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Executive summary
The stakes are rising…
Pressure is mounting from all angles on companies
undertaking aggressive tax avoidance. Such tax ‘optimisation’
measures have typically been seen as useful tools for
managements to maximise returns to shareholders.
But against a backdrop of austerity, governments need
corporation taxes more than ever to help close national
deficits. At the same time, individual taxpayers – and voters
– are increasingly frustrated at headlines claiming prominent
multinational companies are not making a fair tax contribution
in countries where they have a large presence. Regulators
and politicians have reacted to this conundrum more quickly
than expected. We have researched the issue from an
investment perspective and identified three key investment
risks:
1. Regulatory: Scrutiny from regulators is accelerating
with pace. The OECD’s involvement means a multilateral
agreement is on the cards. This is a real game-changer
– up until now tax rules have been regional or bilateral.
Several governments have committed themselves to
incorporating the OECD’s recommendations into national
law. At the same time, they have been tightening existing
tax laws. In the light of this, we argue that complicated
tax optimisation structures are unsustainable in the longer
term. Aggressive tax planning should therefore be factored
into the tax assumptions in a company’s valuation to
provide realistic forecasts. Companies that are unprepared
for regulatory changes could face immediate costs, as well
as impacts to their cash flow and earnings.
2. Reputational: In certain industries, gaining a reputation
for not stumping up a ‘fair’ share of local or national
taxes could have an impact on brands. While measuring
these effects is difficult, it is probable that for consumerfacing companies or those facing a shortage of skills and
therefore wanting to attract talent, responsible corporate
tax practices could help maintain a company’s ‘licence to
operate’.

…and several industries look
particularly exposed
The regulatory risk has the most wide-reaching and
short term effects. Our brief report looks at existing and
approaching regulations, which sectors they might affect
and where the gaps still lie. We find that, across all sectors,
companies adopting the most aggressive tax policies
in comparison to their peers will be the most exposed.
Those without a ‘plan B’ are the likely losers. We throw a
particular spotlight on the financials, pharmaceuticals,
and technology sectors, which are those most likely to be
affected by impending regulation. We also look at reputational
and societal impacts, finding that consumer-facing
companies are most at risk.

Schroders acts
Finally, we look at Schroders’ actions in this area, suggesting
tools for investors to identify poor, opaque or aggressive
tax practices. We also outline best practice indicators
and engagement questions to improve tax transparency.
Companies should be able to demonstrate 1) a clear
policy on tax, 2) a visible tax governance structure, and 3)
meaningful and transparent data on tax rates, use of tax
havens, and the location of profits.

tax
“ Complicated
optimisation structures

are unsustainable in the
longer term.

”

3. Societal: Over the longer term, there is a need for
companies to support the infrastructure in which they
operate to ensure the smooth running of their operations.
Avoidance of taxes can disrupt national development –
clearly more of a problem in developing countries – and
can widen the inequality gap.

The sectors mentioned above are for illustrative purposes only and not to be considered a recommendation to buy or sell securities.
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What is tax optimisation?
Corporate tax optimisation, planning, minimisation or
avoidance – whatever you call it, it amounts to the way
companies make the most of the tools and mechanisms
governments make available to them to reduce the taxes
they pay on their profits. Deduction of expenses, such as
wage costs or other business expenses, when calculating
taxable profits is a valid and widely used way of optimising tax
payments.
Tax optimisation techniques also allow companies to
choose very carefully where to locate some of their profits;
certain jurisdictions are known for their attractive tax profile.
Governments within those jurisdictions can apply lower tax
rates legally and for valid reasons, for example to attract
investment and create jobs.

Tax tricks
Below are just some of the tools used to trim down a
company’s tax payxments. Multiple techniques can be used
together to achieve maximum optimisation. It is important
to note that these measures are not illegal, nor do they
necessarily indicate poor practices.

Tax havens
Probably the most widely used tool – usually involves
corporates locating subsidiaries in jurisdictions where
there are little to no corporation taxes. What constitutes
a tax haven varies greatly between countries, NGOs
and international bodies. The European Commission
is due to produce a list in 2015. Countries can drop in
and out of the list, e.g. Luxembourg was at one point
considered a tax haven1. Many large corporations use tax
havens as a way of reducing their tax payments. Those
that have been reported as extensive users of tax havens
include Microsoft, GE, Bank of America, Barclays and
Vodafone.

