Catalogue no. 11-621-M
ISSN 1707-0503
ISBN 978-0-660-30957-6

Analysis in Brief

Indicators of profit shifting by
multinational enterprises operating
in Canada

by Alexandre Fortier-Labonté and Claire Schaffter

Release date: June 18, 2019

i+l

Bl ol gatstoue Canada



How to obtain more information

For information about this product or the wide range of services and data available from Statistics Canada, visit our website,

www.statcan.gc.ca.

You can also contact us by

Email at STATCAN.infostats-infostats. STATCAN@canada.ca

Telephone, from Monday to Friday, 8:30 a.m. to 4:30 p.m., at the following numbers:

e Statistical Information Service

¢ National telecommunications device for the hearing impaired

¢ Faxline

Depository Services Program

e Inquiries line
e Faxline

Standards of service to the public

Statistics Canada is committed to serving its clients in a prompt,
reliable and courteous manner. To this end, Statistics Canada
has developed standards of service that its employees observe.
To obtain a copy of these service standards, please contact
Statistics Canada toll-free at 1-800-263-1136. The service
standards are also published on www.statcan.gc.ca under
“Contact us” > “Standards of service to the public.”

1-800-263-1136
1-800-363-7629
1-514-283-9350

1-800-635-7943
1-800-565-7757

Note of appreciation

Canada owes the success of its statistical system to a
long-standing partnership between Statistics Canada, the
citizens of Canada, its businesses, governments and other
institutions. Accurate and timely statistical information
could not be produced without their continued co-operation
and goodwill.

Published by authority of the Minister responsible for Statistics Canada
© Her Majesty the Queen in Right of Canada as represented by the Minister of Industry, 2019
All rights reserved. Use of this publication is governed by the Statistics Canada Open Licence Agreement.
An HTML version is also available.

Cette publication est aussi disponible en francais.



https://www.statcan.gc.ca
mailto:STATCAN.infostats-infostats.STATCAN%40canada.ca?subject=
https://www.statcan.gc.ca
https://www.statcan.gc.ca/eng/about/service/standards
https://www.statcan.gc.ca/eng/reference/licence
https://www150.statcan.gc.ca/n1/pub/11-621-m/11-621-m2019002-eng.htm

Profit shifting by multinational enterprises operating in Canada

Indicators of profit shifting by multinational enterprises operating
in Canada

by Alexandre Fortier-Labonté and Claire Schaffter

Introduction

Globalization refers to the economic integration between countries as a result of increasing cross-border trade
and capital movements.

Multinational enterprises (MNEs)' have been drivers of globalization. These enterprises have taken advantage of
innovations in logistics and communications technology over the past four decades to diversify their supply chains
and expand into new markets. Operating internationally, however, also allows MNEs to take advantage of tax
systems which were designed for a less integrated era. For example, MNEs can arrange for profits to be ‘shifted’
by charging affiliates in high tax locations prices above market rates in transactions with affiliates in lower tax
regions. These behaviours are referred to as Base Erosion and Profit Shifting (BEPS), and, although not illegal, they
impact government revenues worldwide.

The Organization for Economic Cooperation and Development (OECD) estimates that worldwide taxation revenues
lost due to BEPS account for a significant amount (OECD 2015). To coordinate reforms and eliminate opportunities
for BEPS, the OECD has developed a multipart Action Plan which includes recommendations for countries to
enhance their corporate tax systems and suggests ways to measure and monitor BEPS.

Due to data limitations and the challenge of identifying activities that are motivated by tax minimization, the
impacts of BEPS on tax revenues for any one country are notoriously difficult to quantify. Using the various

data sources at our disposal, in this paper we aim instead at looking for patterns that suggest that MNEs with
operations in Canada are using BEPS strategies. While evidence of BEPS implies that these firms are reducing the
amount of taxes they owe globally, our analysis stops short of quantifying how this impacts Canada’s tax base.2

To examine this issue, we follow the approach to measuring BEPS described in Action 11 of the OECD’s BEPs
Action Plan, which recommends creating a ‘dashboard’ of simple indicators provide different perspectives on
BEPS. The OECDs intention is for these measures to be considered together to see whether they “point” in the
same direction.

