementation of the Controlled Foreign Company rules. Note: Member states were
required to implement the ATAD’s CFC rules by 31 December 2018. Member states already
applying the CFC rules were required to adjust them to align with those of the ATAD. In the
same manner, member states that were not applying the CFC rules were required to introduce the
ATAD’s CFC rules into their tax legislation
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Has implemented 
all six anti-hybrid 
rules – Bulgaria, 

Croatia, Estonia, 

Hungary, Latvia, 

Lithuania, 

Romania, 

Slovenia, 

Slovakia

Has decided not 
to implement all 
six hybrid-rules –
Czech Republic

Rule on reverse 
hybrid 
mismatches –
Croatia, Estonia, 

Latvia, Romania

Application as of 

2020 – Romania

Application as of 

2022 – Croatia, 

Estonia, Latvia

Fig. 15 Implementation of the Anti-hybrid rules. Note: Most member states are required to
introduce anti-hybrid rules on hybrid entities, hybrid instruments, imported mismatches, tax
residency mismatches and hybrid transfers. Member states must introduce a reverse hybrid rule
by 31 December 2021
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establish a central UBO register entered into force on 26 June 2017; however, the
Hungarian government set a deadline of 1 January 2019 to start the register.
Currently, similar to Poland, the register is almost empty. Further, until 31 May
2019, all legal Bulgarian entities or other Bulgarian legal formations had to disclose
their beneficial owners to the Commercial Register, the Register of non-profit legal
entities, and the Bulstat Register. In Croatia, the UBO register was established on
24 May 2019, and all legal entities and trustees were required to enter information on
their ultimate beneficial owners into the register by 31 December 2019. In the last
country from the CEE-EU region, Romania, the new obligation to file a statement
regarding the beneficial owners of legal entities went into force on 21 July 2019 and,
after being amended, had an effective date of 9 July 2020.

With respect to the automatic exchange of information (AEOI54) as a new
international standard in the global fight against tax evasion, base erosion and profit
shifting, we can highlight that all CEE-EU countries engaged in AEOI currently
have satisfactory legal frameworks in place (including Bulgaria55). Furthermore, as
is obvious in Table 10, the number of partners to which the data are sent is increasing
in all CEE-EU countries. However, the number of partners to which the data relating
to 2019 would be sent in 2020 is not yet available, as the Global Forum extended the
deadline (to the end of December 2020) due to the COVID-19 pandemic. Further-
more, all 11 CEE-EU countries fulfilled their commitment to commence the AEOI
and the exchange of financial account information in tax matters.

The legal framework of the OECD AEOI Standard consists of the CRS MCAA
and the multilateral Convention on Mutual Administrative Assistance in Tax Matters
(CMAA); therefore, all 11 CEE-EU countries signed the convention,56 and in time
for the first exchanges in 2017, all of them were a party to the CMAA and had
activated the associated CRS MCAA. Moreover, as EU Member States, they also
implemented DAC157 and its subsequent amendments, DAC 2–6.58 Further, all of
them signed the U.S. Foreign Account Tax Compliance Act (FATCA59) with the
aim of improving international tax compliance. Moreover, all 11 CEE-EU countries

54The AEOI provides for the automatic exchange of a predefined set of financial account informa-
tion between tax authorities on an annual basis in order to assist them in ensuring the correct amount
of tax is paid.
55According to the initial Global Forum peer review, the Bulgarian legal framework put in place to
implement the AEOI Standard was not sufficient. Therefore, Bulgaria amended its legislative
framework to address the issue that had been identified; as a result, there is no data for Bulgaria’s
exchanges relating to 2018. Based on the Global Forum peer review published in December 2020,
Bulgaria’s legal framework implementing the AEOI Standard is currently in place and is consistent
with the requirements of the AEOI Terms of Reference. For more details, see the OECD (2020c).
56For example, the convention was signed by Czech and Romanian representatives in 2012 and by
Croatian, Hungarian and Bulgarian representatives in 2014.
57See Note 36 above.
58See Note 33, Note 46 and Table 7.
59Specifically, Poland, Hungary, Latvia, Lithuania, Slovenia, Bulgaria, the Czech Republic and
Estonia signed it in 2014; Croatia, the Slovak Republic and Romania signed it in 2015.

198 L. Vítek and V. Solilová



have European Union agreements in place with five European third countries,
namely Andorra, Liechtenstein, Monaco, San Marino and Switzerland. Further,
the Baltic countries from the CEE-EU region entered into CRS MCAAs with other
non-EU countries, particularly Latvia, which entered into three bilateral agreements
with Qatar and Turkey, and Lithuania, which entered into a bilateral agreement with
Singapore, as did also Estonia. In addition, according to BEPS Action 13 and the
related recommendations, all 11 CEE-EU countries exchange CbCR automatically
based on the CbC MCAA60 or DAC 4.61 However, it is worth highlighting that
BEPS recommendations, similar to OECD recommendations, are voluntary; there-
fore, the EU introduced DACs 2–6, which were implemented across the
EU. Moreover, to minimise costs and the administrative burden, the CbCR
established in DAC 4 is in line with the OECD version related to BEPS Action
13 and its recommendations.

