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SUMMARY

The massive damage to human health caused by tobacco is now well-
known. So too are the efforts of major tobacco companies to avoid
disclosing the health consequences of smoking in order to continue
marketing their deadly products. But as regulation tightened in the high
income countries that used to generate most of the tobacco companies’
profits, their focus shifted. Marketing is especially targeted at younger
age cohorts (the ‘economic future of the tobacco industry’),* and at
lower income countries.? Today, as a direct result, around 80 per cent
of the 1.1 billion smokers worldwide live in low and middle income
countries — and it is estimated that tobacco is responsible for the deaths
of up to half of all users.3?

The tobacco companies have long stressed the economic contribution
made through tobacco duties, while at the same time lobbying intensely
against meaningful increases in duty rates.* According to the World
Health Organisation, “raising tobacco [excise] taxes to more than 75
per cent of the retail price [a high proportion of it] is among the most
effective and cost effective tobacco control interventions” —but only 32
countries in the world have so far achieved this.®

At the same time, tobacco remains among the most profitable industries
in the world.® While much research has focused on the benefits of
tobacco duties, which are borne by the consumer and so can change
behaviour for the better, this report assesses the extent to which a
major tobacco company pays tax in lower income countries - specifically,
corporate income tax on profits.

Are tobacco companies making a fair tax contribution to the societies
where their profitmaking activities cause the greatest human and
economic costs? We have looked at British American Tobacco (BAT), the
only tobacco company to feature in the top 100 of Forbes’ Global 2000
list of the world’s largest public companies.” The answer, based on the
analysis we have carried out for Bangladesh, Indonesia, Brazil, Guyana,
Trinidad and Tobago, Kenya, Uganda and Zambia, is a resounding ‘no’.
The operations we've looked at reveal the efforts that BAT goes to to
minimise the tax contribution made to those countries.

We uncovered a range of mechanisms reducing tax, including cross-
border payments made within the multinational group for royalties,
research, intra-group lending and as dividends. If the implied foregone
tax revenues that we find are taken to reflect ‘business as usual’ from
now until 2030, the year in which the world aspires to reach the UN
Sustainable Development Goals, the countries in question would suffer a
total loss of nearly US$700 million — from the tax avoidance of a single
tobacco company.

While the multinational tobacco companies are highly profitable, the
scale of the profits and the corporate income tax paid by them is
relatively small, in comparison with the scale of the economic damage
caused by smoking. For example, in 2016 BAT Bangladesh made a

net profit of around 7.6 billion BDT - much less than the estimated

158 billion BDT of economic damage caused by smoking. Yet, even
though the corporate income tax they pay is a relatively small potential
recompense, the companies still avoid making the full corporate income
tax contribution that would be expected. Rather, they should pay a
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higher distribution from profit towards mitigating the damage.

Any claim that tobacco companies make an economic contribution to
offset their massive health costs rings hollow, when they appear to go
to such efforts to avoid paying taxes. The only thing that can be taken
for granted is that tobacco companies will not support sustainable
development unless they are forced to. Tobacco companies must be set
higher standards of transparency to ensure greater public accountability
for their tax behaviour. And tax authorities must approach tobacco
companies with great scepticism and apply rigorous scrutiny to the
claims they make.

"In 2016, BAT . . .
These are our recommendations for urgent action to discipline

Bangladesh made a tobacco companies and to curtail the human development

net profit of around damage they are causing. Governments must take action

7.6 billion BDT - immediately to stem the syphoning of much needed funds from
their countries by an industry already exacting a heavy toll in

much less than the terms of lives lost to tobacco use.

estimated 158 billion
BDT of economic
damage caused by

smoking." companies (to be spent on essential public services)