Transfer pricing
Groups may seek to generate profits in lower tax
jurisdictions to benefit from lower rates. In general, tax rules
require companies that are related to one another to price
the transfer of assets, goods and services on an ‘arm’s
length’ basis, i.e. the same as the market price, making it
difficult to transfer profits artificially. Many jurisdictions have
‘transfer pricing’ rules requiring related party transactions
to be documented and prices to be justified by reference
to internationally agreed standards. However, differences
between rules in different countries, and between different
types of assets, goods and services, as well as the inherent
difficulties in identifying precisely what the ‘arm’s length
price’ is for many goods and services, creates opportunities
for companies to use ‘supply chain optimisation’
techniques to maximise the profits taxed at lower rates.
Company examples: Amazon, Coca-Cola.

Investors have also traditionally viewed tax planning as a
positive way for companies to maximise returns.
However, recent headlines have been awash with claims of
companies involved in ‘aggressive’ tax planning that falls
within the letter, but not the spirit, of the law. Regulators
are beginning to clamp down on the companies that are
artificially manipulating their financial results to take advantage
of tax incentives. Part of the challenge for both regulators
and investors is to identify the legitimate practices from the
aggressive ones. The majority of companies use the tax
reliefs and deductions available to them for genuine business
activities conducted in the relevant jurisdiction. But the lines
between tax optimisation and tax evasion – which is illegal –
are becoming increasingly blurred, and corporations on the
‘aggressive’ side of the spectrum may find it is no longer a
sustainable business practice.

‘Patent box’ schemes
These schemes allow companies to pay low tax rates on
profits generated from patented goods and services – for
example, the UK applies only a 10% tax rate on profits
derived from the sale of patent-derived products or patent
royalties. Intellectual property ‘box’ schemes also apply in
France, Belgium, Hungary, Luxembourg, Spain and the
Netherlands. This is most widely used in sectors where
intellectual property is high, e.g. pharmaceuticals – GSK
(The UK has recently proposed to close this scheme to new
entrants from 2016.)

Hybrid companies
Hybrid mismatch arrangements allow companies to exploit
asymmetries between different tax jurisdictions, for example
through double tax deductions, or treating debt as equity
or vice versa. They can be structured to reduce taxes in
multiple jurisdictions. The ‘double Irish’ technique which
has been given extensive media attention is a form of
hybrid mismatch arrangement. Company examples: Shire,
ICAP, Google.

Tax inversion
In countries where corporate groups are taxed on their
worldwide income, there is an incentive for domestic
groups to create a head office company outside their
home country to hold overseas assets and subsidiaries,
which thereby escape home country taxation when profits
are distributed up the group. This is known as ‘inversion’.
In the US, tax charges are applied to prevent inversion,
however, there are exemptions for foreign takeovers of US
firms. This has led to a trend of reverse takeovers of large
US companies by smaller overseas firms, e.g. Abbvie’s
proposed deal with Shire, Pfizer’s proposed deal with
AstraZeneca2.
Sources: Schroders and Natixis3

1. Kepler Cheuvreux, ‘Tax me if you can: Game over’, October 2014.
2. Commercially speaking, the larger US company proposed to acquire the smaller European one. However technically, the legal structure of the deal would have involved,
for example, Shire acquiring Abbvie’s shares in return for Shire issuing shares to Abbvie’s shareholders.
3. Natixis, ‘Engagement on Greater Fiscal Transparency’, October 2014.
The companies mentioned above are for illustrative purposes only and not to be considered a recommendation to buy or sell securities.
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The regulatory environment
OECD: Multi-lateral action
OECD Base Erosion and Profit
Shifting (BEPS)
The biggest game changer regulation-wise is the OECD
BEPS. This is the OECD (Organisation for Economic
Co-operation and Development)’s commitment to redefine
the rules and guidelines surrounding tax planning across
borders. The aim is to ensure that profits are taxed in the
country where the economic activity that has generated those
profits occurs.
BEPS has taken tax experts by surprise, mostly due to the
speed with which this complex topic was covered, given
that there are currently thousands of tax treaties between
countries.
The OECD released the first seven of 15 key action points
in September 2014, and has committed to updating the
final eight in 2015. The action points – which are outlined in
the table below – have also been more wide-reaching than
originally anticipated by tax experts.
Central to the action points so far has been a commitment to
“countering harmful tax practices more effectively”: relatively
contentious, due to the definition of what a ‘harmful’ tax
practice might be4 .

