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Introduction

We are now only a few weeks away from delivery of the outcomes unde@B6®-G20 Base Erosion
and Profit Shifting (BEPS) Project The BEPS Action Plan, endorsed by G20 Finance Ministers in July
2013, called for a realignment of taxat and substance,

needed to restore the intended effects and benefits of international standards, which may not
have kept pace with changing business models and technological developments.

By doing so, as well as ensuring coherence between national tax systems and promoting enhanced
transparency, the BEPS Project has offered an opportunity to restore trust in governments during an era
when the fairness and integrity of our tax systems has t&lled into question.

The comprehensive package of measures to counter BEPS will be delivered at your meeting. in Lima
OECD and G20 members have worked together to develop a package of practical measures ready to be
implemented by governments. Devalup countries have been extensively consulted and more than a
dozen directly participated in the work to revise the rules. In line with one of the key themes of the Turkish
Presidency, countries are also conscious that supporting and ensuring effectaraeimation will be

critical. In addition to requiring the engagement of tax administrations, implementation should be
supported by a tailored monitoring framework which is inclusive and establishes a level playing field for

all relevant jurisdictions.

Countries are also focusing intently on the implementation phase of the global Common Reporting
Standard for thautomatic exchange of financial account information (AEOI) produced by the OECD

in 2014. There are now 94 jurisdictions committed to undematfin first automatic exchanges by 2017

and 2018The OECD is working with G20 countries and the Global Forum on Transparency and Exchange
of Information for Tax Purposes to support jurisdictions with the tools and practical guidance necessary for
globally consistent implementation. By doing so, they are working to minimise the compliance burdens for
both governments and financial institutions.

The imminent commencement of information exchange under the AEOI Standard has also resulted in an
increase in vinntary compliance initiatives and other similar programmes, aimed at encouraging taxpayers
to regularise income and wealth previously hidden from their tax authohiti2614 we reported that two

dozen countries had already identified 37 billion euroadditional revenue from such initiatives put in
place since 2009 and we expect to report further gains to Leaders in November.

The Global Forum on Transparency and Exchange of Information for Tax Purposesontinues to

grow, with Papua New Guinea having joinediry bringing the total number of members to 127. With all
members committed to the Exchange of Information on Request Standard, this experience reflects the
importance of an inclusive monitoringafnework to encourage a leyghying field on tax transparengy

critical for fighting tax evasion.

The support of the G20 Finance Ministers has been essential to the progréss thaen made on the

international tax agenda over the past 6 years wtoakinues to result in historic progress. As we move to
delivery of the BEPS Project next month, | look forward to your continued support.

_..———-::___"'_z'f
A —

Angel Gurria
OECD Secretargeneral
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AT BASE EROSION AND PROFIT SHIFTING (BEPS)

On October 8 in Lima, just over two year since G20 Finance Ministers endorsesigbimt BEPS Action

Plan! we will deliver the full package of measures to tackle Base Erosion and Profit Shifting. Their
delivery will mark a turning point in the history of international taxatlmnproviding the means turtail

the tax planning that has seen corporate preéitsmrated from the underlying economic activity and value
created,and shifted around the world to benefit from the existing gaps and mismatches between tax
systems. While the existing data sets are limited, the evidence from recent studies suggdstsathat g
corporateincometax revenue losses due to BE&Sld besignificantas will be shown in the package to

be delivered

Through the BEPS Project,éhG20 and OECD are demonstrating how governments can work together
while retaining their sovereignty diax matters, to deliver a package that addresses both double non
taxation and doubl&axation, and promotes a stable and effective international tax environment. The final
BEPS package will consist of 13 repodsvering all 15 actionsaccompanied by the015 BEPS
Explanatory Statementto provide an overview of the package, how the measures developed address the
G206s concerns which prompted the Project, and tt

Progress on the BEP$ackage

The Committeeon Fiscal Affairs (CFA), including all OECD and G20 membarsl over a dozen
developing countrieamost recentlymetin May to provide highevel guidance orthe remainingeritical
issues across the BEPSAction areas The final public consultations agiscussion drafts were held in
July and he working parties will continue tmeetthroughearly September, toomplete the technical
work. On 2122 September, th€FA plenarywill convene to reach a consensus on all of BiEPS
measuresbefore the package presented to the G20 Finance Ministers in early Octdidivery of the
full package is on schedule, with only a few remaining issues to be resolved in the coming weeks.

The BEPS measures are practically focused, providing policy detail as wellla$otoimplementation,
including model provisions for tax treaties and domestic legislation, templates and guidance for regulatory
requirements. The reports will cover the three unifying themes of the BEPS Project, to ensure the
substanceof internationaltax rules aligns taxation with the location of economic activity and value
creation, establisboherencebetween domestic tax systems and across the international rules, and promote
transparency including with a view to increasing certainty and predictgbil

The unprecedented cooperation between OECD and G20 countries, with many developing countries
involved, will translate into a new set of minimum standards to be agreed. This shows a high level of
commitment and of ambition. Some key measures wilitigdl this category as is in particular the case of a
standardised Countiyy-Country Reporting (CbCR) which will, for the first time, give tax administrations

a global picture of the operations of Multinational Enterprises (MNES). Since the templaeG8&r Was

agreed last year and presented to you in Cairns, we have developed a detailed and effective mechanism for
the information to be exchanged as soon as-2011B. On 5 November, we will hold a signing ceremony

of the multilateral Competerauthority Agreement that will enable the automatic exchange of CbCR
information by all interested countries.

! Available onlinewww.oecd.org/tax/actioplan-on-baseerosionandprofit-shifting-97892642027 1:@n.htm



http://www.oecd.org/tax/action-plan-on-base-erosion-and-profit-shifting-9789264202719-en.htm

With the adoption of the BEPS package, new minimum standards will also emerge to prevent treaty
shopping, stopping opaque rulings through the automatic egehaf such rulings as well as curbing
harmful tax practices in particular in the area of intellectual property. Finally, we aim to table a new
minimum standard on mutual agreement procedures to make sure that we do not move from double non
taxation to duble taxationSome countries are expected to go further, committing to mandatory binding
arbitration when certain treaty disputes arise.

The existing transfer pricing rules have been called into question by some as they are too often used and
abused todcate profits, in particular from intangitdssetsin low tax jurisdictions where no activity takes

place. In spite of their high technical character, the chathgesvill beintroducedto the existingTransfer

Pricing Guidelines will be expected to have a sea change impact on the behaviour of taxpayers, in
particularonse&c al | ed Acash boxd entities which house sig
have few personnel and minimal or no economic actiityually, the changeghat will be introduced to

the definition of permanent establishments will impact the numerous tax sctiemnesgploitedhe current

rulesand outdate definition which havéhad a significant impact amational treasuries.

A series & new measures thelp countriesbridge the gaps between tax sovereignties and limit tax
avoidance risks will also be approved, from strengthebeiiding blocks for Controlled Foreign
Corporationgo a common approadio limit base erosion throughteres$ deductons This will come in
addition to the neutralisation of hybrid mismatches which was already presented dod agreed last
year.

The BEPS Project has also reviewed the evidence ohtdivated profit shifting. Noting the challenges of
existingdata and recognising also the ristal economic distortions which arise from BEPS, the report
on measuring and monitoring the impact of BEPS (Action 11) will outline a number of
recommendations which would allow a more effective assessment of the eff&®EPS, as well as the
impact of BEPS countaneasures. It will also provide an agreed range of estimates of the impact of BEPS
on public revenues.

Some of the work has already moved forward into the implementation phase. With the feasibility of a
multi lateral instrument to update bilateral tax treaties (Action 15)confirmed in 2014, an adoc group

has now been established to negotiate the instrument capable of giving swift effect to the taslateaty
measures arising from the BEPS Project. 87 t@mhave joined the negotiating groupdiate, and in

May, the United Kingdom was elected to chair the group, withe Pe o p | e &hinafRergafteb | i ¢
6 Ch i, Mardzgo and the Philippinedectedas ViceChairs. The first negotiation meeting wié held in

November in Paris, marking the start of a process that countries aim to conclude by the end of 2016. Once
brought into effect, the instrument will alloimterestedcountries to rapidly updatthe existing global

network of over 300 bilateratax treaties.

Overall, beyond the tax technicalities, this work has proved the value of international cooperation and
political leadership for the G20 to have an impadiope topresentin Lima an agreed comprehensive
package which will result in signifamt and practical changes to address the political challenges you
identified. Taxpayers need to trust the fairness of their tax system and this cannot be achieved where
loopholes in international rules as well as lack of cooperation a#igwtrategies tit divorce the location

of the profits(and taxation of those profitdypom the location of the activities. The impact of the measures
which are being developed is clear, and the business community has increasingly recognised that the status
guo will notcontinue. In a few weeks, your officials will meet for the final time to conclude negotiations,

and as they do so, your clear support for a consensus package of measures to counter BEPS is imperative.

Looking ahead, tgive effect to the BEPS measures,séirig international instruments such as tax treaties
will need to be updated, and in some cases, countries will also need to make changes to their domestic



laws, regulations and practices. Consistent and coherent implementation will be critical tocthespéfes
of the work done to date. Greater focus on implementation and tax administratibe nédeded tensure
consistent implementation and reduce disputes between governments on the application of the rules.

The PostBEPS Environment

The BEPS Project will deliver an agreed package of measures developed by the OECD and G20 countries
working together on an equal footing. Responding to the calls for greater inclusiveness, we new have
total of 62 countries’ including more than a dozedeveloping countrieparticipating inthe technical

working groups and decisiemaking meetings This group of dedicated countriédgve all actively
contributedto the development of tHREPSpackage. An even greater numbéicountriesover 100 have

provided specificinput throughfora such ashe 5 regional network groups which were established, and
which are also providing input into the work on the specific BE®&ed priorities identified by
developing countries which is advancing under the G2@Dew pi ng Wor ki ng Groupds |
box below).

Regional tax organisations have also played an important role in this regard, and the African Tax
Administration Forum (ATAF) and th€entro Interamericano de Administraciones Tributarias (CIAT)
joined the CFA and the technical working groups with the same status as the IMF, World Bank and the
UN, drawing together the perspectives of their constituent menfmysther, these efforts to ensure that a
wide range of psitionshave beenaken into acountin developing the BEPS packagepresent the most
inclusive forumfor a discussion of international tax rules that exists today.

However, 8 we move to implementation, we must recognise the needgfeater inclusiveness.
Developing countries mudiave their voice heard and their specificities recognised. To eegulval
effectiveness, we need to go further and brimgjera renovated framework, more countries on an equal
footing. This is also essential to level the playing field and ensure toessiof thistrengthenedax
cooperation. The OECD, working with its members and G20 countries as well as interested countries,
stand ready to design a new inclusive frameworkmonitoring as was the case in 2009 with the creation

of the Global ForumHard work must be done to achieve this objective as the BEPS deliverables are
complex and cover a wide range of different issues. Howevewoméd hopeto move as fast as possible

to leverage the adoption of the BEPS package in October and Novembes ([maters).

As regar dBEPR® I esn iipiteatsa saemslead that tamonitoring of commitments will be
an important component of the p&EPS environmertb ensure effective implementation

Drawing on the experience gained throughout the B&B& to integrate a broad range of perspectives,
the OECD stands ready to work with the G20 members to develop an incaffisient andtailored post
BEPS monitoring framework.

2Albania, Argentina, Australia, Austri a, Azerbaijan, B Repuplicafd e s h B
China, Croatia, Czech RepuhlDenmark, Estonia, Finland, France, Georgia, Germany, Greece, Hungary, Iceland, India, Indonesia, Ireland, Israel,

Italy, Jamaica, Japan, Kenya, Korea, Latvia, Lithuania, Luxembourg, Malaysia, Mexico, Morocco, Netherlands, New Zeaténd\otigay,

Peru, Philippines, Poland, Portugal, Russian Federation, Saudi Arabia, Senegal, Singapore, Slovak Republic, Sloveniaic&oBaiAf

Sweden, Switzerland, Tunisia, Turkey, United Kingdom, the United States and Vietnam.
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ADDRESSING THE PRIORITY BEPS-RELATED ISSUES
IDENTIFIED BY DEVELO PING COUNTRIES

Strongly encouraged by G20 Leaders and Finance Ministers, measures to gnesitiee developin
country participation in the work on the international tax agenda, including that developing <
specific concerns areddressed, have continued through 200e link between effective tax systems
an element of domestic resource mobilisation in order to finance th @bstSustainable Developme
Goals has also been emphasised in recent moifhsave also seen inased activity by the internation
organisations to ensure these challenges are fully met. In that light, it will be important that efforts ¢
to ensure any risks of duplication are managed efficiently through enhanced cooperation and collal

Since the April2015report to G20 Finance Ministérghe OECD has continued to work closely with
14 developing countries which participate in the decisnaking and technical working parties of {|
BEPS Project, including the upcoming Committee isE& Affairs meeting on 222 September, when tf
final reports under the BEPS Action Plan will be approved. In October, the second round of |
network meetings for 2015 will begin, with representatives from more than 80 countries gatheri
medings across the globe, to consider how best to meet the challenge of implementing th
measures, as well as to provide input on the preliminary work undertaken under the G20 Deve
Wor king Groupds (DWG) mandarelaedifsoes. pr acti cal

The DWG mandate aims to translate the BEPS deliverables and-ieERS] issues identified [
developing countries as their priorifiesnto practical guidance relevant for the developing cou
context. In June 2015, the OECD and WBG, workiith the IMF and the UN delivered a scoping pa
on a practical toolkit to assist developing countries address difficulties in accessing comparable
use in transfer pricing assessments with the final tools to be delivered in October 2016. TheviDE
lead supplementary work on determining appropriate prices for mineral commodities. Under th
mandate, later this year, the IMF working with the OECD, WBG and UN will deliver a report on
practices in transparency and governance of tax fivesnin low income countries, recognising the n
to balance investment and public revenue priorities.

In 2016 and 2017, further work will be carried out under the DWG mandate, including:
9 A report on the issues arising from the indirect transfer aftas$o identify policy options t
tackle abusive cases, with particular reference to developing countries;
A toolkit on the assessment of BEPS risks, focusing ontiggghor significant industry sectors;

A toolkit to support the implementation teveloping countries of effective transfer prici
documentation requirements;

A toolkit aimed at strengthening capacity for effective tax treaty negotiations;

A toolkit to support countries seeking to implement rules to address base eroding p4
between MNE affiliates, in particular with respect to payments of interest, royalties, manag
and service fees; and

3 Available onlinewww.oecd.org/g20/topics/taxation/oesdcretarygeneralreportto-g20-financeministersapril-2015.pdf

*1n 2014, the OECD led the developmeiia twopart report on the Impact of BEPS in Low Income Countries. The report can be found online:
www.oecd.org/tax/bepseports.htm
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1 A toolkit on the development of rules to counter artificial profit shifting through supply 1|
restructuring

Broader efforts to build capacity

At the Third International Conference on Financing for Development held in Ethiopia in July, build
its successful pilot phase, the OECD announced its partnership with the UN Development Progra
the Tax Inspectors Without Bordersinitiati v e . Building on Tl WBG6s pi
significantly extend the gl obal reach of e X
country level presence and local knowledge, makes it-platled to partner with the OECtachnical
knowi how and the best audit experts to sagdethis important work. With the support of both partn
the initiative will become fully operational by early 2016.

The OECDG®G s Forum on T a (FTA)A dhith rbiingst togather the heads of 7|
Administrations of 46 countries, has also recently launchguopect on tax administration capaci
building relating to BEPS, as well as Automatic Exchange of Information (see further Section B
repot) as these G28upported work areas move into the implementation phase with a particular foc
on the supply side. The next plenary meeting of the FTA Commissioners will be hosted by Chinal
2016, and at the meeting, Commissioneits considerthe results of this work arttie next steps based ¢
the recommendations developed.
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BT TAX TRANSPARENCY THROUGH INFORMATION EXCHANGE

Automatic Exchange of Financial Account Information

At your request,n 2014 the OECD developed the gloltigdmmon Reporting Standa{@€RS) for the
Automatic Exchange of Financial Account Informati@EOI), drawing on the work undertaken by the
European Union and relating to the U.S. Foreign Accounts Tax Compliance Act AJAEGdorsed by

G20 Leaders in November 2014, the CRSa gamechanger in terms otleterring, detecting and
addressingax evasion. It allows tax administrations to detect transfers and funds held offshores that were
previously unknown, and unknowabl8o far, 94 jurisdictionshave committed to undertaking the first
exchanges under the CRS by 2017 and 2018. As the benefits of access to financial account information
from across the globe become increasingly apparent, additional countries are expecte@ tinemak
commitment to implement the AEOI Standard

Taxpayersseethe dramatic impact that this netnansparentnvironment will have, and are moving

quickly to bring their offshore tax affairs into compliance. Recognising that voluntary compliance
programms can support and help establish a more cooperative relationship with taxpayers in the future,
the OECD, working with government experts and drawing on information from private client advisers, has
published in August 2015 the second edition of its compary € anal ysi s of countr i
programmes. This report provides guidance on the design and implementation of effective programmes
from which other countries can benefit.

With the first automatic exchanges of financial account informatioder the CRS to begin in 2017 and
2018, a number of countries have launched voluntary disclosure programmes and other initiatives against
offshore tax evasionin 2014 we reported that two dozen countries had identified 37 billion euros in
additional reenue from such initiatives put in place since 200%at amount is expected to continue to

grow andwe arecompiling the latest figures so as to be able to report them to Leaders in November

Updateon AEOI implementation

Implementation of the AEOI &dardrequires both an inteational framework, as well as an appropriate
domesticenvironment, which can include legal, regulatory or procedirahgesas well asacertain level
of IT capacity

At theinternational level, the Multilateral Convention Mutual Administréive Assistance in Tax Matters
is one ofmost widely adoptedegal frameworks that provides for AEOSigned most recently by El
Salvador and Mauritius (June 2015), the Multilateral Convenimm covers 87 jurisdictiondn parallel,
the Multilateral Competent Authority Agreeme(WICAA) which provides the administrative basis to
undertake AEOI in practice, has ndxeen signed by 61 jurisdictions: most recertystralia, Canada,
Chile, Costa Rica, India, Indonesia and New Zealandne 2015and a further signing ceremony will be
held at the Global Forum plenary meeting in October.