Governments

e Prioritise regulation and administration that enables
the maximisation of corporate tax revenue from tobacco

e Ensure public accountability of tobacco companies by
requiring publication of country by country reporting alongside
company accounts — a measure which has been shown to cut tax
avoidance immediately and also provides insights into where tax
authorities should challenge abuse

e Closely scrutinise the tax affairs of tobacco companies, to reduce
or eliminate profit shifting, with particular attention to crossborder
related party royalty fees and IT recharge payments, financing,
routing of dividend payments, and procurement

e Review and renegotiate tax treaties that are excessively
disadvantageous to lower income countries

e Assess the overall level of tobacco related revenues and the share
that is accounted for by spending to reduce health and other costs
of tobacco consumption

International community

e Support tax treaty standards more beneficial to lower income
countries

e Require multilaterally the publication of multinational companies’
country by country reporting to ensure accountability for
mechanisms that shift taxable profits away from the location of
real economic activity



. INTRODUCTION

British American Tobacco (BAT) says in its 2017 global annual report,
“Cigarettes are a reliable source of tax revenue for governments
worldwide,” and “tobacco is one of the world’s most regulated and most
taxed industries.”® BAT Bangladesh says that government taxation
policies “negatively impact not only [the company] but also government
revenue earning capacity from the industry.”

Overwhelmingly, these claims relate to excise taxes rather than
corporate income taxes. That is, tobacco companies highlight the duties
which add to the price of tobacco paid by customers of the company,
much like VAT and other sales taxes. These duties are borne by tobacco
consumers and are recognised as one of the most powerful instruments
to reduce consumption - and thereby obviate the enormous health
damages, including massive excess mortality, that tobacco consumption
causes.

Precisely because they can change consumer behaviour, the tobacco
companies have seen the threat to their profits and lobbied powerfully
against meaningful increases in duty rates.!® At present, only 32
countries in the world - overwhelmingly high income countries - have
introduced tobacco excise taxes that account for more than 75 per

cent of the retail price.!! This is despite excise taxes levied in order

to increase prices being recognised under the globally agreed WHO
Framework Convention on Tobacco Control as an important and effective
means of reducing tobacco consumption.?

But these taxes are not borne by the companies, however much they
might like to claim credit for the resulting revenues. Rather, they are
‘sin taxes’, designed to be borne by, and to change the behaviour of, the
ultimate consumer in a socially damaging production chain - be that of
tobacco, carbon dioxide emissions or any other public ‘bad’.

Corporate income taxes are entirely different. They are borne directly by
companies and represent not an attempt to change consumer behaviour,
but are a distribution of the profits from corporate activity: a distribution
back to the state in which the underlying economic activity occurs. The
state which invests in public health and education to provide the skilled
workforce necessary. The state that pays for public infrastructure and
administration, the system of law and order, and market regulation,
without which no businesses could function. The state which maintains
the economy where companies produce and/or into which they sell their
product and from which they profit.

As it happens, multinational tobacco companies are among the world’s
most profitable companies.'* And this is despite decades of revelations
about, first, the health damage caused by tobacco consumption

and, second, the aggressive actions of the industry in distorting and
suppressing that evidence.

British American Tobacco - the focus of this report - has fought in the
courts in Kenya and Uganda in an attempt to prevent these governments
from regulating to limit the harm done by smoking. “In one undisclosed
court document in Kenya, seen by the Guardian, BAT's lawyers demand
the country’s high court ‘quash in its entirety’ a package of anti-smoking
regulations and rails against what it calls a ‘capricious’ tax plan,” said
The Guardian newspaper in July 2017. BAT denies it is opposed to all
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tobacco regulation, but says it reserves the right to ask the courts to
intervene where it believes regulations may not comply with the law.4
BAT is also under investigation by the UK Serious Fraud Office on
suspicion of corruption over claims that it bribed officials in East Africa to
undermine anti-smoking laws.?>

The continuing profitability of multinational tobacco companies owes
much to their ability to resist regulation in all countries, but also to the
speed with which they exploited the relative lack of regulation in lower
income countries and switched their focus from the high income home
countries that had long been their largest markets.

