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Executive Summary

This report proposes a new progressive excess profit tax (PEPT) for the European
Union. Our proposal taxes excess profits at:

e an additional 20% rate for ‘base’ excess profits - profits between a rate of return
of 10% and 15%

e and an additional 40% rate for ‘super’ excess profits - profits above a rate of
return of 15%

This PEPT design would raise an additional €126 billion in 2022 on top of existing
corporate tax revenues. This is equivalent to roughly 0.8% of the EU’s GDP or about
1.6% of total government expenditure by EU member states. This translates to €280
for every EU citizen.

EU member states could levy the PEPT as they have the necessary tools, information
and legal authority to collect taxes, with coordination at the European level.

Our proposal limits tax avoidance: firms are taxed based on where they generate sales,
not where they are legally registered, limiting their ability to shift profits to low-tax
jurisdictions to avoid the tax.

Our proposal should not reduce investment as firms can still make 10% returns on their
assets without facing any extra taxes.

Even if global coordination is not possible, we show that a PEPT can be unilaterally
implemented by the EU.
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1 Introduction

Excess profits are currently at historically high levels. In 2014, global excess profits were
just under €1 trillion (see figure 1). Following the COVID-19 pandemic and the Russian in-
vasion of Ukraine, excess profits had more than doubled to over €2 trillion in 2022. Such
a boom will exacerbate wealth inequality, given that the top 10% own more than 86% of
total net financial assets (Allianz Group Economic Research, 2022). Moreover, Europe cur-
rently faces an interlocking and cascading series of crises, from the climate emergency to
an ageing population, all of which require increased investment. For example, an additional
€620 billion of investments annually will be needed to hit green transition targets between
2023 and 2030 according to the EU Commission (Reuters, 2023), with further investments
necessary to fund the demographic transition and elevate social infrastructure (see similar
proposals by Onaran, Oyvat, and Fotopoulou, 2023; Oyvat and Onaran, 2022; Onaran, Oy-
vat, and Fotopoulou, 2022). This report proposes a new progressive excess profit tax (PEPT)
to meet both these challenges, raising funding for public investment alongside tackling rising
inequality.

Figure 1: Global excess profits 2014-2020. Base excess profits are returns between 10% and 15%
of total assets. Super excess profits are profits above 15% return on total assets.
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Throughout history, excess profit taxes have played a major part in tackling crises, for in-
stance during the First and Second World Wars (Hebous, Vernon, and Prihardini, 2022). In
1941, the US raised as much as 22% of their total tax revenues from excess profit taxes to
fund the war effort, with tax rates reaching 95% to limit inequality. While ad hoc windfall
taxes are being implemented across the continent today (Enache, 2023), this report looks
back to this history of excess profit taxes to set out a new, progressive and comprehensive



proposal.

We argue that excess profits across all sectors of the economy should be taxed progressively,
i.e. the more profits a firm makes, the higher the tax rate it has to pay. This idea is very com-
mon in income taxation: most countries tax wages - labour income - progressively, but do
not tax corporate profits the same way. Our proposal is to abandon this unequal treatment
and introduce three tax bands for profits: the existing corporate tax rate for ‘normal’ profits,
an additional 20% for ‘base’ excess profits and an additional 40% for ‘super’ excess profits.
We define excess profits as profits above a normal rate of return on total assets (above 10%).
Base excess profits are profits between a rate of return of 10% and 15% and super excess
profits are profits above a rate of return of 15%. These excess profits, both base and super,
would be taxed in addition to existing corporate taxes.

In line with EU legislation, we suggest that member states should levy the tax, but the im-
plementation should be coordinated and consolidated at the EU level. The proposal applies
a destination-based principle which means that member states tax profits where sales are
generated. Our estimations are based on firm-level data which cover both listed and unlisted
firms worldwide with an operating revenue above €80 million.

This PEPT design would raise an additional €126 billion in 2022 on top of existing corporate
tax revenues. This is equivalent to roughly 0.8% of the EU’'s GDP or about 1.6% of total
government expenditure by EU member states. This translates to €280 for every EU citizen.

There are three key benefits to this proposal. Firstly, to our knowledge, it is the first excess
profit tax proposal to argue for progressive tax rates in the EU. As can be seen in figure 1,
much of the increase in excess profits that we see over the last two years is due to anincrease
in super excess profits, i.e. returns above 15% of total assets. Introducing a progressive tax is
one way to redistribute this. Secondly, it tackles tax avoidance. Firms will not be incentivised
to leave the EU or shift profits to subsidiaries in low-tax jurisdictions, as all firms, regardless
of where they are located, are taxed according to the destination-based principle. Lastly,
the effect of the tax on investment is also likely to be limited, given that firms can make
substantial returns (up to 10%) without facing any extra tax burden - well above most other
opportunities available to investors.