Committed jurisdictions must also focus urgently on ensuring the necessary domestic framework is in
place. As a starting point financial institutions neddgal framework to collect threlevantinformation to
be exchanged from the start of 2016 or 204&w operational processes and adaptations of lemsgs
also need to be considered, and in most cases will be developed in conjunction with the ongoing
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engagement of domestic financial institutiotts ensure all the necessary elements are in ptacthe
confidential transfer of the information.

The OECD, workingwith all G20 countries anthe Global Forum on Transparency and Exchange of
Information forTax Purposestlie Global Forum) has developed a range of tools and training programmes
to support jurisdictions in meeting th®requirements and to ensaomsistent global implementation:

1 Implementation Handbook: working with government officials as well as financial institutions,
the OECD has developed tl@RS ImplementationHandbooR. Published in early August, it
providespractical guidance to assist government officials in the implementation of the Standard,
including identifying areas for alignment with requirements of relatedediSlation (Foreign
Account Tax Compliance AGtFATCA) and addressing the operational and transitional challenges
resulting from the staggered implementation of the Standardoltatgains answers to frequently
asked questions (FAQsjeceived from business and governments and follows on from FAQs
i ssued earlier in the year. A ACRS portal o de
to be launched on the OECD website

1 In depth regional trainings for government officials, which also include dedicated sessiatis
representativefrom the financial services sectddo far 9 training events have been held, most
recently in the British Virgin Island§;olombia,Malaysiaand the Seychelles

1 Country-specific technical assistange delivered in partnership with OECD members, to
jurisdictions that lack capacity to share experiences and provide targeted support on all of the
different aspects (e.g. legal, regulatory, procatlui) of the implementation requirements. So far
three pilot projecthave been launched, betweatbanialtaly, ColombiaSpain GhandJK and
The PhilippinesAustralia with a further 3 pilots in the process of being establisRegiects are
also underwy to support Seychelles and Saint Kitts and Nevis which have committed to
commence exchanges by 2017 and 2018 respectively. These projects are providing valuable
lessons which will facilitate implementation of the AEOI Standard threm similar, financial

centres.
The Global Forum will undertake the review of implementation of the AEOI standard, and is developing
the terms of reference for those reviews. Furthe
Il of this report. An update on GlobBlor um member sd plans for i mpl eme

will be discussed at the Global Forum plenary meeting in October.

5 Available online: www.oecd.org/ctp/exchangs-tax-information/implementatioandbookstandarefor-automatieexchangeof-financiak
accountinformatiorrin-tax-matters.htm

© Available online: www.oecd.org/ctp/exchangsf-tax-information/CRSrelatedFAQs. pdf
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Tougher incentives for jurisdictions which fail to meet their commitments to the Exchange of
Information on Request Standard

With AEOI i mpl ementation now fully wunderway, mo s
also make progress to ensure they have met their commitment to the Exchange of Information on Request
(EOIR) Standard. Nonetheless, the issue of the minorityureédictions which fail to meet their
commitments to the EOIR Standard is becoming increasingly pressing.

Recognising that it was imperative for global tax transparency that a level playing field is maintained, in
September 2014, G20 Finance Ministesiied on the OECD to work with G20 countries:

to propose possible tougher incentives and implementation processes, to deal with those
countries which fail to respect Global Forum standards on exchange of tax information on
request. The OECD should repdmack to us on progress at the first meeting of Finance
Ministers and Central Bank Governors in 2015.

An interim reportwas included in the OECD Secretddye ner al 6 s February 2015 r
Ministers. The final report on proposed tougher incenties can be foundn Annex 1. The final report
highlights the following proposals, which are described in more detail in the report:

i. Further publicising the Global Forum ratings to amplify their reputational impact

ii. Reviewing existing measures to include Bbal Forum ratings as at least a factor in their
application and publicising where they are linked to the ratings

iii. Considering introducing new measures with the Global Forum ratings as at least a factor in their
application

iv. Calibrating the application dhe measures to best incentivise jurisdictions to comply with the
international standard of EOIR

V. International organisations and national development agencies, where they do not already do so,
reviewing their investment policies to consider incorporat@ggrictions in relation to the routing
of investments through jurisdictions failing to respect the EOIR standard

It is important that countries as well as international financial institutions and development agencies work
to tackle the issue of jurisdiotis which fail to meet their commitments. Drawing on the proposals outlined

in the report, a more consistent global approach can be developed for those jurisdictions which to benefit
from their failure to meet their commitment to the EOIR Standard, axhense of those that do. Equally,
countries must recognise the strong progress made by the majority of jurisdictions to meet the global tax
transparency standards, based on the outcomes of the Global Forum peer review process.

There are now 11 jurisdictin s t hat cannot move beyond the GI obe

serious deficiencies in their legal and regulatory frameworks, and a further 3 jurisdictions which completed
their Phase 2 reviews have been rated ascoampliant.
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Ci TAX POLICY

Taxation of Small and Medium Enterprises

In February 2015, recognising the important role that SMEs play in economic growth, and as part of a
broader programme of work focused on improving the financing situation of, and investment environment
for Small and Medium Enterprises (SMEs), G20 FinaMueisters asked the OECD to update its 2009
report onTaxation ofSMEs, to analyse current policy and administrative aspects of the taxation of SMEs.
The 2009 study has now been updated with policy recommendations based on the latest research and
practices The 2015 repordn Taxation of SMEswhich appears in full in Annex 2, also covers a broader
scope of countries: from the original 20 countries, to now cover 39 OECD and G20 countries, including
Argentina, Brazil China, India and South Afa

SMEsare important for their contribution to employment, economic growth and innovation, as well as for
the diversity and competition that they can bring to markets. In most countries, SMEs represent more than
95 % of all firms, and account for more than tthivds of total employment. This report looks at the
impact of tax policy and administration arrangements at a number of critical points in the SMIE cycle
including the decision to enter se&imployment, on the legal form of the business and whether to
incorporate, the manner of distribution of SME income, the size and growth of the business, as well as
decisions relating to investment, employment and finance.

The report identifies that one of the most important issues for SMEs is the disproportionaitggaghof
regulatory requirements with many tax compliance requirements having significant fixed costs, which
therefore represent a higher percentage of profits for SMEs than for larger firms with greater adverse
impact. Limitations on access to finanexacerbated by the crisis, are also affecting SME groviibith

due to more limited availability of finance and also the higher costs associated with accessing finance,
compared to their larger competitors.

In the face of such challenges, there areumlyer of tax policy tools and administrative simplification
measures which are being used by governments to provide greater support to SMESs, together with some
norttax measures. In 15 jurisdictions, special small business corporate tax rates are applhdabdeher

special tax measures for SMEs include more generous tax deductions, credits or exemptions, designed to
provide relief with respect to the stagp investment, or ongoing income of the business. While such
measures can assist in addressingctiadlenges facing SMEs, it is imperative that their design is coherent

and reduces distortions which can see businesses incentivised to remain small, or introduce additional
complexity, sometimes inadvertently.

As governments seek to ensure a businegsamment conducive to the creation and growth of SMEs, as

part of a balanced and sustainable economic strategy, the 2015 report provides useful policy guidance and
crosscountry analysis. SME policy must be developed holisticallyooking at tax policy ad
administration, as well as considering the policies of a number of other ministries and agebeiesost
effective. By comparing the different tools applied by the range of countries covered by this report, and
taking into account their specific ggamic context and policy objectives, countries will be able to draw on
the reportdéds findings to ensure that their tax
encouraging the growth and success of the SME sector.
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Global Forum On Transparency and Exchange

of Information for Tax Purposes

Overview

The core mandate of the Global Forum on Transparency and Exchange of Information for Tax Purposes
(the Global Forum) has been to ensure the rapid implementation of the standard for exchange of
information on request (EOI on Request) through a comprehgmsiraeview process. The Global Forum

has, throughout its history, sustained a very high level of output to ensure that the standard for EOI on
Request is rapidly implemented across the globe. Comprehensive reviews of more than 100 jurisdictions
have beemompleted in just 5 years.

By the end of 2015, reviews for all member jurisdictions and relevarimsonbers will have been
launched, and will be completed in 2016. A second round of reviews will begin in 2016 to follow up on the
first round of reviewsThis second round of reviews will be based on enhanced requirements to ensure
transparency, including the maintenance of bene
priorities.

In addition to its work on EOI on Request, the Global Forunois putting in place a system to monitor

and review the implementation of automatic exchange of information. At their Brisbane meeting in
November 2014, the G20 Leaders endorsed the global Common Reporting Standard for the automatic
exchange of tax informiain (the AEOI Standard) on a reciprocal basis, and agreed to begin exchanging
information automatically with each other and with other countries by 2017 62048 subject to
completing necessary legislative procedures. The leaders welcomed finantialees 6 c ommi t me nt
the same and called on all other jurisdictions to join G20 countries in implementing the necessary
measures.

The previous Global Forum report to the G20 Finance Ministers and Central Bank Governors in April
2015 provided an update the continuing work on the ongoing peer reviews for EOI on Request and the
work being undertaken for monitoring and implementation of the new AEOI Standard, as well as the
progress on assisting developing countries to participate fully in the beokfiésx transparency and
international cooperation.

This report provides a short update of the developments occurring in the Global Forum since April 2015.
Work on preparing for the second round of reviews of the EOl on Request standard, including
incorporating requirements on beneficial ownership information, is almost complete. A process has begun
to monitor the implementation of the new AEOI Standard, and assessments are being undertaken on
confidentiality and data safeguards for jurisdictions thateheemmitted to the new AEOI standard.
Developing countries are being encouraged and supported to be able to fully benefit from the new
transparent international tax environment.
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Exchange of Information on Request

The GI obal For umod salpweatre s ejvu reiws doir cotciessrss e vc omp | i an
Request. Reviews take place in two phases: Phasgews examine the legal and regulatory framework;

Phase 2 reviews look into the implementation of this framework in practice. Followinasa Blreview,
ratings are assigned which indicate a jurisdict
overall rating.

The Global Forum is quickly coming to the completion of the first round of reviews for all of its member
jurisdictions ad those relevant nemembers. Reviews for all jurisdictions will have been launched by the
end of 2015, with the remaining reportdbcompleted by 2016.

Since April, the Global Forum has completed a furtt@peer reviews. These are comprised of Phase 1
reports for Albania, Burkina Faso, Cameroon, Dominican Republic, Kazakhstan, Lesotho, Morocco,
Pakistan, and Ugand®hase 2 reports fatzech Republic, Lithuania, Poland and Sint Maarterd a
Supplementary trasel report forMarshall IslandsThe Supplementary phase 2 reports for British Virgin
Islands (which had been rated Noompliant overall) and Austria (which had been rated Partially
Compliant overall) conclude that both jurisdictions are now Largetyp@liant overall. The progress made

by these jurisdictions is emblematic of the trend toward global implementation of the standard for EOI on
Request.

As of August 2015, the Global Forum has finalised Phase 1 revied&6qgurisdictions and assigned

ratings for a total oB1 jurisdictions after completion of their Phase 2 reviews. The overall ratings show

that 21 j uri sdictions ar4dg€ j unnit edi citGoommps! i @bhamwgel vy Co mg
APartial |l y 3Ijounrpilsidainc@ommiémmsd Gi.NoThabl e 1 bel ow shows
ratings for jurisdictions for which Phase 2 reviews have been completed. Supplementary Phase 2 reviews
for the 3 jurisdictions rated Ne@ompliant (Cyprus, Luxembourg and the Seychelles) argoamg and

will be finalised in October.

Table 1: Overall ratings for jurisdictions for which Phase 2 has been completed

TABLE OF JURISDICTION RATINGS |

Australia, Belgium, Canada, China, Denmark, Finland, France, Iceland, India, Irelan Compliant
of Man, Japan, Kored,ithuania, Mexico, New Zealand, Norway, Slovenia, South Afri
Spain, Sweden.

Argentina, Aruba, Austria, The Bahamas, Bahrain, Belize, Bermuda, Brazil, British \| Largely compliant
Islands, Cayman Islands, Chilézech RepublicCook Islands, Estonia, Form¥ugoslav
Republic of Macedonia (FYROM), Germany, Ghana, Gibraltar, Greece, Gre
Guernsey, Hong Kong (China), Hungary, Italy, Jamaica, Jersey, Macao (China), Ma
Malta, Mauritius, Monaco, Montserrat, Netherlands, Philippifedand,Portugal, Qtar,
Russia, San Marino, Singapore, Slovak Republic, Saint Kitts and Nevis, Saint Vince
the Grenadines, Turks and Caicos Islands, United Kingdom, United States, Uruguay
Andorra, Anguilla, Antigua and Barbuda, Barbados, Curacao, Indonesia, Israel,| Partially compliant
Lucia, Sint MaartenTurkey.
Cyprus*,Luxembourg*, Seychelles*. | Non-compliant |

Jurisdictions that cannot be rated because they cannot move to Phase 2

Brunei Darussalam*, Dominica*, Federated States of Micronesia, Guatemala*, Kazakhstan, Lebanon,
Panama*, Nauru, Trinidad and Tobago, Vanuatu.

* The jurisdiction is undergoing a Supplementary review.
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It can be noted that some jurisdictions haet been assigned ratings because their Phase 2 reviews could
not take place. As noted in our previous report, the Global Forum has commenced a process designed to
swiftly encourage the remaining jurisdictions to respond to the recommendations so thae & Péview

can be carried out, failing which an overall rating of N&wmpliant will be assigned.

At the time of the previous report, there were 11 such jurisdictions that remained blocked from moving to
Phase 2i the 10 jurisdictions listed in Table 1s awvell as the Marshall Islands. Wugust the
Supplementary review of the Marshall Islands was completed and published, concluding that the Marshall
Islands qualifies for a Phase 2 review, which will be launched in the second half of 2015.

SupplementaryPhase 1 reviews have now been launched for Brunei Darussalam, Dominica, Guatemala,
and Panama. These reviews will be completed by October. Three other jurisdictions that are blocked from
Phase 2 Liberia, Lebanon and Vanuaturequested deferrals of tla@plication of this procedure due to
political or social concerns. The situations in each of these jurisdictions willdahgated in September.
Trinidad & Tobago has not requested a Supplementary review. Finally, the deadlines for launching
Supplementy reviews of Nauru and the Federated States of Micronesia have not yet elapsed. Since the
previous report, the Phase 1 review of Kazakhstan completed this year concludes that it cannot proceed to
Phase 2 until improvements are made in its legal and tegufsamework and it is therefore blocked from
moving to Phase 2.

Preparation of the second round of reviews

In October 2014, the Global Forum agreed the parameters for a second round of reviews commencing in
2016, including enhancing the requirementsardimng the availability of beneficial ownership information

of legal entities and arrangements. The key documents including the schedule for this second round of
reviews are in a very advanced stat e angdchediled | be
for 29-30 October in Barbados. The first reviews in the second round of reviews will be launched in mid
2016.

Automatic Exchange of Information

Rapid progress has been made on getting widespread support for the implementation of the colbainon gl
standard for automatic exchange of financial account information (AB®IBlobal Forum membefs

have committed themselves to implementing AEOI in either 2017 or 2018 while 5 jurisdictions have not
yet committed (see Table 2 below) and the GlobauiFois actively encouraging and working with these
jurisdictions to facilitate them making the necessary commitment. The remaining members are developing
countries where the Global Forum is providing technical assistance to help them implement the AEOI
Standard.

" The United States has indicated that it will be undertaking automatic information exchanges pursuant to FATCA from 24l 5rderkd into
intergovernmental agreements (IGAs) with other jurisdictions to do so. The Model 1A IGAs entered into by ttheStanéte acknowledge the
need for the United States to achieve equivalent levels of reciprocal automatic information exchange with parthemsiristieyialso include a
political commitment to pursue the adoption of regulations and to advocate gaitsgtevant legislation to achieve such equivalent levels of
reciprocal automatic exchange.
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Table 2: GF member jurisdictions committed to implementing the AEOI Standard

JURISDICTIONS UNDERTAKING FIRST EXCHANGES BY 2017 ®

Anguilla, Argentina, Barbados, Belgium, Bermuda, British Virgin Islands, Cayman Islands, Colombia, C
Curacao,Cyprus, Czech Republic, Denmark, Dominica, Estonia, Finland, France, Germany, Gibraltar,
Guernsey, Hungary, Iceland, India, Ireland, Isle of Man, ltaly, Jersey, Korea, Latvia, Liechtenstein, Lit
Luxembourg, Malta, Mauritius, Mexico, Montsat, Netherlands, Niue, Norway, Poland, Portugal, Romania,
Marino, Seychelles, Slovak Republic, Slovenia, South Africa, Spain, Sweden, Trinidad and Tobago, TU
Caicos Islands, United Kingdom

JURISDICTIONS UNDERTAKING FIRST EXCHANGES BY 2018

Albania, Andorra, Antigua and Barbuda, Aruba, Australia, Austria, The Bahamas, Belize, Brazil, Brunei Daru
CanadaChile, China, Costa Rica&shana,Grenada, Hong Kong (China), Indonesia, Israel, Japan, Marshall Is
Macao (China), Malaysia, Mona, New Zealand, Qatar, Russia, Saint Kitts and Nevis, Saint Lucia, Saint V
and the Grenadines, Samoa, Saudi Arabia, Singapore, Sint Maarten, Switzerland, Turkey, United Arab
Uruguay

JURISDICTIONS THAT THAT HAVE NOT YET COMMITTED
Bahrain, Cook Islands, Nauru, Panama, Vanuatu

The implementation of CRS around the world represents a fundamental change in the architecture of
international tax cooperation. It will mean a massive increase in the international supply of information for
tax purposes and decisively change the arithmetic of international tax evatapayers know that tlire

home authoritiesvill have automaticaccess toinformation on their foreign financial accounkey will be

less likely tohide money offshore uginforeign financial institutions The scale of work involved in

implementing the CRS in member jurisdictions is enormous however, gieefigtit implementation
targets.