Front entrance to British American Tobacco PLCs UK headquarters in London
Credit ©Philafrenzy

According to the World Health Organisation, around 80 per cent of

the 1.1 billion smokers worldwide live in low and middle income
countries.'® Coupled with the research evidence that tobacco is likely to
be responsible for the deaths of half of all users,!” the future scale of
mortality will be dramatic — even if no further users were hooked.

And globally, cigarette consumption is still rising, entirely because

of the expansion of markets in lower income countries.® Regulation

of marketing is often lax or poorly enforced and sales practices long
abandoned in the global North - such as the selling of flavoured
cigarettes to appeal to young people or sale of single cigarettes near
schools - are commonplace.® Of course, the health risks are the same
- indeed, the stakes are higher, in the sense that far fewer smokers are
likely to have access to decent healthcare in lower income countries and
public health systems in the global South must survive with much lower
levels of resources.

More tax revenue is critically needed in lower income countries. For
example, it is estimated that low and lower middle income countries



Ashes to Ashes - Tax Justice Network

need to raise public finance by an average annual US$69 to US$89
billion by 2030 - the year in which the world aspires to meet the UN
Sustainable Development Goals - to meet the health related Sustainable
Development Goal 3.2° Tax accounts for a much lower share of the
economy in low and lower middle income countries than in high income
ones. Despite some progress overall in the last decade, many countries
have overall ratios of tax to GDP below 20 per cent or even 15 per cent -
a rate which is sometimes used as an informal rule of thumb to indicate
state fragility.

As the following section sets out in detail, corporate income taxes are
an important part of government revenues, and especially so in lower
income countries. As a former US Internal Revenue Service director
says:

“The world’s poorer countries are chronically short of the public
revenues needed to combat persistent severe poverty, and as a
practical matter the income generated by multinational companies
within those countries represents one of the few realistically
accessible sources of additional public funding.”?!

This is where the tobacco companies’ behaviour is especially offensive.
The companies claim to be essential revenue providers through duties
that are actually being paid by consumers - consumers, whose health

is damaged with each puff. But in the same breath, major tobacco
companies are using a range of methods to shift profits out of lower
income countries to reduce their tax payments in those countries and
indeed, in some cases, their tax payments overall. Far from being
bounteous public providers, they are tax avoiders who knowingly deprive
lower income countries of the revenue they need to fund health services
to their citizens.

This report shows how this tax avoidance is perpetrated, and despite the
challenges posed by the opaque accounting practices involved, estimates
the scale of revenues foregone in a series of countries.

In Section 2, we provide an overview of how multinational corporate
taxation works. In Section 3, we describe the strategies commonly used
by multinational companies to avoid tax and explore their application

in the context of the multinational tobacco company that we focus on
in this report: British American Tobacco. We also present the headline
findings, estimating the tax loss to the countries we have looked at for
a given year. In Section 4 we look at the damage caused by smoking
and the costs of dealing with it, in the framework of the Sustainable
Development Goals. In Section 5, we ask whether BAT avoids tax in
the destination countries, not just in lower income countries. And in
the Appendix we look in detail at the tax avoidance approaches in eight
lower-income countries around the world. These countries were chosen
for their geographical spread and because they are countries where
financial statements have been published.

Finally, we draw recommendations for governments and international
actors to take the vital steps to end these harmful practices and to
ensure that tobacco companies make a fair tax contribution in the lower
income countries where they make so much money while imposing
massive public health costs.



2. CORPORATE TAXATION

AN OVERVIEW

The importance of corporate taxation for low and middle income
countries

Lower income countries raise a much smaller proportion of their national
income in tax than higher income ones. This situation has improved in
recent years though the gaps remain large.

Non-resource tax revenue as a proportion of GDP
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The structure of lower income countries’ tax systems is different from
developed countries: among other differences, corporate income tax
tends to form a higher proportion of non-resource tax revenue. This has
long been the case for lower middle income countries and since 2014 for
low income countries too.

