MSCI

RE-EXAMINING THE TAX GAP

The Tax Gap in the MSCI World

Linda-Eling Lee
Matt Moscardi
Gaurav Trivedi

Manish Shakdwipee

May 2015




MSCI

RE-EXAMINING THE TAX GAP | MAY 2015

EXECUTIVE SUMMARY

Since our analysis in December 2013 on the diversity of tax rates paid by MSCI World
companies, the regulatory outlook has shifted substantially. In our updated analysis, we
identify 243 companies (out of 1,093 relevant' companies within the MSCI World Index
constituents) as having a large tax gap, paying an average rate of 17.7%, versus 34.0%, if
these companies were paying taxes in the jurisdictions where they generate revenues.

KEY FINDINGS

The 243 companies in the MSCI World with a large tax gap would have paid in
aggregate an estimated USD 82 billion per year in taxes, had these companies been
paying taxes at the same rate as their peers on the MSCI World Index. If these taxes
had been paid, it could have reduced aggregate profit after taxes across these 243
companies by approximately 20% over this period.

Despite the spotlight on IT companies such as Apple and Google, the healthcare
sector has the highest percentage of companies in the MSCI World that are paying
significantly reduced tax rates.

High ‘tax gap’ companies enjoyed a sizable profit advantage over peers despite far
smaller pre-tax earnings advantage, suggesting tax strategy played a role in the
difference.

Roughly one in four companies (26%) with a high tax gap has a majority-owned
subsidiary or is domiciled in a known tax haven, compared to approximately 16% for
its MSCI World peers.

Using MSCI’s forensic accounting (AGR) scores, we find that companies with very
aggressive accounting do end up paying lower taxes, with a significantly higher
proportion of high ‘tax gap’ companies represented in the very aggressive
accounting categories than the conservative accounting category.

! Of the 1612 companies in the MSCI World Index, we have excluded companies generating a loss during this period,
REITs, and mining companies from the analytical set
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INTRODUCTION

Since our analysis in December 2013 on the diversity of tax rates paid by MSCI World
companies, the regulatory outlook has shifted substantially. New country-by-country
transfer pricing reporting requirements proposed by the OECD will come into effect in
January 2016°. Favorable tax deals will likely be scarcer in the near term given the European
Commission’s investigation of whether ‘sweetheart’ tax arrangements offered by Ireland,
Luxembourg, and Netherlands contravene European competition rules against providing
‘state-aid.” Some countries have also proposed specific tax-avoidance legislation explicitly
targeting big name multinationals, such as the UK legislation dubbed a ‘Google Tax’ and
Australia’s new ‘Netflix Tax’.

What has not changed much since our last analysis is the basic issue of transparency -
investors still have little visibility into how profits are booked, where taxes have been paid,
and how much was paid. To understand their exposure to the shifting policy frameworks,
investors are forced to dig for the extra information on a company-by-company and
jurisdiction-by-jurisdiction basis. More often than not, investors have to engage companies
directly for more granular information about tax and accounting strategy, and about
circumstances surrounding specific tax treatment.

While MSClI’s ‘tax gap’ analysis cannot identify instances of aggressive profit-shifting per se
given the limited disclosure, it can suggest a more targeted set of companies from a broad,
diversified universe for investor engagement by understanding the large gap between the
reported tax rate paid and the tax rate of where companies generate revenues.

SIZING THE TAX GAP
e One in five companies are paying significantly lower taxes than expected

For the 1,612 companies in the MSCI World Index®, MSCI ESG Research compared each
company’s reported tax payments between 2009 and 2013 to the average corporate tax rate
of the countries in which it generated revenues (Exhibit 1). After excluding companies
generating a loss during this period, REITs, and mining companies from the analytical set, we
have arrived at a relevant peer set of 1,093 companies4. We defined “high tax gap
companies” throughout the report as companies with a 10 percentage point or greater gap

? http://www.oecd.org/ctp/beps-action-13-guidance-implementation-tp-documentation-cbc-reporting.pdf
3 As of April 3, 2015.

* We exclude REITs given the special tax structure of REITs which render these companies less comparable to peers in
other industries. We exclude mining companies due to the prevalence of specific tax treatments related to mineral rights
in different jurisdictions. We exclude any company making a loss during this period (negative profit) , in order to reduce
noise in the data sample from companies that carry tax credits in different ways. Refer to Appendix 1 for details.
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between their expected tax rate (based on where revenues are generated) and actual tax
rate paid.

e We found that around 4% of the analytical set (44 out of 1,093 companies) paid an
average tax rate of less than 10% over this period.

e 22% of companies (243 out of 1,093 companies) paid tax rates that were
substantially below the weighted average tax rate of the countries in which they
generate revenues. These 243 companies paid a 17.7% tax rate or the equivalent of
USD 448 billion over this period.

e The weighted average tax rate of the countries in which these 243 companies
generated revenues (34.0%) is nearly 90% more than the actual rate paid by this
group over this time-period (17.7%).