Theimmediatefocus of the Global Forum thereforeto provide implementatioguidance and assistance

to members tensure that the agreed timelines for implementation of A&R@hdardare met.To this end

it has launched a process for monitoring of AEOI implementation to ascertain thefieeadiness of
members and identify thenpediments theface in implementing AEOI under the CRS. The first results of

this monitoring exercise will be presented at the Global Forum plenary meeting in OAlobgside this

an intense series of training programmes has been organised in doopeitt the OECD. Training

events have been delivered in Turkey, San Marino, the Philippines, British Virgin Islands, Seychelles,
Colombia and Malaysia. More tailored advice on implementation issues such as drafting new legislation is
also being provided o member s when requested. I n addition
upgraded to provide a help desk facility where members can ask questions about the AEOI Standard.

Critically the Global Forunhas also moved quickly @ddress one of the most imifamt requirements of

AEOI, which is to ensure thatformation that is exchanged can ket confidential andbrotected from
improper disclosureWithout an assurance that treaty partners meet the required confidentiality criteria,
jurisdictions are unligly to agree to exchange sensitive data comprising, potentially, millions of pieces of
information. Since t would be very difficult for every committed jurisdiign to bilaterally review the
confidentiality measures in every other potential partner jictsmh, a process which could involve
thousands of reviews, the Global Forum has launched a multilateral process to undertake this task and
complete it over the next 12 months.

8 Bulgaria, Faroe Islands and Greenland have also committed to implementing the AEOI Standard in 2017 and 2018, but Bbaténmm
members.
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This Global Forumassessmerprocess will significantlyfacilitate the work ofcommitted jurisdictions.

The advantages of this approach are process simplification, lower costs for members and quick
results. The process is peer driven and a Panel of 12 experts from France, Germany, India, Italy,
Liechtenstein, Luxembourg, Mexico, Netlands, Singapore, South Africa, United Kingdom and United
States, has been put in place to carry out these assessments. These experts, with the assistance of the
Secretariat of the Global Forum, will prepare draft reports for each jurisdiction, witinstheet of reports

to be discussed at the Global Forum Plenary in Barbados in October. The complete programme of 95
assessments will be completed by +B@iL6 prior to the expected dates for commencement of information
exchanges in 2017

All of these meaures are being taken to support members in their implementation of the standard. While
this is the immediate priority work is also underwaydmveloping a comprehensive process to monitor
and review the implementation of the AEOI Standard, on an ongaisig

Developing countries

The Global Forum engages in a range of initiatives to support its developing country member jurisdictions
in effectively implementing the international stz
authoritiesare efficient and of high quality. Throughout 2015, significant emphasis has been placed upon
assisting in implementation of the new AEOI Standard, in particular through the engagement of developing
countries in pilot projects and the schedule of AEOhtrej eventsTo date more than 200 delegates from

many developing countries have attended these training progranmmasddition, the Global Forum
continues to progress the Africa Initiative which aims at increasing engagement with African countries
generdly.

In its response to the 2014 Roadmap on AEOI for Developing Countries, the G20 leaders indicated their
support for pilot projects to be undertaken between developing and G20/developed country partners, which
would be facilitated by the Global Forumorking with the World Bank Group and other international and
regional organisations. To date, seven developing countries (Albania, Colombia, Ghana, Morocco,
Pakistan, the Philippines, and Uganda) have indicated interest in participating in pilot pWwktdas
advanced significantly on the pilot projects with Albania, Colombia and the Philippines, collaborating with
Italy, Spain and Australia respectively as pilot partners. Initial planning has also commenced with respect
to the pilot projects for Momxo (partnering with France) and Ghana (partnering with the United
Kingdom). Ghana signed thdultilateral Competent Authority Agreement (MCAANn May indicating
increased engagement and interest fdawveloping countriet participate inAEOI.

The GlobalForum continues to progress the Africa Initiative, a tiyeg programme designed to unlock

the potential for transparency and exchange of information in Africa. The programme is a joint effort of
individual African members of the Global Forum, ATAF, OBR&F, France (Ministry of Foreign Affairs),

the OECD, the UKOGs Department for I nternational [

I'n May 2015 Cameroon became t he draupwithnithe midativet r y t
along with Burkim Faso, Ghana and Kenya. Each of these countries has committed to meeting certain
concrete targets to ensure effective exchange of informhtioDecember 2015. In addition, each First

Mover country willbe provided with training to help itax auditors to better exploit the potential of their
information exchange networkoThis end training seminavgere held in Ghana and Kenya in May and in
Cameroon in July. An NGO Roundtable was also held in Kenya in conjunction wibrttiear

One ofthe main aims of théfrica Initiative to raise awareness of the benefits of B4 political level

In June, a twalay meeting took place in London, United Kingdom in partnership with the Commonwealth
Parliamentary Association which brought togetherli&@aentarians from a variety of countries across

22



Africa to discuss EOI and BEPS actions. In July, a minist@iadl sideevent was held as part of the
Third International Conference on Financing for Development in Addis Ababa, Ethiopia. Moving forward,
one of the aims of the Africa Initiative is to engage a fpgifile leader as Patron to increase visibility and
maintain momentum over the next two years of the programme.

Looking Ahead

The Global Forum will launch the remaining first round reviewshef implementation of the EOI on
Request standard before the end of 2015. In addition, Supplementary reviews-gomgofor 7
jurisdictions that have been blocked from Phase 2 or rateetblopliant overall.

The key documents for the second round ofeneg of the implementation of the EOI on Request standard
are in a very advanced state and will be fi-nali s
30 October in Barbados. The first reviews in the second round of reviews will be launahideRidil 6.

Major progress has already been made on AEOI over the last few nibimehgriority now is maintain this

effort over the next 12 to 18 months to monitor progress made towards implementing AEOI, to ensure that
the building blocks, in particulaonfidentiality and data safeguardse in place around the world atad

assist the effective implementation of the stand@fork will alsocontinueon developingan effectiveand
comprehensiveeer review mechanism for monitoring the implementatione@fiBO| Standard.

Enhanced engagement with developing countries will ensure that they can fully participate in and benefit
from an enhanced transparent tax environméwmt. ambitious technical assistance planin place
comprising oneonone assistance, Ipt projects, and training seminars across the world. The Africa
Initiative will give a major boost to African jurisdictions in their efforts to enhance transparency and
information exchange in the region.
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Annex 1

Report on Possible Tougher Incentives for Failure to

Respect the International Exchange of Information on
Request Standards

1 At their meeting in September 2014, the G20 Finance Ministers asked the OECD to work with all
G20members:

ié to propose possible tougher incentives and in
which fail to respect Gl obal Forum standards on e
2. An interim rert was delivered to G20 Finance Ministers at their meeting in February 2015. This

final report builds on those preliminary findings and sets out proposals to deal with those jurisdictions
which fail to respect Global Forum standards of exchange of infmman request. It provides an
important step towards putting in place such tougher incentives, which also have the potential to be further
built upon over time.

I. Background and introduction

3. The existence of &evel playing field is critical to the effectiveness of international standards
Jurisdictions should not be able to benefit from their failure to implement international standards to the
detriment of those that d@lobal commitment to tax transparencyliding by all financial centres, has
therefore been central to previous G20 calls for all jurisdictions to adopt and implement the international
standard of the exchange of information on request (EQAR)early as 2009, the G20 has referred to
countermasures against those that do not adopt the EOIR standard.

4, In order to address concerns regarding a level playing field, maximise the effectiveness of the
international community in tackling offshore tax evasion andure an inclusive process, in 2009 the
Global Forum was restructured as a consensus based organisation, where all members participate on an
equal footing and monitor and review the effecti
of information in accordance with the international standard on EOIR through a comprehensive and robust
peer review process. Phase 1 of the peer review assesses whether an appropriate legal and regulatory
framework for transparency and exchange of informationewighin the jurisdiction, while Phase 2 looks
into the implementation of the standard in pract
Apartially cemprpilamtnd 6ori sincren assigned toth each
phases of the review. Members also have access to capacity building, support and advice to prepare for
their reviews as well as to address any recommendations made. The Global Forum now has 127 members.
This process has been central to driving progtessrds the effective global implementation of the
international EOIR standard, as well as creating a level playing field.

5. The process has already delivered a step change in global tax transparency. A total of 198
reviews have been conducted since the peer review process commenced in 2010 (consisting of Phase 1,
Phase 2 or Combined Phase 1 and Phase 2 reviews). 80 jurisdictions have received an overall rating, and
84% are rated either compliant or largely complidfibst countries are making progress. The review
framework provides for supplementary reviews once jurisdictions have addressed recommendations made
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in the initial report, and so far, 96 jurisdictions have acted to implement around 520 of the
recommendatios made.

6. There arecurrently, 11 jurisdictions that could not even be provided with ratings because the
Phase 1 reviews found such serious deficiencies in their legal and regulatory frameworks that they were
blocked from going to Phase Zhere are 3 jurisdictions rated as raompliant and therefore far from
meeting the EOIR standard. There are also 10 jurisdictions rated as partially complaint meaning they have
serious deficiencies in their framework for the exa@ of information.Furthermore, tokeep the
necessary momentum, and following the commencement of this work on possible tougher incentives, the
Global Forum decided to invite jurisdictions that remain blocked for more than 2 years to request a
supplementy review to assess changes made to address the recommendations in their Phase 1 review or
receive an overall rating of naompliant. This has prompted many of those jurisdictions to move to
address the recommendations and request a supplementary fiehieyrocess is ongoing and as the first
round of reviews is completed more jurisdictions may enter this category and be blocked from a Phase 2
review.

7. We have also seen a number of international financial institutions incorporate the Global Forum
ratings into their policies determinirige routing of investments (e.dnet Council of Europe Development
Bank, the European Bank of Reconstruction and Dewsbop, the European Investment Bank and the
International Finance Corporation, a member of the World Bank Group).

8. All jurisdictions should of course strive for full compliance with the EOIR standard. However,
notwithstanding the progress made, there will continue to be jurisdictions that fail to respect the EOIR
standard, undermining the level playing field which is the foundation of the international EOIR standard.
Action is therefore needed to ensure momentum istaiaed by all.Otherwise there will continue to be
opportunities for tax evasion and other illicit financial flows and the integrity and effectiveness of the
EOIR standard will be undermined. This was recognised by the G20 Finance Ministers when haaking t
request for possible tougher incentives and implementation processes to be proposed that deal with those
countries which fail to respect Global Forum standards on exchange of tax information on request.

9. Following the request in September 2014, the OECD has been working with G20 countries and
others to identify ways to strengthen the incentives for jurisdictions to comply with the international
standard of EOIR. Proposals have been developed in relation tolltheirig five areas, with each area
discussed in greater depth below:

Vi. Further publicising the Global Forum ratings to amplify their reputational impact

Vii. Reviewing existing measures to include the Global Forum ratings as at least a factor in their
application and publicising where they are linked to the ratings

Viii. Considering introducing new measures with the Global Forum ratings as at least a factor in their
application

iX. Calibrating the application of the measures to best incentivise jurisdictions to complthevith
international standard of EOIR

X. International organisations and national development agencies, where they do not already do so,

reviewing their investment policies to consider incorporating restrictions in relation to the routing
of investments througurisdictions failing to respect the EOIR standard
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Il. Ways to further strengthen the incentives for jurisdictions to comply with the international
standard of EOIR

1. Further publicising the Global Forum ratings to amplify their reputational impact

10. The reputational impact of the Global Forum ratings should not be underestimated. The results of
the Global Forum review process are already made publicly available, and for jurisdictions which do not
demonstratestrong results, this publicity can have a negative reputational impact and vice versa for those
with good ratings. The pressure to act that this reputational impact can have is at least in part demonstrated
by the significant change that has occurred te.d20IR is now the norm and most jurisdictions have been
working hard to ensure their legal and operational frameworks facilitate its effectiveness as a tool to tackle
offshore tax evasion. Furthermore, the impact of the move to invite the jurisdidt@ngs/ére stuck at

Phase 1 to request a supplementary report or receive a ratingodmeitiant further demonstrates this, as

most of these jurisdictions have acted and requested a supplementary review. A first logical step is
therefore to ensure the re@ptional impact of the review outcomes is maximised.

11 At the international level and with the support of the G20, expanding awareness of the
jurisdictions that fail to respect the EOIR standard, including amohgstitedia, nofgovernmental
organisations and the general public, would increase this reputational impact and provide greater incentive
for jurisdictions to move quickly to address the shortfalls identified in their legal framework and
administrative proce®s. This could be through referring to the particular jurisdictions in question,
including those jurisdictions that are blocked at their Phase 1 review, in G20 communiques.

12. At a national level, jurisdictions caiialso look to support this amplification of the Global Forum
ratings through relevant agencies publishing links to the Global Forum web pages along with a narrative on
the impact of the jurisdictions not respecting the EOIR standard have in the colfegtivagainst tax
evasion and other illicit financial flows.

Proposal 1 The Global Forum ratings should be further publicised wherever possible to amplify their
reputational impact.

2. Reviewing existing measures to include the Global Forum ratings adeast a factor in their
application and publicising where they are linked to the ratings

13. Analysis covering 41 countrieshows that the vast majority, or almost 90%, of countries already
have measures in placeatin whole or in part are intended to address the lack of effective exchange of
information on request. However, only 30% of countries have measures that link to the Global Forum
ratings (See Table 1). This means that a unified approach to jurisdictibnsspecting the international
standard of EOIR is not being presented.

! Argenting Australia, Austria, Belgium, Brazil, Canada, Colombia, Costa Rica, Croatia, Czech Republic, Denmark, Estonia, Fintamd, Fran
Germany, Greece, Hungary, Iceland, India, Indonesia, Ireland, Israel, ltaly, Japan, Korea, Latvia, Lithuania, LuxembicorgNefesriands,
New Zealand, Norway, Poland, Portugal, Slovenia, Spain, Sweden, Switzerland, Turkeyited&ldgdomand the Wited States
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Table 1: The numbers of jurisdictions with measures linked to exchange of information on request

Type of measure No. of jurisdictions

Jurisdictions with measures linked to thekiaf effective exchange g 35
information on request
Jurisdictions with measures linked to the Global Forum ratings 12

14. The analysis also shows that there are a wide range of measures that are beingesgedsa to

the lack of effective exchange of information on request. These include both legislative and administrative
measures, ranging from special withholding tax rules to an increased audit risk for taxpayers who engage
in transactions involving highisk jurisdictions. Table 2 below shows the range of measures already being
applied, along with whether they are currently linked to the Global Forum ratings. Furthermore, the case
studies below provide examples of countries with measures linked to thal Grum ratings.

Table 2: The types of measures currently being applied in relation to exchange of information on request

Type of measure No. of jurisdictions
(Total = 41)
Link to | Link to GF
effective ratings
EOI

1. The current taxation of domessbareholders on (certain) income o] 14 4

controlled foreign company

2. The denial of benefits on income/capital gains associated with shg 13 3

certain companies

3. Disallowing deductions or credits with respect to certain transactions 17 6

4. Special withholding tax rules 19 6

5. Applying transfer pricing rules to transactions between unrelated pg 8 2

increased transfer pricing documentation requirements

6. Increased information reporting requirements 13 4

7. Increased penalties fose of certain jurisdictions 2 0

8. Additional question(s) on tax returns as to the ownership of foreign g 5 1

9. Increased audit risk for taxpayers who engage in transactions with ¢ 18 7

Ahigh risko jurisdictions

10. Refusal to issueulings in respect of transactions involving cert| 4 1

jurisdictions

11. Increased substantiation requirements in respect of transg 9 4

involving certain jurisdictions

12. Giving extra weight to an effective exchange relationship v 2 1

designingpilateral aid programs

13. Other measures 4 2

Total 128 41
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15. This shows not only the range of possible measures available, depending on the specific
circumstances, but also that the vast majority arecaoently linked to the Global Forum ratings. While

the precise factor(s) behind the application of a particular measure will of course be driven by the local
context and policy framework more generally, including any domestic, bilateral and international
experiences, factors and constraints, there is scope to increase the use of the Global Forum ratings as at
least a factor in their application.

Proposal 2 All jurisdictions should review their existing measures in relation to the lack of the effective
exchange of information on request with a view to including the Global Forum ratings as at least a factor in
their application.

16. There may also be instances where the Global Forum ratings are used more informally when

considering the application of particular measures, for example whether to require increased reporting

requirements or assessing risks for audit purposes. Where formal or informal links exist, or where new

links are created, jurisdictions should consides bl i ci si ng them to reinforce
position that the international EOIR standard must be complied with.

Proposal 3 Where there is a link between the application of a measure and the Global Forum ratings, or
where new links are caged, jurisdictions should consider publicising them.

3. Considering introducing new measures with the Global Forum ratings as at least a factor in their
application

17. The relevance of measures linked in whole guart to addressing the lack of effective exchange

of information on request is shown by the number of jurisdictions that already have them in place.
Furthermore, the wide range of measures employed shows that the framework adopted can vary from
jurisdiction to jurisdiction, tailored to specific contexts and circumstances.

18. This could therefore be an opportunity for jurisdictions to explore whether there could be scope
to introduce new measures, including for examthbse as set out in the table above. This would of course
depend on the domestic context and the domestic, bilateral and international constraints.

Proposal 4:All jurisdictions should explore the possibilities to introduce new measures to incertiise t
effective exchange of information on request, with the Global Forum ratings as at least a factor in their
application

4. Calibrating the application of the measures to best incentivise jurisdictions to comply with the
international standard of EOIR

19. Where new or existing measures are linked to the Global Forum ratings, thought should be given
to how best to calibrate the measures and their application to incentive compliance with the EOIR standard.
Areas to conser are: (i) the categories of jurisdictions to which measures should be applied; (ii) the
timing of the application of measures; and (iii) the nature of the measure itself.

i.  The categories of jurisdictions to which measures should be applied@here will generally be a
balance to be struck between bilateral experiences in relation to the effective exchange of
information, and other factors, and the promotion of the international EOIR standard.
Nevertheless, where a measure is linked to the Global Forumysad jurisdiction could consider
specifically linking the measure to particular overall ratirigsvhich are all made publicly
available via the Global Forum web pages. This would send a clear message to all jurisdictions that
compliance with the EOIR gtdard is expected. Specifically, it could be collectively agreed to
review whether links could be made between the application of the measures to jurisdictions with a
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Global Forum rating of nenompliant or a determination that a jurisdiction is blockeitsa®hase
1 review.

ii.  The timing of the application of measuresThe most effective measures in this area are in fact
those that are never applied because the jurisdictions instead move to effectively implement the
EOIR standard, delivering the real objeetwhich is greater transparency and a level playing
field. When considering the application of measures a jurisdiction should therefore consider
allowing for sufficient opportunity for recommendations made by the Global Forum to be
addressed before theeasures are activated. This should be calibrated in accordance with the
ti metable for the Gl obal Forumbdés suppl ement a
opportunity to demonstrate that recommendations have been acted on (for exanip24 18
months). This would increase the incentive for recommendations to be addressed in a timely way.
Given the Global Forum ratings are a dynamic process and capable of recognising progress
quickly, jurisdictions should also reconsider in a timely manner the applicaf measures in light
of the progress made.

iii.  The nature of the measure itself Once it is clear that jurisdictions are failing to address the
recommendations made by the Global Forum then any applicable measure should be effective. The
survey evidencshowed that, of the measures currently being applied, respondents thought those
with economic and financial impacts were most effective (such as withholding taxes or the denial
of certain deductions). Furthermore, the economic and financial impacts and beh approach
taken by the international organisations.