Table 10 Details of the exchanges in 2018 and 2019 across the CEE-EU countries (OECD 2020c)

Jurisdiction

Year of
commitment to
first exchanges

Number of partners to which
the data relating to 2017 was
sent in 2018

Number of partners to which
the data relating to 2018 was
sent in 2019

18.
Bulgariaa

2017 60 –

26. Croatia 2017 60 65

29. Czech
Republic

2017 60 60

31. Estonia 2017 62 66

43.
Hungary

2017 57 66

55. Latvia 2017 56 66

58.
Lithuania

2017 63 66

74. Poland 2017 66 69

77.
Romania

2017 59 65

87. Slovak
Republic

2017 62 67

88.
Slovenia

2017 64 69

aBulgaria temporarily suspended exchanges while it strengthened its confidentiality and data
safeguarding frameworks

60For example, the agreement was signed by Bulgarian representatives in 2015. In Romania, CbCR
was introduced in 2017.
61See Note 46 above.
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As a result of that obligation, in 2018, for the first time, tax authorities received
CbCR62 from all eligible corporate groups with total consolidated group revenue of
at least EUR 750 million. Instead of CbC MCAA or DAC 4, it is possible to
exchange CbCR based on the double-tax convention or the final Tax Information
Exchange Agreement (TIEA) allowing the AEOI. Regarding the CbCR in CEE-EU
countries, Table 4 presents the results of peer reviews relating to the CbCR and its
sufficient implementation. As is obvious, eight CEE-EU countries received positive
peer reviews finding that they met all applicable terms, and only three countries
(Bulgaria,63 Latvia64 and Romania65) received recommendations to improve some
aspects of their legal frameworks related to CbCR. Furthermore, the number of
partners to which the CbCR information was sent was similar (slightly higher) to the
number of partners to which the AEOI data were sent in 2019.

The BEPS Associates committed (all CEE-EU countries are members66) to the
four minimum standards, namely, countering harmful tax practices (Action 5—
taking into account transparency and substance and, therefore, engaging in activities
based on the framework for improving transparency in relation to rulings), counter-
ing tax treaty abuse (Action 6—focusing on treaty shopping and its elimination),
documenting transfer pricing and CbC reporting (Action 13), and improving dispute
resolution mechanisms (Action 14). The Inclusive Framework, which already has
137 members, monitors and peer reviews the implementation of the minimum
standards. The results of the monitoring are presented in Table 11 for the CEE-EU
countries. As is obvious, only three countries (Lithuania, Latvia and Hungary) have
fully implemented legislation for improving transparency in relation to rulings. The
Slovak Republic has planned to do so fully, and other countries have implemented
the framework only partially. With respect to Action 6, the minimum standard is
implemented through the inclusion of the preamble statement and the principal
purposes test (PPT); nine CEE-EU countries follow this method, and two of them
(Bulgaria and the Slovak Republic) supplement the PPT with a limitation on benefits

62Currently, there are 131 jurisdictions in the world that provide legislation and/or information
relating to the implementation of CbC reporting. Further, over 90 jurisdictions have now introduced
an obligation of CbCR for eligible MNEs in their domestic legal frameworks.
63Bulgaria should take steps to align its local filing implementation with that required by the Action
13 minimum standard.
64Latvia should amend the calculation rule related to the annual consolidated group revenue
threshold or clarify that it is to be applied in a manner consistent with the OECD guidance,
particularly in cases of currency fluctuations where the ultimate parent entity of an MNE is located
in a jurisdiction other than Latvia.
65First, it is important to highlight that Romania is not an OECD member state; however, it is a
member of the Global Forum, and therefore, it follows related recommendations. However, like
Bulgaria, Romania should take steps to align its local filing implementation with that required by the
Action 13 minimum standard. Further, prior to the first exchanges of information, Romania should
take steps to implement processes to ensure that the information exchanges are conducted in a
manner consistent with the terms relating to the exchange of information framework and that the
appropriate use condition is met.
66For more also see Procházka (2019).
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Table 11 BEPS monitoring (minimum standard) across the CEE-EU countries (Action 5, 13 and
14—IBFD (2020), BEPS Country Monitor. Action 6—OECD (2020e))

Country Action 5 Action 6 Action 13 Action 14

Czech
Republic

✓ The Czech Republic is
implementing the
minimum standard
through the inclusion
of the preamble state-
ment and the PPT via
MLI.

✓ Without legislation
that provides for
delivery of a Master
and Local File. How-
ever, domestic rules
impose similar docu-
mentation
requirements.

✓

Estonia ✓ Estonia is generally
implementing the
minimum standard
through the inclusion
of the preamble state-
ment and the PPT via
MLI.

✓ ✓ Without legislation
or practices in place
to ensure that admin-
istrative processes
that promote the pre-
vention and timely
resolution of treaty-
related disputes are
implemented

Romania ✓ Romania is
implementing the
minimum standard
through the inclusion
of the preamble state-
ment and the PPT via
MLI.

✓ Without legislation
that provides for
delivery of a Master
and Local File

✓

Poland ✓ IP
regime—
yes

Poland is
implementing the
minimum standard
through the inclusion
of the preamble state-
ment and the PPT via
MLI.

✓ ✓

Slovenia ✓ Slovenia is
implementing the
minimum standard
through the inclusion
of the preamble state-
ment and the PPT via
MLI.

✓ Without legislation
that provides for
delivery of a Master
and Local File

✓

Bulgaria ✓ Bulgaria is
implementing the
minimum standard
through the inclusion
of the preamble state-
ment and the PPT
combined with the
LOB via MLI

✓ ✓

Croatia ✓ Croatia is
implementing the

✓ ✓

(continued)
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(LOB) provision. However, to foster the implementation of the minimum standard
and other BEPS treaty-related measures in the global tax treaty network, a new
multilateral instrument (the MLI67) is applied. Regarding Action 13, the minimum

Table 11 (continued)

Country Action 5 Action 6 Action 13 Action 14

minimum standard
through the inclusion
of the preamble state-
ment and the PPT via
MLI.

Slovak
Republic

✓IP
regime—
yesa

The Slovak Republic
is implementing the
minimum standard
through the inclusion
of the preamble state-
ment and the PPT,
combined with the
LOB via MLI.

✓ ✓

Latvia ✓a Latvia is generally
implementing the
minimum standard
through the inclusion
of the preamble state-
ment and the PPT via
MLI.

✓ ✓

Lithuania ✓a Lithuania is generally
implementing the
minimum standard
through the inclusion
of the preamble state-
ment and the PPT via
MLI.