The remainder of this paper is divided into four sections. Section 1 looks for mismatches between financial and
real economic activity using macroeconomic data from Statistics Canada and the World Bank.

Sections 2 and 3 both use firm-level data to recreate indicators of BEPS that were built by the OECD. Section

2 uses data on the activities of Canadian firms and their subsidiaries abroad to discover whether profit rate
differentials within MNEs are associated with the tax rates of the jurisdictions where affiliates operate.® Section 3
compares tax rates for MNEs to those of firms that operate only in Canada.

Section 4 concludes and suggests directions for further research.

Section 1: Disconnect between financial and real economic activities

Discrepancies between financial and real economic activity within a country can be a sign that income is not
reported, and therefore not taxed, where it was earned. The two indicators in this section rely on data aggregated
to the country level and a list of countries with favourable corporate tax rates to explore these discrepancies.

Data sources for Indicators 1A & 1B: Data about real and financial economic activity is from Statistics Canada’s
Balance of Payments program, specifically the outward foreign direct investment statistics (New Dissemination

1. MNEs are enterprises with a parent or a subsidiary outside of the country where they operate. For an overview of the role MNEs play in the Canadian economy please see an earlier study,
Multinational enterprises in Canada (2019).

2. Astudy of the impacts on Canadian taxation revenues would require a data source that covers all levels of MNEs with operations in Canada and can reliably distinguish real economic activity
from activity that is undertaken to decrease a MNEs tax burden.

3. Results are variable year- over- year and for this section are presented as averages for the period between 2011 and 2016.
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Model [NDM] table 36-10-0008-01) and the activities of Canadian majority-owned affiliates abroad (NDM
table 36-10-0470-01). We also used Gross Domestic Product (GDP) by country from the World Bank (World
Development Indicators).*

To identify jurisdictions with favourable corporate tax systems, we used data about foreign subsidiaries of
Canadian corporations collected by the Canada Revenue Agency using the T1134 Information Return Relating to
Controlled and Not- controlled Foreign Affiliates.

BEPS Indicator 1A: Mismatches between stocks of Canadian outward FDI and GDP of
recipient countries for countries with favourable corporate income tax rates

Foreign direct investment (FDI) statistics are commonly used as a proxy for financial activity in BEPS research,
although FDI includes both real and financial activity.

FDI is defined by the OECD as a measure of “cross- border investments by a resident of one country (direct
investor) in an enterprise (direct investment enterprise) in another country” (OECD 2007). To be considered FDI,
investments must represent a lasting interest in the investment enterprise, meaning in practice that the direct
investor must have at least 10% ownership of the investment enterprise.

FDI is commonly attracted by market characteristics such as large domestic markets, solid infrastructure, natural
resources and a skilled, flexible labour force. However, FDI may also be attracted by what the OECD refers to as
framework characteristics, which are more difficult to quantify and describe a jurisdiction’s legal and regulatory
environment. These include political stability, predictable and reliable law enforcement, and a favorable tax system
(OECD 2007).

Lower tax rates have been empirically associated with increases in FDI, and there is evidence that FDI has
become increasingly sensitive to taxation as advances in technology have made capital more mobile (OECD 2007).

This indicator is designed to gauge whether a significant proportion of Canada’s outward FDI is driven by tax
minimization. It compares Canada’s outward FDI stock in 2016 to GDP of countries receiving the investments, for
countries that have a favourable corporate income tax rates, and for those that do not.

Without BEPS, we expect that the relative size of FDI received by countries with favourable corporate taxation
systems (financial economic activity) will be comparable to their proportion of GDP (real economic activity).