Proposal 5 Where the application of measures are linked to Global Forum ratings jurisdictions should
consider calibrating the measures to best incentivise jurisdictions to comply with thetiotedrstandard

of EOIR, including the categories of jurisdictions subject to those measures, the timing of the measures
application and the nature of the measures themselves.

5. International organisations and national development agencies, where theyatoalready do so,
reviewing their investment policies to consider incorporating restrictions in relation to the routing of
investments through jurisdictions failing to respect the EOIR standard

20. Several internatiaal financial institutions have incorporated the outcomes of the Global Forum
review process as factors in their investment policies, for example the Council of Europe Development
Bank, the European Bank of Reconstruction and Developintre Europeatnvestment Bartkand the
International Finance Corporation, a member of the World Bank &roup

21 All of these international organisations restrict the routing of investments through jurisdictions
that are preventefifom proceeding to a Phase 2 Global Forum review (due to failing to pass Phase 1), or
that have beewompundnto be fipantially complianto

22. Some national development agenciesve also adopted similar approaches, suckgence
Francaise de Développement and Swedfund Internationals&B the case studies below for further
details).

2 www.coebank.org/Upload/legal/en/ceb_policy non_compliant_uncooperative_jurisdictions.pdf

3 www.ebrd.com/downloads/policies/sector/domiciliatiplicy. pdf

4 www.eib.org/attachments/documents/ncj_policy _addendum_en.pdf
5 www.gcgf.org/wps/wem/connect/67e4480044930e24a2f7aec66d9c728b/OffshoreFinancialCenterPolicy(June+26%22@0itiajperes
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Proposal 6: All International organisations, including regional development banks, and national
development agencies that do not already have such measures in place could be encouraged to review their
investment policies and, where appropriate, consider incorporating restrictions similar to those currently in
operation in relation to the routing dfivestments through jurisdictions failing to respect the EOIR
standard.

Ill. Case study examples of existing measures

Case study 1: Belgium

Belgium has both legislative and ntayislative measures that are explicitly linked to the Global Fg
ratings.

The legislative measures are: disallowing deductions with respect to certain transactions; and i
information reporting requirements.

Taxpayers subject to Belgian corporate income tax, whether resident in Belgium or not, must repo
paymentsto persons established in jurisdictions which, during the entire taxable period in whi
payment is made, are regarded by the Global Forum as jurisdictions that do not apply the star
exchange of iinformati on fsedétérmired after thé gonclosion o thép
review process (Phases 1 and 2). Failure to report relevant payments results india@uatibility of such
payments. Furthermore, reported payments are only deductible if the taxpayer can prove thantiaey
in the context of Agenuine and bona fideodo tr

Furthermore, taxpayers subject to Belgian corporate income tax, whether resident in Belgium or n
report all direct or indirect paymento persons established in a tax haven if the total amount of pay
made during the taxable period amounts to at least EUR 100,000. Payments that are not reporte
deductible business expenses. Furthermore, reported payments are only dediubigblieaxxpayer car
prove that they are made in the context of
artificial constructions.

Belgium also publicises the fact that activities in connection with jurisdictions found by the Gtobai
to not apply the standard are a factor whic
audit procedures and possible increased substantiation requirements.
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Case study 2: Colombia
Colombia has a series of legislative meastinat are linked to the Global Forum ratings.

The measures are: disallowing deductions or credits with respect to certain transactions;
withholding tax rules; the application of transfer pricing rules to transactions between unrelated
andincreased transfer pricing documentation requirements.

All payments subject to withholding tax made by Colombian taxpayers to persons, enterprises, e
companies |l ocated in a Atax havend are subj e

Furthemore, any transaction entered into by Colombian taxpayers with persons, enterprises, er
companies located in a tax haven jurisdiction, whether the parties are related or not, are subje
transfer pricing regime, along with increased documatén and information disclosure requirements.

Colombian taxpayers carrying out transactions that result in payments to persons, enterprises, €
companies located in a tax haven jurisdiction must document and demonstrate the details of ¢ims
performed, assets used, risks assumed and all costs and expenses incurred by the parties locate
haven that were necessary to carry out the activities that generated the payments made by the (
taxpayers, otherwise the payments camotleducted for income tax purposes.

Colombian citizens who are tax residents in a tax haven are considered as Colombian tax resider
50% or more of their income or assets are sourced in the tax haven jurisdiction.

A jurisdiction is included on Col ombiads |
information or the existence of legal provisions or administrative practices limit such exchar
information. The Global Forum ratings are taketoiaccount in this process.
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Case study 3: France

France has a series of both legislative andlagislative measures that are explicitly linked to the Glob
Forum ratings.

The legislative measures are: the current taxation of domestic sharehaidérsrtain) income of «
controlled foreign company; the denial of benefits on income/capital gains associated with shares i
companies; disallowing deductions or credits with respect to certain transactions; special withhol
rules; and incrasednformationreportingrequirements.

These measur es are applied i n rel at i ocoopetative
jurisdictionso (NCJs). When establishing t hg¢
an extange of information agreement and the effectiveness of the administrative cooperati
multilateral factors such as the Global Forum rating are taken into account.

The French tax administration also systematically audits financial flows to these WthJthe taxpayer:
involved being subject to a greater risk of being subjected to an audit.

The Agence Francgaise de Développeméhe development agency of the French government, or A
also takes into account the Global Forum ratings when routing development funding. Whilst the
aut hori sed -sthoo rfeion apnrcoej eficatns i n -Md@el psojectswtheegarad rulée is
that funding is not routed through vehicles in NCJs and that engage in no real business activity th
investment funds or special purpose acquisition companies). Also the AFD does not finance ar,
structured projects, particulgrthose involving counterparties whose shareholders are controlle
entities registered in NCJs, unless that registration in those jurisdictions is warranted by sound
reasons (enhanced due diligence process). To date, NCJs has meant allribdisdons identified as
such when applying the legislative measures above as well as jurisdictions prevented from mo
Phase 2 Global Forum review.

Case study 4: Sweden
Sweden has two nelegislative measures linked to the Global Forum ratings

The Global Forum ratings play a significant role in the assessment of risk for audit purposes, use
identify jurisdictions with banking secrecy and a lack of effective exchange of inform

Swedfund International ABthe development financimstitution of the Swedish government) does
route investments through intermediate jurisdictions that are prevented from moving to Phase
Gl obal Forum review process or that kaowwplbeat
the EOI standard. The guidelines for theredish International Development Cooperation AgéStA)
provide that SIDA should take the same approach.
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Annex 2

Report on Taxation and Small to Medium Enterprises

Foreword

Fostering the development of small and medgired enterprises (SMES) is rightly a crossting priority

of the Turkish G20 Presidency. SMEs are the economic backbone of many of our economies and they
serve as key engines for job creation. This stuthkation of SMEs in OECD and G20 Countries,
examines the influence of tax systems on a rangehaflengesfaced by SMEs, including decisions
relating to their creation, form and growth. SMEs make up the vast majority of business entities and
contribute stragly to employment and economic growth, spanning fthle breadth of industries and
sectors, and differing in their propensity to innovate and grow. At the same time, SMEmfftcealar
challenges in relation to their access to finance. The tax sységsigdual role: at times, as a tool to assist

in overcoming these challenges, and at otheran astacle

Understanding the role of the tax systenth@decisions of SME owners and managers is therefore critical

in providing policy solutions to suppt their success his study provides insights into the influence of tax
systems on SMEs in 39 OECD and G20 countries, including Argentina, Australia, Austria, Brazil,
Bel gi um, Canada, Chil e, China (Peopl et FRlengubl i ¢
France, Germany, Greece, Hungary, Iceland, India, Ireland, Israel, Italy, Japan, Korea, Luxembourg,
Mexico, the Netherlands, New Zealand, Norway, Poland, Portugal, the Slovak Republic, Slovenia, South
Africa, Spain, Sweden, Switzerland, Tuykéhe United Kingdom, and the United States.

Taxation of SMEs in OECD and G20 Countriggls that rather than being neutral in their impact on
SMEs and their decisions, tax systems often provide incentives for SMEs to incorporate, and to distribute
income in the form of capital, particularly in the form of capital gains, which is often {axed. In
addition,sometax systems can disproportionately affect SMEs relative to large enterprises, to the extent
that they treat profits and losses asymmetrigalhave a bias towards debt over corporate equity, and
impose relatively higher compliance costs.

Governments take many measures to reduce these impacts, providing tax preferences and simplification
measures targeted at SMEs. Tax prefereaceslso inended to assist with other challenges faced by
SMEs, and to support their creation and growth. This study discusses these measures and encourages
careful targeting of any special tax rules for SMEs to ensure they meet their policy objectives in a cost
effective way. It cautions against introducing preferences or simplification measures that create further
distortions or complexities.

The taxation of SMEs, and the provision of Sigigecific tax rules can, if carefully designed, playseful

role in addressig the challenges and the disproportionately high tax compliance burdens faced by SMEs.
Taxation of SMEs in OECD and G20 Counti@svides crosgountry comparison and analysis that can
assist policymakers in designing tax policy to support the credtiooyation and growth of SMEs in G20
countries and beyond!

Angel Gurria
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Executive summary

In most countries, small and meditgized enterprises (SMES) represent more than 95% fifradl.
SMEs account for a large proportion of total employment and contribute significantly to national and
global economic growth. They are also strongly heterogeneous: across and within industries and sectors; in
their innovation behaviours; and in theirofitability and growth potential. Importantly, SMEs also
generate a significant share of all taxable business income in most economies.

SMEs are important for their contribution to employment, economic growth, innovation and the
diversity and competibin that they can bring to markets. As a large and important part of all national
economies, SMEs often face challenges to their viability and growth, some of which are created by market
failures, capital market imperfections and compliance costs

This study examines the tax policy and tax administration arrangements affecting SMEs in OECD and
G20 countriesdrawing onthe results of a questionnaire completed by 38 courgridson existing OECD
databasesBased orthe experiences of these countries, shuely considers the influence that general tax
rules and special tax measures can have on a number of economic margins, including the decision to enter
selfemployment, decisions over business form and whether to incorporate, the form of distribution of
SME income, the size and growth of the business, decisions relating to investment, employment and
finance, and compliance with tax rules.

Il deall vy, a countryds tax system should be neult
including the creatiorform and growth of SMEd-dowever, thestudyfinds that many of the tax systems
examined provide incentives to incorporate and to distribute income in the form of capital, particularly as
capital gains. In addition, certain features of the tax system maayértently disadvantage SMEs relative
to larger enterprises. These features included the asymmetric treatment of profits and losses, a bias towards
debt over equity and higher fixed costs associated with tax and regulatory compliance regimes.

The studynotes that one of the most important issues affecting SMEs is the disproportionately high
impact that regulatory requirements and the costs of tax compliance have oiWeenthough many tax
requirements may appear t o s tfallsizes,|the significadixgd cdsts e ut r a
associated with compliance represent a higher cost for SMEs as a percentage of sales and income, and
consequently have a greater adverse impact upon SMEs than larger businesses.

Another key issue affecting SMEwhich has been exacerbated sincefthancial crisis, relates to
their limited access to finance for growth and expansidith limited access to equity financing, SMEs
also face considerable constraints in relation to debt finan&weglability of debtfinance and the terms
upon which it is granted to SMEs means that they are more fhtamstrained and generally face greater
costs in accessing finance than their larger competitors

Against this backdrop, many governments provide support to SMEsggthmontax programs, such
as credit programs, as well as through special tax rules, including both tax preferences and simplification
measures for SMEJhis studypresents details of the range and scope of special SME tax rules currently
provided by govenments. These measures include special small business corporate tax fiftimsnin
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jurisdictions; more generous tax deductions, tax credits or tax exemptions; preferences that apply directly
to the owner or investor of the SME, providing relief forialitnvestment, ongoing income, or on disposal

of the SMEOG6s assets; and speci al simplification
enterprises reported seventeemrountries and special SME replacement taxes (presumptive or cash flo
reported in six countries.

While many of these special SME tax rules are designed to support the growth and profitability of
SMEs, their design and introduction can have distortive impacts by giving businesses an incentive to
remain small or to split p into different businesses to continue benefiting from the preferential tax
treatment. These preferences need to be carefully targeted and designed to overcome the specific economic
or tax difficulties identified or to provide support to companies progadpositive spillovers to the
economy

After assessing some of the benefits and disadvantages of various approacsieslythighlights
and identifies some principles to guide governments when developing and implementing measures to
encourage the creati, growth and innovation of SMEs.

Some of the key findings include:

1 SMEs often face higher tax compliance costs, in relative terms, due to their smallgvisezre
designing and implementing tax policies, governments should consider whether roedaures
have a disproportionate impact on SMBdany countries provide special provisions and
simplification measures that are designed to reduce the tax compliance costs of SMEs

1 The heterogeneity of the SME population means careful targeting is retuieedure that any
government interventions, including tax preferences, achieve their stated policy objectives. With
the exception of the disproportionately high compliance costs on SMEs, the size of a business
alone may not be sufficient justificationrfgovernment intervention in the form of special rules.
Careful targeting of special tax rules can reduce their costs and potential distortions while
ensuring that the intended goals are met.

1 There may be a particular case for targeting preferences amdifigiation measures toward
younger SMEs, who are most affected by finance and cash flow difficulties, face barriers to entry
and growth from incumbent firms, are more likely to grow than older SMEs, face the highest
compliance cost burdens and are likety have higher spillover effects from innovation.
Nonetheless, even within this group, measures should be carefully targeted to address the specific
problem (e.g., access to finance, compliance costs) or particular objective (e.g., innovation).
Young, smi firms arealso the riskiest and most likely go out of business.

9 Caution is needed to ensure that tax preferences or simplification measures do not introduce
further distortions. These distortions can result in incentives to alter economic activity in
unintended ways to benefit from special tax rules, horizontal inegui the treatment of
different firms or individuals depending on their characteristics, or the creation of additional
barriers to SME growth owing to the creation of sibeded thresholds which provide incentives
to remain under that threshold, whethdificially or by restraining growth.

1 When introducing special tax rules for SMEs, care should be taken to ensure that these measures
do not increase complexity. The costs associated with tracking eligibility, keeping specific
recordsand interacting wih the tax system for multiple different preferences or simplification
measures can increase the complexity of the system. In this regard a simpler general tax system
may be more advantageous to SMEs than a series of simplification measures.
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1 Process simgiications particularly through targeted use of technology, offer many advantages
in lowering compliance costs by streamlining and reducing the steps required to comply. They
can, therefore, be a powerful tool to enhance compliance and reduce its costs.

The taxation of SMEs is an important issue given their importance to the economies of countries
Careful design of government programs for SMESs, including special tax rules, can address market failures
and the disproportionately high compliance burdensifageSMESs Consideration of the heterogeneity of
the SME sector and the different challenges faced by SMEs and their owners need to be considered in the
design of the taxation rules as governments endeavour to promote the creation, innovation and growth of
SMEs.
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Chapter 1. The role of SMEs in domestic economies

1.1 Introduction

23. This chapter describes some overarching characteristics of small and re&hdi@nterprises

(SMEs) in OECD and G20 countriek particular, itconsides their role in the economwand their
characteristics relevant for tax purposes, including their taxable business income and tax status as single or
doubletaxed entities. It giws on existing OECD databases as well as data on taxable income and business
form that were reported by the 38 countries that replied to a questionnaire on the taxation of SMEs
distributed in March 2015. This information is intended to provide contexhéodiscussion of tax policy

and administration issues in the remainder of the study.

24, The chapter uses definitions of SMEs which are based on either the number of employees or the
annual turnover, using categgie t hat are consistent with the Euro
small and mediunrsized enterprises (see Box 1.1 for a fuller description of how StdEbe defined).
Recognising that countries use a number of definitions of SMEs, the laterrehaiptiee study consider

SMEs as defined in national jurisdictions for the purpgbe measure being addressed.

Box 1.1 Defining SMEs

There is no single agreed definition of a SME, nor is there a sole criterion that determines SME status. A variety
of definitions are applied in OECD and G20 countries, though almost all make references to SMEs as non-subsidiary,
independent economic entities that are not controlled by a large or medium-sized enterprise. Common categories used
in the definition, however, include the number of employees, annual turnover and the size of the balance sheet (net
assets).

A commonly-used categorisation for SMEs is provided by the European Commission (Recommendation
2003/361/EC of 6 May 2003). The commission classifies micro, small and medium-sized enterprises based on their
number of employees and either turnover or balance s
fewer than 250 persons and which have an annual turnover not exceeding EUR 50 million, and/or an annual balance
sheet total not exceedng EUR43 mi | | i ono. Within this definition, a
employees and turnover or balance sheet of less than EUR 10 million; and a microenterprise as a firm with less than
10 employees and a balance sheet or turnover below EUR 2 million.

Many non-EU OECD and G20 countries use alternative definitions. Canada defines SMEs as firms with fewer
than 500 employees, while a number of countries cap the limit for a SME at a lower number of employees, such as 100
in Israel and 19 in New Zealand. Chile uses an annual turnover cap of UF 100 000 (CLP 2.49 billion, EUR 3.59m) to
define SMEs, the Russian Federation has a RUB 1 000 million (EUR 16.76 million) turnover limit, India places upper
bounds of INR 100 million (EUR 1.38 million) and INR 50 million (EUR 0.69 million) on investment in plant and
machinery, and equipment, respectively, and Indonesia requires net assets worth less than IDR 200 million
(EUR 13 250) and ownership by an Indonesian national as two of five necessary criteria for SMEs. Further, within
China, Japan, Korea and Mexico, the definition of a SME varies depending on the sector being examined.