✓ ✓

Hungary ✓IP
regime—
yesa

Hungary is
implementing the
minimum standard
through the inclusion
of the preamble state-
ment and the PPT via
MLI.

✓ ✓

aThese countries have implemented legislation that provides for the spontaneous exchange of
information with respect to rulings; their legislation covers rulings related to preferential regimes
and unilateral APAs, other cross-border unilateral rulings related to transfer pricing, cross-border
rulings providing for a downward adjustment of taxable profits, permanent establishment
(PE) rulings, related party conduit rulings, and any other type of ruling agreed upon by the FHTP
that, in the absence of spontaneous information exchange, gives rise to BEPS concerns. In the
Slovak Republic, some of the mentioned legislation is planned

67For more details about the MLI, see Tables 13 and 14.
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standard covers the implementation of legislation for the delivery of Master and
Local files, and the automatic exchange of CbCR (for details about CbCR, see
Table 12). As can be seen, only Romania and Slovenia have not yet implemented
legislation that provides for the delivery of master and local files. The final minimum
standard relates to the Action 14 Mutual agreement procedure (MAP) and dispute
resolution; regarding that standard, all countries have transposed the EU Directive on

Table 12 Peer review of the CbCRa across the CEE-EU countries (OECD 2020b)

Country CbCR On 31 March 2020

Bulgaria Meets all applicable terms,
one recommendation given

62 bilateral relationships in place, including those
activated under the CbC MCAA and under the DAC
4

Croatia Meets all applicable terms 67 bilateral relationships in place, including those
activated under the CbC MCAA, bilateral Qualify-
ing Competent Authority Agreements (QCAAs) and
under the DAC 4

Czech
Republic

Meets all applicable terms 68 bilateral relationships in place for the exchange of
CbC reports, including those activated under the
CbC MCAA, under bilateral Competent Authority
Agreements (CAAs) and under the DAC 4

Estonia Meets all applicable terms 67 bilateral relationships in place, including those
activated under the CbC MCAA, under bilateral
CAAs and under the DAC 4

Hungary Meets all applicable terms 64 bilateral relationships in place, including those
activated under the CbC MCAA, under bilateral
CAAs and under the DAC 4

Latvia Meets all applicable terms,
one recommendation given

75 bilateral relationships in place, including those
activated under the CbC MCAA, under bilateral
CAAs and under the DAC 4

Lithuania Meets all applicable terms 75 bilateral relationships in place, including those
activated under the CbCMCAA, bilateral CAAs and
under the DAC 4

Poland Meets all applicable terms 75 bilateral relationships, including those activated
under the CbC MCAA, under bilateral CAAs and
under the DAC 4

Romania Meets all applicable terms,
3 recommendations given

62 bilateral relationships activated under the CbC
MCAA and the DAC 4

Slovakia Meets all applicable terms 67 bilateral relationships in place for the exchange of
CbC reports, including those activated under the
CbC MCAA, under bilateral CAAs and under the
DAC 4

Slovenia Meets all applicable terms 75 bilateral relationships in place, including those
activated under the CbC MCAA, under bilateral
CAAs and under the DAC 4

aThe peer review report contains the findings of the third annual peer review process (“phase
three”), undertaken by the Ad Hoc Joint Working Party 6/Working Party 10 sub-group referred to as
the “CbC Reporting Group”. The report focuses on each jurisdiction’s domestic legal and admin-
istrative framework, its exchange-of-information network, and its measures to ensure the confiden-
tiality and appropriate use of CbC reports. For more details, see OECD (2020b)
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Tax Dispute Resolution Mechanisms68 into their domestic legislation. Further, all
countries have introduced legislation or practices ensuring that treaty obligations
related to the MAP procedure are fully implemented in good faith and providing for
the timely resolution of MAP cases if disputes occur. Further, all countries (except
Estonia) have introduced legislation or practices ensuring that administrative pro-
cesses that promote the prevention and timely resolution of treaty-related disputes
are implemented. Finally, all countries have introduced legislation or practices
ensuring that taxpayers can access the MAP; for more details, see Table 11.

The multilateral instrument ensures the implementation of the BEPS treaty-
related measures in the global tax treaty network and consequently fosters practical
application; without this instrument, all changes/measures would take a long time to
implement, and perhaps they would have been lost in oblivion. Currently, over
90 jurisdictions are covered by the MLI; all of the CEE-EU countries are covered.
Tables 13 and 14 present summaries of the reservations and optional provision
choices in the MLI (i.e., it covers Article 3 to Article 17). As can be seen,
Bulgaria, Croatia, Estonia, Hungary and Romania still do not have their MLIs in
force; therefore, their status is provisional, contrary to the rest of the CEE-EU
countries (Latvia, Lithuania, the Czech Republic, the Slovak Republic, Slovenia
and Poland), which have their MLIs in force and whose status is definitive.

6 Policy Recommendations

From a general point of view, fair taxation requires transparency, and transparency
requires cooperation. In the last two decades, the rapid development of the area of
international taxation and consequently of domestic legal tax frameworks has been
incredible. Many activities, including the following, should be mentioned: global
efforts to eliminate harmful tax competition, tax evasion and aggressive tax plan-
ning; global efforts to improve transparency and eliminate tax treaty abuse; global
cooperation on the exchange of information; mutual assistance in tax collection;
simultaneous and joint audits; and greater disclosure by taxpayers via mandatory
reporting regimes (CbCRs).

The positions of individual CEE-EU countries before the economic and financial
crisis in 2008–2009 (2010) and before the BEPS project started were similar to those
in many other countries, namely, post-communist countries. Almost all CEE-EU
countries were used in ATPSs via debt channels, transfer pricing channels and/or IP
profit-shifting channels.69 The public opinion on tax evasion or aggressive tax
planning was not as strict and negative as is usual in countries with traditionally
high tax morale. However, the fiscal deficit of state budgets after the financial crisis

68Council Directive (EU) 2017/1852 of 10 October 2017, on tax dispute resolution mechanisms in
the European Union, is available at https://eur-lex.europa.eu/eli/dir/2017/1852/oj.
69For more details, see chapter “Profit Shifting and Tax Base Erosion in the twenty-First Century”.
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and many large cases related to the aggressive tax planning/tax evasion of MNEs
absolutely changed it and increased pressure in public discussion and by relevant
shareholders to reduce the tax gap and decrease the amount of tax evasion and
aggressive tax planning.