Methodology: BEPS research often uses effective tax rates (ETRs) to identify jurisdictions with favourable
corporate tax rates, because it is a measure of how much tax is actually paid for each dollar of income.® To
determine whether each of these countries had a favorable corporate income tax rate, we used data from the
T1134 return from 2011 to 2016 to calculate the ETR (taxes divided by income)® for each foreign subsidiary. We
weighted these ETRs by the subsidiary’s assets to calculate the average ETR for each country over the period. We
sorted countries by ETR, and labelled countries with the lowest- ETRs and up to 20% of the total assets held by
foreign subsidiaries as having favourable corporate tax rates.

We also labelled countries with slightly higher ETRs and between 20% and 25% of total assets as having
favourable corporate tax systems if they appeared on a list of countries compiled by the United States
Government Accountability Office (2008) to study corporate tax evasion that is commonly cited.” 8

We collected data on the 10 countries with the largest stocks of Canadian outward FDI from Statistics Canada’s
FDI statistics program, and obtained GDP for each of these countries from the World Bank’s World Development
Indicators table.

Links to these sources are available in Appendix 1.

Unlike headline corporate income tax rates, effective tax rate (ETR) takes into account differences between tax systems that impact the final tax bill such as tax credits.

Variables from the T1134 used to calculate ETR were ‘Accounting net income before tax’ (income) and ‘income or profits tax payable on income’ (tax).

In a 2008 study, the United States Government accountability Office examined how many of the largest corporations in the country had subsidiaries in ‘tax havens’. To identify these countries
they combined three earlier lists of countries with no or nominal taxes, no history of cooperation with foreign tax authorities, a lack of regulatory transparency, and no requirements that
businesses have substantial local operations. The lists chosen were the OECD’s list of uncooperative tax havens (2000), a list of tax havens by compiled by Dharmapala and Hines for the
National Bureau of Economic Research (2006) and an US Internal Revenue Service list of foreign tax havens and jurisdictions which are financially non-transparent.

By including all countries identified in these sources, there were a total of 45 countries with favourable corporate tax systems on the Government Accountability Office list.

8. The countries we identified also all appeared on a 2008 list of offshore financial centers (OFCs) compiled by the International Monetary Fund (IMF). The defining characteristic of OFCs is that
they are “center[s] where the bulk of financial sector activity is offshore on both sides of the balance sheet, (that is the counterparties of the majority of financial institutions liabilities and
assets are non-residents)” (IMF 2000). As a result, these jurisdictions typically have large numbers of financial institutions with interact with non-residents and financial systems which are
much larger than required to support domestic activity. They also generally have low tax rates, light financial regulation and banking anonymity.

No oA~

n Statistics Canada — Catalogue no. 11-621-M



Profit shifting by multinational enterprises operating in Canada

We grouped countries according to whether they had favourable corporate tax rates, and added up the FDI and
GDP for each group. We presented the sums for each group as a proportion of the total.

Results: A high level of Canadian outward FDI was directed to countries with favourable corporate tax rates in
2016, particularly considering these jurisdictions did not have large economies (Chart 1). This suggests that a fifth
of outward FDI may not be attracted by real economic factors.

Chart 1
Relative size of Canadian outward FDI vs. relative size of GDP for ten countries with highest stocks of Canadian FDI (2016)
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Source: Statistics Canada (NDM table 36-10-0008-01) & World Bank (World Development Indicators- GDP).

BEPS Indicator 1B: Mismatches between assets, employment and sales for countries with
favourable corporate tax rates

This indicator looks for discrepancies between asset ownership, employment and sales in foreign subsidiaries of

MNEs operating in Canada which may be associated with tax minimization. It compares the ratios of employees

and sales to assets in subsidiaries operating in countries with favourable corporate income tax rates to those that
are not.

Without BEPS, the expectation is that the ratio of employees and sales to assets would be similar whether
countries have favourable corporate tax rates or not. Assets that have relatively few employees interacting with
them or that are generating relatively low volumes of sales indicate that there is a disconnect between financial
and real economic activity.

Methodology: We collected data on total assets, employment and sales for the 10 countries where the
subsidiaries of Canadian companies had the most assets from Statistics Canada’s Activities of Canadian majority-
owned affiliates abroad program.