Definitions within countries may be set to reflect different country-specific considerations. These often relate to
economic, financial, political and social settings or concerns, and thus greater harmonisation of definitions both within
and across countries has proved challenging. Furthermore, within-country differences may exist for data collection
purposes. For example, some banks and financial institutions do not use national statistical definitions for a SME but a
different definition to collect data on SME financing

The definition of a SME may also vary for tax purposes. For example, eligibility for the reduced SME tax rate in
Luxembourg is based on the level of taxable income, whereas in Canada and Japan it is based on the capital of the
business. France and Spain use a gross turnover test to determine eligibility for their concessionary SME rates.
Businesses in Belgium, on the other hand, are only eligible for the reduced SME rates if they meet requirements
relating not just to taxable income, but also to the activities of the company, the shareholding, the dividend yield and
the remuneration of the managers of the business.

42



25. This chapter is structured as follows. Section 1.2 considers the role of SMEs in the economy
through their contribution to employment, valagded, exports anchnovation. It also considers their
survival rates. Section 1.3 considers tax characteristics of SMEs, including the amount of taxable business
income from entities of different sizes and tax statuses. Section 1.4 concludes.

1.2 SMEs® cont r i Isticéconomest o do me

26. Based on the definitionf SMEsused by the Europeaddommission (less tha2b0 employees
andless than EUR 50 million of turnover), responses to the questionnaire indicate that SMEs account for
almost all firms, representing over 99% of all firms in each country. In all countries,-firit® (defined

as firms with less than 10 persons employed) are the most common form of enterprise: they account for
between)la% of firms in Japanand 96% of all fims in Denmark, Indiathe NetherlandsSpain and
Sweden).

27. SMEs are a diverse group of entities, differing largely in terms of size, from-gniteoprises to
mediumsized companies. They operate in a wide ramigeectors, as shown in Figufiel within the
service provision sector.

Figure 1.1 Composition of SMEs in the service sector, 2012

Share of SME Firms by
Sector as a % of Total

SME Firms
Administrative Services m Professional Services =Real Estate

» Informati on & Communications m Utilities ® Accommodation & Food Services
Energy

som BN BB RBER

60

40

Source: OECD Structural and Demographic Business Statistics, http://dx.doi.org/10.1787/sdbs-data-en.

28. SMEs also vary markedly in terms of their competition, propensity to innovate and growth
potential. Some SMEs are new firms that tend to grow quickly while nranyainsmall firms Across all

firms, OECD (2014) estimates that highowth firms (defined as firms with average employee growth of
more than 20% per year over three yeand with more than ten employees at the outset) account for

1 Full information for each country is provided in Annex B, showing the number of firms (as a proportion of total firmfgyentdiévels of

turnover in each country, by singlend doublgaxed status.
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between two and six peent of the frmpopul ati on, with 1% of the popu
firmsi high-growth firms in their first five years of employing staff.

29, This section considers the importance of SMEs in economies with respect umternof
characteristics, including their contribution to employment, valdded, exports and innovation. It
concludes by looking at their survival rates. Information in this section has been drawn from the Structural
and Demographic Business Statisticatatbase,Entrepreneurship at a Glanc¢OECD, 205) and
guestionnaire responses.

Employment

30. SMEs contribute significantly to total employment. In all countries for which data was provided
with the exception of Ind, SMEs account for over half of total employeashether defined by the
number of employees or by the amount of turnover.

Figure 1.2 Relative contribution of SMEs to total number of persons employed, 2014

Number of Employees Turnover ('000 EUR)
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Source: Questionnaire responses. See Annex B for country details and caveats. The mean is the unweighted average of the
countries shown in each graph.

2 Data provided in the questiorirmwas on the number of persons employed, not th¢ifiod equivalent employment.
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31 Figure 1.2 shows the number of persons employed by firms with less than 250 employees (left
hand panel) and with a turnover smaller than EUR 50 million ¢hghd panel), as a percentage of total
employment. The remaining percentage of total employment is prowgelirge firms (i.e., those
classified above these threshold&he figure shows that although countries vary in the proportion of
employment provided by SMEs, as a whole, SMEw®loy at least 6@ of persons employed in all but
four countriesfor which data was reportefQustralia, Francelndia and Luxembourg). They account for
over 7% of persons employed i@hile, Estonia, Japan and New Zealand, with firms with less than 250
employees employing 66% of the labour force on average, and 77% for businghsan annual turnover

of less than EUR 50 milliariThe low proportion of those hired by SMEs in India may reflect the presence
of unregistered firms that account for a significant proportion of employment.

32 Micro-enterprises (i.eless than 10 persons employed, or less than EUR 2 million in turnover) in
particular account for a significant share of employment. Together with small enterprises (less than 50
employees or turnover smaller than EUR 2 million) thegvide the greatest share of employment,
accounting for at least 30 of total employment across all countriexcept India and over 58 in

Estonia, Japan and New Zealamtbwever, in some countries, such as the United States, businesses
without employes may be fdindependent confractorso and ar

33 The contribution of SMEd4o employment differs by sector. In the service sector, a greater
proportion of employment is found in SMEs than in the nfaecturing sectorpartly reflecting the capital
intensive nature of manufacturirgthough SMEs account for over 50% of employment in both sectors in
all countries except Germany, Russia and the United States. @MEating in the service secemploy a
greater percentage of employees thhnse in themanufacturingsectorin all countries except the
Netherlands, Portugal and the United Kingdom. FiguBsshows the proportion dbtal employment in
each sector in SMEzCross countries

Figure 1.3 Employment, SME share, manufacturing and services (2012 or latest available year)
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Source: Calculations based on Entrepreneurship at a Glance 2015 (OECD, 2015c). Figures for Ireland and Israel are for 2011.
Figures for Mexico are for 2009. Data for Japan are provided by the Small and Medium Enterprise Agency in Japan, using the 2012
Economic Census for Business Activity (MIC, METI) in Japan, and show the share of enterprises with less than 300 employees.

% The distinction between an independent contractor and an employee depends on the specific facts. In the United Statabrukeigehat

an individual is an indegmdent contractor if the payer has the right to control only the result of the work and not what will be done and how it will
be done. The earnings of a person who is working as an independent contractor are subje&inipl@etient Tax (United Statestémnal
Revenue Service, 2015).
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34. SMEs employ eund 60% of employees in the manufacturing sector despite magioger

99% of the firm population. Micreenterprises also play a more significant role in the services sector than
in the manufacturing sector, accounting on average for arodtdad total employment in the service
sector and 4% in manufacturing (OECD, 26t).

SME contribution to valueaddedand exports

35. In most economies, SMEs account for a considerable proportion ofaddieel (defined as the
difference between production and intermediate consumption), although the proportion is lower than for
the number of persons employed due to tipcally lower labour productivity of SMEs compared to

| ar ger f i r mafvalu&titiEcchoweseh ey sector and also by country, with SMEs in
certain sectors (such as transportation, storage, gas, steam and air conditioning) contributing more to value
added in some countries than larger firms, although the relevant sectors differ between coumtries. Th
proportion of valueadded derived from SMEs at an econewige level is shown in Figuré.4 for 31
countries.

36. Figure 1.4 shows that the proportion of vakaelded from SMEs ranges from just over 30% in
Mexico t084% in Luxembourgwith SMEs in most countries accounting for betwBBmo 75% of value

added. A significant proportion of this comes from the smallest SMEs, due to their greater numbers. Large
enterprises account for comparably more vadded on a firnby firm basis; on average, they account for

42% of valueadded despite accounting for less than 1% of firms (OECIEQ0

Figure 1.4 Value added, by enterprise size (2012 or latest available year)
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Source: Entrepreneurship at a Glance 2015 (OECD, 2015c). * Data for Japan for the 50 to 249 size class is not shown as the data
collected for Japan does not separately identify these enterprises.
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37. The share of direct exports from SMEs varies significantly across rgggjntanging from just

over 6% in Mexico to over 54% in IrelanBMEs account for less than half of togaports in all but two
countries, as shown in Figure5 Notably, within the SME sector, it is meditgized enterprises
(enterprises with between Bid 250 employees), rather than micro or small enterprises, which contribute
most to exports in each country, with the exception of Ireland.
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38. Figure 1.5 notes only the direct contribution to exports made by SNBBAES may also make
indirect contributions to exports as suppliers of larger exporting businesses. Preliminary estimates of the
scale of this impact suggest that it can significantly exceed the difect(OECD, 2018).

39. SMEs are also increasingly involved in global value chains as partners, suppliers and distributors
of large and multinational companies. This presents a range of opportunities, including benefits from
involvement in newglobal andniche marketgor the provision of specialised products and servites,

ability to outsource ncwore activities, and cooperation with partners both upstream and downstream
(OECD, 2008). Firms that are able to respond quickly and to innovate arepositesned tglay a part in

these global value chains (OECD, 2014). Tax settings that are conducive to growth and that support SME
finance and innovation are part of the broad backdrop necessary to promote SME involvement in global
value chains.

Figure 1.5. Export by enterprise size class (2012 or latest available year)
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Source: Entrepreneurship at a Glance 2015 (OECD, 2015c).

40. In all countries for which data were reported, higher shares of large firms are involved in
innovation activity than SMEs. On average, in these countries, 27% of SMEs engaged in some form of
innovation against 55% of larger enterprises. This may reflectjtbater impact of barriets innovation

(such as lack of funding, ¢ine high costs of innovation) on smaller than larger enterprises (OECD, 2014).

Survival

41, Younger businesses tend to have a high failuretihate older firmswith over half of enterprises
failing by the fifth year of their operation. Data for a selection of countries in Tlablandicates the
successive survival rates of new enterprigeggrdlessof their size) in the first five years of éir
operation. While this will be affected by prevailing macroeconomic conditions which can differ between
years, it indicates the high rate of volatility among younger firms.
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Table 1.1 Survival rates of new businesses in first five years of operation, 2012

Country Year 1 Year 2 Year 3 Year 4 Year 5
Austria 87% 7% 66% 60% 55%
Czech Republic 84% 63% 54% 48% 43%
Hungary 70% 53% 41% 32% 27%
Italy 83% 69% 53% 45% 38%
Luxembourg 91% 75% 66% 58% 50%
Portugal 85% 68% 56% 46% 39%
Slovenia 84% 70% 52% 48% 43%
Spain 74% 60% 45% 36% 29%

Source: OECD calculations based on OECD Structural and Demographic Business Statistics, http://dx.doi.org/10.1787/sdbs-data-en.

1.3 Taxable income and tax status oBMEs

42, This section discusses characteristics of SMEs from a tax perspective, drawing on data reported
by G20 and OECD countries in questionnaire responses. It considers first the total taxable business income
of SMEs (at the entity level), looking at the share of total taxable income of different sized SMEs and the
average taxable income for firms of different sizes. It then considers the proportion of entities at different
size levels that are doublaxed (i.e.where SME income is taxeat both the entity and the personal level)

and the respective contributions to taxable business income fromirgteand doubleaxed entities.

Taxable income

43, Taxable business incomé the entity level includes taxable income from sifigleed entities
(reported as personal income) as well as busilesss income from doubkaxed entities. It does not
include personal income from doutibxed entities in the form of dividends or dappains, to include this
would be doubleounting. However, taxable income at the entity level will not necessarily include all
SME income, particularly for ownaperated business as it will not include SME income paid as labour
income to the owner. Thiabour income of the owner of a SME, whether single or detabied, will
typically be deductible against business income and treated as taxable personal income of the owner.

44, The share of SMEs in total business income differs marlamttysshe countries which provided

data in response to the questionnaire. These results are summarised inlEgudgich indicateshe
relative contribution to total taxable business incomehat entity level reported within countries by
different sized firms. The left hand side of the figure shows the fteak by the number of people the
SME employs, while the right hand side is brokiewn by the annual turnover of firms. The remaining
cortribution is derived from large firms, defined as firms with more than 250 employees and turnover
greater than EUR 50 million, respectively.

45, Figure 1.6 shows thathé amount of taxable business income of firmshwess than 250
employees ranges betweer?@bf total business income in Argentina ta®8t Estonia, averaging 63

for the countries for which data is available. A similar pattern is observed for firms with turnover of less
than EUR 50 million, whose steaof total taxable business income ranges frodh 88 total business
income in the United States to%0n Estonia, averaging 68among the countridbat providediata.

4 Labour income of owners is not deductible in the United States if the SME is organised as a sole proprietorship oppartnershi
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46. The smallest category of firms by employmgi.e., those with nine employees or fewer)
accounts for a larger share of taxable income than firms witP600employeesaveraging 35%, seven
percentage points more than the three other SME categories conisiedlar picture can also be seen

for firms with the lowest level of annual turnover (less than EUR 2 millavgraging 34%in all buttwo
countiesthese firms contribute over 20% of taxable income, while in the majority of countries this rises to
over 30% of taxable income.

Figure 1.6 SMEs relative contribution to total taxable business profits at entity level, 2014
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Source: Questionnaire responses. See Annex B for country details and caveats. The mean is the unweighted average of the
countries shown in each graph.

47. The greater contribution of the smallest SMEs to total taxable business income is largely due to
their high share in the firm population in each country. Although the share of total business income is
larger for the smallest SMEs thaor flarger entities, average taxable income per firm increases relatively
steadily with firm size, both on an unweighted average basis across the countries that provided this data
and also within each of the individual countries

48, Figurel.7illustrates the average total taxable business income at entity level reported by single
and doublgaxed firms across the countries that provided data. For the figure on tharidfpanel, firm

size is categorised by the nuenbof employees, and on the rigtand side, by annual turnover. The
underlying data for each country is presenteélrinex B

49, The average total taxable business income for both single and -daxbdefirmsincreases quasi
exponentially as the size of the business increases. The average total taxable business income at entity level
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of doubletaxed micreenterprises is EUR 4000 compared to EUR 12.1 million for the largest firms (by
employees) and EUR2 000 compared to EUR2.1 million (by turnover)At all business sizes defined

by number of employedsdoubletaxed firms have higher average taxable income than sizggbel firms.
The difference between the two is relatively small when the size of theekasis small, but the gap
between the two firm structures widens as the size of the firm increases.

Figure 1.7 Unweighted country averages of total taxable business profits at entity level for single-taxed and
double-taxed firms, 2014
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Source: Questionnaire responses. Countries included are AUS, AUT, DNK, EST, FRA, DEU, HUN, IND, IRL, ITA, NZL, SVN (left-
hand panel) and AUS, AUT, CAN, EST, FRA, DEU, HUN, ISL, IRL, ITA, KOR, NZL, POR, SVN, USA (right-hand panel). Individual
country calculations and caveats are provided in Annex B.

50. Both the increasing levels of taxable income with entity size and the higher levels of taxable
income in doubldaxed entities are representative of the patterns observediatiral country level,
which are shown individually iAnnex B

Tax status of enterprises as singler doubletaxed

51 The income of SMEs may be taxed at the personal level only, or at both the entity level and again
at the personal level when the income is distributed to the owners or investors. In many but not all cases,
the tax status of a SME follows its legal formthlwunincorporated entities generally being sirtgbeed

and incorporated entities generally being dodbleed i although this assumption is not true fait
countries, as described inh@pter 2. Incorporation may offer a number of advantages to business,
including in many cases limited liability of the shareholders, improved access to capital nasdkets
increased ease of business contindityowever, the formation of an incorporated business is generally
more costly in terms of legal fees in establighand registering articles of incorporation, compared with
setting up an unincorporated business, and typically has higher ongoing costs.

5 The United States is an exception in that limited liability of shareholders is not limitetiporate entities and may explain why most SMEs

in the United States are organised in sistgheed entities discussed below.
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52 Doublelevel taxation of businesses is increasingly common as business@ieases, whether
measured by employment or by turnover. Across all countries for which data was provided in response to
the questionnaire, larger entities are more likely to be dotblerti than smaller entities. This likelihood
increases as firm siiacreases, whether measured in terms of number of employees or turnover, where all
countries except the United States (which allows flbrmough taxation of many incorporated entities so

that they are taxed only at the personal level) report that overod0&tge firms are taxed at both the
entity and the personal level. The most marked difference in tax status is observed Ineittveemd

small enterprises: that is, in firms on either side of the boundary marked by ten employees or turnover of
more thanEUR 2 million. As doubldax status often, but not necessarily, follows incorporation, this
implies that firms are more likely to incorporate as they grow in #ireunweighted average of the
respondents to the questionnaire illustrates that 38% of firithsnine or fewer employees have double

tax status. The number of firms with douldex status rises to 79% and 86% for businesses wi#010
employees and 5249 employees, while the rate for enterprises with 250 employees or more is 94 percent.
The eqivalent rates for firms classified by turnover size follow a similar pattern; 40 percent, 83 percent,
85% and 87% for businesses with turnover smaller than EUR 2 million, between EUR 2 and 10 million,
between EUR 10 and 50 million and over EUR 50 milli@spectively.
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Figure 1.8 Proportion of double-taxed entities by firm size, 2014
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Source: Questionnaire responses. See Annex B for country details and caveats. The mean is the unweighted average of the
countries shown in each graph.

53. Figure 1.8 illustrates the proportion of entities of each size that are taxed at both the entity and
the personal level. It shows entities by the number of employees working in firrdsafheftside) and by
the amount of firm turnovdright-hand side)Countries are ranked by the share of microenterprises.

Business income by tax status

54, The amount of total taxable business income reported by single and -texdaeentities also
varies considerably between countries. FiguBshowsthe relative share of total taxable business income
of single and doubleaxed firms of all sizes in eadountry which provided this information.

55. In all countries other than Austria, Germany and the United States, daubtk enterprises

report a greater share of taxable business income than-kEugldaxed enties. This is partially linked to
the fact that doubléaxed entities typically report higher levels of taxable income than diaggel entities.
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On average, doubfaxed firms reported 74% of total taxable incolesignificant factor in the difference
between the contributions to taxable firms across countries is the overall level of -teudbleaxation of
entities within those countries. For example, in Austria and the United States arétiodl diBsinesses are
subject to doubKevel taxation, compadeto 336 and 586 in Slovenia and Estonia, respectively.