Furthermore, there are few studies and/or analyses related to evidence of profit
shifting, tax base erosion or aggressive tax planning and tax revenue losses occurring
via these activities in CEE-EU countries. The available studies70 relate to the Czech
Republic, Hungary, the Slovak Republic and Poland.

According to our research and economic analyses from the macro and micro
perspectives,71 we estimated the profit shifting and tax base erosion and related
corporate tax revenue losses in the CEE-EU countries. From the macro perspective,
we estimated, on average, the extent of profit shifting to be 0.2% of GDP and the
extent of corporate tax revenue losses to be 0.05% of GDP in the CEE-EU countries
(not including Croatia) based on an analysis of FDI, cross-border interest payments,
royalty payments and consulting service payments. From the micro perspective, we
proved that CEE-EU entities (at the entity-subsidiary level) clearly play a role in
ATPSs, e.g., as target entities or lower-tax entities. Through a methodological
approach involving an analysis of discrepancies between financial indicators, we
estimated the total maximum amount of profit shifting and tax base erosion at EUR
26.2 billion (annually, on average), of which EUR 10.6 billion are at the EBIT level
and are related to transfer-pricing channels and IP profit-shifting channels. The
annual base erosion related to debt channels was estimated at a maximum of almost
EUR 17 billion. The overall tax revenue losses related to ATPSs were estimated at
EUR 4.2 billion (annually, on average), of which EUR 2.7 billion are related to debt
channels. Furthermore, through a methodological approach via tax differentials, we
estimated that the amount of profits shifted from the CEE EU countries to tax havens
is, on average, EUR 8.9 billion per year (i.e., an annual CIT revenue loss of EUR
1.74 billion in the CEE EU countries). However, we also estimated inward profit
shifting to CEE-EU countries at close to EUR 7.8 billion (i.e., an annual average CIT
revenue gain of 1.37 billion EUR when the statutory CIT rate is used). As is obvious,
the estimated corporate tax revenue losses are very significant, and the estimated
amounts differ according to the methodology and data used.72 Because we used data
from the period 2009–2017 or a partial period inside of this period (based on data
availability), the results represent the situation before the introductions of important

70For the Czech Republic, there are studies by Janský and Kokeš (2015, 2016), Janský (2018), and
Moravec et al. (2019). For the Slovak Republic, there are studies by Ištok and Kanderová (2019a, b)
and Khouri et al. (2019). For Hungary, there is only a study performed by the World Bank, 2014,
specifically by Khwaja and Iyer (2014) estimating the overall tax gap. For the Visegrad countries,
there is a study by Nerudová et al. (2020). Further, see the note below.
71For more details, see chapters “Economic Analysis from the Macro Perspective” and “Economic
Analysis from the Micro-Perspective”.
72For more details about the methodological approaches and current methodology used for macro-
economic analysis and micro-economic analysis, see chapter “Methodological Approaches to the
Measurement of Profit Shifting and Tax Base Erosion”.

210 L. Vítek and V. Solilová



law changes based on the BEPS recommendations and new EU directives. How the
situation will change after the important implementations will be a subject of future
research, as the necessary data were not available at the time of preparing this book.

Based on this research, we are able to suggest a few recommendations regarding
how to improve the current situation and reach fairer taxation without significant
corporate tax revenue losses via profit shifting, tax base erosion and/or aggressive
tax planning. As mentioned before, globalisation and global issues require global
solutions, global dialogue and global cooperation.

1. Based on the research carried out and presented in chapters “Methodological
Approaches to the Measurement of Profit Shifting and Tax Base Erosion”,
“Economic Analysis from the Macro Perspective”, and “Economic Analysis
from the Micro-Perspective”, the possibility of using specific tax regimes for
select corporate income that is risky (typically, copyright revenue, revenue
associated with specific management and consulting services, digital services,
etc.) may be limited, especially in terms of the difficulty of capturing real
economic processes.

2. In general, digital business taxation focuses more on and finds global solutions. It
has become increasingly clear that with the growing importance of digital cross-
border transactions, the tax-related problems caused by the physical absence of a
company in the jurisdiction where it generates revenues/profits may be difficult
problems to solve. In this respect, it is possible to recommend the mutual
implementation of modified international rules for the taxation of sales, especially
for digital companies, although it is necessary to consider a violation of the
existing general arm’s length principle.73

3. The concept of not imposing withholding tax on interest payments74 (absent
under domestic law) proves to be significant in the intensity of international
aggressive tax planning. Therefore, it is recommended that in places where this
system does not exist, its introduction should be combined with the requirements
of proper proof of the country of the beneficial owner and the international
exchange of information in this field. Moreover, a similar recommendation is
given in the case of royalty payments and dividend payments.

4. Nevertheless, there are UBO registers available in all 11 CEE-EU countries, but
not all of them are currently available to the public. To improve transparency, it is
recommended that the private registers be changed to public registers. Moreover,

73The arm’s length principle is considered the key pillar of the transfer-pricing rules and was
established as a rule against manipulating transfer prices for the purpose of manipulating the volume
of the tax base. Its definition is stated in Article 9 of the OECDModel Convention. For more details,
see https://www.oecd.org/tax/treaties/model-tax-convention-on-income-and-on-capital-condensed-
version-20745419.htm.
74Interest payments and the related debt channels were proved to be significant tools for aggressive
tax planning. For more details, see chapters “Methodological Approaches to the Measurement of
Profit Shifting and Tax Base Erosion”, “Economic Analysis from the Macro Perspective”, and
“Economic Analysis from the Micro-Perspective” and the following European Commission (2017)
and UNCTAD (2015).
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some UBO registers lack sufficient data-filling and are almost empty therefore
some legal instrument (such as penalty) should be considered to increase data-
filling.