Revenue from corporate income tax as proportion of total non-resource
tax revenue
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Source: ICTD/UNU-WIDER, ‘Government Revenue Dataset’, 2018.%

This reflects that with a much higher proportion of people living on low
incomes, and a less highly resourced tax system, it is difficult to raise
as much from, for example, personal income tax as in higher income
countries.
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Principles for multinationals paying tax and its global regulation

Most multinational companies reduce their tax bills by shifting profits
around the world through their different subsidiaries in various ways,
often via tax havens.

There are a few guiding principles for multinational corporate taxation to
balance this tendency to tax minimisation:

1 Corporate income tax — tax on a company’s profits — should
be paid where the profit is made. There is widespread
agreement that profits should be aligned with the location of
the underlying, real economic activity (eg employment and
sales). In practice, reducing the misalignment of profits and
real activity was the single aim of the biggest reform effort for
decades, the OECD Base Erosion and Profit Shifting (BEPS)
initiative.?*

2 Under OECD rules, transactions between companies which
are part of the same overall multinational company (related
parties) must be priced as they would be on the open market
- as if the parties to the transaction were unrelated to each
other. This is known as the arm'’s length principle.?® The Tax
Justice Network has argued that the BEPS initiative will be seen
as the last great - and failed - defence of arm’s length pricing,
but for the moment it remains the accepted basis for corporate
tax.

3 The process should be increasingly transparent. One useful
contribution of OECD BEPS has been the introduction of
country by country reporting, which requires multinationals to
provide tax authorities with consistent data on the jurisdiction-
level location of their economic activity, profits and tax
paid. The Tax Justice Network published the first draft of an
international accounting standard for country by country
reporting in 2003 and has led the global campaign for this data
to be made public — an aim which is increasingly the subject of
policy discussions.

Most countries set a corporate tax rate and have laws mandating the
use of the arm’s length principle in transfer pricing (pricing of trades
between related companies). They also have laws setting rates of tax -
known as withholding tax - levied on funds shifted out of the country by
multinational companies to their other subsidiaries.

There is no international regulation of corporate taxation, as such.
Instead there are guidelines produced by the Organisation for Economic
Co-operation and Development (OECD), which are voluntary but
sometimes adopted into national law, and there are the 3,000-plus
bilateral legally-binding tax treaties which aim to divide up taxing rights
between countries where corporations are resident and those where
they invest. These treaties set rates of withholding tax for each treaty
partner for different kinds of profit shifting (not always all kinds), and
sometimes these rates are different from those in general national laws.
The tax treaty network can itself be a source of problems because the
less powerful treaty partner often ends up with the worse deal - a trend
which has accelerated over the last decade or two.2¢
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The OECD provides a commonly used Model Tax Treaty?” and runs
several systems to enable states to exchange tax information on a
multilateral basis. In recent years, in the wake of the high political
profile of tax avoidance, the OECD ran a global process attempting to
improve tax rules resulting in the Multilateral Convention to Implement
Tax Treaty-Related Measures to Prevent Base Erosion and Profit
Shifting.?® This came into force on 1 July 2018. The UN Tax Committee
also provides a Model Tax Treaty?° - with better terms for lower income
countries than the OECD model - but the Committee is extremely under-
resourced.

In practice the arm’s length pricing model presents insurmountable
problems: it is often not possible to identify suitable price comparators
and, as this report shows, it enables companies to avoid tax. An
alternative ‘unitary’ approach, as has been proposed by the Tax Justice
Network and others,3° requires that the profits of each multinational are
assessed at the unit of the global group, rather than of the individual
entities within the group. These profits can then be allocated for tax
purposes to the various jurisdictions in which the multinational operates,
in proportion to the share of economic activity taking place in each -
thereby dramatically curtailing profit misalignment.