… But will it bite?

Outside of Europe, any company operating globally –
regardless of where it is headquartered – will most certainly
be affected by some aspect of the OECD’s rules. Any country
entering into a bilateral treaty agreement with another will be
affected.
There is also enforcement happening on an individual
company basis, particularly within the EU. The European
Commission has put several companies under
investigation: Apple in Ireland, Fiat and Amazon in
Luxembourg and Starbucks in the Netherlands.
In November 2014 we saw the leaks of 540 Luxembourg
tax rulings brokered by PwC. These are signed threeyear agreements between over 340 global companies
and the Luxembourg tax authorities, some detailing very
low tax rates via complex cross border organisation
structures. EU Competition Chief Margrethe Vestager
has stated the November 2014 leaks are valid market
information: “We consider the Luxembourg-leaked
documents as market information. We will examine
it and evaluate whether or not this will lead to the
opening of new cases”. It is important to note that there
could be legitimate reasons for such agreements, and
while they do not necessarily signal poor corporate
practice, in cases where they do, we feel the market has
undervalued the potential risks to the investment case.

While the OECD’s recommendations are not binding, most
Western European countries have committed to implementing
them, with the UK government indicating it wants to be
one of the first to legislate when the rules are finalised
in December 2015. Indeed, several of the OECD’s first
recommendations revealed in September 2014 are already
making their way into legislation. The European Union is
also embracing the OECD’s actions – it is heavily involved
in the discussions and will follow up with the introduction of
EU-wide legislation. Given the complexity of ensuring that the
OECD’s recommendations are not at odds with EU or national
laws, this may be a lengthy process, although in theory
areas of conflict will have been ironed out during the ongoing
discussion process.
Understandably, not all national governments are embracing
the OECD’s actions: the US, Luxembourg, Ireland and the
Netherlands are all less vocal in their support and unlikely to
lead implementation before it is necessary (e.g. when required
to by the EU).

4. Kepler Cheuvreux, ‘Tax Me If You Can: Game Over’, October 2014.
The companies mentioned above are for illustrative purposes only and not to be considered a recommendation to buy or sell securities.
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Table 1: Details of OECD Action points and timeframe
OECD BEPS Action Point

Timeframe

Details

1. Address the tax challenges
of the digital economy.

September 2014

Considered Transfer pricing, Exception from Permanent
Establishment status, Controlled Foreign Company status,
VAT exemption, Ensuring profits are taxed where profits
are generated. Concluded that there is no need for specific
measures for the digital economy sector and its issues will be
addressed under other action points.

2. Neutralising hybrid mismatch
September 2014
arrangements (neutralising mismatches
in tax income, where there could be two
deductions for the same payment or a
deductible payment not recognised by
the recipient).

Various recommendations to domestic law, e.g. denial
of a dividend exemption for double tax relief. Various
recommendations for hybrid mismatch rules, e.g. denial of
deduction for a payment that is also deductible by another
regime. The UK already limits the use of such arrangement.

3. Strengthen controlled foreign
company (CFC) rules.

September 2015

The OECD has already recognised the difficulties of slotting
this in to national legislation. Likely to see some narrowing of
practices on CFC rules.

4. Limit base erosion via interest
deductions and other financial
payments.

Phase 1 –
September 2015
Phase 2 –
December 2015

Targeting a broad range of ‘excessive’ financial and interest
payments. E.g. transfer pricing.