This report is structured as follows: in section 2, excess profits, our PEPT proposal and the
destination-based principle are explained. Section 3 covers data and measurement issues.
In section 4, we present the revenue estimations and discuss how the tax burden is dis-
tributed geographically and across sectors. Section 5 discusses some practical concerns of
implementing a PEPT and section 6 concludes.



2 Taxing excess profits progressively - our proposal

2.1 What are excess profits?

In our current economic system, firms make profits as a return on their investment in capital.
In most cases, firms do not receive the same profits year after year: profits tend to vary,
depending on industry, macroeconomic and policy environment and demand for a firm's
products or services. For this report, we define excess profits as the returns that a company
makes over and above a normal 10% return on its assets following a recent study by the
International Monetary Fund (Hebous, Vernon, and Prihardini, 2022):

1_Iexcess = 1_[total - 1_Inormal if 1_[total > 1_Inormal (1)

where Tleyxcess are excess profits, Iliqt, are total profits and I,orma are normal profits. This
equation only holds if a firm actually has excess profits, i.e. Iliota) > Ilhormal- If Normal profits
are smaller than our definition of excess profits, then a firm does not generate excess profits.
By definition, equation 1 is the same as

Hexcess = Hiotal — 0.1 * Agotal if Iiotal > 0.1 % Agotal (2)

where 0.1 is the 10% threshold for a ‘normal’ rate of return and A, are total assets, i.e. all
assets a company lists on its balance sheet. This includes all assets, regardless of whether
they are funded by debt or equity. Assets are relevant for the creation of profits since, eco-
nomically, an asset is a resource or item, tangible or intangible, that is expected to generate
a benefit for its owner. In our case, we assume assets are generating income (profits) for the
firm as the owner.

We assume profits as normal up until 10% of total assets, following the allowance definition
of Hebous, Vernon, and Prihardini, 2022. While setting a normal rate of return is always a
normative and to some extent political question, we choose the 10% rate given that it is
relatively high compared to the definitions historical excess profit taxes were based on, for
example, 6% in Germany and 8% in Italy in 1915 (ibid.). A 10% normal return is also generous
compared to 5% rate of return on Foreign Direct Investment in the EU (Eurostat, 2023); the
current yields on government bonds in the Eurozone; and the roughly 7% cost of capital as
defined by Barkai, 2020.1

Some firms may generate extremely high returns that warrant particular consideration. We
define these very high returns as super excess profits. Again, choosing a cutoff for this is
a normative and political question, but for the sake of this report, we define super excess
profits as returns above 15% to total assets. This effectively decomposes excess profits into

The cost of capital is the weighted average of the debt cost of capital and the equity cost of capital, weighted
by market value of debts and equities of the economy. It aims to capture the true costs of investing, including
opportunity costs. Barkai, 2020 estimates are for the US but similar estimates should apply to the EU



two parts: super excess profits (above a 15% return) and base excess profits (between a 10%
and 15% return):

1_[excess = 1_[base excess T 1_[super excess if 1_Itotal > 1_[normal (3)

To better understand these definitions, consider an example of a firm with €500 million in
total profits and €1,000 million in total assets. Following equation 2, the firm makes €400m
in excess profits as:

Hexcess - 500m - 0.]. * 1000m - 500m - 100m - 400m

which can be decomposed into €350 million of super excess profits, i.e. where profits are
above 15% of total assets:

Hsuper excess — 500m — 0.15 % 1000m = 350m

and €50 million of base excess profits, i.e. where returns are between 10 and 15% to total
assets:

IMhase excess = Iexcess — Hsuper excess = 400m — 350m = 50m

2.2 What is a progressive excess profit tax?

Our progressive excess profit tax (PEPT) proposal taxes excess profits at increasingly pro-
gressive rates, similar to existing income tax systems. We propose two tax rates for base
and super excess profits in addition to existing corporate taxation:

e Base excess profits are taxed at an additional 20%
e Super excess profits are taxed at an additional 40%

More formally, under a new PEPT a firm would face the following tax bill

T = Iliotal X te + SEU(Ipase excess X 0.2 + ITsuper excess X 0.4) (4)

corporate tax additional PEPT

where T is a firm’s tax bill, IT;.t, are the total global profits of the firm, II e excess are the
global base excess profits made between 10% and 15% returns, Ilsyper excess are the global
super excess profits made above 15% returns, s gy is the share of global sales that a company



makes in the EU and ¢.. is the current corporate tax rate of the country where the firm is
headquartered.?