5. Another similar recommendation, but with respect to CbCR and improving
transparency, is to make private CbCR reports available to the public, at least
in an aggregated form.

All 11 CEE-EU countries are very active in this field of interest; they have very
large DTT networks and are also increasing their networks of TIEAs. Furthermore,
they are attractive FDI locations in Europe. All of them are members of the Global
Forum on Transparency and Exchange of Information for Tax Purposes; all of them
signed the FATCA; all of them joined the Inclusive Framework on BEPS, with the
aim of introducing minimum standards into their legal frameworks; all of them
introduced the MLI and joined the MLI beyond the BEPS minimum standards;
and, finally, all of them implemented DAC 1–6 and the ATAD.

7 Conclusion

This chapter focused on tax policies in relation to fair corporate taxation; the
evaluation of tax systems and their development in the last two decades; an expla-
nation of the concept of fair taxation that highlighted possible areas for strengthening
fair taxation; the digital society and related taxation issues; international efforts
aiming to eliminate profit shifting, tax base erosion, aggressive tax planning and
tax treaty abuse; and an evaluation of the situations in the CEE-EU countries.

The dynamic advent of digitisation and the development of new business models
by globally operating companies in the last decade have raised questions regarding
reforms of the global rules related to income taxation and the allocation of taxation
rights between countries and reforms of national tax policies. Consensus within the
OECD, G20 and EU on the necessity of global solutions and global cooperation
prompted the initiation of the BEPS project and its 15 actions that aim to improve
many aspects of international taxation through, for example, transparency; cooper-
ation; the prevention of money laundering, tax evasion, and tax treaty abuse; and
increased transparency in financial systems. In 2015, the OECD, via the BEPS
project, introduced final recommendations and minimum standards that should be
introduced globally.

Despite the increase in the intensity of the discussions and work on tax reforms
aimed at limiting the possibilities of international aggressive tax planning and tax
evasion, corporate tax revenue has increased over the last decades: since 1995, the
rate has actually grown by 1.9 percentage points to 10.0% of total tax revenues
(at 3.1% of GDP), and since 1965, it has risen by 1.2 percentage points. The IMF
Government Finance Statistics show a similar picture: the share of revenue payable
by corporations and other enterprises reached 3.1% of GDP and fluctuated over the
past two decades by approximately 3% of GDP.
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However, individual countries’ approaches to corporate taxation are highly
diverse. According to the OECD (2020a, m), some countries have reduced the
significance of corporate taxes by almost half or more, while others have dramati-
cally increased the importance of these taxes. Moreover, similar to the countries
monitored by the OECD, the average corporate statutory tax rates in the EU have
been declining over the last 15 years, despite a dramatic deterioration of the fiscal
situation of most governments as a result of the 2008–2010 crisis. However, due to
the broadening of tax bases, the introduction of new taxes, growth in corporate
profitability, the substitution of firms for individual entrepreneurs and other reasons,
the ratio of corporate tax revenue to GDP has not declined over the long-run.

Moreover, many countries are used in ATPSs, and in those countries, many
entities from MNE groups play specific roles in ATPSs, e.g., as target entities,
lower-tax entities or conduit entities, with the aim of reducing the effective tax
burden on the MNE groups, as these countries offer harmful tax competition,
preferential tax regimes and/or offshore secrecy, which help erode the tax base of
taxpayers from other jurisdictions. Identifying the jurisdictions that make these
activities their business and changing their tax policy/tax systems will help to ensure
fairer taxation. Therefore, global cooperation on the exchange of information, global
efforts to improve transparency and eliminate tax treaty abuse, mutual assistance in
tax collection, simultaneous and joint audits, greater disclosure by taxpayers via
mandatory reporting regimes (CbCR) and many other activities are important
changes that will help to ensure fairer taxation.

Fair taxation is based on a sense of neutrality, the legitimacy of taxation, the
payment of appropriate amounts of taxes based on horizontal and vertical equity, the
appropriate design of tax systems to ensure fair levels of taxation and the fair
allocation of tax rights between taxpayers and/or countries based on international
equity. The possible areas for strengthening fair taxation include the financial sector,
the service sector (namely, digital services) and all economic sectors with respect to
the elimination of tax evasion, base erosion and aggressive tax planning; the
improvement of environmental taxation; and the allocation of taxation rights. How-
ever, in all aspects, a global solution is necessary.

All 11 CEE-EU countries are very active in this field of interest, and all of them
are members of the Global Forum on Transparency and Exchange of Information for
Tax Purposes. All of them signed the FATCA. All of them joined the Inclusive
Framework on BEPS, with the aim of introducing minimum standards into their
legal frameworks. All of them introduced the MLI and joined the MLI beyond the
BEPS minimum standards, and, finally, all of them implemented DAC 1–6 and
the ATAD.

Acknowledgement This chapter is the result of GA ČR no. 18-14082S “Fair corporate taxation:
Measurement of the impact of corporate profit shifting on the budget of the Czech Republic”.
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Conclusion

Veronika Solilová, Danuše Nerudová, and Marian Dobranschi

Abstract Profit shifting is defined as the strategic actions taken by MNEs to report
lower profits in high-tax countries and more income in low- or no-tax jurisdictions
via using target entities, lower-tax entities and/or conduit entities in specific aggres-
sive tax planning structures. As a result, the profits are reported in a jurisdiction
different from where the economic value is created, and the tax base of the jurisdic-
tion of origin is eroded with corporate tax revenue losses. The main factors or drivers
of profit shifting and tax base erosion are the loopholes in the tax laws of different
countries, international mismatches in entities, preferential tax regimes, great diffi-
culty establishing the true value of intellectual property, the artificial splitting of
ownership of assets, mispricing related to transfer pricing and significant tax differ-
entials between world countries. Since there are different tax policies regarding
corporate income tax, low effectiveness or nonexistence of anti-avoidance measures,
different treatments of CFC and thin capitalization rules, these factors create oppor-
tunities for MNEs to exploit the inconsistencies between different jurisdictions in
order to shift profits and avoid taxation.

