Paying a
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Companies that seek to aggressively minimise their tax payments will face
increasing legal, financial and reputational risks as regulation tightens. Joanne
Beatty explains why tax revenues are vital for cash-strapped public services, and
how we engage with companies to ensure they pay a fair share.

Setting the scene

Tax payments underpin the functioning of vital societal
services in developed countries and emerging economies.
These include emergency services, health, education,
infrastructure, welfare, justice, and environmental
protection, including climate mitigation and ensuring a just
transition. As a result, tax revenues represent the single
largest source of funding for the UN Sustainable
Development Goals.'

Investors need sufficient information to gauge a company’s
tax position and governance approach and anticipate any
future risks to their holdings. Aggressive tax practices can
lead to investigations by regulators, resulting in fines or
retrospective clawback of underpaid tax. A company's
reputation and social licence to operate can also be
damaged if it is thought not to be paying its fair share.

For further information please contact:

Joanne Beatty
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Public services are under immense strain in
many countries in the wake of the pandemic,
with soaring inflation adding to the pressure.
Against this backdrop, it is vital that tax burdens
are distributed proportionately, rather than
falling on the most vulnerable segments of the
population. However, some multinational
companies employ aggressive tax practices to
minimise their tax payments, meaning that
governments must make up the revenue
shortfall by increasing the burden on
individuals, or borrowing more.

Aggressive tax planning and practices are those where
companies reduce their tax liability through arrangements
that may be legal but are not in keeping with the intent of the
law, and are often not transparent. These practices may
increase profits in the short term, but pose significant risks
that undermine investment returns in the medium and long
term.2 There are many ways that companies may seek to
exploit tax loopholes and avoid paying their fair share of tax
owed. The key strategies and practices deployed include:*

@ Host country incentives to companies to locate in a low
tax jurisdiction (eg tax havens, shell companies and other
incentives)
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@ Exploitation of tax loopholes, for example transferring
assets such as intellectual property from a subsidiary in a
high-tax jurisdiction to a low-tax jurisdiction

@ Base erosion of the national tax base through profit shifting.
This is when multinational companies shift profits generated
in the country into other jurisdictions, such as offshore
financial centres with lower or zero tax rates, to minimise
their tax burden. This can include the use of marketing
services and trading company structures to shift profits.

Aggressive tax practices have wider financial impacts. Data
from the Organisation for Economic Co-operation and
Development (OECD) shows that tax avoidance costs
between $100-$200bn in lost revenue annually.® This is
significant when you consider the contribution this revenue
makes to a government'’s ability to fund vital services. On
average, corporate income tax is estimated to contribute 9%
of government tax revenues in OECD countries, and over
15% in emerging markets.®

At the company level, aggressive tax practices can result in
reputational damage and the loss of a company’s social
licence to operate. Over time companies avoiding tax may
become increasingly vulnerable to changes in tax regulations.
Aggressive tax practices attract the attention of tax authorities
leading to non-compliance investigations. These practices
also distort macroeconomic conditions (the avoidance of a tax
is effectively a form of unintended subsidy), raising portfolio
and systemic risks that undermine long-term value creation.
From a portfolio perspective, aggressive tax practices
undermine fair competition at the sector level and reduce the
money available for government spending on necessary
services and infrastructure.

Globally, regulatory changes to tax transparency rules are
requiring companies and governments to disclose more
financial and tax information at a country-by-country level.

These regulatory changes in the EU and US will lead to legal,
reputational and financial risks for those companies that seek
to aggressively minimise and avoid their tax payments.

Tax burdens: size matters

Generally, small-to-medium-sized businesses (SMEs) have
little choice but to pay corporate taxes in their home
jurisdiction. But many high-profile multinational companies
use aggressive tax practices to avoid paying their fair share.

The digitalisation of the economy has made it easier for
multinationals to hold intangible assets such as patents,
trademarks and copyrights in overseas affiliates in countries
with a lower tax rate than the home country. Revenues are
transferred into group companies where there is no or
minimal physical presence, yet little ability to tax offshore
income.” As a result, brick and mortar businesses, often SMEs,
must shoulder an increased tax burden. This is at a time when
inflationary pressures globally are impacting the viability of
many SMEs.