There are two crucial features of this PEPT. First, the PEPT is applied in addition to existing
corporate taxes. The reason for this is to not infringe on the autonomy of member states
to decide their own corporate tax rates. The ‘corporate tax’ part of the equation is what
the firm currently pays on its total profits under the existing system while the ‘additional
PEPT' is the extra tax the firm will pay due to the PEPT. This means that a firm’s base and
super excess profits will be taxed at both the existing corporate tax rate plus the additional
PEPT rates. For example, if current corporate tax rates are 20% (t. = 0.2), the firm will pay a
total rate of 40% on its base excess profits (20% + 20%) and a total rate of 60% on its super
excess profits (20% + 40%). This is why we refer to PEPTs as an additional tax throughout
this report. Second, the PEPT is applied to all firms with excess profits, regardless of whether
they are located in the EU or not. However, the share of global sales sgy generated in the
EU determines the portion of global excess profits that is being taxed, as discussed in more
detail in section 2.3.

To see how the PEPT works, consider again the above example where a firm with €1,000
million in total assets makes €500 million in total profits, of which €350 million are super
excess profits and €50 million are base excess profits. Assume that the firm is headquartered
in Spain, which in 2022 had a corporate tax rate of 25% (t. = 0.25). Furthermore, assume
that 80% of the company’s global sales are made in the EU (sgy = 0.8). Following equation
4, the firm faces a total tax bill of €245 million, of which €125 million comes from existing
corporate taxes, and €120 million from the additional PEPT:

245m = 500m % 0.25 + 0.8(50m * 0.2 + 350m * 0.4
—_— =

corporate tax=125m additional PEPT=120m

Spain levies the tax for the entire share of profits apportioned to the EU since the firm
is already being taxed in Spain anyway. This is to reduce bureaucracy and to create clear
guidelines for firms. Non-EU firms are taxed by each EU member state according to the
share of their sales in that member state.

2.3 Avoiding tax avoidance

One potential issue with implementing a new PEPT is the risk of tax avoidance. Since the
1970s, multinational corporations have increasingly shifted a large share of their profits to
low-tax jurisdictions (Wier and Zucman, 2022). Tarslgv, Wier, and Zucman, 2023 estimate
that 36% of the profits of multinationals are shifted to tax havens globally under the current
corporate tax system.

2We define ‘headquartered’ as the jurisdiction where a firm is incorporated or registered, and, consequently,
where it books its profits.



We tackle the issue of tax avoidance with a destination-based principle to taxation, follow-
ing the approaches of Francois et al., 2022 and Hebous, Vernon, and Prihardini, 2022. The
destination-based principle apportions a share of global excess profits of non-EU headquar-
tered firms to the EU, based on the firm’s share of global sales to the EU. For instance, under
our PEPT proposal, if a UK energy firm has 15% of its sales in the EU, then EU member states
would tax 15% of the excess profits of this firm. If the firm generates 5% in sales in Romania
and the remaining 10% in Bulgaria, Romanian and Bulgarian authorities tax 5% and 10% of
excess profits, respectively. This differs from the current system of corporate taxation which
generally taxes profits based on the legal residence of a firm. However, destination-based
principles of taxing corporate profits are shown to significantly limit tax avoidance (Auer-
bach, Keen, and Vella, 2017; Devereux, Auerbach, et al., 2020). A similar destination-based
principle to taxing corporate profits has been adopted by the OECD in Pillar | of its 2021
Inclusive Framework agreement, which was reached by 137 countries (OECD, 2022).

A PEPT with a destination-based principle can be implemented by the EU unilaterally, with
member states collecting the tax (see section 5.5). Introducing a PEPT unilaterally, the EU
might create incentives for other countries to adopt such a tax themselves (see section 5.4
for further details).

Crucially, our PEPT proposal overcomes the debt bias that currently exists in many corpo-
rate tax systems (De Mooij, 2012). Most countries allow corporate income tax deductions
for interest expenses but do not implement similar deductions for equity, thereby favour-
ing debt-financed over equity-financed investments. Assume our firm from above invests
€100 million in additional production capacity. Under current corporate tax regimes, the
firm would be better off financing this investment by taking out additional debt and paying
interest for it, say 10% p.a. Most countries would allow for the €10 million interest expenses,
or a portion of that, to be deducted from the corporate tax base. However, if the €100 mil-
lion investment is financed via equity, no similar deductions are usually applied. Therefore,
our firm has an incentive to finance investment with additional debt. Not only could this be
considered undesirable for efficiency reasons, but incentivising corporate debt also comes
at the cost of increased financial risk and instability. Our PEPT proposal considers the total
assets of a firm (financed by either debt or equity) when computing tax allowances as shown
in our example above. Consequently, there is no incentive for firms to use debt over equity
toincrease their tax allowance. Models similar to the one proposed here are sometimes aptly
referred to as ‘allowance for corporate capital’ (ACC) models since they allow for a normal
rate of return on total assets (De Mooij, 2012; Hebous, Vernon, and Prihardini, 2022).

