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Policy change, particularly involving multinational coordination, can be a slow moving affair. In
December 2011, we highlighted aggressive corporate tax strategies among our 2012 ESG Trends to
Watch as an area we believed would receive greater policy attention and thus represent growing
reputational risk. Not waiting around for policy makers to weigh in, media and the public have since
singled out some high profile global companies such as Starbucks, Apple, and Google for public shaming
given a perceived mismatch between their level of tax payments and revenues earned in countries such
as the UK and Italy. So what’s next? In 2014, will the naming-and-shaming game give way to a more
systematic push to compel improved tax disclosure, driving investors to question the ability of some
companies to keep their tax payments below the norm?

A confluence of factors continued to drive calls for greater tax transparency in 2013: fiscal strain in key
OECD economies struggling to fund social programs on a weakened tax base; relatively healthy
corporate profits at a time of high unemployment; public mistrust of global companies, reinforced by
media and social media exposés of corporate misdeeds. As a result, the OECD?, the G20? the G8?, and
the EU** have all published separate but related plans in 2013 calling to increase corporate tax
transparency and to fight erosion in the tax base. Countries that have proposed changes to close
loopholes include Germany and UK, Canada", Netherlands", Australia”, Ireland”, India" and the US"".

Increasingly, major accounting firms such as Ernst & Young® and KPMG’ are telling their corporate
clients to re-examine their tax strategies with a view to mitigating reputational risk and to anticipating
greater disclosure requirements on where taxes are paid. We see two areas of vulnerability for
companies.

First, even when perfectly legal, companies with large discrepancies between their reported rate of tax
payments and the average corporate rate of the countries where they generate revenues make for easy
targets by the media, politicians, and activists. This is particularly true if companies generate large
revenues from a country where politicians are motivated by major fiscal imbalances and by popular
support to invoke ‘tax fairness’ as a policy plank. Second, with far more media attention to the role of
tax havens in facilitating tax avoidance, companies with subsidiaries in tax havens are likely to face
higher hurdles for justifying their legitimate business activities in those locations.

'Tax Transparency 2013: Report on Progress,
http://www.oecd.org/tax/transparency/draft%20annual%20report%202013%20%20for%20GF_2.pdf

2 Action Plan on Base Erosion and Profit Shifting, http://www.oecd.org/tax/beps.htm

® G8 countries agree to tackle tax evasion, http://www.theguardian.com/world/2013/jun/18/g8-countries-agree-tackle-tax-evasion

4 Fighting Tax Evasion and Avoidance: A year of progress, http://europa.eu/rapid/press-release MEMO-13-1096 en.htm

5Tackling Tax Avoidance: Commission tightens key EU corporate tax rules, http://europa.eu/rapid/press-release |P-13-1149 en.htm

6 http://www.ey.com/Publication/vwLUAssets/Tax_Transparency - Seizing the initiative/SFILE/EY Tax Transparency.pdf

’ http://www.kpmg.com/Global/en/IssuesAndinsights/ArticlesPublications/Documents/tax-morality-transparency-overview-
vl.pdf
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Which companies face these vulnerabilities?

For the 1,595 companies in the MSCI World Index®, MSCI ESG Research compared each company’s
reported tax payments between 2008 and 2012 to the average corporate tax rate of the countries in
which it generated revenues. See Figure 1.

Excluding companies generating a loss during this period, REITs, and mining companies, we
found that around 4% of the remaining companies (39 out of 995 companies) paid an average
tax rate of less than 10%.

21.4% of companies (213 out of 995 companies) paid tax rates that were substantially below the
weighted average tax rate of the countries in which they generate revenues. As a group and in
aggregate over these years, these 213 companies paid a 19.3% tax rate or the equivalent of USD
450 billion over this period. At 34.3%, the weighted average tax rate of the countries in which
these 213 companies generated revenues is nearly 75% more than the actual rate paid by this
group over this time-period. The 19.3% rate also compares unfavorably to their peers on the
MSCI World Index: the other 782 companies paid in aggregate a rate of 34.0% over this period.

In our analysis, of the 213 companies with a significant ‘tax gap’, more than 80% of the
companies are currently domiciled or are currently generating more than 50% of their global
revenues from G20 countries. With average debt levels at nearly 60% of GDP, the G20 countries
as a whole faced large fiscal imbalances, thereby increasing the political motivation to close
loopholes on multinational corporate tax payments.