We grouped these countries using the list of countries with favorable corporate tax rates from Indicator 1A. We
calculated averages of employment and sales per billion dollars’ worth of assets.

Results: In 2016, for countries with favourable corporate tax rates, foreign subsidiaries reported having
23 employees per billion dollars of assets. For the other countries, foreign subsidiaries reported having 270
employees per billion of assets (Chart 2).

Similarly, the ratio of sales to assets was lower in countries with favourable corporate tax rates (38 million dollars
per billion of assets) than for the other countries (145 million dollars per billion of assets). These results suggest
that investment in countries with favourable corporate tax rates by the subsidiaries of MNEs operating in Canada
is not driven by real economic factors.
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Chart 2
Average number of employees and volume of sales per billion dollars' of assets for ten countries where subsidiaries of
Canadian enterprises own the most assets (2016)
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Source: Statistics Canada, authors' calculations based on data from NDM table 36-10-0470-01.

Section 2: Profit rate differentials within MNEs

MNE affiliates with low tax rates that are highly profitable relative to their group overall may suggest that some of
the group’s income was transferred to minimize taxes. The two indicators in this section are recreated from Action
11 of the OECD’s BEPS Action Plan using data about MNEs operating in Canada and their affiliates abroad.

Data sources for Indicators 2A & 2B: We used financial data about foreign affiliates from the 7717134 Information
Return Relating to Controlled and Not- controlled Foreign Affiliates. The variables were assets, income and taxes,
and data was available for 2011 to 2016.°

Financial data about the Canadian resident companies filling the T1134 return came from the T2 Corporation
Income Tax Returns filed with the Canada Revenue Agency. The variables we used were assets, income and taxes
for the same years where we had data from the T1134 available.'

Combining these data sources allowed us to get a picture of an MNE’s financials in Canada and abroad. A
limitation was that financial data on foreign parents of the Canadian reporting company and other affiliates of
these foreign parents were not available."

BEPS Indicator 2A: High profit rates of low-taxed affiliates of MNEs

This indicator compares income earned by MNE affiliates that are grouped based on how their profit rates and
ETRs compare to their group. A high proportion of total income earned by affiliates with higher profit rates and
lower effective tax rates than their groups is a sign of BEPS. This distribution of income suggests that MNEs could
have strategically ‘shifted’ income to minimize taxes.

. From T1134, the variables we used for each foreign affiliate were ‘Total assets’ (assets), ‘Accounting net income before tax’ (income) and ‘income or profits tax payable on income’ (tax).
10. From the T2, the variables we used for each Canadian resident company were ‘2259: Total assets’, ‘9970: Net income/loss before taxes and extraordinary items’” and 700: Part | tax payable’
+ ‘760: Net provincial and territorial tax payable’.
11. The T1134 did not provide enough detail on ownership structures for us to definitively determine how non-controlled foreign affiliates were related to the reporting Canadian enterprise. Due
to data limitations, this analysis only covers two levels of ownership of any given MNE.
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Methodology: The methodology for this indicator is adapted from Indicator 2 in Action 11 of the OECD’s BEPS
Action Plan. The OECD study used data from consolidated and unconsolidated financial statements of MNEs, and
focussed on the largest 250 MNEs globally (OECD 2015).

Following this methodology, we calculated profit rate (income divided by assets) and ETR for each affiliate, and
dropped observations with negative effective tax rates and income.

Next, we calculated profitability and ETR for each MNE group as a whole and compared the ratio of each affiliate
to that of its group.'? Based on these results, we sorted affiliates into the following groups (or quadrants):

Quadrant 1: Higher ETR, higher profitability
Quadrant 2: Lower ETR, higher profitability
Quadrant 3: Lower ETR, lower profitability

Quadrant 4: Higher ETR, lower profitability

We then added up the income earned by the affiliates in each quadrant, and repeated the exercise for each year
from 2011 to 2016. Since the results were variable year- over- year, we chose to present our result as an aggregate
for the whole period.” '

Results: Affiliates with low ETR and high profitability relative to their groups earned the highest proportion of
income over the period as a whole, with 39% between 2011 and 2016 (see Figure 1). They were also slightly more
profitable on average than highly profitable affiliates with high tax rates relative to their groups.