3 Data and measurement

The main data set for this report consists of firm-level data from ORBIS (Bureau van Dijk),
downloaded on 11 October 2023. ORBIS is a database covering listed and unlisted firms
globally. ORBIS includes information from firms’ balance sheets and annual reports. We in-
clude listed and unlisted firms from around the world with an operating revenue (turnover)
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of €80 million (roughly $100 million) in any of the years between 2014 and 2022 for our
PEPT revenue estimations.] For 2022, this includes 46,538 firms, of which 14,230 made
excess profits. From ORBIS, we use the following variables in this report: Operating Profit
(Loss)/Earnings Before Interest and Taxes (EBIT) as the profit variable, Total Assets, and Oper-
ating Revenue (Turnover) as the sales variable. We exclude firms with mainly missing obser-
vations. This limits the number of observations and results in conservative figures for our
revenue estimations.

In addition, we use OECD Country-by-Country (CbC) reports to allocate the share of sales
of foreign-headquartered firms to a country destination. As discussed in section 2.3, our
PEPT proposal adopts a destination-based principle, whereby firms are taxed at their sales
destination. However, allocating sales using the consolidated firm data from ORBIS is not
possible. A viable workaround involves using OECD CbC reports, which enable us to allocate
the share of sales of multinational firms to a country destination. These reports are currently
available for the years 2016-2018 and we use 2018 as the base year for the destination-
based allocation.* Drawing on country-level data from the CbC reports, we can apportion
firm profits to sales destinations.

The CbC database covers 47 domicile countries (where multinationals are registered). If
data for a domicile country outside of the EU are missing, we allocate 10% of sales to the
EU following a recent study by EU Tax Observatory (Francois et al., 2022). If we do not have
data for a domicile country inside the EU, we assume it makes 70% of its sales within the
EU. This is the average share of sales to the EU by an EU country).®> Figure 5 in the appendix
shows EU headquarter countries and breaks down the share of sales from these countries’
firms in the EU. Figure 6 shows the shares of sales from non-EU headquartered firms to the
EU.

4 Revenue potential of a PEPT

This section presents revenue estimations for a PEPT model which taxes base excess profits
at 20% and super excess profits at 40%. Super excess profits are profits above a 15% return
to total assets. Base excess profits are profits between a 10% and 15% return.

3Excluding firms below an operating revenue of €80 million does not substantially alter revenue estimations.
We found that the data quality for many of these smaller firms was poor and therefore excluded them from our
analysis.

4Under BEPS Action 13, all large multinational enterprises (MNEs) are mandated to prepare a CbC report,
supplying data on their global allocation of income, profit, taxes paid, and economic activity among the tax
jurisdictions in which they operate. Essentially, every multinational company with a consolidated group revenue
of at least €750 million is already obliged to file a CbC report. The most recent set of aggregated and anonymised
data from CbC reports was released in November 2022 and includes information on the global tax and economic
activities of around 7,000 multinational companies, headquartered across 47 jurisdictions and operating across
more than 100 jurisdictions worldwide.

5CbC reports are not available for Bulgaria, Cyprus, Czechia, Estonia, Croatia, Hungary, Ireland, Malta, Por-
tugal, Slovakia.
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Table 1: Revenue estimates for a progressive EPT

EPT revenue Progressive model
€ Billion 126

% of EU GDP .8

% of Total Gov. Expenditure 1.6

Per EU Citizen 282

Notes: This model has a progressive design with a 20% tax rate on excess profits between 10 and 15% of firm assets
and a 40% tax rate for excess profits above 15%.

Table 2: Where are firms subject to the PEPT domiciled?

Residence of firms Contribution to EPT, in Contribution to EPT, in

€bn %
United States 21.2 16.8
France 13.4 10.6
Luxembourg 12.5 9.9
Denmark 7.1 5.6
United Kingdom 7.1 5.6
Netherlands 6.6 5.2
Norway 6.4 5.1
Germany 5.7 4.5
Poland 4.5 3.5
Italy 4.3 34
Other countries 37.4 29.7

Own calculation based on OECD CbC Report 2018 and ORBIS.