Profit shifting is defined as the strategic actions taken by MNEs to report lower
profits in high-tax countries and more income in low- or no-tax jurisdictions via
using target entities, lower-tax entities and/or conduit entities in specific aggressive
tax planning structures.1 As a result, the profits are reported in a jurisdiction different
from where the economic value is created, and the tax base of the jurisdiction of
origin is eroded with corporate tax revenue losses. The main factors or drivers of
profit shifting and tax base erosion are the loopholes in the tax laws of different
countries, international mismatches in entities, preferential tax regimes, great diffi-
culty establishing the true value of intellectual property, the artificial splitting of
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ownership of assets, mispricing related to transfer pricing and significant tax differ-
entials between world countries. Since there are different tax policies regarding
corporate income tax, low effectiveness or nonexistence of anti-avoidance measures,
different treatments of CFC and thin capitalization rules, these factors create oppor-
tunities for MNEs to exploit the inconsistencies between different jurisdictions in
order to shift profits and avoid taxation.

Current profit shifting and tax base erosion techniques are very diverse between
MNEs. MNEs can apply different ATP strategies and ATPS. To achieve this
purpose, MNEs can use earning stripping via debt instruments; modified prices of
transfer goods/products, services, property, etc., which abuse the arm’s length
principle; IP transfers and related royalty payments; check-the-box practice; cross
crediting; exemptions or deferrals of profits; intra-financing; the centralization of
overheads and costs to the parent company; the establishment of shell companies in
ATPS; the inversion of headquarters; the shift-to-loss strategy; and many other
strategies. Moreover, according to the type of amendments in the corporate tax
system, we are able to distinguish the responses of MNEs. Specifically, if the CIT
rate is changed, the responses of MNEs are real in the form of the movement of
assets, employment and economic activities, as there is strong sensitivity to CIT rate
changes. However, if there are amendments in the taxation of corporate income, the
responses of MNEs are through financial tools via transfer pricing, the location of
royalties, intangibles, etc. Therefore, according to the categorization of profit
shifting techniques, different channels through which MNEs can shift taxable profits
to gain tax advantages can be distinguished. Among these channels are typically the
rank channel, debt channel, transfer pricing channel and IP profit shifting channel.

Regarding profit shifting, tax base erosion, aggressive tax planning and tax
evasion, there are important tax havens, offshore centres, offshore financial centres
and countries with high financial secrecy indexes that generally offer advantageous
tax conditions to MNEs. The contribution of those entities to profit shifting has been
extensively analysed. For example, the GAO (2008) states that most of the top
100 US MNEs have subsidiaries in countries labelled as tax havens. However, the
current literature tends to highlight that the label of tax haven countries is outdated
and that these countries should be labelled as financial secrecy jurisdictions or
offshore financial centres, which are more appropriate than tax havens.

Another aspect of profit shifting is that it could harm the overall voluntary tax
compliance of all taxpayers if there is a broad perception that MNEs can legally
avoid taxation. The World Values Survey (2004) also proved that there is a signif-
icant correlation between tax morale and tax compliance in both developing and
developed countries.2 Tax morale is usually understood as an internalized social

2The WVS is an international database including worldwide investigations of sociocultural,
sociodemographic and political change; and it includes comparative data on the values, personal
attitudes and belief systems among people. Regarding tax morale, there is a question: “Do you
justify cheating on taxes if you have the chance?” For more details see: http://www.
worldvaluessurvey.org/WVSOnline.jsp?WAVE¼4&COUNTRY¼487. OECD (2013b) and
Luttmer and Singhal (2014) conduct similar studies.
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norm and a moral obligation to pay taxes.3 The more individuals and/or corporations
deviate from this social norm and evade taxes, the less attractive it is to follow this
social norm, resulting in more tax evasion.4 Tax morale is therefore an important
determinant of the shadow economy.

The OECD (2013a) also underlines that tax base erosion and profit shifting pose
risks to tax revenues, tax sovereignty and tax fairness in OECD countries and
non-OECD countries alike. Therefore, in 2013, the OECD introduced the BEPS
project focusing on 15 different actions with the aim to equip governments with the
domestic and international instruments needed to tackle base erosion and profit
shifting.

Additionally, several empirical studies have estimated the seriousness of corpo-
rate tax revenue losses due to profit shifting and tax base erosion. The most
important contributors to the study of profit shifting techniques are Hines and Rice
(1994) and Grubert and Mutti (1991), who first focused on the determination of
profit shifting and tax base erosion. The OECD (2015) underlines that the overall
BEPS magnitude, which translates into annual losses of 4–10% of CIT revenues5 or
USD 100 to 240 billion, is significant. The European Parliamentary Research
Service (2015) quantified the loss of tax revenue as either EUR 50–70 billion or
EUR 160–190 billion per annum, if other tax regime issues, inefficiencies in
collection and other practices are taken into account. UNCTAD (2015) found that
an average USD 450 billion is shifted from developing countries to offshore
investment centres, which leads to a yearly tax revenue loss of USD 90 billion.
Another research study based on FDI data estimates that the total annual revenue
losses range from USD 90 billion to USD 280 billion,6 but Crivelli et al. (2016)
found that losses due to base erosion and profit shifting worldwide amounted to USD
650 billion annually. However, different ATP strategies have to be researched using
appropriate data sets. Therefore, data availability greatly predetermines the method-
ology used rather than developing new methods for examining profit shifting.