Year- over- year results were more variable, though each year except 2012 affiliates in the second quadrant earned
over 30% of total income. In all years, except 2012 and 2016, affiliates in the second quadrant outearned affiliates
in each of the other quadrants. Full results for each year are in Appendix 2.

These results suggest that MNEs that operate in Canada and have at least one foreign affiliate may be distributing
their incomes to decrease the taxes they owe globally.

Figure 1
Share of income earned by affiliates, based on their position relative to their MNE group (2011 to 2016 totals)
4) Higher ETR / lower profit rate 1) Higher ETR / higher profit rate
Positive
13% of total income 21% of total income
(Profit rate = 6%) (Profit rate = 25%)
Effective tax 0
rate
differential
3) Lower ETR / lower profit rate 2) Lower ETR / Higher profit rate
28% of total income 39% of total income
(Profit rate = 7%) (Profit rate = 27%)
Negative
Negative 0 Positive
Profit rate differential

Source: Statistics Canada, authors' calculations based on data from the T2 and T1134 information returns.

12. We dropped all MNEs with less than three affiliates. With only two affiliates, for example, it is not meaningful for an affiliate to have lower ETR than its group.

13. We wondered whether Canada’s proximity to the US could be impacting our findings if, for example, due to structural reasons MNE affiliates there had lower ETRs and were more profitable
than their groups. This would cause US income earned by affiliates in the US to be placed in the second quadrant for reasons unrelated to tax minimization. As a robustness check, we
verified how much income from US affiliates was contributing to the income in each quadrant. On average, only 18% of income in quadrant two was from US affiliates, the lowest contribution
from the US in any of the quadrants.

14. A second robustness check was repeating the analysis with only MNEs which we knew did not have parents outside of Canada to ensure that missing data for a part of a MNEs structure was
not distorting our results. This did not materially impact our findings.
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BEPS Indicator 2B: High profit rates of MNE affiliates in lower- tax locations

Indicator 2B compares the profit rates of affiliates within an MNE in low- tax areas to the profit rate of the MNE as
a whole by calculating relative profit rates for each MNE, and combining these to create an average. If the indicator
is above 1, profits are higher in low- tax areas than in high tax areas, meaning that MNEs may be shifting profits to
minimize taxation.

Methodology: The methodology for this indicator is adapted from Indicator 3 in Action 11 of the OECD’s BEPS
Action Plan.

Following this methodology, we added up assets, income and taxes paid by affiliates to arrive at totals by country
for each MNE group. We calculated the ETR by country for each MNE group by dividing the total tax paid by total
income. Next, we ranked countries within each MNE by their ETR, and labelled the countries with the lowest ETRs
and up to 20% of each MNEs assets as ‘low-tax’.'®

Similarly, we calculated the profit rate by country for each MNE group by dividing the total income by total assets.
We weighted profit rates for each affiliate in a ‘low-tax’ country by the total assets in that country and combined
them into an average profit rate for each MNEs ‘low-tax’ affiliates.

Next, we added up assets and income by affiliates to arrive at totals for each MNE group, and calculated the
overall profit rate for each MNE by dividing the total income by total assets. To obtain relative profit rates for each
MNE, we divided the profit rate for the low- tax countries where the group had affiliates by the profit rate for the
MNE as a whole.

Finally, we weighted each relative profit rate by the MNEs assets and combined these to obtain an overall average
relative profit rate.'® We repeated the exercise for each year from 2011 to 2016. As with Indicator 2A, results were
variable year- over- year and we chose to present them for the period as a whole."”

We also calculated a weighted overall average relative profit rate for the 25% of MNEs with the highest relative
profitability.

Results: We found that between 2011 and 2016, MNE affiliates in low-tax countries were more than twice as as
profitable as their groups overall (see Figure 2). The quarter of MNEs with the largest discprencies in profitability
between affiliates in low- tax countries and the group overall had average relative profit rates of over 5, meaning
that affiliates in low- tax countries were 5 times as profitable as their groups overall.