4.1 How much could a PEPT raise?

In 2022, the proposed PEPT model generates €126 billion, i.e. roughly 0.8% of EU GDP or
about 1.6% of total government expenditure by EU member states. This translates to €280
for every EU inhabitant if the revenues from the tax were fully and equally redistributed to
households. Table 1 presents the revenue estimations for the PEPT.

4.2 Which countries pay the PEPT?

While the majority of revenues in our proposal are generated from EU firms (56.2%), a sig-
nificant amount of revenues come from non-EU firms including US firms (16.8%) or UK firms
(5.6%). Looking at excess profits, table 2 breaks down the distribution of sales, and hence ex-
cess profits, by firms’ country of residence. This comes from the destination-based principle
of taxation as discussed in section 2.3.

If the tax was only implemented for EU-domiciled firms, taxing 100% of their excess profits
but 0% of non-EU domiciled firms, the PEPT would raise €118 billion, a similar number as
our destination-based PEPT (see table 1). However, this figure disregards potential response
behaviours. Since such a design would incentivise firms to change their domicile country,
the destination-based principle is likely to raise more revenues for the EU.
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4.3 Which sectors pay the PEPT?

A sector-level analysis shows that the bulk of PEPT revenues in 2022 come from firms in
the energy and manufacturing sectors (see figure 2). The manufacturing sector accounts
for 27.1% of PEPT revenues in the EU, and energy for 18%. Notably, the transport sector
accounts for 10.7%, the information and communication sector accounts for 4.5%, and fi-
nance for 3.2%, with the remaining 36.4% spread out across an array of sectors. We provide
details on sector-specific PEPT revenues across our three models in table 3 in the appendix.

Figure 2: The bulk of EU excess profits come from manufacturing and energy

PEPT revenue 2022, by sector
in billion €

[ Transport
| | | ‘ ‘ [ Information
Finance

0 50 100 150

4.4 How do PEPT revenues change over time?

As discussed in the introduction, the last few years have seen relatively high excess profits
in the energy sector, due to the COVID-19 pandemic, the Russian invasion of Ukraine and
rising interest rates. On the one hand, this makes a PEPT more important than ever to
prevent these excess profits from exacerbating existing inequalities. On the other hand, the
revenues generated in 2022 may not be as high in the future - depending on potential future
shocks.

Figure 3 demonstrates the development of potential PEPT revenues since 2014 had they
been implemented in the past. While, clearly, the 2022 revenue is extraordinarily high, most
previous years would have resulted in substantial EU-level tax revenues, too. This closely
corresponds to the pattern we can see in figure 1: both base and super excess profits were
lower in 2020 than in previous years, resulting in a lower potential tax revenue for the first
COVID-19 year. Super excess profits were particularly high in 2022, generating an extraor-
dinarily large tax revenue potential.

Furthermore, the distribution of excess profits across sectors also fluctuates over time as can
be seen in figure 4. While various sectors, in particular the energy sector, had a substantial
increase in excess profits in 2022, high excess profits in manufacturing and finance persist
in all periods.

12



Figure 3: Progressive excess profits tax revenue over time

PEPT revenue over time
in billion, numbers in real 2022 €

150

126

100 93

74

68

54 b *
51 48
50
0 |
2014 2015 2016 2017 2018 2019 2020 2021 2022

Notes: Own calculations based on ORBIS data.

5 Discussion and practical concerns

Taxing excess profits frequently sparks debate and is often viewed as infeasible. In this
section, we address some practical concerns of implementing a PEPT.

5.1 Limited overall effects on investment

A central concern about PEPTs is how they might alter investment behaviour. However, our
proposal should have a limited effect on overall investment for four reasons.

First, firms can make substantial returns (10%) without facing any extra tax and face a re-
duced additional tax rate of 20% for base excess profits between 10% and 15% returns to
total assets. Only extreme super excess profits above 15% returns to total assets are taxed
at a higher additional 40% rate compared to traditional corporate taxation. As discussed in
section 2.1, 10% is well above the returns that investors could otherwise make in the mar-
ket, i.e. their opportunity cost. Under neoclassical economic assumptions, firms invest if
the marginal return of a new investment project exceeds the economic costs of the project,
including the opportunity cost. As long as the normal rate of return is above the opportunity
cost to the firm, the PEPT should not influence the firm’s investment decision. Put another
way, an investor would still invest in a project with guaranteed returns of 10% despite the
PEPT, because 10% is a relatively high return on investments compared to other opportu-
nities. This point has been made in various leading theoretical and empirical contributions
including Boadway and Bruce, 1984; Devereux and Freeman, 1991; Hebous and Ruf, 2017;
Keen and King, 2005; International Monetary Fund, 2016; Mirrlees et al., 2011. Moreover,
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Figure 4: PEPT revenue over time, by sector

PEPT revenue over time, by sector
in € billions
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as a firm’s allowance increases with the accumulation of new assets, the PEPT should not
limit a firm’s growth.