A substantial number of macroeconomic data-based BEPS analyses use FDI
statistics when models consider the relation of FDI to taxes resulting in stating
FDI tax (semi) elasticities. In the area of micro-based data, landmark research is
presented by Hines and Rice (1994), who estimated profit shifting and tax base
erosion according to “true” and “shifted” income through tax differentials. Another
methodological approach introduced by Grubert and Mutti (1991) is presented
through discrepancy by comparing the selected financial indicators of MNEs with

3See more in Schwartz and Orleans (1967), Lewis (1982), Alm et al. (1992, 1999), Frey (2003),
Feld and Frey (2002, 2004), Torgler (2003, 2007), Torgler and Schneider (2007, 2009), Lago-Peñas
and Lago-Peñas (2010), Molero and Pujol (2012), Lisi (2019), Luttmer and Singhal (2014).
4See more in Gordon (1989) and Sandmo (2005).
5Clausing (2016) adds that it is over 30% of U.S. corporate income tax revenues with respect to
the USA.
6Janský and Palanský (2019), Tørsløv et al. (2018), Cobham and Janský (2018), Clausing (2016).
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a peer group not having any link with tax havens or with preferential tax regimes.
This approach was further developed by Fuest and Riedel (2012).

The positions of individual CEE-EU countries before the economic and financial
crisis in 2008–2009 (2010) and before the BEPS project started were similar to those
in many other countries, namely, post-communist countries. Almost all CEE-EU
countries were used in ATPS via debt channels, transfer pricing channels and/or IP
profit shifting channels. Opinions on tax evasion or aggressive tax planning were not
as strict and negative as is usual in countries with traditionally high tax morale.
However, the fiscal deficit of state budgets after the financial crisis and many large
cases related to aggressive tax planning/tax evasion of MNEs absolutely changed the
opinions and increased the pressure from public discussion and to relevant share-
holders with the aim to reduce the tax gap, tax evasion and aggressive tax planning.
Regarding the roles of the entities included in ATP structures, using debt channels,
transfer pricing channels and IP profit shifting channels, it is possible to distinguish
the individual roles of entities in ATP structures, such as target entities, lower-tax
entities and conduit entities. Many entities based in CEE-EU countries are used as
target entities and lower-tax entities depending on the ATPS applied. Furthermore,
the majority of CEE-EU countries allow too generous of tax exemptions of divi-
dends received together with no beneficial-owner test for the reduction of the
withholding tax on dividends or no withholding tax on dividends paid under
domestic law, half of the CEE-EU countries allow tax deductions for intragroup
royalty costs in combination with no beneficial-test for the reduction of the with-
holding tax on royalties or no withholding tax on royalty payments under domestic
law, and all CEE-EU countries allow the general deductibility of interest costs
without making it conditional on the creditor being taxed on interest income.7

Based on the economic analysis from the macro perspective (via the balances of
payments and investment positions of individual countries), we proved profit
shifting from CEE-EU countries to some other EU countries (mainly Cyprus,
Malta, Luxembourg, and the Netherlands), which is also reflected by a higher
volume of interest payments, royalties and management consulting services flows
to these countries. The undertaken analysis also showed that in terms of their origin,
foreign direct investments in CEE-EU countries are biased in favour of the
abovementioned countries. Furthermore, the rates of return on foreign direct invest-
ment from these countries are also lower than those of the investments from other
countries. This confirms the hypothesis of their use for the purposes of aggressive tax
planning. Further, the average extent of the estimated profit shifts from CEE-EU
countries to other EU Member States is approximately 0.35% of GDP with signif-
icantly higher values estimated for the Czech Republic (more than 0.9% of GDP)
and Hungary (0.8% of GDP). On the other hand, Slovenia (only 0.05% of GDP) and
Romania (0.12% of GDP) rank as the countries with the lowest estimated profit
shifts. A similar conclusion has also reached when analysing the extent of cross-
border interest payments, royalties, and consulting services. As a key channel for

7For more details see European Commissions (2015, 2017).
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profit shifting, we considered interest payments and royalties, although the impor-
tance of payments for consulting services is relatively limited. In the case of the
Baltic States, the profit shifting issue is found to be relatively insignificant since our
estimates point to a shift of only approximately 0.1% of GDP. For other countries,
however, the estimated extent of relocation is more than double. Our model esti-
mates the highest values for Hungary, where the figure stands at more than 0.45% of
GDP; and another country with an estimate significantly above the average is
Bulgaria (0.38% of GDP). In both countries, the most important channel for the
outflow of profits is that of interest payments. This is probably because the tax
systems in both countries also allow tax base deductions of the usual interest on
interest-free loans. This policy is not present in the tax systems of other countries.
The estimation of the corporate tax revenue loss is determined to be approximately
0.05% of GDP on average. Significantly higher values are reported by Hungary and
the Czech Republic. Further, in most countries, this loss amounts to no more than 3%
of the total revenues. Compared to the existing studies, the presented results of the
estimate are lower. However, most of the analyses performed so far use a wider set of
states and are not limited to post-communist states. Moreover, we have used only
investor countries from the EU.