Exhibit 1: Gap Between Tax Rate Paid and Weighted Average Tax Rate of Countries Where
Revenues are Generated, 2009-2013
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PICKING ON GOOGLE
o The IT sector is not the leading sector in paying lower taxes

Judging by headlines and parliamentary inquiries, investors might naturally infer that US-
based, IT companies (Google, Amazon, Apple) seem to have a predilection for low tax
payments. In fact, the healthcare sector ranks the highest of MSCI World companies, with
37% of the analytical set meeting the high tax gap criteria. Energy and Materials companies

© 2015 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 4 OF 14



MSCI

RE-EXAMINING THE TAX GAP | MAY 2015

follow closely behind the IT sector, with 1 in every 4 MSCI World companies falling into the
high tax gap category (Exhibit 2).

Exhibit 2: Percentage of High Tax Gap Companies by GICS Sector, 2009-2013
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While US companies make up roughly one-third of the 243 high tax gap companies, they
represent only 1 in every 4 US companies in the MSCI World analytical set. Norway, Hong
Kong, and Canada all have a higher share of companies falling into the high tax gap category.
Not surprisingly given the recent controversies related to these jurisdictions, roughly half of
all MSCI World companies domiciled in the Netherlands, Luxembourg, Belgium, and

Switzerland
have a high

fall into the high tax gap category. Nearly 90% of companies domiciled in Ireland
tax gap, trumped only by companies domiciled in Macau and Jersey (Exhibit 3).

Exhibit 3: Percentage of High Tax Gap Companies by Domicile Country, 2009-2013
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COMPANY EARNINGS AND THE TAX GAP

e 20% of aggregate profits across high tax gap companies could be at risk if the tax
gap were closed

As governments across the world continue to struggle with budget deficits and sluggish
economic growth, the hunt for tax revenues has intensified. Closing tax loopholes has
become an increasingly popular and populist target for policymakers, particularly in the G20
countries where debt levels currently average nearly 63% of GDP. More than 90% of 243
companies with a significant ‘tax gap’ are currently domiciled in or generating more than
50% of their global revenues from G20 markets.

e The 243 companies in the MSCI World with a large tax gap alone would have paid in
aggregate an estimated USD 82 billion per year in taxes had these companies been
paying taxes at the same rate as their peers on the MSCI World Index or had been
paying taxes at the average rate of the countries in which they generate revenues.

e We estimate that had these high tax gap companies made aggregate payments of
USD 82 billion per year over this period, it could have reduced aggregate profit after
taxes across these 243 companies by approximately 20%.

From an individual company perspective rather than an aggregate view, we analyzed the
size of reported tax payments relative to earnings and found that the 243 companies with a
high tax gap generated pre-tax profits that were modestly higher (5.1% more) than their
MSCI World peers over this period (please note that the analytical set excludes all
companies making a loss over this period)®. However, the modestly higher profits pre-tax
were magnified significantly post-tax as the high tax gap companies’ net income averaged
nearly 21.7% more than their peers (Exhibit 4).

> These Earnings Before Tax (EBT) and Net Income calculations do not take into account of sector
differences. The sector make-up of the high tax gap group is skewed towards healthcare, IT, energy and
materials (see Exhibit 2). Hence profit differences between high tax gap companies and the rest of the MSCI
peer set are also driven by differences in profitability of sectors over the period 2009-2013.
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Exhibit 4: Comparison of Earning Before Tax and Net Income between High Tax Gap
Companies and Rest of MSCI World Index Companiese, 2009-2013
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Our results suggest that employing different tax strategies than their peers could have been
a main driver of the large net income advantage enjoyed by these high tax gap companies
over this period. There are two perspectives that investors can take in light of this analysis.
On the one hand, whatever tax strategies these companies employed clearly worked over
this period in that these companies reported much higher net income than they might have
otherwise. On the other hand, the higher net income may have resulted from maneuvers
unrelated to the quality of the core business operations, where the advantages enjoyed by
these companies over their peers seem to be more modest.