Second, while microeconomic evidence on the impact of excess profit taxes on investment
is limited, funding public investment with a PEPT is likely to expand both output and em-
ployment at the macroeconomic level. Recent research shows that public investment in
the green and the care sectors increases output and employment (Onaran, Oyvat, and Fo-
topoulou, 2023). At the same time, raising corporate taxes has been shown to have an
inconclusive impact on growth (Gechert and Heimberger, 2022). Taking these together, the
overall impact is likely to be expansionary. Moreover, a PEPT can reduce inflation if revenues
are transferred to workers to stabilise their disposable income, thereby reducing wage-push
pressures on prices (Wildauer et al., 2023).

Third, certain sectors with positive spillovers, for example, research and development ini-
tiatives or green investments, could receive cost-based tax incentives (including accelerated
depreciation allowances and income tax credits) should there be any concern about declining
investments. While we expect the 10% normal allowance to be sufficiently high to maintain
viable investments in most sectors, cost-based tax incentives can be easily implemented.
The literature suggests that these incentives are more effective and efficient compared to
simply reducing corporate tax rates or granting exemptions from the PEPT (Alstadsaeter et
al., 2018; European Commission, 2014).

Fourth, our PEPT proposal is not biased towards debt-financed over equity-financed invest-
ments. Existing corporate taxes provide tax deductions for interest expenses but do not
provide similar benefits for equity-funded assets (De Mooij, 2012; Hebous, Vernon, and

14



Prihardini, 2022). This incentive for firms to accumulate high corporate debt might be con-
ducive to systemic risk and instability in financial markets (Minsky, 1975). Our proposal
overcomes the debt bias inherent to most corporate tax systems as total assets are treated
the same in determining each firm’s excess profits, regardless of whether assets are funded
by equity or debt.

5.2 Excess profit taxes can be permanent

One of the benefits of this PEPT proposal is that it can be implemented reliably on a more
permanent basis, as it is based on a stable and predictable definition of excess profits. This
definition differs, for instance, from the proposal by European Commission, 2022, which de-
fines excess profits as those surpassing average firm profits over the past four years. Such a
definition will be greatly impacted by business cycle dynamics. Following a boom, very high
profits may not be seen as excess profits, as the boom brings up the average profit of the
last four years. The inverse is true for recessions. The timing and choice of the definition
can therefore have a significant impact on which firms would have to pay the tax, in a way
that is hard to predict. Such uncertainty may potentially disrupt investment decisions, par-
ticularly when the sectors covered by these taxes are decided on an ad hoc basis (European
Commission, 2023).

A permanent, comprehensive PEPT across all sectors does not require politicians and pol-
icymakers to identify profitable sectors or firms episodically in response to crises. Given
the frequency of global economic disruptions, which is likely to rise with increasing climate
breakdown, windfall profits may continue. It is therefore crucial for policymakers to establish
a transparent strategy on how these profits will be taxed, ensuring greater transparency and
predictability. If permanently implemented, our proposal reduces financial unpredictability
for firms.

Temporary PEPTs also suffer from what is known as ‘gold-plating’ (International Monetary
Fund, 2012; Hebous, Vernon, and Prihardini, 2022). If a firm expects a temporary PEPT
to end on a given date, it has an incentive to bring forward as much of its investment as
possible, thereby reducing its profits and increasing its allowance during the PEPT period.
While this may increase investment today, it could lead to a reduction of investment in the
future and reduce tax revenues due to intertemporal profit shifting.

5.3 Excess profit taxes should be progressive

Our proposal suggests taxing excess profits progressively, i.e. the higher the profits of a firm
compared to its total assets, the higher the additional tax rate it has to pay. Progressive cor-
porate taxation is not very widespread in most industrialised countries, with the exception of
the United States. The US levied progressive corporate income taxes until it was abolished
by the 2017 Tax Cuts and Jobs Act.
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There are two reasons to aim for a progressive taxation of excess profits and corporate
income more generally.