5. Countering harmful tax
practices more effectively.

Phase 1 –
September 2014
Phase 2 –
September 2015
Phase 3 –
December 2015

Much discussion about definition of ‘harmful tax practices’.
Phase 1 agreed to tackle the realignment of profits with
‘substantial activities’ Methodologies continue to be
discussed.

The OECD concluded that further discussion would be
needed in 2015.

No agreement reached on the ‘patent box’ issue – NL, Spain
and Lux are opposed to defining this as ‘harmful’.
Notably this action point is also due to expand to non-OECD
members by September 2015.

6. Preventing the granting
of benefits in inappropriate
circumstances, in particular ‘treaty
shopping’.

September 2014

One of the most important BEPS concerns. A key recommendation is to include a clear statement in tax treaties that
they are to avoid being used for tax evasion and avoidance.
Stumbling blocks could be integration into
EU law (due to wording of current law).

7. Prevent the artificial avoidance of September 2015
PE status.

Countries are beginning to challenge companies’ presence in
their jurisdiction of ‘Permanent Establishment’.

8. Guidance on transfer pricing
aspects of intangibles (includes
actions 9-10).

Key action points are to be concluded in 2015, but the key
goals are to change the way in which ‘intangibles’ are defined
and accounted for, and crackdown on misuse of the arm’s
length principle.
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OECD BEPS Action Point

Timeframe

Details

9. Transfer pricing:
Risk and capital.

September 2015

As above (Point 8).

10. Transfer pricing:
Other high-risk transactions.

September 2015

As above (Point 8).

11. Establish methodologies to
collect and analyse data on BEPS
and the actions to address it.

September 2015

Establishing methodologies to determine the scale of base
erosion and profit shifting.

12. Require taxpayers to disclose
their aggressive tax planning
arrangements.

September 2015

The OECD is working on ways to disclose that are not too
burdensome or costly.

13. Guidance on transfer pricing
documentation and country-bycountry reporting.

September 2014

The OECD announced a set of data points that companies
will be required to provide on a country-by-country basis:
–– Revenues (from both related and unrelated party
transactions)
–– Revenues (from both related and unrelated party
transactions)
–– Profits before income tax
–– Income tax paid (cash basis)
–– Current year income tax accrual
–– Stated Capital
–– Accumulated earnings
Number of employees
–– Tangible assets (excluding cash and equivalents)
There are potential concerns around confidentiality of data,
and currently data should only be disclosed to regulators,
not publicly. Finer details to be confirmed by the OECD in
January 2015.

14. Make dispute resolution
mechanisms more effective.

September 2015

This is one of the action points that should be welcomed
as the dispute resolutions mechanism has been typically
ineffective and slow.

15. Developing a multilateral
instrument to modify bilateral
treaties.

Phase 1 –
September 2014
Phase 2 –
December 2015

The OECD has confirmed that a multilateral instrument
is technically feasible. In 2015 it will plan an international
conference for the negotiation of a multilateral convention.
There will be tools for implementing into domestic law for
‘interested countries’, which perhaps suggests a lack
of consensus.

Adapted from Morgan Stanley & PWC5

5. Morgan Stanley, ‘Understanding Global Tax Reform’, November 2014, and PWC, ‘Base Erosion and Profit Shifting (BEPS) Action Plan’,
http://www.pwc.com/gx/en/tax/tax-policy-administration/beps
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The regulatory environment
National governments try to plaster the wounds
There are already various national regulations in place. Below are just some of the
recent changes that could affect corporate tax schemes.

OECD

European Commission
UK
Has already committed to being an ‘early
implementer’ of several BEPS action areas.
December 2014: Announced a 25% tax on
‘diverted profits’. Likely to hit the tech sector
as well as any company based in the UK but
generating a large portion of profits elsewhere.
Could face challenges from other EU countries.
On the reverse side, UK corporation tax rates are
also in decline – down from 26% in 2011 to 20%
by April 2015.
Ireland
October 2014: Government announced end
to ‘double Irish’ tax loop by requiring all Irish
companies to also be tax residents. Six year
phase-out period should give companies ample
time to get compliant6. There is also talk of
introducing a ‘patent box’ scheme which may
offset some of the losses7. And the corporation
tax rate in Ireland remains at a low 12.5%.
US
September 2014: US Treasury proposed
new rules to limit the use of inversions by
January 2015 e.g. by raising the percentage of
foreign ownership necessary for such a deal,
and preventing the foreign subsidiary from
restructuring to access deferred earnings8.
Switzerland
From the other side of the fence: Banks involved
in enabling tax evasion for clients are having to
change their business models entirely following
Switzerland’s commitment last year to allowing
the automatic exchange of banking data to stop
tax evasion9. Several banks have already faced
large fines for enabling tax evasion.

