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Today’s lecture

Why does it matter?

Tax evasion by individuals

Tax evasion by corporations
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Why does it matter?

2 19



The costs of tax evasion

Tax evasion harms governments’ capacity to raise revenue and provide public
goods. It may also affect the tax composition: lower taxes on (mobile) capital and
higher taxes on labour and consumption.

Tax evasion may undermine the perceived legitimacy of tax systems and erode tax
morale

The EU Tax Observatory collects the most up-to-date research in the Global Tax
Evasion Report 2024 and in the Atlas of the Offshore World
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https://www.taxobservatory.eu//www-site/uploads/2023/10/global_tax_evasion_report_24.pdf
https://www.taxobservatory.eu//www-site/uploads/2023/10/global_tax_evasion_report_24.pdf
https://atlas-offshore.world/


Tax evasion by
individuals
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Income tax evasion: A theoretical analysis

The canonical model of tax evasion is that by Allingham and Sandmo (1972):

• The taxpayer reports a level of income y which is taxed at rate τ and which is either
equal to or below their true level of income, ȳ

• With probability p, the taxpayer is audited, in which case any tax evasion will be
uncovered and fined at a rate of τθ

Expected utility will be equal to

EU = (1 − p) ∗ u( ȳ − τy︸ ︷︷ ︸
Cnot caught

) + p ∗ u(ȳ(1 − τ)− τθ(ȳ − y)︸ ︷︷ ︸
Ccaught

)
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Optimal level of tax evasion

A taxpayer should increase reported income if
(1 − p)(−τ)u′(Cnot caught) + pτθu′(Ccaught) > 0

pτθu′(Ccaught) > (1 − p)τu′(Cnot caught)

u′(Ccaught)

u′(Cnot caught)
>

1 − p
pθ

Starting from no evasion, y = ȳ and u′(Ccaught) = u′(Cnot caught), so :

1 > 1 − p
pθ

p(1 + θ) > 1

In practice, the audit rate is 1-2%. Penalty rates are rarely higher than 100%.
⇒ All taxpayers should underreport their income
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The evasion puzzle

According to the best estimates, evasion in developed countries is low
1. Third-party reporting - Employers and financial institutions report income to the tax

authority, limiting evasion opportunities for taxpayers (Kleven et al., 2011).
2. Social norms and morality - Taxpayers may refrain from evading taxes because it is

illegal and they may see it as immoral. However, whether appealing to morality
increases tax compliance is unclear (see e.g., De Neve et al. (2021))

Joel Slemrod (2019) provides a comprehensive literature review in Tax Compliance
and Enforcement.
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https://www.jstor.org/stable/26856208
https://www.jstor.org/stable/26856208


Offshore evasion

One of the most striking forms of tax evasion is offshore tax evasion. According to
Zucman (2013), 8% of households’ financial wealth is held in tax havens. How does
he obtain this estimate?

• Consider a French household with a Swiss bank account, invested in U.S. equities
• In aggregate financial statistics, this should be recorded as an asset for France on the

U.S. and a liability for the U.S. towards France
• But in practice, French statisticians do not know that the U.S. equities belong to the

French household and thus record no assets. American statisticians see that a Swiss
bank owns U.S. equities and thus records a liability.
⇒ At the world level, recorded liabilities > recorded assets

Can we know who owns this offshore wealth?

• Tax amnesties
• Leaks (HSBC leak, Panama Papers, etc.)
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Who owns offshore wealth?
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Recent developments

Since 2014, countries have started to automatically exchange information under
the Foreign Account Tax Compliance Act (FATCA) and the Common Reporting
Standard (CRS). Switzerland will now inform France that a French household has a
bank account in Switzerland.

Many, but not all countries have signed up to these international agreements. Not
all types of assets are covered by the exchange of information. Importantly, real
estate is excluded.

Several papers have now documented that real estate in London and Dubai is
used to avoid the automatic exchange of information (Alstadsæter et al., 2022;
Bomare and Le Guern Herry, 2022).
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The success of the automatic exchange of bank information

Notes: This figure reports the evolution of global household offshore financial wealth (expressed as fraction of world GDP), and 
of untaxed offshore financial wealth in the central scenario detailed in chapter 1. In this scenario 27% of offshore financial wealth 
is untaxed in 2022, representing 3.2% of world GDP. Source: for global offshore financial wealth, Souleymane Faye, Sarah Godar, 
and Gabriel Zucman (2023), “Global Offshore Wealth 2001 – 2022”, EU Tax Observatory working paper; for untaxed wealth: EU 
Tax Observatory computations; see chapter 1 for complete details.