Firstly, a PEPT can help limit rising inequality. Asset ownership is highly concentrated amongst
the very wealthiest in society as discussed in the introduction. Taxing corporate income pro-
gressively, e.g. via a PEPT, targets this concentration. Given the rising super excess profits
over the last two years, a PEPT would tackle this effect on wealth inequality more effectively
than a simple excess profit tax. Firms however may respond to a PEPT not by reducing pay-
outs to shareholders, but by suppressing wages. Yet recent research by Gale and Thorpe,
2022 shows that, even if a part is indirectly rolled over to workers, excess profit taxes tends
to target high income workers above low income ones. A PEPT will therefore likely still limit
inequality even when it is passed on to workers.

Secondly, corporations can be used by individuals to avoid personal income and wealth
taxes. For example, a very wealthy person whose wealth is tied up in a company can decide
to forego dividends and therefore limit their tax bill, despite the fact that the person has
control over these economic resources and derives benefits and well-being from it. As War-
ren Buffett famously stated, this is why he pays a lower tax rate than his secretary despite
being one of the wealthiest people in the world (CNN, 2013). A PEPT is one way to tax
this income - an alternative option would be to tax directly the wealth of individuals with a
progressive wealth tax (Tippet, Wildauer, and Onaran, 2021).

5.4 The EU could do it alone

In an ideal world, an excess profit tax framework like the one proposed in this report would
be globally coordinated, for example, as is being negotiated within the OECD'’s Pillar 1 of
the mentioned 2021 Inclusive Framework (OECD, 2022). However, it is possible for the
EU to unilaterally impose a PEPT on all global firms that sell in the EU, regardless of their
legal residence or headquarters. In fact, by introducing a PEPT unilaterally, the EU might
create incentives for other countries to adopt such a tax themselves. As Saez and Zucman,
2022 point out, the destination-based approach is one way to encourage other countries
to introduce a similar tax themselves: If a Japanese firm with €400 million of global excess
profits generates 20% of its sales in the EU, and the EU accordingly determines the tax base
at €80 million, Japan might be incentivised to adopt a PEPT itself on EU firms, rather than
allowing EU countries to be the sole benefactors of PEPTs (Saez and Zucman, 2022; Saez and
Zucman, 2019). A unilateral implementation of the destination-based principle proposed in
this report might, however, not be in accordance with tax treaties. A tax would therefore
have to be carefully designed in order to comply with existing legislation (Hebous, Vernon,
and Prihardini, 2022) or require an adaptation of the latter.
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5.5 Member states levy the tax

This report proposes a PEPT for the EU as a big internal market. Nonetheless, the EU as
a political union of 27 member states and its institutions cannot impose nor collect taxes,
neither legally nor practically. Member states are politically independent and can determine
their own taxation of corporate income. However, taxation or similar frameworks can be
agreed upon and facilitated at the EU level even if they are being collected by the member
states. For example, the solidarity contribution of the energy sector was recently agreed
upon at the EU level (Council of the European Union, 2022) and the European Commission
is currently proposing the Business in Europe: Framework for Income Taxation (BEFIT) to
harmonise the taxable base for multinational companies across the EU (European Commis-
sion, 2023). Furthermore, the tax could be facilitated and coordinated via an EU directive
(following Article 115 of the Treaty on the Functioning of the European Union). In that case,
member states would implement the PEPT through national legislation but are bound by the
directive.

Effectively, the PEPT will be collected by the tax authorities of the member states. All the
information to administer the tax is already being collected, allowing tax authorities (and
firms) to calculate the PEPT without great additional resource requirements. Most firms
above a certain size file annual balance sheets where total assets are listed. National tax
authorities should also have access to the necessary sales information of firms in order to
apportion excess profits to domestic revenues. This follows the spirit of Francois et al.,
2022 and should become even clearer should the currently proposed BEFIT framework be
adopted (European Commission, 2023).

6 Conclusion

Based on the findings of this report, we recommend that the EU implement a progressive
excess profit tax (PEPT). Excess profits should be taxed progressively just like income is taxed
progressively in most countries. To do this, we propose three corporate tax bands and rates:

¢ the existing corporate tax rate for ‘normal’ profits - profits for normal rates of return
of up to 10% of total assets

e an additional 20% for ‘base’ excess profits - profits between a rate of return of 10%
and 15%

¢ and an additional 40% for ‘super’ excess profits - profits above a rate of return of 15%

This PEPT design would raise an additional €126 billion in 2022 on top of existing corporate
tax revenues. This is equivalent to roughly 0.8% of the EU’s GDP or about 1.6% of total
government expenditure by EU member states. This translates to about €280 for every EU
citizen.

The proposal applies a destination-based principle that apportions profits from both EU and
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non-EU firms according to sales made in the EU. Even if global coordination is not possible,
we show that the PEPT can be unilaterally implemented by the EU. Member states should
coordinate implementation and the European Commission could assist that, e.g. by propos-
ing a directive under article 115 of the Treaty on the Functioning of the EU.