Figure 1.9 Contribution to total taxable business profits at entity level by firm structure, 2014
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Source: Questionnaire responses. See Annex B for country details and caveats. The mean is the unweighted average of the
countries shown in the graph.

1.4 Conclusions

56. SMEs are a strongly diverse group, spanning all sectors of the economy. They differ in terms of
employment, from micr@nterprises with leghan ten employees and less than EUR 2 million in turnover

to mediumsizead enterprises with up to 250 employees and EUR 50 million in turnover. They also differ in
whether they export or innovate; and growth rates differ strongly among SMEs, fromgrowgh young
enterprises to businesses that fail in the early years of their operation.

57. In all of the countries measured, SMEs make up over 99% of all firms. The large numbers of
SMEs mean that they contribute sigodfintly to total employment, particularly in the service sector. The
number of micreenterprises means that they accountafeubstantiathare of employment in most of the
jurisdictions considered. Micrenterprises also account for a significant shamabfeadded, although the
higher labour productivity of larger firms means that the share of-aalded from SMEs is lower, relative

to their share in employment. Meditsized enterprises and larger firms contribute more to exports,
although SMEs indird@ccontribution to exports as suppliers and partners of larger firms should not be
underestimated.

58. From a tax perspective, SMEs report the largest proportion of total taxable business income, with
much of this beig reported by micrenterprises due to their share in firm population. Taxable income
rises steadily with firm size, as does the proportion of firms subject to dimviglletaxation. On average,
doublelevel taxed firms are more profitable than siAgieel taxed firms of the same size, and
consequently they report a greater share of total taxable income.

59. The following chapters examine the different dimensions of tax policy and administration that

affect SMEs of dferent sizes, forms and activities. Those tax dimensions can affect a number of important
economic margins at which SME owners, investors and managers make decisions.
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Chapter 2. Income taxation of SMEs

60. This chaper describes the different tax regimes that apply to income from SMEs under personal
and corporate income tax regimes. It describes the general rules rather than preferences that apply in some
cases, which are described ihapter 3of this study. The stly considers tax rules as they apply to SMEs
operating in a domestic context and does not consider-boodsr or international tax issues that may

arise for SMEs engaged in transnational acti¥ity.

61 Section 2.1 bthis chapter provides an overview of the framework and assumptions used in this
chapter. Section 2.2 discusses the taxation of SMEs when they are taxed only at the personal level. Section
2.3 discusses the taxation of SMEs that are subject to taxatlwthathe business and personal levels.
Section 2.4 concludes by discussing the impact of income taxes at different economic margins.

2.1 Framework & assumptions

62. The way in which SME income is taxed, and the different forms of taxation depending on the
form of the business or distribution of income, can influence a number of decisions made by the owner.
These decisions include whether to move into-eelployment fom employment (or unemployment),
whether to operate a SME formally or informally, whether to incorporate the business or not, and decisions
about whether income should be distributed as dividends, capital gains, or as compensation for labour (i.e.,
wages) The decisions do not occur linearly and may be revisited throughout the life and growth of the
SME. They are summarised in Fig@d.

63. Many of these decisions will be affected by a myriad of fagtot&€xamined in this studysuch

as the ability of SMEs to attract finance or the availability of limited liability. However, examining
marginal statutory tax rates that apply to different forms of income and to unincorporated and incorporated
SMEs can provideome indication of the influence of the tax system on each of these economic margins.

64. This dhapter reviews the income taxation of SMEs considering personal and corporate income
taxes. In most countries, the téma of a SME under personal and corporate taxes will depend on its
business form: typically, unincorporated SMEs are taxed only at the personal level whereas incorporated
SMEs are taxed first at the corporate level and then again when profits are tdidtaibthe personal level,

subject to any integration measures between these levels of taxation. When corporate taxes apply,
differential rates may be applied for business under a certain size threshold. In some countries, the nature
of the tax treatment ay differ from the legal status of the firms, where in some circumstances
unincorporated businesses are taxed at both the corporate and personal levels, or incorporated businesses
may be taxed only at the personal level. Tablesummarises the extent which taxation follows the

legal form of the entity in Bcountries.

& Many countries are reforming or considering reforming their tax rules, including changes under consideration as p@E©DIER0

project on base erosion and profit shifting (OECD, 2013b).
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Figure 2.1 Influence of taxation on SME economic margins
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* This assumes that the tax consequences of incorporation are to add a layer of taxation at the entity level. This may not be the case
for all entities as in some countries, some incorporated entities are taxed only at the personal level, or some unincorporated entities
may be subject to taxation at both the entity and personal level. Table 2.1 provides a brief description of these exceptions.

Table 2.1 Single and double level taxation and relationship with incorporation

Argentina

Tax follows
legal form

Unincorporated entities taxed under corporate

income taxes

Incorporated entities taxed only under personal
income taxes

SCP (silent partnerships)

Corporate-equivalent tax regime applies to
publicly-traded partnerships and trusts
(other than real estate investment trusts)

Co-operative  corporations can distribute
earnings as tax-deductible patronage
dividends which are taxable only at the
member level.

“Czech Republic

Sociedad de hecho; a Fondo de inversion
privado if it does not comply with the
requisites for being taxed as such; co-
ownerships; and an Empresario individual
(individual business person) will be taxed
under the Business Profits Tax.

Sociedades professionales and (as of 1 Jan
2017) any Sociedad with only individuals as
owners or participants, may opt to pay the
personal tax.

Denmark Partnership companies and limited
partnerships

Estonia Firms only subject to PIT

Finland Partnerships and limited partnerships,

although losses are quarantined at the entity
level
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France A fiscally-transparent tax regime applies to Fiscally-transparent companies (including

unincorporated entities (sociétés créées de sociétés civiles, sociétés en nom collectif,
fait), who can opt to be taxed under entreprises unipersonnelles en participation)
corporate tax. can opt to be taxed under corporate tax.

Companies with limited liability status taxed
under CIT (sociétés anonymes, sociétés par
actions simplifiées, sociétés a responsabilité
limitée) can opt, under conditions, to be taxed
only at the personal level for five years of
creation of an unlisted company the capital of
which is owned at least for 50% by individuals
and at least for 34% by the company's
president and or CEO and their family

..................................................................... members.

_Germany

“Hungary Trust funds

Iceland Limited partnership companies, associate

limited companies or general partnership
companies that do not apply for independent
tax status

Partnership firms or limited liability
partnerships

Trusts (other than group investment trusts
etc. and only where certain requirements
are met)

“Mexico Trusts & non-profit entities
Netherlands Some partnerships

New Zealand Unit trusts and Maori authorities Look-through companies
Poland Limited partnerships
Portugal

Slovak Republic Limited partnerships

Switzerland Associations and trusts; investment funds
Partnerships, if double-tax status is Unlimited companies
requested
Check the box partnerships can elect S corporations (no more than 100
taxation as corporations. Certain publicly shareholders, under certain conditions).
traded partnerships taxed as corporations Certain kinds of funds (RICs & REITS)

generally face single level of tax.

Source: Questionnaire responses.

65. In addition to personal ar@brporate income taxes, social security contributions (SSCs) may also
apply to SME income. Thirtjwo OECD countries levy SSCs, with Australia and New Zealand being the
only exceptions. Contributions are levied on both employees and employers and separétel sel
employed. Germany anthpan do not have compulsory satfiployed SSCand Poland has compulsory
selfemployed SSCs paid as a lump suemployee and employer SSCs are typically levied on labour
income alone, whereas selployed SSC are geradly levied on total taxable business income, including
both labour and capital income. The design of these systems varies, as described more fully in Annex C.

66. In some countries, SMEs may be taxed under specialita regimes that differ from standard
personal or corporate income tax rules. Examples of these regimes include presumptive taxes that base the
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calculation of tax on a proxy for income (e.g., turnover or number of employees) or the specific SME tax
regmes exi sting in Hungary and Mexico. El i gibilit)
capitalisation, income, or agéhese systems are described hafter 4.

67. Tax preferences may also affect the ralletax liability for a SME. Many countries apply
preferential taxation of capital gains made on SME investments, or provide enhanced credits or deductions
in respect of SME tax calations. These are described ihapter 3 but are not taken into accoumthis

analysis of the general tax rules.

68. The tax rates reported in this chapter are statutory rates rather than effective rates as they do not
include tax base considerations that determine the extent to wexable business income differs from
economic income, or the impact of tax credits in reducing tax liabilities. The way in which the tax base is
calculated, particularly with regard to allowable deductions, may differ by entity type. Similarly, some tax
credits are only available to one form of entity. For these reasons;omassy comparisons of these rates
require caution and care in the analysis. To the extent that tax base and tax credit provisions do not differ
based on the form of entity, withiroentry comparisons of single and doutdsed entities are useful as

the tax rates provide an indication of the difference in effective tax rates between these forms. Where
deductions and tax credits apply specifically to SMEs but not to other business floese are described

in chapter 3, but are not taken into account in this analysis.

69. The marginal statutory tax rates®iown in this haptergenerallyassume that the taxpayer is
subject to the top marginal ratdowever, not all SME owners face top personal rates so there is some
discussion of rates faced at lower levels of incofather assumptions specific to each form of taxation
are described in the relevant subsectimfithis paper.

2.2 Single-level taxation of SME income

70. This section discusses the taxation of SMEs that are subject to tax only at the personal level of
the owner or owners. SMEs taxed only at the personal level are typically unincorporateddass They

include both sole proprietors with or without employees and businesses with two or more owners, for
example, general or limited partnership structures. In both cases, net business income typically flows
through to the owner and is taxed a¢ thersonal level according to the relevant personal income tax
structure. In certain cases, income from incorporated businesses may attlordiogh to the owners and

be treated as their personal income for tax purposes. These includthrmogh compamis in New

Zealand and $orporations in the United States. Given the similar tax treatment of sole proprietorships
and partnerships, the discussion in the paper around personal taxation of unincorporated business income
concentrates on the sole propriehipscase.

71. In most countries, net unincorporated business income is taxed together with other personal
taxable income, including employment income, according to the graduated personal income tax rate
schedule apptable in that country. In countries with a dual income tax system, income from
unincorporated businesses is divided into a business component (often based on a measure of a return to
capital), which is taxed at business income tax rates (or, in the caserwéy, subject to a shielding
deduction at the personal level), and a return to labour, which is included with other income from labour
and taxed accordingly.

72 Box 2.1 provides further information on dual taxtsyss in Finland, Denmark and Sweden.
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Box 2.1 Taxation of business income under dual income tax systems

Under the dual income tax system operating in Finland, income from capital and earned income are treated
separately. In particular, income from capital is subject to national income tax rate at a rate of 30% below EUR 30 000
and at 33% above this, while earned income is subject to national income tax at progressive rates and to municipal
income tax and church tax at flat rates (depending on the municipality and church) and to social security contributions.
Net business income generated by sole proprietorships and partnerships is distributed to their owners and taxed only
in the personal income taxation of the owners. Net business income is divided into a capital income component and an
earned income component in the personal taxation of owners using a formal division rule. The general division rule
states that net business income is treated as capital income to a maximum amount of 20% of net capital used in the
business (at the end of the previous tax year), with earned income determined as the residual amount of net business
income. However, unlike the owners of partnerships, owners of sole proprietorships can also choose a) to have their
net business income treated as capital income to a maximum amount of 10% of the net capital used in a business (at
the end of the previous tax year), or b) have their whole net business income treated as earned income. Income from
labour is subject to combined personal taxes and social security contributions (at the threshold for the highest income
tax rate) of 62%. Dividends earned by natural persons on shares in non-listed companies are taxed in a different
manner. Dividend income up to a maximum post-corporate tax returnof 8 % on the investor{
as capital income, with the remainder treated as earned income. Twenty-five per cent of the capital income dividend
component (up to a maximum of EUR 150 000, and 85% beyond this limit) is taxable as capital income. Seventy-five
per cent of the earned income dividend component is taxable as earned income.

Under the dual income tax system operating in Denmark, capital income, personal income (including
employment income and business income), dividend and capital gains income from shares and controlled foreign
company income are treated separately. Taxable income, consisting of the aggregate of personal income and capital
income less general deductions, is subject to national income tax at progressive rates and to municipal income tax and
church tax at a flat rate (depending on the municipality), with employment income subject to social security
contributions. Income from shares up to DKK 49 200 is subject to national income tax at a flat rate of 27%, with a 42%
rate applying above this limit. A special regime for business income of individuals allows income retained in a reserve
to be taxed at a 24.5% rate (corresponding to the rate of corporate income tax). When income is withdrawn from the
reserve, it is taxed as personal income at progressive rates with a credit for the 24.5% (reserve) tax. Income from
labour is subject to combined personal taxes and social security contributions (at the threshold for the highest income
tax rate) of 56%.

Under the dual income tax system operating in Sweden, capital income, business income and employment
income are calculated separately, with net business income and net employment income aggregated to determine
earned income. Capital income is subject to national income tax at a flat rate of 30% (20% for dividend income from a
closely held company), while employment income is subject to national income tax at progressive rates, to municipal
income tax at a flat rate (depending on the municipality) and to social security contributions. A special regime for

business income of individuals all ows i ncome r e%rate (equa
to the corporate income tax rate). When income is withdrawn from the expansion fund it is either taxed as employment
i ncome, or , i f optional fipositive interest all ocati on

employment income component [with a credit for the 28% (reserve) tax]. Income from labour is subject to combined
personal taxes and social security contributions (at the threshold for the highest income tax rate) of 69%.

51. There is a wide range of diversity in income levels within sitelel taxed SMEs, as discussed
further in Box 2.2. Consequently, the applicable marginatdates and social security contributions (SSCs)
payable vary considerably between SMEs. To consider the difference that the level of income of the SME
and its owner makes, this study considers tax rates on $a@d enterprises at two levels of income:
firstly, at the marginal tax rate where the top personal income tax threshold applies, and secondly, at the
level of the average wage.
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Box 2.2 Single-taxed entities and levels of taxable income

As detailed in Chapter 1, the SME population is vastly different in terms of number of employees, turnover, the
sectors that SMEs are involved in, exports and growth potential. There are consequently significant differences in the
taxable income of SMEs. While taxable income tends to increase with size, as shown in Chapter 1, there remains
significant variation in levels of taxable income reported by entities within each size group.

Single-taxed SMEs encompass a wide range of actors and entity types, not all of which correspond to the image
of a small business. One example includes SMEs which provide a platform through which a sole proprietor offers
professional services to larger companies, for example, a consultant. These types of SMEs typically have no (or a very
limited number of) employees and in many ways, do not strongly differ economically from employees. As they are
primarily a vehicle for supplying the labour of the owner, they may also have minimal deductions for tax purposes.
Another example relates to providers of professional services, such as doctors or lawyers, who may operate alone or
in partnerships. To the extent that these SMEs have higher incomes than the average SME income, the marginal rate
at the top personal tax threshold may be a useful indicator. A third group of SMEs are those engaged in substantive
business activity, providing goods and services to the public, often with a number of employees in addition to the
owners. Each of these types of single-taxed SMEs has very different characteristics for tax purposes, including the
level of taxable business income.

To better define the small business sector, Knittel (et al., 2011) developed two tests to determine whether
reported business income was derived from fAidsubstant.i
of these tests was to determine whether the activity generated or had the potential to generate non-negligible income.
For this test, a minimum of USD 10 000 of income or deductions was applied. The second test determined whether the
business was making businesslike deductions (for example, rent employment, or payment to other firms for goods and
services), so excluded entities that reported less than 5000 of deductions. To identify small businesses in the
remaining population, a threshold of USD 10 million of income and deductions was set.

Using this approach, the amount of small business income for different owners was identified, as set out in Table
2.2.1.

Table 2.2.1 Average income from small businesses and from other sources for small business owners in
the United States, 2010, USD

Taxpayers with flow- With Small Business Income/loss

through income With employees No employees All
y Adjusted Small Adjusted Small Adjusted . Adjusted
Flow: t_hrough gross business gross business gross Small bl_Jsmess gross

income . - . - . income .

income income income income income income
Median 2 500 44 800 14 200 90 700 3 400 47 700 4700 54 400
Mean 18 500 92 100 47 100 202 200 10 700 92 300 18 600 113 400

Source: Information provided by the United States Treasury Department.

When considering the applicable rate for small businesses, these results demonstrate that the top marginal rate
in the United States applies only to a small proportion of the small business population. The top marginal rate applies
to income above USD 310 000, whereas the average income of SME owners, even with all other sources of income
included is well below this level. Estimating tax rates at the average wage level (USD 53 000 in 2010), as shown in
Table 2.2.1 may, therefore, be more representative of the small business population.

This result is also consistent with information provided in the questionnaire responses, where many countries
report average levels of taxable profits of singled-taxed entities that are well below the top marginal tax rate threshold.
These results are presented in full in the Annex.
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73. Table2.2 shows the marginal statutory tax rates applying to the net income of SMEs taxed only
at the personal level. The second column shows the marginal rate applying to net personal income at the
top statutory threshold under personal income taxes from SMEs ffog labour income component, in the

case of dual income systems) in each country, exclusive eémglfoyed SSCs. This shows the marginal

rate at the earnings level where the top statutory personal income tax rate first applies and may therefore
differ from the top statutory rate. The third column shows the amount by which the tax rate increases after
selfemployed SSCs have been taken into account. The level of SSCs has been determined as at the top
personal income tax (PIT) threshold, rather thantabeatop SSC threshold. This is consistent with the
approach taken iTaxing WagegOECD, 2015d)to the calculation of top marginal PIT rates. Where
applicable, deductibility of SSCs under personal income taxes has been taken into account. The fourth
column showsemployee SSCs at the threshold for the top marginal PIT rate. The fifth column thieows
threshold above which the top marginal personal income tax rate applies and at wheahpssyed SSCs

have been calculated. Further detail on the ratesraedholds of selemployed SSCs can be found in
Annex C.

Table 2.2 Top marginal personal income tax rates, thresholds and social security contributions’, 2014

Top marginal rate, Self-employed SSC Employee SSC Threshold at which
excl SSCs (%)® differential differential top rate applies (EUR,
(percentage points) (percentage points) thousands)

Australia 47 122
Austria 50 647
Belgium 45 22 14 47
Canada 50 150
Chile 40 118
Czech Republic9 15 15 11 4

Denmark 56 66
Estonia 21 34 2 2

Finland 49 13 8 108
France 54 1 561
Germany 47 260
Greece 46 112
Hungary™ 16 46 19 -

Iceland 44 63
Ireland 51 4 4 100
Israel 50 171
Italy 48 300
Japan 51 0 159
Korea 39 4 127
Luxembourg 44 1 1 164

7 Social security contributions have been calculated as at the top PIT threshold. This means that in many countries thieréshdkbBas

been exceeded.