From either an aggregated level (where the gap between expected tax and paid tax is
estimated around USD 82 billion) or from an individual profit margin level (where high tax
gap companies’ after-tax earnings are boosted through low tax payments), one thing is
clear: governments are likely to continue their search for loopholes to close. We analyzed
two primary methods used by companies to manage tax burdens — tax havens and
accounting strategies — to understand which companies could see an increase in tax risks to
earning in the event of a policy shift.

® We arrive at “Rest of MSCI World Index Companies” (n=850) by subtracting High Tax Gap companies (n=243) from the
relevant MSCI World Index companies (Excluding REITs, Mining Companies, and Companies with Negative Profits
(n=1,093))
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ARBITRAGING THROUGH TAX HAVENS
e One in five companies with a high tax gap is affiliated with a known Tax Haven

The intricacies of tax maneuvers such as the ‘Double Irish With A Dutch Sandwich’’ no
longer remain the purview of transfer pricing analysts, as the media and public have come to
understand over the past several years the widespread use of profit shifting to low tax
jurisdictions.

We updated our analysis of the majority-owned subsidiaries of the 1,612 companies on the
MSCI World Index in 20158, We matched the country of domicile of the 4,592 subsidiaries of
these companies to the list of tax havens compiled by the U.S. Congressional Research
Service in January 2015, which combines the work of organizations such as the OECD and
the Tax Justice Network. °

Luxembourg and Ireland are included in the list of tax havens, based on this data source.
Additionally, due to the current EU talks to disclose country tax policies and the
controversies implicating the Netherlands, in addition to Ireland and Luxembourg, we have
included a mapping of subsidiaries to that jurisdiction in this year’s analysis. Netherlands,
however, is not considered a ‘tax haven’ based on our data source™. We found that:

e 7.1% of MSCI World companies had at least one majority-owned subsidiary in a ‘tax
haven’ country in which it is not domiciled, a reduction from 10.8% in the analysis
using 2013 data.

e The most popular countries for these subsidiaries, outside of the domicile country,
remain the Cayman Islands and Luxembourg (Exhibit 5).

e |f we include companies domiciled in a ‘tax haven’ in addition to those with at least
one majority owned subsidiary in a ‘tax haven’, the proportion of companies
affiliated with tax havens increases to 16.3% of MISCl World companies, in line with
the 15.6% in the analysis using 2013 data. Adding Netherlands to this list of known
‘tax havens’ would increase the number of companies to 20.5%, or about one in
every five MSCI World company.

” 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

® As of April 3, 2015.

% See page 4 of Tax Havens: International Tax Avoidance and Evasion. United States Congressional Research Service.
January 15, 2015. http://www.fas.org/sgp/crs/misc/R40623.pdf

'® The US Congressional Research Service’s report notes that ‘A country not on the list in Table 1, but which is often
considered a tax haven, especially for corporations, is the Netherlands.” On page 6.
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e Of the 243 companies that had a significant ‘tax gap’, 20% (48 companies) were
domiciled in a ‘tax haven’ jurisdiction and 15% (36 companies) had at least one
majority-owned subsidiary in a ‘tax haven’ jurisdiction. This compares with 7% and
11% for companies without a high tax gap.

Exhibit 5: Number of MSCI World companies domiciled in or with at least one majority-
owned subsidiary in a tax haven, 2009-2013
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Excluding REITs, Mining Companies, and Companies with Negative Profits (n=344 unique subsidiaries location across
263 MSCI World Companies domiciled in or with at least one majority-owned subsidiary in a tax haven. Refer Appendix
1 table for more information)

EMPLOYING AGGRESSIVE ACCOUNTING

e One in four companies assessed as having very aggressive accounting strategies
had a high tax gap

While the use of tax havens — a hotly debated topic with insinuations of dubious legality —is
one key method to tax reductions, a second may be much more straight-forward. Using our
forensic accounting data, the MSCI AGR scores, we have a numeric percentile ranking of
companies that indicates a higher or lower probability of accounting abnormalities based on
historical patterns and peer comparisons of key accounting ratios (see Appendix Il for a brief
summary of the AGR methodology). Scores range between 0 and 100, with assessments
classified as Very Aggressive (up to 10), Aggressive (scores between 11 and 35), Average
(scores between 35 and 85), or Conservative (scores above 85). While AGR scores aim to be
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forward looking indicators of potential fraud'?, we found no indication that links high tax gap
companies with Very Aggressive accounting to instances of fraud during this period of
analysis. Instead, in this context, the scores serve as a useful barometer for accounting
strategy.