Figure 1
The success of the automatic exchange of bank information
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Despite this progress, some offshore tax evasion remains, due to two main issues. First, it remains 
possible to own financial assets that escape being reported on, whether it’s due to non-compliance 
by offshore financial institutions or to limitations in the design of the automatic exchange of bank 
information. Many offshore financial institutions duly comply with their requirements, but others may 
fall short, for fear of losing their customer base and facing no real threat from foreign tax authorities. 
Second, not all assets are covered by the automatic exchange of bank information. Recent research 
highlights how some individuals who used to hide financial assets in offshore banks have exploited 
these loopholes by shifting holdings to non-covered assets, most importantly real estate. 

Finding #2: A large amount of profit shifting to tax havens, with no discernable effect of 
policies so far

A persistently large amount of profits is shifted to tax havens: $1 trillion in 2022. This is the equivalent 
of 35% of all the profits booked by multinational companies outside of their headquarter country. The 
corporate tax revenue losses caused by this shifting are significant, the equivalent of nearly 10% of corporate 
tax revenues collected globally. U.S. multinationals are responsible for about 40% of global profit shifting, 
and Continental European countries appear to be the most affected by this evasion.

Despite ambitious policy initiatives, profit shifting shows little sign of abating. In 2015, the OECD 

Global Tax Evasion Report 2024 : Executive Summary  |  8

Source: EU Tax Observatory (2023) 11 19



Tax evasion by
corporations
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How do corporations avoid taxes?

The corporate tax is levied on firm profits. Multinational firms have affiliates in
multiple countries - what share of the profits is taxed in which country?

Each affiliate is supposed to compute its profits separately according to the arm’s
length principle: all intra-firm transactions should be treated as if they were
conducted between two unrelated parties

Concretely, consider a coffee company, Coffee America, that sources its coffee
beans from its subsidiary in Brazil, Coffee Rio.
• Suppose 100,000 cups of coffee are sold for $4 each and that the costs per cup equal

$3, $1.50 for the cultivation and transport of coffee beans and $1.50 for the marketing
and sale in the United States. Global profits are thus $100,000.

• How much should Coffee Rio charge Coffee America for the beans? Suppose that the
world market price for beans is $2. Then Coffee Rio’s profits are 100,000*(2-1.50) =
$50,000 and Coffee America’s profits are 100,000*(4-2-1.50) = $50,000.
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How do corporations avoid taxes?

1. Hybrid mismatches - the exploitation of differences in the tax treatment of
entities or instruments in different countries.

• Jesse Frederik: Bermuda? Guess again. Turns out Holland is the tax haven of choice
for US companies

2. Transfer mispricing - the manipulation of internal prices (e.g., claiming that the
market price for coffee beans is $2.50)

3. Intellectual property shifting - by locating intellectual property in tax havens,
non-haven affiliates have to pay royalties to the affiliate in the tax haven:
Alphabet (until 2020)

4. Revenue shifting - directly booking sales in low-tax jurisdictions: Uber, Amazon
5. Debt shifting - firms in high-tax countries borrow heavily from their affiliates in

low-tax countries so that they have to pay interest to them
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https://thecorrespondent.com/6942/bermuda-guess-again-turns-out-holland-is-the-tax-haven-of-choice-for-us-companies/417639737658-b85252de
https://thecorrespondent.com/6942/bermuda-guess-again-turns-out-holland-is-the-tax-haven-of-choice-for-us-companies/417639737658-b85252de


How big is corporate tax avoidance?

Until recently researchers had to study each channel in isolation using ad-hoc
methodologies and data sets. In recent years, new data has come available:

1. Foreign affiliate statistics - Aggregate data that reports on the activities of
multinational corporations separately from domestic firms.

2. Country-by-Country reports - Data on the income earned and taxes paid by country
for a select group of large multinational corporations.

Tørsløv, Wier and Zucman (2023) propose a new methodology based on the idea
that multinational profit shifting inflates the profitability of multinational
affiliates in low-tax jurisdictions, while understating the profitability in high-tax
countries. Profit shifting is then found by equating the profitability of foreign
firms to that of local firms in each tax haven.

⇒ Tax revenue losses amount to 10% of global corporate tax revenue
(missingprofits.world)
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https://missingprofits.world/


The excess profitability of foreign firms in tax havens

53See Katarzyna Bilicka (2019), “Comparing UK Tax Returns of Foreign Multinationals to Matched Domestic Firms”, American 
Economic Review, 109(8), p. 2921-2953.

foreign affiliates statistics with national accounts data, Tørsløv, Wier and Zucman compute the recorded 
profitability of foreign firms in each tax haven and compare it the profitability of local firms in these 
havens. 