8 As of November, 2013

MSCI ESG Research

© 2013 MSCI Inc. All rights reserved.
Please refer to the disclaimer at the end of this document

- December 2013

—_ msci.com




ESG Issue Brief
MSC I The ‘Tax Gap’ in the MSCI World

December 2013
ESG Research

Figure 1: MSCI World Companies, by Size of ‘Tax Gap’

Gap Between Actual Tax Rate Paid and Weighted Average Tax Rate of Countries Where Revenues are
Generated, 2008-2012, for MSCI World Index Companies excluding REITs, Mining Companies, and
Companies with Negative Profits (n=995)
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Given the media hype over such strategies as the ‘Double Irish With A Dutch Sandwich®, whereby a
company can shift profits to low or no tax jurisdictions and avoid paying taxes in the countries in which
it generates revenues, a number of organizations such as the Tax Justice Network have published lists of
countries that they deem to be ‘tax havens’.

Using MSCI ESG Research’s securities mapping of issuers to their subsidiaries, we examined the 4,587
entities that are majority-owned subsidiaries of the 1,595 companies on the MSCI World Index in 2013.
We matched the country of domicile of these subsidiaries to the list of tax havens compiled by the U.S.
Congressional Research Service in January 2013, which combines the work of organizations such as the
OECD and the Tax Justice Network.™

o We found that 15.6% of MSCI World companies were domiciled in either a ‘tax haven’
jurisdiction or have at least one majority-owned subsidiary in a ‘tax haven’ jurisdiction.

® This is a known tax-reduction structure between wholly-owned subsidiaries, which involves transactions in Ireland, the
Netherlands and Bermuda. The Irish affiliate has dual residence with Bermuda and moves profits through another Dutch
affiliate. Profits go to Bermuda and are not taxed since Bermuda has no corporate income tax.
http://www.europarl.europa.eu/RegData/bibliotheque/briefing/2013/130574/LDM BRI(2013)130574 REV1 EN.pdf

5ee page 9 of Tax Havens: International Tax Avoidance and Evasion. United States Congressional Research Service. January
23, 2013. http://www.fas.org/sgp/crs/misc/R40623.pdf
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e We found that 10.8% of MSCI World companies had at least one majority-owned subsidiary in a

‘tax haven’ country in which it is not domiciled. The most popular countries for these
subsidiaries, outside of the domicile country, are Cayman Islands and Luxembourg. See Figure 2.

e Of the 213 companies that had a significant ‘tax gap’ as described above, 39 (18%) were
domiciled in a ‘tax haven’ jurisdiction and 32 (15%) had at least one majority-owned subsidiary

in a ‘tax haven’ jurisdiction.

e Of the 39 companies that have paid an average tax rate of less than 10% over the past 5 years,
18 (46%) were domiciled in a ‘tax haven’ jurisdiction and 7 (18%) have at least one majority-
owned subsidiary in a ‘tax haven’ jurisdiction.

Figure 2: Most Popular Tax Havens for Subsidiaries

Number of Majority-Owned Subsidiaries of MSCI World Companies that Paid Less than 10% Tax Rate,
2008-2010, Excluding REITs, Mining Companies, and Companies with Negative Profits
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We conducted our analysis from the perspective of potential vulnerabilities to reputational risk and
hence the ‘tax gap’ could be viewed as a potential trigger for scrutiny by the media or the public, which
is not necessarily informed by a detailed understanding of the intricacies of international tax laws and
treaties. Tax laws and accounting rules are notoriously complicated, and there is insufficient financial
disclosure to ascertain that specific companies’ tax strategies may come under scrutiny based on
potential regulatory changes especially with regards to tax havens. Any broader tax reform discussion
may also consider whether imposing high tax rates on corporations or imposing corporate taxes at all is
the most economically efficient or effective source for increasing government revenues.
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Yet, our initial estimates at the aggregate level of the MSCI World Index companies suggested a fairly
sizable sum of potential tax revenues that many governments across the world, struggling to contain
their budget deficits, may find attractive. The 213 companies with a large ‘tax gap’ alone would have
paid an estimated USD 70 billion per year in aggregate, had these companies been paying taxes at the
same rate as their peers on the MSCI World Index (the 782 companies paying a rate of 34.0% over this
period, which excludes REITs and other companies paying near-zero to negative taxes) or had been
paying taxes at the average rate of the countries in which they generate revenues.

Such payments over this period could have reduced aggregate profit after taxes across these companies
by approximately 20%.

Despite gradually improving economic conditions in the major European markets and the US, the
continuation of fiscal imbalances coupled with distrust of the corporate sector will likely continue to
shine a spotlight on companies’ inscrutable tax strategies. Whether regulators will enact tax policy
changes, companies may peremptorily begin to make at least some disclosure improvements, perhaps
at the behest of investors who need to better quantify the magnitude of risk to their portfolio from tax
policy.

-Linda-Eling Lee and Manish Shakdwipee
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This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is the property of MSCI Inc. or its
subsidiaries (collectively, “MSCI”), or MSCI’s licensors, direct or indirect suppliers or any third party involved in making or compiling any Information (collectively, with MSCI, the
“Information Providers”) and is provided for informational purposes only. The Information may not be reproduced or redisseminated in whole or in part without prior written
permission from MSCI.