2014: The EC is so far investigating both
Ireland and the Netherlands on the grounds
they provided ‘fiscal state aid’ via special tax
agreements with certain corporations (so far
Apple, Starbucks and Fiat but many others likely
to be exposed). Companies may need to repay
some of these taxes.
December 2014: EU implemented an ‘anti-abuse
clause’ (BEPS Action 5) and has extended the
‘automatic exchange of information’ clause in
directive 2001/96/EU (BEPS Action 14)10.
Australia
May follow the UK in implementing a “diverted
profits” levy on companies11.

Non-OECD
The use of tax havens by non-OECD country companies is
still possible, but their use will be limited by the agreements
in place across the OECD. The key issue the OECD is trying
to address is eliminating BEPS in the countries that need tax
payments the most to develop.

China
Some level of regulatory activity. It was reported
recently that China fined Microsoft US$140 million
for relocating its profits outside of China
(transfer pricing)12.
Taiwan
An example of a country offering tax exemptions
to technology companies to attract investment.
There are no current indications that these
exemptions will be removed, but it is worth
questioning the long-term sustainability of such tax
solutions both for countries and for companies13.

6. Kepler Cheuvreux, ‘Tax Me If You Can: Game Over’, October 2014.
7. Financial Times, ‘Dublin to shut Double Irish corporate tax loophole next year’, 14 October 2014.
8. Exane note, 23rd September 2014.
9. Financial Times, ‘Switzerland pledges to lift veil on tax secrecy’, 6 May 2014.
10. Morgan Stanley, ‘Understanding Global Tax Reform’, November 2014.
11. Financial Times, ‘Australia targets UK-style ‘Google tax’’, 9 December 2014.
12. Financial Times, ‘China charges Microsoft $140m for tax ‘evasion’’, 26 November 2014
13 Deloitte, Taiwan Highlights 2014, http://www2.deloitte.com/content/dam/Deloitte/global/Documents/Tax/dttl-tax-taiwanhighlights-2014.pdf
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Sectors exposed
Banks
The banking industry is unique, as it is mostly exposed to
tax issues through the facilitation of tax avoidance for clients.
Regulatory changes driven by the US and OECD to reduce
secrecy have signalled a demise of the European offshore
industry, especially for Swiss banks. Several of the banks
exposed such as Credit Suisse have already experienced
large fines up to almost US$3 billion, with further fines pending.
The issue has been yet another regulatory black mark against
banks. The outstanding litigation charges and compliance
costs remain a very real risk for investors.
Internal tax optimisation for a bank’s own accounts is also
an issue. Barclays is an example of a company that has
received criticism for both enabling clients to avoid taxes (it
had a distinct ‘tax avoidance’ division which has now closed
down), but also mishandling its own tax practices through the
misuse of tax shelter vehicles. As high users of multiple tax
minimisation tools, banks will need to carefully scrutinise their
own practices before regulators catch up14.
Increased regulation has already reached the sector: The
fourth iteration of the Capital Requirements Directive (CRD
IV) already plans to require banks to report to the authorities
their activities, profits, employees, public subsidies, etc, on a
country-by-country basis15. If a 2014 trial basis is successful,
the requirements will start from January 2015.

The UK government in December 2014 announced further
restrictions on banks in the way they can account for deferred
tax assets16. For investors, improved transparency and clarity
on where companies’ employees and profits are would be
welcomed to assist in analysing companies, and the more
timely the information, the better.