Our proposal addresses two major concerns with excess profit taxes: tax avoidance due to
profit shifting and negative impacts on investment. By using a destination-based principle,
firms will be less able to shift profits to low-tax jurisdictions to avoid the tax. Regarding the
effects on investment, firms’ willingness to invest should not be affected as they can make
up to 10% returns before the PEPT kicks in, particularly as 10% is well above the returns that
could otherwise be made in the market. Moreover, the overall impact of a PEPT, combined
with extra public investment, is likely to expand both output and employment.

We see several avenues for further research and policy work. Firstly, collecting comprehen-
sive data on beneficial ownership, in the form of a wealth register, would provide policymak-
ers with the toolkit to understand who ultimately pays the PEPT (i.e. the tax incidence) to
help administer and understand the impacts of the tax. Secondly, further work should eval-
uate the treatment of firms generating negative excess profits, i.e. losses. In order to remain
truly neutral to investment decisions, a PEPT would need an uplift equal to the normal rate
of return or a refund of the tax value of losses/profits over time. Such a feature has yet to
be implemented in the proposed models but should be considered in future work.

If faced with political inertia, the recent explosion of excess profits will inevitably lead to a
rise in wealth inequality across Europe. Given the already extreme concentration of financial
assets, excess profits will end up in the pockets of the very wealthiest Europeans. At a time
when we require ever greater investment to address the climate emergency and the crisis in
our care systems, our PEPT proposal puts forward a feasible and necessary path for a fairer,
more resilient and equitable Europe.
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Appendix

Figure 5: What percentage of sales by multinationals domiciled in the EU occurs within the EU?

EU domiciled multinationals
share of sales in EU, in %
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Own calculation based on OECD CbC Report 2018. We do not have reliable CbC reports available for Bulgaria, Cyprus, Czechia, Estonia,
Croatia, Hungary, Ireland, Lithuania, Malta, Portugal and Slovakia. For these countries, we impute the average EU value, apportioning
70% of sales to EU countries.
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Table 3: PEPT revenue by sector, 2022

Sector Excess profits in EU, in € bn

PEPT revenue, in € bn

Share of total PEPT revenue, in
%

Manufacturing
Energy

Transport
IT/communication
Finance

Other

Total

114.62
75.18
38.76
18.92

11.8

137.74

397.02

34.15
22.71
13.51
5.68
4.03
45.91
125.99

271
18
10.7
4.5
3.2
36.4
100

Table 4: What level of revenue could the PEPT generate when applied to firms with the highest

profits?
Company EPT revenue, in €bn Domicile Sector
AMAZON EU S.AR.L. 5 LU Other
A P MOLLER-MAERSK A/S 4.8 DK Other
CMA CGM 4 FR Transport
EQUINOR ENERGY AS 3.5 NO Energy
HAPAG-LLOYD AG 3.3 DE Transport
APPLE INC. 2.9 us Manufacturing
ARCELORMITTAL FLAT CARBON EUROPE S.A. 2.5 LU Other
TOTALENERGIES SE 2.3 FR Energy
UNITED STATES POSTAL SERVICE 1.9 us Transport
NOVO NORDISK A/S 1.6 DK Manufacturing
ORLEN S.A. 1.5 PL Energy
MICROSOFT CORPORATION 1.3 us IT/communication
VODAFONE PROCUREMENT COMPANY S. AR.L. 1.3 LU Other
CHRISTIAN DIOR 1.2 FR Manufacturing
LVMH MOET HENNESSY LOUIS VUITTON 1 FR Manufacturing
ALPHABET INC. 1 us IT/communication
ACCENTURE PUBLIC LIMITED COMPANY 1 IE Other
PETROLEO BRASILEIRO S.A. .8 BR Energy
ORRON ENERGY AB .8 SE Other
MERCK SHARP & DOHME B.V. .8 NL Manufacturing

Notes: Profits allocated according to destination-based principle, based on OECD ChC reports.
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Figure 6: What percentage of sales by multinationals domiciled outside the EU occurs within the
EU?

Non-EU domiciled multinationals
share of sales in EU, in %
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Own calculation based on OECD CbC Report 2018. We do not have reliable

CbC reports available for remaining non-EU countries. We apportion 10% of
their sales to the EU.
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Figure 7: Firm distribution by rate of return. Each bin represents the level of rate of return. Most
firms are below base excess profits, i.e. below a 10% rate of return on total assets.

Firm distribution, by rate of return
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Source: ORBIS. We only include firms with positive profits and combine firms with profit rates above 30% in a single bin.
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