The Information may not be used to create derivative works or to verify or correct other data or information. For example (but without limitation), the Information may not be used to
create indices, databases, risk models, analytics, software, or in connection with the issuing, offering, sponsoring, managing or marketing of any securities, portfolios, financial products
or other investment vehicles utilizing or based on, linked to, tracking or otherwise derived from the Information or any other MSCI data, information, products or services.

The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information. NONE OF THE INFORMATION PROVIDERS MAKES ANY EXPRESS OR
IMPLIED WARRANTIES OR REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE OBTAINED BY THE USE THEREOF), AND TO THE MAXIMUM EXTENT
PERMITTED BY APPLICABLE LAW, EACH INFORMATION PROVIDER EXPRESSLY DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF
ORIGINALITY, ACCURACY, TIMELINESS, NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE
INFORMATION.

Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any Information Provider have any liability regarding any of the
Information for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages even if notified of the possibility of such damages. The foregoing shall
not exclude or limit any liability that may not by applicable law be excluded or limited, including without limitation (as applicable), any liability for death or personal injury to the extent
that such injury results from the negligence or willful default of itself, its servants, agents or sub-contractors.

Information containing any historical information, data or analysis should not be taken as an indication or guarantee of any future performance, analysis, forecast or prediction. Past
performance does not guarantee future results.

None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or other investment vehicle or any trading strategy.

You cannot invest in an index. MSCI does not issue, sponsor, endorse, market, offer, review or otherwise express any opinion regarding any investment or financial product that may be
based on or linked to the performance of any MSCI index.

MSCI’s indirect wholly-owned subsidiary Institutional Shareholder Services, Inc. (“ISS”) is a Registered Investment Adviser under the Investment Advisers Act of 1940. Except with
respect to any applicable products or services from ISS (including applicable products or services from MSCI ESG Research, which are provided by ISS), neither MSCI nor any of its
products or services recommends, endorses, approves or otherwise expresses any opinion regarding any issuer, securities, financial products or instruments or trading strategies and
neither MSCI nor any of its products or services is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment decision and
may not be relied on as such.

The MSCI ESG Indices use ratings and other data, analysis and information from MSCI ESG Research. MSCI ESG Research is produced by ISS or its subsidiaries. Issuers mentioned or
included in any MSCI ESG Research materials may be a client of MSCI, ISS, or another MSCI subsidiary, or the parent of, or affiliated with, a client of MSCI, ISS, or another MSCI
subsidiary, including ISS Corporate Services, Inc., which provides tools and services to issuers. MSCI ESG Research materials, including materials utilized in any MSCI ESG Indices or other
products, have not been submitted to, nor received approval from, the United States Securities and Exchange Commission or any other regulatory body.

Any use of or access to products, services or information of MSCI requires a license from MSCI. MSCI, Barra, RiskMetrics, IPD, ISS, FEA, InvestorForce, and other MSCI brands and
product names are the trademarks, service marks, or registered trademarks of MSCI or its subsidiaries in the United States and other jurisdictions. The Global Industry Classification
Standard (GICS) was developed by and is the exclusive property of MSCl and Standard & Poor’s. “Global Industry Classification Standard (GICS)” is a service mark of MSCI and Standard
& Poor’s.

About MSCI ESG Research

MSCI ESG Research products and services are designed to provide in-depth research, ratings and analysis of environmental, social and governance-related business
practices to companies worldwide. ESG ratings, data and analysis from MSCI ESG Research are also used in the construction of the MSCI ESG Indices. MSCI ESG
Research is produced by MSCI’s indirect wholly-owned subsidiary Institutional Shareholder Services, Inc. (“ISS”). ISS is a Registered Investment Adviser under the
Investment Advisers Act of 1940.

About MSCI

MSCI Inc. is a leading provider of investment decision support tools to investors globally, including asset managers, banks, hedge funds and pension funds. MSCI
products and services include indices, portfolio risk and performance analytics, and governance tools.

The company’s flagship product offerings are: the MSCI indices with close to USD 7 trillion estimated to be benchmarked to them on a worldwide basis'; Barra multi-
asset class factor models, portfolio risk and performance analytics; RiskMetrics multi-asset class market and credit risk analytics; IPD real estate information, indices
and analytics; MSCI ESG (environmental, social and governance) Research screening, analysis and ratings; ISS governance research and outsourced proxy voting and
reporting services; and FEA valuation models and risk management software for the energy and commodities markets. MSCI is headquartered in New York, with
research and commercial offices around the world.

! As of September 30, 2012, as published by eVestment, Lipper and Bloomberg on January 31, 2013 Apr 2013
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