Country-by-country reporting:
A useful risk assessment tool
Key to the OECD’s action points to tackle transfer pricing
is the proposed introduction of ‘country-by-country
reporting’ (CBCR). This will require companies to report
several data points for each country they operate in,
including revenues, profits before tax, cash tax, and
number of employees. Initially at least, such information
may only be provided to regulators. From an investor’s
perspective, public CBCR would be a welcome tool
not only to assess a company’s tax practices, but more
broadly as a risk assessment tool17.

Technology
The digital economy was one of the first areas recognised by
the OECD as susceptible to profit-shifting due to its ability to
relocate royalty fees and intellectual property rights. A French
report on digital economy taxation in 2013 concluded that
tax frameworks had not kept up with the pace of globalised
technological change. Domestic companies complain that the
ability of global tech companies to optimise taxes so efficiently
is a key source of competitive disadvantage for them18.
Increasing tax rates are likely to cost the larger US technology
companies as changes to transfer pricing and special
structures such as the ‘double Irish’ occur. Morgan Stanley
research estimates that if a higher tax rate was adopted in
Ireland by 2018, the effect could be ~$80 per share for

Google (10% of its share price) and ~$10 per share for
Facebook (10-15% of its share price)19. There appear to
be few escape routes for the large brands: the UK recently
announced it would introduce a 25% tax on profits that
have been generated in the UK and ‘artificially shifted’ out.
Although brandished a ‘Google tax’ by journalists, several
global corporates will be in the spotlight such as Amazon.
The potential impacts of legislation change are not
limited to traditional technology companies. Any
company with a digital value chain – ad agencies,
online retailers, online financial traders – could find
they are falling foul when the rules change.

14
15
16
17

Kepler Cheuvreux, ‘Tax Me If You Can: Game Over’, October 2014.
EY, ‘EU CRD IV Country by country reporting: Insights and Challenges’, August 2013.
Financial Times, ‘UK banks hit by Osborne’s £3.5bn tax plans’, 3 December 2014.
Some companies in the extractives sector already have CBCR publicly disclosed, some voluntarily and some as a response to regulatory invention via the
US Dodd-Frank Act (still under consideration) and the EU Transparency Directive.
18 Kepler Cheuvreux, ‘Tax Me If You Can: Game Over’, October 2014.
19 Morgan Stanley, ‘Understanding Global Tax Reform’, November 2014.
The companies mentioned above are for illustrative purposes only and not to be considered a recommendation to buy or sell securities.
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Pharmaceuticals
While it is tax inversions that have dominated the headlines in
recent months, amendments to national legislation on transfer
pricing and patent box schemes could have the biggest
impact on the pharmaceuticals sector.
–– Transfer pricing: Several of the OECD BEPS Action
points directly tackle the use of aggressive transfer
pricing, carried out in practice by several pharmaceuticals
companies due to their high level of intellectual property
and the ease with which the origination of IP can
be ‘shifted’.
	Practically speaking this is one of the more challenging
areas for regulatory crackdown. There are already several
suggested areas of follow-up from the OECD which will
be concluded in September 2015, including a change in
the way ‘intangibles’ are defined and accounted for, and a
crackdown on misuse of the ‘arm’s length’ principle.
–– Patent box schemes: Introduced into the UK last year
and potentially planned in Ireland, these entitle companies
to lower tax rates on profits generated by patent
work. Intellectual property ‘box’ schemes also apply in
France, Belgium, Hungary, Luxembourg, Spain and the
Netherlands. They have been a sticking point at the OECD
talks, with a risk that the OECD could brandish patent box
schemes as ‘harmful tax practices’ under Action Point 5
and severely restrict or remove their use. Indeed, the UK
has already proposed a 2021 expiry for the scheme, and
suggested closing it off to new entrants by 2016.

Consumer-facing companies
Companies that are visible to consumers simply have
more to lose when failing to operate within the spirit of the
law. While several global companies are using tight tax
planning structures, it is the likes of Starbucks, Amazon,
Fiat and Vodafone who have dominated the headlines.
While share prices have quivered following headlines of tax
avoidance, and boycotts have been mostly localised and
short-lived, the real test comes with prolonged views of a
company’s reputation. As tax avoidance as a reputational
issue begins to reach boardroom debate, we are starting
to see examples of changes in corporate practice. For
example, during a proposed acquisition of Swiss-domiciled
Alliance Boots in August 2014, US-based drugstore
company Walgreens took the decision not to relocate its
headquarters via a tax inversion, despite the potential for
significant tax savings. Reportedly this was due to increased
scrutiny given it is a consumer-facing company, as well as
political ramifications: Walgreen generates significant revenue
from the federal Medicare and Medicaid programmes22.