In some countries (not only traditional ‘tax havens’) it is not a
requirement that accounts are published, and the amount of information
included in them is highly variable between countries. For this reason,
the information in this report is far from comprehensive. This would
be mitigated by greater corporate transparency. Governments should
require publication of OECD standard country by country reporting
data - that is, information such as profits made, number of employees
and tax paid in each country where a multinational operates. Some
anonymised data will be published by the OECD towards the end of
201931, which represents a big step forward - although it will still not
level the playing field of transparency for individual companies.

Multinational companies and tax avoidance

By definition, multinational companies operate as business entities in
more than one country. This creates opportunities to avoid corporate tax
by shifting profits money around the world. This practice is so ubiquitous
that it can be regarded as a normal part of business life. Current data
suggests global tax losses of US$500 billion each year due to profit shifting
by multinational companies.3? A recent estimate is that 40 per cent of all
foreign-earned corporate profits are shifted to tax havens.33

Every country has its own rate of corporate taxation and its own laws
governing it. However, because multinational companies operate across
many countries, the tax they pay needs to be divided between the countries.
Because the tax rates and laws differ, there are multiple opportunities for
companies to find ways to reduce their tax bills.

To do this, most multinational companies have complex structures with
many subsidiaries which may not have employees and really only exist on
paper, and whose function may be unclear. Some of these may be set up
in tax havens - jurisdictions with some combination of low tax rates, laws
that enable some kind of tax avoidance and little transparency. Many tax
havens are small (the classic palm-fringed island) but other jurisdictions
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with some tax haven features are large countries such as the Netherlands
and the UK.

Multinational companies move money around the world through their
complex subsidiary structures. Sometimes this will be for purely commercial
reasons — such as centralisation of a function — and sometimes it will be
done purely in order to minimise tax contributions. And sometimes the
two things will coincide.

The corporate income tax paid by multinational companies needs to
be divided between the jurisdictions where it operates, but the system
designed to do this ends up enabling some income to avoid being taxed
altogether, a problem known as double non-taxation.




The companies claim to be essential revenue
providers through duties that are actually
being paid by consumers — consumers, whose
health is damaged with each puff. But in the
same breath, major tobacco companies are
using a number of methods to shift profits out
of lower income countries to reduce their tax
payments in those countries and indeed, in
some cases, their tax payments overall.



5. CORPORATE TAX AVOIDANCE
HOW COMPANIES MOVE MONEY OUT
OF LOWER INCOME COUNTRIES

In this report we focus on one of the largest exporting multinational
tobacco companies - British American Tobacco, a global multinational
company, with hundreds of subsidiaries in countries all over the world.
We focus on BAT not because it is the only tobacco company that avoids
tax, but because of its size: it is the only tobacco company to feature

in the top 100 of Forbes’ Global 2000 list of the world’s largest public
companies.3*

BAT is a publicly traded company based in the UK. It sells its products

in over 200 markets around the world and has cigarette factories in

42 countries.?® Its structure includes more than 100 subsidiaries in tax
havens. It has a strong presence in Africa and has had recent growth

in sales volume and market share in Bangladesh and Indonesia.3® It
controls an estimated 11.8 per cent of the global cigarette market.3”
The company manufactures and sells tobacco products and ‘potentially
reduced risk new generation products’. It does not own tobacco farms or
employ tobacco farmers - but it does buy hundreds of thousands of tons
of tobacco each year. Its brands include Pall Mall, Dunhill, Lucky Strike,
Kent and Rothmans.3®

BAT's revenue in 2016 was US$18.2 billion. Its global pre-tax profits
were 42 per cent of revenue®® - and even after paying corporate income
tax, net profit was still 32 per cent of revenue.*® BAT identifies corporate
tax as one of six ‘key material issues’ in respect of its corporate
behaviour, and says this:#!

"Companies have a moral as well as a legal obligation to pay all taxes
due, and to be transparent about what they pay."