Non-disclosure presents challenges to investors in terms of
evaluating the risks to the company with respect to taxation
reforms. It can be hard to assess whether a company is
engaged in responsible tax practices that ensure long-term
value creation for the company and the communities in which
it operates.® Three years ago, we highlighted Starbucks,
Apple and Vodafone as among those criticised for their tax
practices. In 2019, research by Fair Tax Mark found that
Amazon, Apple, Facebook (Meta), Google, Netflix and
Microsoft had the poorest tax conduct.”’® Amazon, Alphabet
and Facebook were also among eight companies considered
‘unresponsive’ by lead investors in the UNPRI's collaborative
engagement on corporate tax transparency, which ran
between 2017 and 2019."

Multinational companies may shift profits into
offshore flnanqal centres with lower or zero tax
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Tax loopholes are tightening globally

Since our 2019 tax article we have seen increased regulatory
and legislative momentum globally to improve the mandatory
disclosure of company financial and tax information. A key
recommendation of the UN FACTI high level panel on
Financial Accountability, Transparency and Integrity was to
introduce requirements that “all private multinational entities
publish accounting and financial information on a country-by-
country basis”.'”? The Covid-19 pandemic has increased the
urgency, as tax policy is a key mechanism through which
governments can rebuild the economy and mitigate the
economic effects of the pandemic.

Since 2020, G20 leaders and governments have enacted a
sweeping range of reforms focused on companies paying a
fair share of tax and improving transparency in tax reporting:

@ In 2021 the European Union (EU) adopted legislation to
require a degree of public country-by-country reporting.'®
This legislation was supported by investors representing
over US$5.6trn in assets under management.™

@ The US House of Representatives in 2021 passed the
Disclosure of Tax Havens and Offshoring Act, which
proposed amendments to the Securities Act of 1934 to
require country-by-country reporting. In 2020, we wrote to
the US House Committee chairs and ranking members in
support of the bill. The Act requires certain US companies
to publicly disclose information related to the tax
jurisdiction, income, and assets of their subsidiaries as well
as country-by-country financial information annually.™ This
Act had wide support.®
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@ In 2021 the OECD-led reform of the international tax
system was finalised ensuring that multinational enterprises
will be subject to a minimum 15% tax rate from 2023.
Unprecedented agreement was reached with more than
130 countries and jurisdictions representing more than
90% of global GDP."” This significant reform is focused
on addressing the tax challenges arising from the
digitalisation of the economy.™

The landmark deal to reform the international tax system is
the first fundamental change in over 100 years and increases
tax transparency. The agreement adopted a two-pillar
solution, with both pillars being implemented concurrently

by 2023.1

@ Pillar One aims to ensure a fairer distribution of profits and
taxing rights among countries with respect to the largest
multinationals.?

@ Pillar Two introduces a global minimum corporate tax
rate set at 15% that countries can use to protect their
tax base.?'? |t does not eliminate tax competition, but it
does set multilaterally agreed limitations on it. There are
mechanisms to protect the right of developing countries
to tax certain base-eroding payments such as interest and
royalties.?

If implemented successfully the two pillars are expected to
have a significant impact on profit shifting by multinationals as
well as the role of tax havens.? The 15% tax rate will give
countries a share of taxes on profits earned in their territory.
Initially, it is expected to apply to the top 100 or so companies
and is targeted at the most aggressive users of tax-reducing
domiciles including many tech companies.

In keeping with this momentum, on 16 August 2022, US
President Joe Biden signed the Inflation Reduction Act (IRA)
into law.? This 15% minimum tax on the corporate profits of
the largest most profitable companies creates a corporate
alternative minimum tax or floor on the percentage of taxes
that a filer must pay to the government regardless of how
many deductions and credits are claimed.?

The landmark deal to reform the
international tax system is the first
fundamental change in over 100 years
and increases tax transparency.
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Investors seek increased transparency

Increased transparency is also being driven by investors and
stakeholders seeking more disclosure on tax through
voluntary reporting. Effective from 1 January 2021, companies
are encouraged to report their tax strategy, governance and
tax payments on a country-by-country basis under the Global
Reporting Initiative (GRI), one of the world's most used
voluntary sustainability reporting standards.?’

The GRI 207 tax criteria recognises the role that tax
contributions have on sustainable development. The standard
was developed in response to growing investor concerns

and stakeholder demands for tax transparency, and sets
expectations for increased disclosure of tax payments on

a country-by-country basis, alongside tax strategy and
governance.