While the scheme was introduced to encourage R&D in the
UK, the tax controversy arises because the policy does not
seem to require that the patent innovation actually takes
place in the UK.
–– Inversions: 2014 brought with it a spate of tax inversions
as US companies rushed to anticipate changes to US
law that would tighten their use. It has been something
of a political tool, and while some restrictions have been
imposed any further actions are likely to be piecemeal,
with little further clarity until after the 2016 US presidential
election. From Schroders’ perspective, inversions also need
to create good business value. If inversions are carried out
purely for tax-saving measures it is worth questioning both
short and long term impacts, such as impacts on share
price (Shire’s share price has experienced extreme volatility),
missed deals (companies under the threat of inversion find
it hard to carry on with regular business deals), impacts
on staff (morale, turnover) and the creation of long-term
synergies from the two joined businesses. The changes in
law have not been deal-breaking for recent M&A activity: for
example, US company Medtronic will reportedly lower
its effective tax rate by only 2% through its proposed
inversion deal with Ireland’s Covidien, but the inversion is
seen as more of an added benefit than a driving factor for
the merger21.

Starbucks: Unprofitable?
Starbucks originally told investors it had generated
US$40 million profits in Europe in 2012, but told British,
German and French tax authorities it had made a loss.
Starbucks’ UK unit had paid a royalty fee for use
of ‘intellectual property’ e.g. brand and business
processes, and paid fees to its Amsterdam-based
company. The company’s UK unit was also entirely
funded by debt, as it was using inter-company loans to
shift profits.
Starbucks still states that its UK business is loss-making,
but has now openly committed to voluntarily pay £20
million in taxes to the UK authorities, to regain the trust of
the UK public. The company was not operating illegally,
and indeed was not the only company shifting its profits
this way. But this voluntary step sent a strong signal that
Starbucks’ UK reputation may be in the firing line.

20 Exane, ‘Joining at the hip?’, 25 June 2014.
21 ISS Proxy Advisory Services, report on Medtronic, 18 December 2014.
22 Forbes, ‘The Market May Have Overreacted To Walgreen’s Decision Against Tax Inversion’, 8 August 2014.
The companies mentioned above are for illustrative purposes only and not to be considered a recommendation to buy or sell securities.
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Figure 2: Exposure to tax optimisation by sector (source: Natixis, October 2014)

Transfer pricing

Intellectual property

Offshore*

Consumer Discretionary
Automotive and components
Hotel, tourism, leisure, catering
Business services: staffing, IT
Media, advertising
Luxury, apparel
Consumer Staples
Food retail
Food products, beverages, tobacco
Home products and personal care
IT
Semiconductors, hardware
Software and services
Telecoms
Materials

Energy

Healthcare

Utilities
Electricity and gas
Waste and water management
Industrials
Capital goods
Transportation
Construction & concessions
Finance

Insurance

*Position that could be legitimate in tax havens. The darker the shade, the higher the risk.

The sectors mentioned above are for illustrative purposes only and not to be considered a recommendation to buy or sell securities.
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The wider context
Reputational, Societal, Political
Stakeholders less tolerant
The OECD’s actions aim to eliminate aggressive tax avoidance
and direct taxes to their rightful domestic owners. Ways will
always exist for companies to circumvent the ‘system’. But the
lines between tax avoidance and tax evasion are increasingly
blurred, and companies that continue to find loopholes are
at risk of muddying their relationships with regulators, tax
authorities and local stakeholders. The political pressure is also
immense – companies seen as being insensitive to changing
political and public expectations around tax could suffer.