While companies with high tax gaps tend to be less likely to exhibit ‘Conservative’
accounting practices, they were not significantly more likely to be in the ‘Aggressive’
categories for accounting. However, we found that among the MSCI World companies in our
analysis, companies exhibiting more aggressive accounting practices did, on average, have
larger tax gaps than more conservative peers across all peer groups (see Exhibit 6).

e Over the past four years, companies displaying more aggressive accounting were
more likely to pay lower taxes than their peers. The Very Aggressive and Aggressive
groups averaged roughly 5 percentage points lower in reported tax rates than MSCI
World peers.

e We find that a greater proportion of companies displaying more aggressive
accounting tactics fell into the high tax gap category. Roughly one in every four
companies designated as having Very Aggressive accounting also faced a high tax

gap.

Exhibit 6: Tax Gap characteristics of companies designated as having Very Aggressive,
Aggressive, Average, or Conservative accounting (2009-2013)

= o

20% -
o

Gap Category

5% - m -1.0
L
T : 0.0
Very Aggressive Aggressive (n=435) Average (n=494) Conservative (n=27)
(n=120) % High Tax Gap  ® Average Size of Tax Gap

% of Companies Falling into High Tax

Average Size of the Tax Gap
(Percentage Points Below Average)

MSCI World Index Companies excluding REITs, Mining Companies, and Companies with Negative Profits (n=1076
companies of 1093 MSCI World companies for which MSCI ESG Research’s Accounting and Governance Risk (AGR) data
was available. For more information on AGR refer Appendix 2)

" See, for example, ‘Forensic Accounting in Global Stock Selection,” 14 May 2015, Deutsche Bank Markets Research.
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APPENDIX I: ANALYSIS USING 2008-2012 V. 2009-2013 DATA

May 2015 Dec 2013
Analysis Analysis
5 year Period for Analysis 2009-2013 2008-2012

Total companies in MSCI World Index 1,612 1,595

Companies excluded from analysis: experienced negative profit in

. . . 473 504
any year during the analytical period
Companies excluded from analysis: REITs, Mining sectors 46 96

Total companies in the analytical set (minus REITs, Mining, and
companies making negative profit)

Number of companies paying tax at less than 10% rate 44 39

'High Tax Gap': Number of companies paying tax rates that were
more than 10 percentage points lower than the weighted

average tax rate of the countries in which they generate
revenues

Out of 'High Tax Gap' companies:

Number of companies domiciled in a tax haven 48 39

Number of companies with at least one subsidiary in a tax haven 36 32

Number of companies either domiciled in a tax haven or having at

least a subsidiary there 64 26
o . - o

% o.f companies deriving more than 50% of revenues from G20 76% 81%
nations

% of companies domiciled in G20 81% 83%
Out of MSCI World Index companies:

Number of companies domiciled in a tax haven 149 142
Number of companies with at least one subsidiary in a tax haven 188 173
Number of companies either domiciled in a tax haven or having at 263 249

least a subsidiary there
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APPENDIX Il: AGR METHODOLOGY

MSCI ESG Research produces Accounting and Governance Risk (AGR®) ratings on over
27,000 companies in developed and emerging market regions. AGR analyzes and rates the
integrity of a firm’s financial reporting and corporate governance. Investors may use AGR to
help them quantify risks around financial disclosures.

MSCI ESG Research examines both accounting information and governance practices. Our
objective is to use publicly available data to help identify companies with potential
accounting risks. The basic steps for computing company AGR rankings are as follows:

Data Metrics Statistical AGR
Inputs Engine Model

Within each geographical region (North America, Western Europe, Japan, Asia - Pacific, and
Emerging Markets) we report the AGR in percentiles from 1 to 100, worst to best and also
classify them as:

e Very Aggressive — highest risk companies, comprising 10% of the total universe
e Aggressive — high risk companies, comprising 25% of the total universe

e Average — moderate risk companies, comprising 50% of the total universe

e Conservative — low risk companies, comprising 15% of the total universe

We have developed a taxonomy that imposes a logical structure onto the more than a
hundred metrics we track. Three categories of accounting risk and two of non - accounting
risk form the highest level of the taxonomy. They are: Revenue Recognition, Expense
Recognition, Asset-Liability Valuation, Corporate Governance Events, and High Risk Events.

Each metric is examined for unusual values along three analytic dimensions. It is often not
the absolute level of a ratio that imparts the most insight, but its trend and persistence over
time. Likewise, comparisons to similar companies adds context.