BAT is involved in tax disputes in a range of countries.*? Per BAT's 2018
report, the aggregate potential liabilities include: in Brazil, US$422
million (corporate income tax and social contribution tax, plus interest
and penalties, relating to 2004-2012); in the Netherlands, US$1,155
million (tax, interest and penalties relating to challenged intra-group
transactions during 2003-2016); in South Africa, US$148 million (tax
and interest relating to challenged debt financing, 2006-2010); plus VAT
and duty disputes in Bangladesh (US$218 million) and Egypt (US$131
million). Together, the potential liabilities total some US$2.1 billion were
all disputes to go against BAT.

Tax avoidance methods

There are a host of methods of moving money around the world which
reduce the tax paid in lower income countries. Companies can exploit
the differences between national laws and the weakness and gaps in
global ‘regulation’ to reduce their tax bills in the countries where they
are invested.

The money that is moved via these methods for various types of
intracompany payment is deducted before the pre-tax profit figure is
reached (except in the case of dividends). Thus, if the payments were
not made the funds would remain part of the profits in the lower income
country, increasing the profit on which corporate tax is paid.
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1 Paying yourself royalties, fees and IT charges

Subsidiaries often pay royalties (a kind of user fee) for the use of
brands and trademarks, or for the products of research, to the related
company owning these pieces of intellectual property, which may be in
the multinational’s home country, or elsewhere. While these must abide
by the arm’s length principle, it is clearly next to impossible to assess
the market value of an intangible such as a unique brand, which is why
many profit shifting schemes and disputes between multinationals and
tax authorities revolve around the placing of intellectual property rights
in tax havens.

IT charges and recharges are a more recent category of related party
payment, and are similar to royalties, for example for the use of
software and IT systems. They may also include a component for staff
costs.

The logic behind royalty payments?

Does it make sense — economic sense, not legal sense - for a
multinational company to make ongoing payments to other parts of itself
for the ongoing use of its own assets? It may do, for example if there
has been extensive recent investment in an asset and the payments

are genuinely made at market prices. In practice, there is often no

such market because the transactions may only occur within a group,
and so the scope for manipulation may be high. It is also unclear what
role international branding plays, compared to domestic advertising,

in promoting domestic sales. The UK tax authority identifies offshore
royalty payments among its risk indicators for profit shifting.*

Subsidiaries also often pay technical or management fees: related party
payments for services provided by other parts of the company, often
centralised or regionalised. As with royalties, it is often unclear how the
arm’s length price is assessed. Withholding taxes on these fees, as with
royalties, are usually lower than corporate tax rates.

The logic behind management and technical fees?

Management and technical services are needed. But economically — not
legally - is the profit made from the provision of services in the country
where the work takes place, or in the place where the management
hub happens to be? The UK'’s tax authority identifies the payment of
significant management or service fees as a key risk indicator for profit
shifting.**

Furthermore, if multinational companies increasingly sourced managers,
IT specialists and technical experts from within their investee countries
(often lower income countries), rather than centralising these functions,
the companies would contribute more high skilled employment for lower
income countries, as well as ensuring more tax revenue for them.#
Moreover, these costs would usually be much lower, to the benefit of
shareholders too.
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An example of royalty, fee and IT charge payments from
Bangladesh to the UK

BAT Bangladesh makes payments of all three kinds - royalties, fees

and IT charges - to related companies in the UK.*¢ From 2014 to 2016,
these amounted to an average of US$21 million a year in obligations due
from BAT Bangladesh. (Much of this money had not actually been paid
by 2016, but presumably will be at some point).*” The payments were
equivalent to nearly 15 per cent of BAT Bangladesh’s pre-tax profits.

The corporate tax rate in Bangladesh is 45 per cent, and withholding tax
on royalty payments to the UK is a much lower 10 per cent and 20 per
cent on fees and IT charges.*® Assuming the same withholding tax on the
other types of payments, Bangladesh will have lost US$5.8 million in tax
revenue for 2016.