Reporting against the GRI 207 tax criteria will improve
transparency and comparability of tax information. It also
paves the way for a more informed public debate as well as
better policy and investment decisions. The development of
the tax standard followed consultation with multinationals,
accounting firms, academics, politicians, investors, and other
stakeholders. It is the first global reporting standard to
combine management approach disclosures on tax strategy
with public country-by-country reporting of business activities,
revenues, profit and tax.?®

? https://assets.kpmg/content/dam/kpmg/xx/pdf/2020/11/the-time-has-come.pdf

Companies claiming to report in accordance with the GRI
standards are required to make disclosures on all material
topics. Investors consider a company’s tax practices as
financially material, that is, reflecting the organisation’s
significant economic, environmental and social impacts and
capable of substantially influencing the assessments and
decisions of stakeholders.?? A number of companies are
already reporting in line with the GRI 207 tax standard,
including Anglo American, Apple, Philips, Randstad,
Vodafone, Royal Dutch Shell, and Qrsted.*

Investors consider a company'’s tax
practices as financially material, that is,
reflecting the organisation’s significant
economic, environmental and social
impacts and capable of substantially
influencing the assessments and
decisions of stakeholders.

For certain sectors, additional tax disclosure that goes beyond
country-by-country reporting may be required, such as
reporting at the state or municipal level. This has been a
practice for companies in the extractives industry due to
intensive community impacts and corruption issues.

% https://www.globalreporting.org/about-gri/news-center/backing-for-gri-s-tax-standard/
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Our expectations

Companies should operate not only for their shareholders, but
also for a wider purpose that benefits society. Ultimately, this
will support savers and pensioners, who rely on sustainable
returns in an economy and a society that is capable of
providing them and their families with a secure future.

Our engagement expectations are focused on four critical
areas: tax policy, governance, stakeholder engagement and
transparency.

Policy

We expect to see a clear set of principles on tax responsibility
that include paying tax in line with the location of economic
value generation and with the legislative intention of tax law.
We look for policies that cover the company'’s tax-related
approach to corporate structuring, transfer pricing, use of
debt, due diligence, lower tax jurisdictions, tax havens and
use of incentives. The company’s tax policy and tax
governance framework should be disclosed and should
reference GRI tax standards. The disclosure should include
the company’s approach to tax risks, including how risks are
identified, managed, and monitored; and how compliance
with the tax governance framework is evaluated, including
incidents of non-compliance.

@ Governance

We believe that a company'’s tax strategy and practices are
the responsibility of the board. We expect the board to
oversee risk management and compliance, including in
relation to tax. In particular, the audit or other risk committee
should have oversight of tax risks and the implementation of
tax policy. We will look for evidence that the remuneration
committee has considered tax behaviour in the structuring of
executive remuneration policies to ensure that remuneration
does not incentivise overly aggressive corporate tax practices
and personal income tax/capital gains behaviours.

Rio Tinto is an example of a mining
company publishing reports on

annual taxes paid'withlump sums
at the country level.
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@ Stakeholder Engagement

We believe a company should be aware that its tax practices
are of interest to various stakeholders and that by engaging
with them, it has the potential to influence its reputation and
position of trust. We believe that an organisation’s approach
to stakeholder engagement on tax can enable it to
understand the evolving expectations related to tax, including
potential future regulatory changes, enabling it to better
manage its risks and impacts.

Transparency

We seek clear disclosure of the company’s approach to tax
and the consideration of tax in corporate activities. This
should accompany a clear explanation of taxes paid on a
country-by-country reporting basis. The company’s
description of its tax approach and results should be aligned
with its purpose, its reporting disclosures and our engagement.

Our engagement approach

We have been engaging with companies on tax transparency
and fairness in line with our engagement plan since 2016.
These include companies in the technology, mining,
consumer staples and pharmaceuticals sectors. We assess
company tax practices and disclosure in our engagement
research and look for tax transparency, including reporting
under GRI's 207 tax criteria. We urged the Danish healthcare
company, GN Store Nord, to improve its tax reporting,
including providing country-by-country reporting. We expect
to see improvements in its disclosure in 2023.

Rio Tinto is an example of a mining company publishing
reports on annual taxes paid with lump sums at the country
level as well as aggregated disclosure. Such information is
key to ensuring that companies demonstrate their long-term
social licence to operate, empowering communities to make
informed decisions about resource extraction in their
backyards. In our engagement with Marathon Oil, we
encouraged the company to publish the taxes it pays in
Equatorial Guinea in line with the standards of the Extractive
Industries Transparency Initiative (EITI).

In 2022, ahead of the company’s annual meeting, we engaged
with Amazon on a shareholder proposal that publicly
highlighted the company’s tax avoidance strategies. An
exempt solicitation filed with the Securities and Exchange
Commission by co-filers Pensions & Investment Research
Consultants (PIRC), OIP Trust and Greater Manchester Pension
Fund, stated that Amazon does not disclose revenues, profits,
or tax payments in non-US markets in its standard reporting
and has faced increased attention from tax authorities.”