No tax, no infrastructure

–– Roads: Transport of goods and machinery to keep
operations running smoothly
–– Education: Ability to recruit local skilled employees
–– Healthcare: Keeping illness and disease away from the
workplace can be a financial burden for companies.
It is evident from Figure 3 below that governments globally
are already suffering from a decline in corporate tax rates. It is
likely these were initially put in place to help attract investment
and invigorate struggling economies, but some stakeholders
view this decline as a ‘race to the bottom’24.

It is also worth looking at the social effects of shifting profits.
For example, the NGO ‘Global Financial Integrity’ estimates
that although transfer ‘mispricing’ can negatively impact
mature economies, it costs developing countries US$100
billion per year23. Over the longer term, if companies avoid
paying taxes they can damage the very infrastructure that
they rely on to keep their businesses going. For example:

Figure 3: Corporate tax rates have been decreasing globally
% tax rate
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Source: KPMG, 2013

23		 Euractiv, ‘G20 leaves developing world behind in tax evasion fight’, 10 September 2013.
24. Tax Justice Network, ‘The race to the bottom: Incentives for new investment?’, October 2008
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How is Schroders acting?
The call for corporations to pay fair and responsible taxes is not new, although it has certainly gained
support in recent years. Schroders is keen to stay ahead of the curve and identify its exposure to
companies that may not have stable or sustainable tax practices. There are various angles from which
Schroders is acting on this issue:

Collaboration with tax experts
and other investors
As the issue gains traction among the responsible investment
community, Schroders has participated in several joint
seminars on the issue. We have also had the opportunity
to question several tax experts including Fair Tax Mark,
ShareAction, Tax Research UK and Christian Aid on the
implications of impending tax rules and what this could mean
for investors.

Valuation
As we assess a company’s investibility, part of our research
process includes an assessment of the tax rates each
company pays, and whether this differs from the rate of
corporation tax in that country. While there are several
legitimate reasons for any differences, we are able to use
this as an early indicator of possible tax planning and identify
individual companies that may not have sustainable
tax practices.

Engagement
We feel that as owners of equity and debt in companies, we
can use engagement as a tool to encourage transparent
corporate tax practices – aiming to help companies avoid
regulatory shocks and maximise our long-term returns through
more sustainable accounting practices. Part of the need for
engagement centres on the lack of availability of comparable
tax data. We have already engaged with a number companies
across the pharmaceuticals, utilities, extractives and banks
space about their tax practices. The work is ongoing, and we
will monitor the impacts of impending national legislation as it
unfolds and assess how it might impact certain sectors
and regions.
We have identified a list of engagement questions that probe
a company’s approach to tax practices, seeking to identify
those with gaps in their approaches to tax planning. High
on our wish list is the publication of data that would help
us understand where a company’s profits and activities are
actually generated. Where ‘effective tax rates’ are particularly
low, we would expect a clear explanation from the company.
We are also looking for transparent policies on tax, good tax
governance, compliance and how companies are planning
for impending regulation, and what costs they have
associated with it. We want to be sure that if a company needs
to significantly alter its tax planning practices, it has already
identified the costs and impacts to its earnings.

feel that as owners of equity and debt in companies,
“ We
we can use engagement as a tool to encourage transparent
corporate tax practices – aiming to help companies avoid
regulatory shocks and maximise our long-term returns
through more sustainable accounting practices.

”
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Important information: The views and opinions contained herein are those of the Environmental, Social and Governance (ESG) team, and may not necessarily represent
views expressed or reflected in other Schroders communications, strategies or funds. The stocks and sectors mentioned above are for illustrative purposes only and are not a
recommendation to buy or sell. This document is intended to be for information purposes only and it is not intended as promotional material in any respect. The material is not
intended as an offer or solicitation for the purchase or sale of any financial instrument. The material is not intended to provide, and should not be relied on for, accounting, legal or
tax advice, or investment recommendations. Information herein is believed to be reliable but Schroder Investment Management Ltd (Schroders) does not warrant its completeness
or accuracy. No responsibility can be accepted for errors of fact or opinion. This does not exclude or restrict any duty or liability that Schroders has to its customers under the
Financial Services and Markets Act 2000 (as amended from time to time) or any other regulatory system. Schroders has expressed its own views and opinions in this document
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