Withholding tax:

ap—

Royalties, fees and IT costs BAT
charges itself

BAT
Bangladesh

Company
LR Pre-taxprofits

BAT
UK

Corporate tax:
45%

45%

15% of pre-tax profits
shifted

Bangladesh ' }

$6 millitn

2 Lending yourself money

An intracompany loan - between subsidiaries of the same company -
typically receives interest, which is paid across borders if the loan comes
from an offshore subsidiary. If the withholding tax on the interest is
lower than the corporate tax rate in the borrowing subsidiary’s country,
overall tax revenue there will be lower. Thus, sometimes a loan is

made from an offshore subsidiary where this will be the case - perhaps
because of a particular tax treaty which reduces withholding tax rates on
interest.

Financing can be provided through either loans or through equity issues,
although tax rules normally introduce a bias toward loans.
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An example of an intracompany loan from the Netherlands to
Brazil

Souza Cruz is BAT’s subsidiary in Brazil. Between 2007 and 2014 Souza
Cruz financed its exports with loans from its own subsidiary company
Yolanda Netherlands BV. In total over the period, Souza Cruz paid
US$255 million in interest on these loans.*® The Brazilian corporate tax
rate through the period was 34 per cent, while the withholding tax rate
stipulated in the Netherlands-Brazil tax treaty on loan interest was only
15 per cent.?® The difference between the two rates could have allowed
Souza Cruz to pay on average roughly US$6 million a year less in
Brazilian taxes over those years.

Loan interest fees BAT pays
itself

Souza Cruz
Brazil

Yolanda
Participicoes
SA Brazil
{ <
- 34% ) Corporate tax: .
34% Brazil
15%,
Withholding tax: I
! ‘150'/:’ “ $48 million
$255 million shifted as
interest payments
Yolanda Netherlands BV
3 Sending profits back home to investors

Dividends are corporate profits paid to investors. When the investors are
in a different country (often a multinational company’s home country)
dividend payments will be made across borders. This is a different type
of profit shift from the others, because dividends are paid from post-tax
profits. However, withholding taxes are often levied on dividends. The
rates at which these can be set are often stipulated in tax treaties. So
dividends may be sent via a jurisdiction where withholding tax is low,
rather than directly back to the multinational’s home country.

BAT has sent US$26.5 million in dividends from Kenya to the
Netherlands in 2015 and 2016 >, rather than directly to the UK. The
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relevant domestic rate of Kenyan withholding tax is assumed to be 10
per cent>?, and the Netherlands-Kenya treaty, has since 2015 reduced
the withholding tax on dividends to zero.>* This therefore represents a
tax loss to Kenya of US$2.7 million a year. However, this arrangement
was not set up with the purpose of avoiding the withholding tax on

the dividends, since BAT Kenya’s dividends have been sent via the
Netherlands for many years. This example illustrates the importance of
the regulatory environment that surrounds corporate taxation.

BAT Kenya
=

Pre-tax profits

Dividends

Withholding tax:
10%
Kenya 10% J
o . Withholding tax:
$2.7 million ™ I “0%"“5 ax
lost in tax
e
$26.5 million in dividends
BAT UK Molensteegh Invest BV
(Netherlands)
4 Procurement

Multinational companies’ procurement functions are often centralised.
This may make business sense, but it also enables profits to be shifted
around the world and booked in larger centres rather than investee
countries. These centres may often have lower tax rates than the
investee countries.

For example, BAT Bangladesh buys and sells tobacco products from BAT
GLP Ltd>*, a UK company which ‘procures and trades in tobacco leaf and
semi-finished tobacco product, as a member of the BAT group’.>®> BAT
GLP trades with all four of BAT’s global regions, suggesting that it acts as
a hub.*® However, from publicly available information it is not possible to
quantify the tax impacts of this centralised procurement.
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Tax in the destination country?

In any of these cases, tax may be paid in the destination country -

in which case, revenue is reduced for the investee country but the
multinational’s overall tax bill may not be reduced. However, sometimes
a range of mechanisms mean that little or no tax is paid in the
destination country. If it is paid, the corporate tax rate is often lower in
the destination country, so less is paid. If it is a tax haven, the tax rate is
likely to be low, and it is also likely that the transactions will be opaque,
making it challenging to assess exactly what is going on. This issue is
explored in more detail in Section 5.