8 This is the marginal ratet the earnings level where the top statutory personal income tax rate first applies and is taken from Table 1.7 of the

OECD Tax Database (OECD, 2015b). The rate takes account of the effects of tax credits, the deductibilicprfaluiaxes against real
government taxes, etc.

o In the Czech Republic, personal income tax is levied on employee income calculated as gross wages plus employer sgcial securi

contributions. This leads to a top marginal rate, excluding SSCs, of 20.1% on employee incemateTof SSC contributions for the self
employed is 29.2%; however, this applies only to 50% of the tax base.

0 The 46% rate for seémployed SSCs in Hungary assumes that wages are above the minimum tax base for each of the components of the SSC

(150% of minimum wage for health insurance and the labour market contribution, 112.5% of minimum wage for the social cordpibanidn t
100% of minimum wage for the pension contribution).
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Top marginal rate, Self-employed SSC Employee SSC Threshold at which

excl SSCs (%)® differential differential top rate applies (EUR,
(percentage points) (percentage points) thousands)
Mexico 35 0.2 0.3 170
Netherlands™ 50 3 59
New Zealand 33 44
Norway 39 11 8 103
Poland 21 23 18 24
Portugal 50 11 281
Slovak Republic 22 13 40
Slovenia 39 22 95
Spain 52 305
Sweden 57 12 68
Switzerland 36 6 6 247
Turkey 36 38
United Kingdom 45 2 2 186
United States 46 3 2 310
Unweighted mean 42 14 8 154
Median 46 12 5 118

Source: OECD calculations based on the OECD Tax Database (OECD, 2015b). The calculations for France assume that the
maximum level of self-employed contribution has been reached.

74. In moving from employment to seéfmployment (in the form of a sole proprietor), there are two
main changes to taxes payable, based on the calculations in Z.akdé¢ the top marginal rate. For
countries which separate the taxatioaifour and capital from small business income, the taxpayer will
face a lower average tax rate on their income due to the lower rates applied on the business income
component. The second chanigedueto the difference in SSCs payabtaoving from employeeand
employer SSCs to seffimployed contributionsand in some cases, thanges to the base for SSC
calculatiors.* Table 2.2 alsoshows the additional tax payable under -gefiployed and employed
contributions.Although within individual countries this can vary markedly, -eeifployed contributions
aregreater at the level of the top personal thresholiost countrieand on an unweighted average basis,
in many cases as the selihployed do not have an employeaking social security contributions on their
behalt

75. However, as seen in Box 2.2, the top marginal rate will not apply to the full SME population.
Depending on the level of the threshold applied, it may onlyyampa small proportion of owners of
SMEs in some countries. For this reason, TaBshows the marginal tax rates applying to net income at

the level of the average wage in each country. SEmndcolumn shows the marginal rate applying to net
personhincome from SMEs at 100% of the average wage (or to the labour income component, in the case
of dual income systems) in each country, exclusive oferffloyed SSCs. This information has been
taken fromTaxing WagegOECD, 2018). The third column showghe amount by which the tax rate
increases after sefimployed SSCs have been taken into account at 100% of the averagénalageng

any effect of deductibility if relevaniThefourth column shows the level of employee SSCs that apply at

11

Figures for the Netherlands exclude the impact of the SME profit gh@m(which exempts 14% of the profits of singgexed entities from
taxation) and the deduction for entrepreneurs (a fixed deduction of EUR 7 280). Both are discussed further in Chagtee@uddése marginal
tax rates on SME profits and increalse effective threshold for the top marginal rate. The impact of these reductions is shown in Table 2.7.

12

In Finland, employee and employer SSCs are based on gross wages, whereas the base of-émytyselfSSCs is YEIncome (defined
as gross wagehat would be paid to an equally competent person). The YEL is determined by tbegkidfied person, but the level of the
contribution affects future entitlements.
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this income ével. Thefifth column shows the level of the average wage in 2014. Further detail on the rates
and thresholds of seimployed SSCs can be found in Annex C.

Table 2.3 Marginal personal income tax rates less cash contributions and social security contributions™ at
100% AW, 2014

Marginal rate at AW, dS_eIf-emp_oned SSC E_mploye_e SSC The average wage
excl. SSCs (%) ifferential _ differential ‘ (EUR, thousands)
(percentage points) (percentage points)
Australia 34 54
Austria 31 18 18 43
Belgium 42 22 13 46
Canada 30 10 5 34
Chile - 7 9
Czech Republic** 15 15 11 11
Denmark 34 8 53
Estonia 21 34 2 12
Finland 37 16 8 43
France 30 29 14 37
Germany 41 11 46
Greece 35 20
Hungary 16 46 19 10
Iceland 38 44
Ireland 48 4 4 34
Israel 33 28
Italy 31 22 9 30
Japan 27 1 35
Korea 17 4 28
Luxembourg 37 15 12 55
Mexico 18 7 1 6
Netherlands™® 46 5 49
New Zealand 30 34
Norway 36 11 8 65
Poland 10 26 17 10
Portugal 32 11 17
Slovak Republic 30 10
Slovenia 21 22 18
Spain 28 21 6 26
Sweden 25 22 7 45
Switzerland 22 8 5 74
Turkey 18 15 10
United Kingdom 30 9 2 44
United States 32 13 8 38
Unweighted mean 30 10 7 33
Median 30 8 6 34

Source: OECD calculations based on the OECD Tax Database (OECD, 2015b). The calculations for France assume that the
maximum level of self-employed contribution has been reached. For Hungary, which has a flat rate of personal tax, the SSC rate at
the lowest minimum SSC threshold is shown.

1 Social security contributions have been calculated as those applying at 100% of #ue avege. When the top SSC threshold has been

exceeded, this is shown as zero.

4 In the Czech Republic, personal income tax is levied on employee income calculated as gross wages plus employer spcial securi

contributions. This leads to a top marginaeraexcluding SSCs, of 20.1% on employee income. The rate of SSC contributions for-the self
employed is 29.2%; however, this applies only to 50% of the tax base.

% Figures for the Netherlands exclude the impact of the SME profit exemption (which exd¥pts the profits of singkaxed entities from

taxation) and the deduction for entrepreneurs (a fixed deduction of EUR 7 280). Both are discussed further in Chagtee@uddése marginal
tax rates on SME profits and increase the effective thre$biotte top marginal rate. The impact of these reductions is shown in Table 2.7.
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76. At the level of theaverage wage, the marginal tax rate applicable to labour earnings is lower in
almost all countries, as in almost all countries the threshold for the top marginal rate is above the level of
the average wage (with exceptions being the Czech Republic, Esttumgary and Ireland). Social
security contributions are however often highiggin at the threshold for the top marginal rate more
countries apply both sefimployed and social security contributions at the average WaFer social
security contribtions, this is the case in Finland, Hungary, Luxembourg, Poland, Sweden, Switzerland, the
United Kingdom and the United Stat&elf-employed contributions add more to the total marginal rate
than employee social security contributions, on a simple avéagis. However intecountry differences

are strong, with selémployed contributions being greater in most countries at the level of the average
wage as before, often due to the fact that -ssfiployed persons do not have employers making
contributionson their behalf

77. If the owner of the SME has other income that is in excess of the top marginal rate thresholds, the
average marginal statutory rates shown for SME income in Rabigill also be the average story tax

rate on that income (except under a dual income tax system). For individuals without other sources of
income, or with lower levels of other income, SME income will be taxed at lower rates under the marginal
income tax system, meaning the averafjthe statutory tax rates on SME income will vary depending on

the level of taxable income.

78. Table2.4 shows the average tax rates on SME income at different levels of personal income on
labour income, assuming the tax payer has no other income, that are calculated uEmgnth&Vages

model (OECD, 2015d) The table excludes sedimployed SSCs. Averagates are compared at different

levels of the average wage. The average wage is used as a basis of comparison across countries given that
the total income generated by a SME may be influenced by many other variables in these countries that
would render comgrisons at a given level of business income less useful, for example, GDP per capita,
wage earnings per capita, or labour productivity.

Table 2.4 Average personal tax rates (excl. SSCs) at different levels of average wage income, 2014

Average tax rate at multiples of the average wage (AW) (%)

100% of AW 200% of AW 300% of AW 400% of AW 500% of AW
Australia 23 31 35 38 40
Austria 17 26 32 35 37
Belgium 28 37 40 42 43
Brazil 0 4 9 13 16
Canada 16 25 32 36 38
Chile 0 1 2 3 4
China 0 4 8 12 15
Czech Republic 12 16 17 18 18
Denmark 36 44 48 50 51
Estonia 18 19 20 20 20
Finland 23 32 38 40 42
France 15 22 26 30 33
Germany 19 30 35 37 39
Greece 9 22 27 30 33
Hungary 16 16 16 16 16
Iceland 28 35 38 40 41

% The United States is an exception in that the SSC rate is lower above the USD 117 000 social security threshold.
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Average tax rate at multiples of the average wage (AW) (%)

100% of AW 200% of AW 300% of AW 400% of AW 500% of AW
India 0 3 10 17 21
India*’ 0 3 9 16 20
Indonesia 0 2 8 5 7
Ireland 16 32 37 40 42
Israel 9 19 24 27 31
Italy 22 31 34 37 39
Japan 8 14 20 26 30
Korea 5 12 17 22 25
Luxembourg 18 27 32 36 37
Mexico 9 15 17 19 21
Netherlands'® 16 32 38 41 43
New Zealand 17 25 27 29 30
Norway 21 29 32 34 35
Poland 7 8 11 14 16
Portugal 16 27 31 34 36
Slovak Republic 9 13 15 17 18
Slovenia 11 18 23 25 26
South Africa 12 20 25 29 31
Spain 17 25 32 36 38
Sweden 17 35 42 46 48
Switzerland 11 18 23 26 28
Turkey 12 18 20 22 25
United Kingdom 14 25 32 36 37
United States 17 24 28 30 32
Unweighted mean 14 21 25 28 30
Median 15 22 26 29 31

Source: Calculations based on Taxing Wages (OECD, 2015d) for a single taxpayer with no children.

79. Table2.4 shows that there is a wide variation in the average tax rates applied to labour income,
with the increases in tax rates on different levels of small business income, measured in multiples of the
average wageThis variation is a function of the tax ratgstems and structures in each country, including

the relationship between the average wage and the top marginal tax rate applied to personal income. Both
the unweighted mean and median demonstrate the pattern shown in most countries, where most of the
increase in the average tax rate takes place between the first and third multiple of the average wage, with
the increase in average rates tapering off after this as the average wage level in most countries increases
past the threshold for the top marginal rate

2.3 Double-level taxation of SME income

80. This subsection discusses the tax treatment of SMESs that are subject to taxation at both the entity
level and again at the personal level when profits are distributed, either as dividends or capital gains (on
realisation). Any integration between the cogie and personal levels of taxation will be relevant to
determining the total level of taxation on SME income.

7 Results for the minority case where the employee asfirm with over 20 employees.

8 Figures for the Netherlands exclude the impact of the SME profit exemption (which exempts 14% of the profits-taixsidgiatities from

taxation) and the deduction for entrepreneurs (a fixed deduction of EUR B280)are discussed further in Chapter 3. These reduce the marginal
tax rates on SME profits and increase the effective threshold for the top marginal rate. The impact of these reductions iSadie 2.7.
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81 Double taxation most commonly applies to incorporated SMESs, where the separate legal status of
the entity confers a separate status for tax purposes. However, in some countries, unincorporated entities
may also be taxed at both the corporate and personal level. Examples of thesecerttudeust funds

(for example in Hungary, New Zealand, Mexico é@wlitzerland), or limited partnerships that are able to

be taxed as corporations in India. Tabl& provides more information on unincorporated entities that are
taxed at both the corporate and personal levels.

82 This subsection begins with a discussion of taxation at the corporate level and is followed by a
consideration of the taxation of income from SMEs at the personal level on dividends, capital gains, or
labour income, including any applicable integration measbetween the two levels of taxation.

Taxation at the entity level

83. Net income of SMESs subject to double level taxation is taxed first under the corporate tax system.
Most countries apply a single statutory parate income taxCIT) rate, (including relevant federal and

state taxes) to the full amount of taxable profits of incorporated businesses, regardless of the size of the
company or the amount of taxable income. However, fourteen countries tax SME irgingngraduated

small business corporate tax rates. These rates apply to SME income under a particular level, often in
conjunction with other eligibility criteria based on the turnover or capitalisation of the business.

84. Table 2.5 shows the basistatutorycorporate tax rates in7xountries. It also showstatutory

small business tax rates and income thresholds where these are applicable, together with any other
eligibility criteria. Where a series of graduated Brbasiness rates apply at different levels of income,
Table2.5shows each of the rates and thresholds that apply.

Table 2.5 Basic and small business corporate tax rates, thresholds and eligibility criteria, 2014

Basic CIT Small Threshold(s) Notes & other eligibility criteria for small business rates
rate (%) business CIT (income, EUR
rate(s) (%) thousands)

Argentina 35
Australia™ 30
Austria 25
Belgium® 33.99 24.978 25 Applicable when total taxable income is less than EUR 322 500. In
31.93 90 order to qualify for the reduced rates, the company must fulfil additional
35.535 323 conditions, relating to the activity of the company, the shareholding, the
yield on the capital and the dir
Canada 26.3 15.2% 341 Applies to qualifying active business income of Canadian-controlled
private corporations when taxable capital is less than CAD 10 000 000.
Relief is phased out between CAD 10 000 000 and CAD 15 000 000
Chile 20
Czech Republic 19
Denmark 24.5
Estonia 21

¥ Since 1 July 2015, companies with an annuadover of less than AUD 2 million have had their tax rate reduced by 1.5 percentage points to

28.5 per cent. Unincorporated small businesses with annual turnover less than AUD 2 million will receive a 5 per cenbdismoyrayable
(capped at AUD D00).

2 Asin the Tax Database, the Allowance for Corporate Equity has not been taken into account. All rates listed (standhsin@lToasiness

rates) include a 3% austerity surcharge.

2L This includes corporate tax at the central government &vEL% and an additional 4.2% (average) at the provincial/territorial level. In April

2015, the Canadian government announced that the 11% federal government corporate tax rate for small businesses walligredgead to
9% by 2019.
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Basic CIT Small Threshold(s) Notes & other eligibility criteria for small business rates
rate (%) business CIT (income, EUR
rate(s) (%) thousands)

Finland 20
France 31.33% 15 38 Applicable where turnover does not exceed EUR 7.63 million and at
least 75% of ownership is held by natural persons (or by companies
owned at least 75% by natural persons)
Germany 29.8
Greece 26
Hungary 19 10 1620
Iceland 20
India 30.9 33.99 124
32.445 1235
Ireland 12.5 Full relief is available for the first three years of operation for companies
incorporated after 1 October 2008 and that have started a new trade for
CIT up to EUR 40 000 and partial relief for CIT up to 60 000.
Israel 26.5
Italy 27.5
Japan 34.62 See notes See notes Basic corporate tax rate is 32.11% from April 2015 and 31.33% from
April 2016. For corporations whose capital is JPY 100 million or less,
there are special measures that mean a reduced tax rate (15%) is
applied to part of their income (up to JPY 8 million per year)
Korea 24.2 11 143
Luxembourg 29.2 28.2 15 Applies only to income under EUR 15 000
Mexico 30 Reductions apply to primary sector companies:
Taxpayers with an income up to 20 annual minimum wages (AMW) per
associate (with a total limit of 200 AMW) are exempted from the
corporate income tax, while those with an income over this threshold
benefit from a 30% reduction until their income reaches 423 AMW.
Additionally, companies or associations of producers with an income up
to 4 230 AMW receive a 30% income tax reduction.
Netherlands 25 20 200
New Zealand 28
Norway 27
Poland 19
Portugal® 315 18.5 15 Except for the 18.5% rate, these tax rates apply to all companies with
24.5 1 500 income below the respective thresholds
275 7 500
29.5 35 000
Slovak Republic 22
Slovenia 17
South Africa 28 0 5 Enterprises with a turnover below EUR 1 300 000
7 25
21 38
Spain 30 25 300 SMEs with a turnover below EUR 5,000,000 and an average payroll of
less than 25 employees are eligible for a 20% rate.
Sweden 22
Switzerland 21.1
Turkey 20
United Kingdom 21 20 372 Rates as of 1 April 2014. From 1 April 2015 the basic rate was reduced
21.25 1 860 to 20% and the small business rate abolished.
United States 39.1 20.02 38
29.89 57
38.76 75
43.64 252

2 Companies natligible for the small business rate also pay a solidarity surcharge which brings the CIT rate for these companies to 34.4%.

2 Assumes a subnational tax rate of 1.5% at all levels of federal taxation.

66



Basic CIT Small Threshold(s) Notes & other eligibility criteria for small business rates
rate (%) business CIT (income, EUR

rate(s) (%) thousands)

38.51 7537
39.39 11 306
42.26 13 818

Unweighted -

mean (all) 25.45 21.41

Median (all) 25.50 21.07

Unweighted

mean (countries

with small

business rates) 29.09 18.69

Median

(countries with
small business
rates) 29.22 20.00

Source: OECD Tax Database (OECD, 2015b), the IBFD database (IBFD, 2015) and questionnaire responses.

85. Table 2.5 shows that fourteen countries have lower corporate income tax rates for small
businesses below a prescribed threshold. The largest differences between the basic and small business rates
are found in Canada, France, South Africa and the UiStates. Across the whole group of countries
considered, small business rates reduce the corporate tax fate pgrcentage points on average. Across
countries with a small business rate, the difference between the unweighted mean of the lowest small
busness rate and the basic ratetéa percentage pointanine percentage points if the median rates are
measured). The level of income threshold differs between countries, with countries with higher thresholds
typically offering a lesser reduction than thakat apply small business rates only to the very smallest
levels of income.