As with Indicator 2, the relative profit rates varied year- over- year. In 2013, affiliates in low- tax countries were only
1.7 times as profitable as their groups, while in 2015 they were 3.3 times as profitable. See Appendix 3 for results
by year.

These results suggest that MNEs that contain a Canadian parent (not necessarily the ultimate parent) and foreign
affiliates may be distributing their incomes to decrease the taxes they owe globally.

Figure 2
Profit rates of affiliates in lowest tax countries compared with the MNE group overall (2011 to 2016 totals)

Average relative profit rate (Profit rate of affiliates in low tax countries / profit rate of group overall) 2.4X as profitable

Average relative profit rate for 25% of MNEs with highest relative profit rates 5.3X as profitable

Source : Statistics Canada, authors' calculations based on data from the T2 and T1134 information returns.

15. We dropped all MNEs with affiliates in less than 3 countries. With only two countries, for example, the country with the lowest ETR may not be truly ‘low-tax’.
16. To deal with outliers, we cleaned the dataset by assigning all affiliates with profit rates above the 95t percentile the profit rate of affiliates at the 95 percentile.
17. As with Indicator 2A, we repeated the analysis with only MNEs which we knew did not have parents outside of Canada, and this did not impact our findings.
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Section 3: MNE vs ‘comparable’ non-MNE effective tax rate differentials

BEPS Indicator 3: Effective tax rates of MNEs relative to non-MNE entities with similar
characteristics

Unlike other BEPS indicators which focus on activities that reduce net income in countries where tax rates are
high, indicator 3 is designed to detect whether MNEs take advantage of their capacity to shift income to other
jurisdictions, to minimize their tax rate. Lower ETRs for MNEs may also reflect non-BEPS behaviours such as the
decision to carry out substiantial activity to benefit from certain preferential tax treatments (e.g. R&D tax subsidies,
investment tax credits).

The indicator compares ETRs for two types of MNEs operating in Canada to ETRs for comparable enterprises
without subsidiaries or parents abroad.

Data sources: We used consolidated financial statements of enterprises operating in Canada from the Annual
Financial Taxation Statistics program, specifically the financial variables total assets, net income before taxes, and
federal tax payable for 2011 to 2016. These data are consolidated at the enterprise level and cover activities that
are ‘booked in Canada’.

We also used a new ‘flag’ to identify MNEs'® which was developed in collaboration with Statistics Canada’s
International Accounts and Trade Division. It relies on tax data to identify MNEs with affiliates abroad, and the data
collected under the Corporate Returns Act to identify enterprises with foreign parents.

Methodology: The methodology for this indicator is adapted from Indicator 4 in Action 11 of the OECD’s BEPS
Action Plan. The OECD study used data from unconsolidated financial statements of MNEs and non-MNEs
worldwide (OECD 2015).

To recreate this indicator for Canada, we set up the data for analysis by labelling enterprises as ‘large’ if they had
over 25 million in total assets™. Following OECD methodology, we dropped all observations with negative total
assets, net income, and taxes.

We calculated ETR2? and profit rate for each enterprise, and sorted enterprises into six groups based on their
characteristics: non-MNEs or enterprises without affiliates abroad (large and small), and two types of MNEs:
Canadian- owned enterprises with one or more foreign affiliates (large and small) and foreign- owned enterprises
(large and small). To discover whether differences between these 6 groups were statistically significant, we ran a
regression that controlled for industry and profitability.?!

We present our findings as the differential between ETRs for comparable MNEs and non-MNEs for 2016, because
results were stable year-over-year.

Results: In 2016, ETR was lower for large Canadian- owned enterprises with foreign subsidiaries than for
comparable non- MNEs, and the difference was statistically significant at the 95% level when controlling for
profitability and industry. ETR was higher for foreign- owned enterprises than for comparable non-MNEs.