Figure 2.1 shows the result of this profitability comparison in 2019 (thus abstracting from the effects of 
the Covid-19 pandemic). Profitability is measured as the ratio of recorded pre-tax profits to wages paid; 
the literature has found similar results (in specific countries) using other measures such as the ratio of 
profits to assets.53

The results are spectacular. In tax havens, foreign firms are an order of magnitude more profitable than 
local firms. In Puerto Rico for example – which is distinct from the United States for tax purposes – 
for any dollar of wage paid, foreign firms (essentially US multinationals) record on average nearly $15 
in profit. In Ireland, for any euro of wage paid, foreign firms record nearly €6 in profits on average. By 
contrast, for local firms in these havens (meaning firms that are not part of a foreign multinational group), 
the ratio of profits to wages is dramatically lower, around 0.5.

In tax havens (on the left-hand side of the graph), the profit-to-wage ratio is vastly superior in foreign firms 
than in local firms. By contrast in relatively high-tax countries (on the right-hand side of the graph), foreign 
profits are less profitable than local firms. This lower profitability in part also reflects the consequences 
of profit shifting: the profits that are recorded in tax havens are shifted out of high-tax places, depressing 
the recorded profitability of foreign firms in these countries. To take a concrete example, Microsoft may 
appear relatively unprofitable in Germany because it is abnormally profitable in Ireland.

Notes: This figure shows the ratio of pre-tax profits to compensation of employees for local firms and foreign firms in eight 
large tax havens and seven large non-haven high-income countries in 2019. In tax havens, foreign firms are much more 
profitable than local firms, and vice-versa in high-tax countries. Sources: Ludvig Wier and Gabriel Zucman (2023), “Global 
Profit Shifting 1975-2020”, EU Tax Observatory working paper. 

Figure 2.1
The excess profitability of foreign firms in tax havens
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Profit shifting by multinational companies has exploded and remains highFigure 2
Profit shifting by multinational companies has exploded and remains high

Notes: This figure reports the evolution of the global tax revenue loss caused by corporate profit shifting to tax havens, expressed 
as a fraction of global corporate tax revenue collected. For reference we indicate the start of the Base Erosion and Profit Shifting 
process in 2015 and the Tax Cuts and Jobs Act in 2018. Source: Ludvig Wier and Gabriel Zucman (2023), “Global Profit Shifting 
1975-2020”, EU Tax Observatory working paper, updated to 2022 by the EU Tax Observatory; see chapter 2 for complete details.
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launched the Base Erosion and Profit Shifting (BEPS) and in 2017, the United States introduced measures 
to reduce profit shifting by US multinational companies (while cutting its corporate tax rate from 35 to 
21 percent and). Yet, 7 years after the start of the BEPS process and 5 years after the U.S. law, global 
profit shifting appears to have changed only marginally. The global loss of tax revenue due to this shifting 
appears to have stagnated at about 10% of corporate tax revenue collected (Figure 2). This is not to say 
that the policy initiatives of the last decade have had no effect: absent these policies, profit shifting may 
have been even higher today. 

Finding #3: The global minimum tax has been dramatically weakened

In 2021, more than 140 countries and territories agreed to implement a pioneering minimum tax of 15% 
on multinational profits. This is a landmark development: it is the first time that an international agreement 
puts a floor to how low certain taxes on profits can go. Previously, policymakers attempted to regulate the 
definition of the tax base, to address inconsistencies in the definition of profits across countries, to improve 
the allocation of profits internationally – but there was no agreement about tax rates, the key aspect of tax 
policy. 

But since the political agreement of 2021, the global minimum has been dramatically weakened by a growing 
list of loopholes. The global minimum tax, as things stand, would generate only a fraction of the tax revenue 
that could be expected from it based on the principles laid out in 2021: less than 5% of global corporate 
income tax revenue as opposed to 9% with a 15 percent rate and no loopholes and more than 16% with a 
20 percent tax rate (Figure 3). Even more worrying, the global minimum tax still allows for a race-to-the-
bottom with corporate taxes (and may reinforce it) because it allows firms to keep effective tax rates 
below 15% as long as they have sufficient real activity in low-tax countries. This exemption – a carve-
out for economic substance – provides incentives for multinational companies to move production 
to very low-tax countries – and in turn incentives for tax havens to keep providing rates below 15%. 

Global Tax Evasion Report 2024 : Chapter 1  |  9

Source: EU Tax Observatory (2023)
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Recent developments

In October 2021, 137 countries agreed to a “two pillar” solution to address
corporate tax avoidance

Pillar One is concerned with re-assigning profits and taxing rights

Pillar Two establishes a minimum tax rate of 15% for multinationals with revenue
greater than e750mln

• If a company’s effective tax rate falls below 15%, other countries can levy “top-up”
taxes

• The effectiveness of the minimum tax is undermined by carve-outs: profits related to
“real activity” such as employing workers is exempt from the minimum tax

Today’s Financial Times: “Global tax deal under threat from US politics and fraying
consensus”

18 19
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