86. A number of approaches are used in applying small business corporate tax rates:

1 Lower tax rate on first tranche(s) of profits, regasdl of total income level: for example, Korea
and the Netherlands tax the first amount of corporate profits at a lower small business rate, up to
a small business profit threshold, regardless of the size of the company;

1 Withdrawal of tax relief at higherrgfit levels: for example, the United States applies a tiered
CIT rate structure that taxes small business profits at lower rates, but withdraws this tax relief
when taxing firms with significant profits through the use of rates above the basic corprrate t
rate for higher brackets of corporate income, before returning to the basic corporate rate;

1 Reduced CIT rates for corporations with income below a certain level: Other countries including
Luxembourg and Belgium apply reduced CIT rates only to firms taitable profits less than a
small business profit threshold; once a business exceeds this income threshold, full basic
corporate tax rates apply to the entirety of

9 Eligibility for small-business rates determined by Aanocome criterianstead of or in addition to
income criteria: Japan uses a test based on the capital amount of the enterprise to determine
eligibility for a small business rate, while France and Spain rely on a gross turnover test. Canada
limits application of its small iisiness tax rate to qualifying active business income of Canadian
controlled private corporations (CCPCs), while using a capital test to withdraw small business tax
rate relief. Firms that meet these eligibility criteria are eligible for a reduced retepufrate tax
on the first tranche of their profits. Belgium requires that the company also megicoare
criteria relating to their activities, shar eh
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Figure 2.2 Average statutory CIT rates at different levels of business income (measured by multiples of the
average wage), 2014
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Source: OECD calculations based on OECD Tax Database (OECD, 2015b), questionnaire responses and the IBFD database (IBFD,
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87. For entities that are taxed under basic CIT rates, the average statutory rate at different levels of
income will be the same as the marginal statutory rate. For those entities subject to different rates based on
their level of income, the average statutoaye will increase as income passes the relevant thresholds,
converging, in first and last case described above, on the basic corporate tax rate as income increases.

88. To compare the average corporate tax ratédfatent income levels in countries with more than
one corporate income tax rate, Fig@.@ presents the average statutory CIT rates at different levels of
wage income. As before, average wage income is used as a means of comparison across cgurdries. Fi
11 assumes that the firms shown meet all of the eligibility criteria for the small business rates.
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89.

Figure 2.3 shows average statutory corporate income taxes, including small business rates and

thresholds, fothe same fourteen countries, at a rangdftdrént taxable income levels.

Figure 2.3 Average statutory CIT rates under small-business rates at different levels of business income, 2014
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Source: OECD calculations based on OECD Tax Database (OECD, 2015b), the IBFD database (IBFD, 2015) and
guestionnaire responses.

0. Figures2.2 and 2.3 show the variation in the impact of small business corporate tax rates at
different levels of small business income. In many countries, small business rates markedly reduce the
amount of tax payable at lower levels of SME income (particularly among t@e@tries); whereas in

others the difference in average tax rates is much smaller. RAdghisbows the level of the first relevant
threshold in each country (except Hungary, where the threshold of HUF 500 million (EUR 1.6 million) is
beyond the righhand side of the scale) at the point which the average tax rate starts increasing. If the
change in rates is relatively significant, the impact of the small business rates and thresholds is to impose a
sharply increasing average tax rate on SME income, a5 & example in France, Japan, South Africa

and the United States, in the Hfind panel of Figur@.3. Canada, which also has a larger differential
between the small business tax rates and the basic rate does not show this pattern because thatthreshol
which the small business rate ceases to apply is comparatively high, meaning that the average tax rate
beyond this point increases more slowly. This pattern is also seen on ZEigusere the increase in tax

rates at different levels of the averagage (which is again used as a proxy for levels of business income)

is sharper in these countrids countries where the thresholds are relatively higher (for example, in
Hungary or Spain) or where the small business tax rate differential is relatively &.g., India,
Luxembourg and the United Kingdom) the increase in the average statutory tax rate at different levels of
business income is much less marked.

Taxation at the personal level

91 After taxation at te corporate level, the income from incorporated SMEs may be subject to a
second level of taxation at the individual shareholder level when they are distributed to the owner.
Taxation at the personal level will depend on the form in which the income ivegcand on any
available integration mechanisms between corporate and personal level taxation.

92 There are three possible forms in which the income can be received. Distributethxafter

corporate profits are nomily subject to shareholdégvel dividend taxation, while capital gains on shares
that result from the retention of aftex profits may be subject to capital gains taxation upon the
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disposition of shares. Finally, the wage income of an owner for haueed in the business, deductible
for corporate income tax purposes, is subject to personal income tax. This subsection considers each in
turn.

93. The owner or owners of a small business can receivecpgsbrate ta income from the business

in the form of dividend income. How dividend income is taxed at the personal level will differ depending
on the degree of corporate and personal integration in the country concerned. Under a classical income
system, dividend inaue is included together with other income and is taxed at personal rates, with no
integration relief for corporate tax paid. Under this system, there is d@axalgon. To reduce this,
modified classical systems apply in several OECD countries, whicly apfwer rate of taxation to
dividend income than to other forms of personal income. Another method of reducing double taxation is to
tax only a portion of the dividends received at the personal level. Several OECD countries use a final
withholding tax rée to apply a lower rate of taxation to capital income than to other forms of personal
income. Finally, a group of countries apply imputation credits, taxing individual taxpayers on the grossed
up value of the dividends but allowing tax credits to offseporate tax paid, thus reducing or eliminating

the amount of double taxation.

94. These forms of integration also affect the benefit of reduced corporate tax rates on small business
income. To the extent these malBadouble tax business income, any benefit from the reduced rates on
small business income will be partially reduced by taxes at the personal level, so that the amount of the
reduction in small business rates is reduced by the net of shareholder t&orarample, if a business

earns EUR 100 and faces a corporate tax rate of 25%, EUR 75 will be taxable at the personal level
(assuming the profits are distributed as dividends) under a classical system. If a small business corporate
tax rate of 15% applie€UR 85 will be taxable at the personal level. Where double taxation exists, the
value of the small business rate to the shareholder (assuming income is not retained and later distributed as
untaxed capital gains) will depend on the rate of tax they p#lyeapersonal level. This impact will be
reduced in systems where double taxation is lessened or avoided.

95, The form of integration between the corporate and personal levels will affect the resulting tax
rate on diidend incomeandtherefore the difference between tax rates on single and dizxiele entities.

Where a full classical system applies, corporate tax will add a second level of taxation to the owner,
increasing the marginal statutory tax rate on busimessne. Different forms of integration may, however,
have the opposite effect, where lower taxes on corporate income combined with lower withholding or
capital rates, and the removal of SSCs, reduce the marginal statutory rate on business income.

96. If post-corporate tax profits of a SME are reinvested, the resulting capital gains may be taxed
again at the personal level, subject to any preferences applicable saléhef shares from SMEs (see
Chapter 3 for an oveiew of these). Capital gains are typically taxed on realisation at their nominal level,
although Chile, Israel, Mexico and Portugal adjust the amount of the nominal gain for inflation. In many
countries, shares that have been held for longer than a isetl peay benefit from a reduction or
exemption from capital gains taxation. Either part or all of the gains from the sale of shares may be
included in taxable incomand may be subjected to tax at personal rates, special capital gains rates, or
withholdingrates (see Harding, 2013, for further information)

97. Finally, profits from the business can, in the case of owperators, be distributed in the form

of labour income. Where labour income is a deductible expfmghe business, no corporate income tax
will be paid at the entity level. At the personal level, labour income will be taxed at the applicable marginal
tax rate on labour income and will also be subject to employee and employer SSCs.

98. Table2.6 shows the marginal statutory tax rates applying to each scenario. The first two columns
show the top statutory rates on labour income inclusive and exclusive of employee SSCs (effectively
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assuming that employer contribatis do not affect wages). The third and fourth columns show the
combined rate of tax on dividend income in each country, including integration between entity and
personal levels, where used. The third column shows the combined rate under the basic @hHerets

the fourth column shows the combined rate at the first stépesiall business rafé.The fifth and sixth
columns show the combined tax rates on capital gains, including integration, under basic and small
business tax rates, respectively. Gapgains rates assume that the shares had been held beyond any
holding period test prior to sale and are based on Harding (28#i3)onsultations with national officials

Table 2.6 Labour tax rate, employee SSCs?® and combined statutory rates on dividends under basic and small
business taxation, 2014

Top marginal rate on labour® Combined corporate and Combined corporate and personal
personal rates on dividends rates on capital gains®
excl SSCs Employee Combined Reduction in Combined Reduction in
(%) SSC rates under  combined rates due rates under combined rates due
differential basic CIT to small business basic CIT to small business CIT
(percentage rates (%) CIT rates rates (%) rates (percentage
points) (percentage points) points)
Australia a7 a7 42
Austria 50 44 39
Belgium 45 14 51 -7 34 -9
Canada 50 51 -2 40 -9
Chile 40 40 21
Czech Republic 15 11 31 19
Denmark 56 56 48
Estonia 21 2 21 33
Finland®® 49 8 42 39
France 54 1 64 -10 54 -14
Germany 47 49 44
Greece 46 33 26
Hungary 16 46 32 -8 19 -9
Iceland 44 36 32
Ireland 51 4 55 44
Israel 50 49 38
Italy®® 48 46 42
Japan 51 0 50 -11 42 -13
Korea 39 4 51 -9 24 -13
Luxembourg 44 1 43 -1 29 -1
Mexico 35 0.3 42 30

24 For most countries, this is done at the first stefhe applicable small business rate. For the United States, the small business rate used is the

rate that applies at the top personal income tax threshold.

% gocial security contributions have been calculated as at the top PIT threshold. This meansang countries the top SSC threshold has

been exceeded.

% This is the marginal rate at the earnings level where the top statutory personal income tax rate first applies anais Edisle 1.7 of the

OECD Tax Database (OECD, 2015b).

27 Ppersonaldx rates on capital gains have been reduced by 25% to approximate the impact of deferral of taxation until realisation.

% Combined rates for Finland show the tax rate for listed dividends, which is also the maximum combined rattistedrdividendsif they

are taxed wholly as capital income). However, Histed dividends are taxed at lower rates (betweeB@®6, depending on the amount of the

income and the capital of the distributing company).
2 In ltaly, the taxation of noqualified dividends ad capital gains at the personal level was increased from 20% to 26% from 1 July 2014. The

combined rates shown here include the new rate of 26%.
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Top marginal rate on labour® Combined corporate and Combined corporate and personal

personal rates on dividends rates on capital gains®
excl SSCs Employee Combined Reduction in Combined Reduction in
(%) SSC rates under  combined rates due rates under combined rates due
differential basic CIT to small business basic CIT to small business CIT
(percentage rates (%) CIT rates rates (%) rates (percentage
points) (percentage points) points)
Netherlands 50 3 44 -4 39 -4
New Zealand 33 33 28
Norway 39 8 47 37
Poland 21 18 34 31
Portugal 50 11 51 44
Slovak 22 13 33 53
Republic*
Slovenia 39 22 38 20
Spain®! 52 49 -4 44 -4
Sweden 57 45 40
Switzerland 36 6 37 21
Turkey 36 34 20
United Kingdom 45 2 45 -1 38 -1
United States 46 2 60 0 49 -1
Unweighted 42 8 44 -2 35 -2
mean
Median 46 5 44 -2 37 -4

Source: OECD calculations based on OECD Tax Database (OECD, 2015b). Capital gains rates were taken from Harding (2013) and
from discussions with national officials, are for sales of long-held shares and do not consider any different treatments that may apply
to liquidated SMEs.

99. Taxes on capital gains can be deferred, often forynyaars, since most tax systems only tax
capital gains when realised, not as they accrue over time. Deferral can significantly reduce the net present
value of taxes on income earned through the accumulation of unrealised capital gains. This can occur when
a small business owner chooses to receive | ower
in the business in the form of unrealised capital gains. In Table 2.6, the combined tax rates on capital gains
include the impact of corporate taxatidhe relevant integration method between company and personal
taxes, personal tax rates, and the benefit of tax deferral. To approximate the impact of deferral in reducing
the effective tax rate on capital, the effective tax rates shown in the table lmwveabeulated using the
personal tax rate applying to capital gains in each country, reduced by’ Z%%.amount by which
deferral reduces the effective tax rate on capital gains on SME business income depends on the
appreciation rate, the discount rate and the time for which the asset is held. A 25% reduction in the
effective tax rate can occur underwamber of combinations of these factors and is consistent, for example,
with a holding period of 10 years, an appreciation rate of 6% and an annual discount rate of 7%.

100 Table 2.6 shows that whether tax rates &igher on labour, dividends or capital gains income

will depend not only on the respective rates applied to each form of income but also on the method of
integration between corporate and personal taxation, the existence of small business rates for entity
income, the level of SSCs and any capital gains tax exemptions that apphosgtaountries, income

% The combined statutory rate on dividends in the Slovak Republic includes health contributions of 14%revisicied at the personal level,

but the maximum effective assessment base is not taken into account.

% Spain applies a progressive tax regime to capital gains, with rates as follows:-&0800n capital gains, 21%; EUR2 000, 25%; over

24000, 27%
% Reducing the personal tax rate on capital gains to reflect the benefit of deferral in decreasing effective tax ratesheaspglsmch

followed, for example, in King and Fullerton (1984) and Jorgenson and Yun (1987).
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received in the form of capital gains income faces the lowest combined statutory tax rates (even where
small business tax rates are not taken into acgo@apital gains tax rates are often lower than tax rates on
other income and a significant number of countries allow exemptions for capital gains on shares held for
longer than a set period to be exempt from taxation. Moreover, the impact of defertizh takaapital

gains (i.e., when gains are taxed on a realisation rather than an accrual basis) alsthee@ffestive tax

rate on capital gains incon{assuming the interest rate is higher than zdfoy all but ten countries,
income received in théorm of labour is the highest taxed. For the remaining ten, dividends face the
highest tax rate (seven when the impact of small business rates is considered

101 The unweighted mean and median also follow thegtenpa. When the impact of SSCs is
included, the highest average rates are found on labour income, although not significantly higher than
dividends. Capital gains tax rates are the lowest, onnaveightedaverage basis. This implies that for
many countris, the tax system provides incentives for incorporated SMEs to distribute their income as
lower-taxed capital gains. This impact is particularly pronounced when other preferences on the sale or
disposal of SME assets are considered; for exgriynther reluctions or exemptions from capital gains

tax, or gift and inheritance tax preé@ces. These are described magter 3.

2.4 Comparisons & conclusions

102 Table 2.7 summarises tax rates that apply to different forms of SMEs. The second and third
columns show the case of a SME owner subject to taxation at only the personal level, at 100% of the
average wage and at the threshold for the top marginal rate, respeétorebuch a SME owner, profits

are taxable as the personal income of the owner under personal income taxes (with part of the income
taxed as capital income in dual income tax systems).efgifoyed SSCs apply to the total level of taxable
income. In mostountries, the top threshold is above the average wage, leading to lower income taxes on
labour income earned at 100% of the average wage. However, in many cases, the levehgilegéd
contributions is also higher at this level of income than athteshold for the top marginal rate, in some
cases cancelling out the reduction in labour tax rates.

103 The last three columns show the situation of SMEs subject to taxation at both the entity and
personal levels, &ject to top marginal rates. At the entity level, income will be taxed at either basic or
small business rates that apply to income from SMEs. The second column shows the combined statutory
rates applied to dividend income from a small business, includinpprate taxation at small business rates
(where applicable) and the top dividend marginal tax rate for the taxpayer, together with any integration
mechanisms that apply. The third column shows the same information for income distributed in the form of
cgpital gains income. It assumes that the shares were held longer than any applicable holding period test
prior to sale, halving the relevant capital gains tax rate applied at the personal level to approximate the
advantage of deferring taxation. The finalumn shows the case of an owsogrerator of a SME who pays
themselves in labour income at the top marginal statutory tax rate, which is deductible at the corporate
level and subject to employee and employer SSCs.
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Table 2.7 Marginal tax rates on different forms of business income, 2014

Single-level taxation Double-level taxation (typically, for incorporated SMESs)
Nature of income Labour or business Dividends Capital gains Labour
Corporate tax None Basic or small business rates Deductible_against
corporate income
Personal tax Labour Labour Dividend, incl. Capital gains®, incl. Labour (at top
(at 100% AW) (at top marginal rate integration (at top integration (at top marginal rate)
threshold)* marginal rate) marginal rate)
SSCs Self-employed Self-employed None Employee
(at 100% AW) (at top marginal rate
threshold)
Australia 34 47 46 42 47
Austria 49 50 44 39 50
Belgium 64 67 44 25 59
Canada 40 50 49 30 50
Chile 0 40 40 21 40
Czech Republic 30 30 31 19 26
Denmark 34 56 56 48 56
Estonia 54 54 21 33 23
Finland 53 62 42 39 57
France 58 54 52 40 55
Germany 41 47 49 44 47
Greece 35 46 33 26 46
Hungary 62 62 24 10 B85
Iceland 38 44 36 32 44
Ireland 52 55 55 44 55
Israel 33 50 49 38 50
Italy*® 54 48 46 42 48
Japan 27 51 39 29 51
Korea 17 39 43 11 43
Luxembourg 53 44 43 28 45
Mexico 25 35 42 30 35
Netherlands® 39 39 40 35 53
New Zealand 30 33 33 28 33
Norway a7 50 47 37 47
Poland 36 44 34 31 39
Portugal 32 50 51 44 61
Slovak Republic®’ 30 22 33 33 35
Slovenia 21 39 38 20 61
Spain 50 52 45 40 52

% This is the marginal ratet ¢he earnings level where the top statutory personal income tax rate first applies and is taken from Table 1.7 of the

OECD Tax Database (OECD, 2015b)

3 Personal tax rates on capital gains have been reduced by 25% to approximate the impact of dafatiahaintil realisation.

% In ltaly, the taxation of noqualified dividends and capital gains at the personal level was increased from 20% to 26% from 1 July 2014. The

combined rates shown here include the new rate of 26%.

% Figures for the Netherlals include the impact of the SME profit exemption (which exempts 14% of the profits oftsiketeentities from

taxation). They therefore differ from the figures shown in Tables 2.2 and 2.3.
%7 The combined statutory rate on dividends in the Slovak Riepinbludes health contributions of 14% which are levied at the personal level,

but the maximum effective assessment base is not taken into account.
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