With management opposing the proposal it was defeated,
although according to our calculations it gained 17.5% of

the dissident vote.® It is worth noting that the last tax
transparency shareholder proposal at a major multinational
(Google in 2014) received support of only 1%.33
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Microsoft and Cisco arg expected to
face shareholder proposals on tax

transparency this year.},

Microsoft and Cisco are expected to face similar shareholder
proposals later this year. Nordea Bank and several Danish
pension funds filed a shareholder proposal with Microsoft
urging the company to disclose its public country-by-country

tax information in line with the GRI tax transparency standard.

Cisco faces an identical proposal filed by three shareholders.
The proposal references the fact that the company’s 2021
annual report is silent on whether it had conducted any intra-
entity transfers of intellectual property to the US despite an
increase in US profits.*®

As we found in 2019, although tax transparency has improved
in some sectors and geographies, in others it remains limited.
Engagement on tax transparency and fairness can be
challenging. Companies cite commercial sensitivity, the
potential implications for competitiveness, or the prospect of
misinterpretation by media or the public, for example in
relation to legacy corporate structures in tax havens. In addition
to our expectations, we reflect our concerns about a company’s
tax transparency in our vote recommendations — for example
where a company has been unresponsive to investor concerns,
or in support of certain shareholder proposals.

We have developed a watchlist of high priority companies that will be the focus of our
engagement efforts for the remainder of 2022 and into 2023. The list was developed
based on our engagement with companies, research conducted by PIRC and the
Centre for International Corporate Tax Accountability and Research (CICTAR), plus
companies that have been named in the press for aggressive tax practices and/or tax

avoidance.® We will engage based on our responsible tax principles to:

Seek commitments from companies to pay fair tax on a country-by-country basis in
line with the location of economic value generation and the spirit and intention of

the law.

Strengthen company global tax policies and principles particularly in relation to

tax management, good governance and transparency.

Ensure companies are balancing the interests of various stakeholders.

Increase tax reporting and disclosure in accordance with GRI tax criteria 207.

Consider vote recommendations in accordance with our Corporate Governance

Principles where expectations fall short.

We will also continue to support the development of market best tax practices and
advocate with public policymakers at an international level and individual country

levels to achieve greater tax transparency.

¥ Microsoft And Cisco Face Shareholder Pressure Over Public Disclosures (forbes.com
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Federated Hermes

Federated Hermes is a global leader in active, responsible investing.

Guided by our conviction that responsible investing is the best way to create long-term wealth, we provide
specialised capabilities across equity, fixed income and private markets, multi-asset and liquidity management

strategies, and world-leading stewardship.

Our goals are to help people invest and retire better, to help clients achieve better risk-adjusted returns, and to
contribute to positive outcomes that benefit the wider world.

All activities previously carried out by Hermes Investment Management are now undertaken by Federated Hermes
Limited (or one of its subsidiaries). We still offer the same distinct investment propositions and pioneering
responsible investment and stewardship services for which we are renowned — in addition to important strategies

from the entire group.

Our investment and stewardship
capabilities:

@ Active equities: global and regional

@ Fixed income: across regions, sectors and the yield curve
@ Liquidity: solutions driven by four decades of experience

@ Private markets: real estate, infrastructure, private equity

and debt

@ Stewardship: corporate engagement, proxy voting,
policy advocacy

Why EOS?

EOS enables institutional shareholders around the world to
meet their fiduciary responsibilities and become active
owners of public companies. EQOS is based on the premise
that companies with informed and involved shareholders are
more likely to achieve superior long-term performance than
those without.

For more information, visit www.hermes-investment.com or connect with us on social media: m u

For professional investors only. This is a marketing communication. Hermes Equity Ownership Services ("EOS") does not carry out any regulated activities. This
document is for information purposes only. It pays no regard to any specific investment objectives, financial situation or particular needs of any specific recipient.
EOS and Hermes Stewardship North America Inc. (“HSNA") do not provide investment advice and no action should be taken or omitted to be taken in reliance
upon information in this document. Any opinions expressed may change. This document may include a list of clients. Please note that inclusion on this list should not
be construed as an endorsement of EOS’ or HSNA's services. EOS has its registered office at Sixth Floor, 150 Cheapside, London EC2V 6ET. HSNA's principal office is

at 1001 Liberty Avenue, Pittsburgh, PA 15222-3779. Telephone calls will be recorded for training and monitoring purposes.
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