No differences in ETRs for small enterprises operating

in Canada were statistically significant. Table 1
Effective tax rate differential for large MNEs when compared

with large non-MNEs operating in Canada (percentage)
Canadian-owned enterprises with

This could be a sign of tax minimization by the MNEs
with affiliates abroad, but more research is required

to discover whether the differential is due to these one or more foreign subsidiaries Foreign-owned enterprises
enterprises taking more deductions in Canada as Year percent

a proportion of their net income than domestic- 2016 -1.9 3.2
onIy enterprises. The consolidated data was not Source: Statistics Canada, authors’ calculations based on data from the Annual and Financial
sufficiently detailed for this research. Taxation Statistics (AFTS).

18. Please refer to the study MNEs in Canada for more details on the methodology to create the “flag”.

19. The threshold for determining whether an enterprise is large is from a previous Statistics Canada paper on profitability of enterprises by country of control (2005). Enterprises holding above
$25 million make up roughly 1% of all enterprises in Canada. The OECD describes enterprises as ‘large’ if they have over 250 employees

20. Taxes paid includes both federal and provincial taxes. Excluding provincial taxes did not have a material impact on our findings.

21. The OECD also controlled for country, which is not applicable here since all of our data are about Canadian operations, and patent- holding, which we were not able to control for due to data
limitations.
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Section 4: Conclusions and suggestions for additional research

In conclusion, many of the indicators we created suggest that MNEs with operations in Canada may have used
strategies to minimize the amount of taxes they owed globally between 2011 and 2016, but further research needs
to be done to understand the extent of the impacts of these behaviours on taxation revenues in Canada.

The indicators in section 1 demonstrate that there are mismatches between the locations of real and financial
activities of MNEs with operations in Canada, which suggests that some investment abroad is motivated by tax
concerns. Considering how small the economies of countries with favourable corporate tax rates are, they have
high stocks of Canadian FDI. Affiliates (of MNEs operating in Canada) in countries with favourable corporate
tax rates also have low levels of employment and sales relative to assets, compared with subsidiaries in other
countries.

Both indicators in section 2 demonstrate that for those MNEs operating in Canada and having foreign affiliates,
their affiliates with low ETRs are highly profitable relative to their groups. These results, which are more
pronounced in some years, suggest that profits have been ‘shifted’ to lower tax locations. Indicators in section 2
do not attempt to isolate the locations of the low ETR affiliates, which could be the Canadian firm at the top of the
MNE in some cases. Although the results imply that MNEs are reducing their tax bases globally, more research
could help to understand how this impacts tax revenues in Canada.

The indicator in section 3 demonstrates that there are statistically significant differences between ETRs for large
MNEs and non-MNEs operating in Canada. Large foreign-owned enterprises operating in Canada had higher tax
rates than comparable non-MNEs while large Canadian-owned enterprises with subsidiaries abroad had lower
effective tax rates. Further research with more detailed data is required to determine whether the low ETRs could
be due to BEPS behaviours.
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Appendix 1: Data sources for Indicators 1A and 1B

Outward foreign direct investment statistics are available from Statistics Canada in NDM table 36-10-0008-01.

GDP statistics by country are available from the World Bank’s World Development Indicators DataBank.

Activities of Canadian majority-owned affiliates abroad are available from Statistics Canada in NDM table
36-10-0470-01.
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Appendix 2: Indicator 2A year- over- year

Income earned by affiliates in each quadrant
Year Quadrant percent
26
32
26
16
35
28
27
10
22
37
30
12
19
48
23
11
19
46
20
16
15
35
38
12

Source: Statistics Canada, authors’ calculations based on data from the T2 and T1134 informa-
tion returns.
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Profit shifting by multinational enterprises operating in Canada

Appendix 3: Indicator 2B year- over- year

Year Relative profit rate
2011 1.8X as profitable
2012 2.8X as profitable
2013 1.7X as profitable
2014 2.7X as profitable
2015 3.3X as profitable
2016 2.1X as profitable

Source: Statistics Canada, authors’ calculations based on data from the T2 and T1134
information returns.
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