The statistical process examines hundreds of metric operations which could be valuable in
identifying aggressive accounting behavior. Accounting and governance profiles of
companies that have been subject to SEC Accounting and Auditing Enforcements are
examined to detect patterns that can be used to indicate a heightened probability of
aggressive accounting. Metric operations are flagged if two conditions apply; the metric is
extreme in value and the extreme value has been associated with periods of fraudulent
behavior as identified by SEC actions against companies. The fundamental assumption is
that companies that exhibit extreme values in their metric operations (top or bottom 20% of
all values) represent a heightened risk of aggressive accounting.
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ABOUT MSCI ESG RESEARCH PRODUCTS
AND SERVICES

MSCI ESG Research products and services
are provided by MSCI ESG Research Inc.,
and 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 Inc. are also used
in the construction of the MSCI ESG
Indexes. MSCI ESG Research Inc. is a
Registered Investment Adviser under the
Investment Advisers Act of 1940 and a
subsidiary of MSCI Inc.

ABOUT MSCI

For more than 40 years, MSCl’s research-
based indexes and analytics have helped
the world’s leading investors build and
manage better portfolios. Clients rely on
our offerings for deeper insights into the
drivers of performance and risk in their
portfolios, broad asset class coverage and
innovative research.

Our line of products and services includes
indexes, analytical models, data, real estate
benchmarks and ESG research.

MSCI serves 98 of the top 100 largest
money managers, according to the most
recent P&I ranking.

For more information, visit us at

www.msci.com.

© 2015 MSClI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 13 OF 14



MSCI

NOTICE AND
DISCLAIMER

RE-EXAMINING THE TAX GAP | MAY 2015

This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is
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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 indexes, 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
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INFORMATION.
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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.

The Information should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees,
advisors and/or clients when making investment and other business decisions. All Information is impersonal and not tailored to the needs of any
person, entity or group of persons.

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.

It is not possible to invest directly in an index. Exposure to an asset class or trading strategy or other category represented by an index is only
available through third party investable instruments (if any) based on that index. MSCI does not issue, sponsor, endorse, market, offer, review or
otherwise express any opinion regarding any fund, ETF, derivative or other security, investment, financial product or trading strategy that is based on,
linked to or seeks to provide an investment return related to the performance of any MSCl index (collectively, “Index Linked Investments”). MSCI
makes no assurance that any Index Linked Investments will accurately track index performance or provide positive investment returns. MSCI Inc. is
not an investment adviser or fiduciary and MSCI makes no representation regarding the advisability of investing in any Index Linked Investments.

Index returns do not represent the results of actual trading of investible assets/securities. MSCI maintains and calculates indexes, but does not
manage actual assets. Index returns do not reflect payment of any sales charges or fees an investor may pay to purchase the securities underlying the
index or Index Linked Investments. The imposition of these fees and charges would cause the performance of an Index Linked Investment to be
different than the MSCI index performance.

The Information may contain back tested data. Back-tested performance is not actual performance, but is hypothetical. There are frequently material
differences between back tested performance results and actual results subsequently achieved by any investment strategy.

Constituents of MSCI equity indexes are listed companies, which are included in or excluded from the indexes according to the application of the
relevant index methodologies. Accordingly, constituents in MSCI equity indexes may include MSCI Inc., clients of MSCI or suppliers to MSCI. Inclusion
of a security within an MSCl index is not a recommendation by MSCI to buy, sell, or hold such security, nor is it considered to be investment advice.

Data and information produced by various affiliates of MSCI Inc., including MSCI ESG Research Inc. and Barra LLC, may be used in calculating certain
MSCI indexes. More information can be found in the relevant index methodologies on www.msci.com.

MSCI receives compensation in connection with licensing its indexes to third parties. MSCI Inc.’s revenue includes fees based on assets in Index
Linked Investments. Information can be found in MSCI Inc.’s company filings on the Investor Relations section of www.msci.com.
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respect to any applicable products or services from MSCI ESG Research, 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 MSCl’s
products or services are not 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. Issuers mentioned or included in any MSCI ESG Research materials may include MSCI Inc., clients of MSCI
or suppliers to MSCI, and may also purchase research or other products or services from MSCI ESG Research. MSCI ESG Research materials, including
materials utilized in any MSCI ESG Indexes 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, 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 MSCI and Standard &
Poor’s. “Global Industry Classification Standard (GICS)” is a service mark of MSCI and Standard & Poor’s.

© 2015 MSClI Inc. All rights reserved. MSCI.COM | PAGE 14 OF 14