Based on the economic analysis from the micro perspective, we also proved profit
shifting and tax base erosion. We applied two approaches: first, the pretax income
sensitivity to tax differentials, which represents an indirect method to research the
occurrence of profit shifting; and second, the discrepancy between selected financial
indicators. Via the first methodologic approach, we find that the profits before
taxation are highly sensitive to tax differentials and consequently that profit shifting
occurs, where the profits before taxation reported by foreign owned companies based
in CEE EU countries are negatively affected by tax differentials. Further, we
determined that a one-unit increase in the tax differential will decrease profits before
taxation by 0.37% (semi-elasticity). Our semi-elasticity is lower than that of other
primary research; however, the CEE EU countries hold a tax advantageous position
when compared with other EU24 member states as the average statutory CIT rate is
more than 5% lower than the average CIT rate in the rest of the EU countries. In this
context, the semielasticity of pretax income to tax differentials tends to be less
sensitive. Regarding the amount of profit shifting, we estimated that profits shifted
from CEE EU countries to tax havens are on average EUR 8.9 billion per year. This
produces an annual CIT revenue loss of EUR 1.74 billion in CEE EU countries.
Conversely, since the statutory CIT rate in the CEE EU is smaller than that in the rest
of the EU24 countries, we found that inward profit shifting occurs when the tax
differential to the EU24 is considered. We estimate that close to EUR 7.8 billion are
shifted towards the CEE EU from sister companies from EU24 countries, which
leads to an annual average CIT revenue gain of EUR 1.37 billion when the statutory
CIT rate is used. Via the second methodologic approach, according to the Grubert
and Mutti’s (1991) and Fuest and Riedel’s (2012) approaches, we amended the
multi-criteria model proposed by the European Commission (2017); and similar to
the study of the EC (2017), we distinguished three types of entities within MNE
groups that can be included in the ATPS (i.e., target entities, lower-tax entities and
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conduit entities). We find that the effects of ATPS via the transfer pricing channel, IP
profit shifting channel and debt channel are noticeable at the profit level. Our results
demonstrate that MNEs are able to more effectively manipulate their operating
profitability and/or pretax profitability in the ATPS than the peer group (domestic
entities). Moreover, MNEs have significantly higher indebtedness, higher use of
long-term debt and higher interest payments relative to total assets. At the entity-
subsidiary level, the CEE-EU entities, such as target entities and lower-tax entities,
clearly play a role in ATPS. Target entities seek to decrease their tax base as much as
possible; thus, these identified entities generate the highest interest payment ratio and
debt share ratio, and they make extensive use of long-term debt together with the
combination of related-party debt, resulting in very high financial losses. In addition,
their operating profitability (loss) or pretax profitability (loss) and EATRs are
significantly lower than those of domestic entities. Lower-tax entities seek to
effectively increase their tax base and make it subject to a lower tax rate; thus,
identified entities generate positive operating profitability, pretax profitability and
EATRs, but these are still significantly lower than those of the peer group. Regarding
the amount of profit shifting, we estimated that the total maximum amount of profit
shifting and tax base erosion is EUR 26.2 billion (annually on average), of which
EUR 10.6 billion is on the EBIT level and related to the transfer pricing channel and
IP profit shifting channel. The annual base erosion related to the debt channel is
estimated as a maximum of almost EUR 17 billion. Finally, the overall corporate tax
revenue losses related to ATPS are estimated to be EUR 4.2 billion (annually on
average), of which EUR 2.7 billion is related to the debt channel.

Obviously, the estimated corporate tax revenue losses are very significant, and the
estimated amounts differ according to the methodology and data used. The CEE-EU
countries are aware of the gravity of the situation and therefore actively combat profit
shifting, tax base erosion and tax evasion/fraud; they have extensive DTT networks
and are actively increasing networks of TIEAs. All of them are members of the
Global Forum on the Transparency and Exchange of Information for Tax Purposes,
all of them signed the FATCA, all of them joined the Inclusive Framework on BEPS
with aim to introduce minimum standards in their legal frameworks, all of them
introduced MLI and joined the MLI beyond the BEPS minimum standards, and
finally, all of them implemented DAC 1-6 and the ATAD Directives. Since we use
data from the 2009–2017 period or the partial period inside of this period (based on
the data availability), the results represent the situation before introductions of those
important law changes based on the BEPS recommendations and new EU directives.
How the situation will change after the important implementations will be a subject
of future research, as the necessary data were not available at the time of preparing
this book.

Fair taxation is based on the sense of neutrality, on the legitimacy of taxation, on
paying appropriate taxes related to horizontal and vertical equity, and on the
appropriate design of a tax system that ensures a fair level of taxation and the fair
allocation of taxation rights between taxpayers and/or countries related to internation
equity. The possible areas of strengthening fair taxation are the financial sector, the
service sector (namely, digital services) and all economic sectors in respect of
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elimination of tax evasion, base erosion and aggressive tax planning, and improving
of environmental taxation and allocation of taxation rights. However, in all aspects,
global issues require global solutions, fair taxation requires transparency, and trans-
parency requires cooperation.

In the last two decades, rapid developments in the area of international taxation
and consequently in domestic legal tax frameworks have been incredible. Global
efforts to eliminate harmful tax competition, tax evasion and aggressive tax plan-
ning; global efforts to improve transparency and eliminate tax treaty abuse; global
cooperation on the exchange of information, mutual assistance in tax collection, and
simultaneous and joint audits; greater disclosure by taxpayers via mandatory
reporting regimes (CbCR) and many other activities should be mentioned and can
rightly be considered important changes that help to ensure fairer taxation.

Finally, based on this research, we are able to suggest a few recommendations on
how to improve the current situation in CEE-EU countries and achieve fairer
taxation without significant corporate tax revenue losses via profit shifting, tax
base erosion and/or aggressive tax planning. We recommend eliminating the ability
to use specific tax regimes for selected corporate income that is risky, especially in
terms of the difficulty of capturing real economic processes (typically copyright
revenues, revenues associated with specific management and consulting services and
digital services, etc.). Further, we recommend focusing on digital business taxation
and finding a global solution, such as modified international rules for sales taxes,
although it is necessary to consider a violation of the existing general arm’s length
principle. We also recommend the introduction of withholding taxes on interest
payments combined with proper proof of the country of the beneficial owner and the
international exchange of information in this field. Similar recommendations are
made in case of royalty payments and dividend payments, and a beneficial-owner
test should be needed to reduce withholding taxes. Further, a proper international
exchange of information in this field is also recommended. Then, we recommend
considering the transfer of private UBO registers to public registers with the aim to
improve transparency and strengthen their practical application, as some of them are
almost empty in CEE-EU countries. The last recommendation is similar to the
previous recommendation and is to transfer private CbCR to public CbCR reports,
at least overall.
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