The bill for the lower income countries

For this report, we looked at countries in which British American Tobacco
is invested in Asia (Bangladesh and Indonesia), Africa (Kenya, Uganda
and Zambia), and Latin American and the Caribbean (Brazil, Guyana and
Trinidad & Tobago). The countries were chosen to ensure geographical
spread. They also reflect public availability of financial information, which
varies between countries.

The research was done through examination of transactions in the
corporate accounts published in the company audited financial reports to
shareholders for BAT in the relevant country. The financial reports show
where and how profits are shifted to other companies in the same group.
The exact steps taken to estimate tax losses are laid out in this report’s
Appendix.

The financial reports for each country have differing formats and show
different information. In some cases, profits are shifted but the available
information is not sufficient to allow a calculation of tax losses. For this
reason, some of the countries and examples in the detailed country case
studies in the appendix are not featured in the table below. Thus, the
total in the table below is likely to be an underestimate.

In some countries (not only tax havens), companies are not required to
publish their audited financial reports to shareholders, and even where
audited accounts are published the amount of information included in
them varies between countries. For this reason the information in this
report is far from comprehensive.

The estimates are based on different years, in some cases reflecting the
availability of information and in others the timing and duration of the
transactions. Their basis also differs in nature, hence there are different
caveats for each example. Nevertheless, the examples taken together
provide a rough estimate of the widespread nature and scale of these
tax practices for British American Tobacco. Just for these countries, and
just for one company, the estimated tax loss reached a total of US$58
million per year.
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Payments leaving the lower income countries and the estimated tax
losses that result>”

Type of Profit shift | Estimated Years Notes (where applicable)
profit shift | amount tax loss per
per year year
US$ million | US$ million
Bangladesh Royalties, 21 5.8 2014- Some payments accrued
fees and IT 2016 in the accounts but not yet
charges (tax loss | made
for 2016)
Indonesia Loan interest | 54.7 11 2013- Payments uneven between
2015 different years and some
made later
Royalties, 19.7 2.7 2010- Potential loss - offset
fees and IT 2016 against future profits
charges
Brazil Profits 78.3 27 2009-
booked in 2011
Madeira
Loan interest | 31.9 6 2007-
2014
Guyana Royalties, 3.4 1.1 2009- Assumption that related
fees and IT 2012 party payments made to the
charges UK
Trinidad and | Royalties, 12.6 1.9 2010- Assumption that related
Tobago fees and IT 2017 party payments made to the
charges UK
Kenya Dividends 26.5 2.7 2015- Relevant treaty came
2016 into force in 2015 and
arrangement pre-dates
this, so not motivated
by avoiding this tax. BAT
says that according to
its sources, the Kenya/
Netherlands Double Tax
Agreement treaty does not
yet apply.
Total 58.2 million




4. MULTINATIONAL TOBACCO INDUSTRY

PUTTING PROFITS OVER PEOPLE

The human and economic costs of smoking

A staggering 5.4 trillion cigarettes were sold in 2016. Between 2003
and 2017, cigarette volume sales decreased by 1.3 per cent - although
real retail values increased by 26.5 per cent. However, while cigarette
consumption is declining in high income countries, it is growing in lower
income countries. About 80 per cent of the world’s smokers live in low
and middle income countries, and the tobacco industry is increasingly
targeting these markets.>®

In the countries we have looked at for this report, smoking levels are
high, particularly among men in the Asian countries: 76 per cent of
Indonesian men, and 40 per cent of Bangladeshi men smoke.>° Around
a quarter of male Bangladeshi deaths, and over a fifth of Indonesian
male deaths, are attributed to smoking.®® The associated economic
costs — both the direct costs of healthcare and the indirect costs of lost
productivity — are high. Clearly, the damage caused by smoking is an
important component holding back human and economic development.

% men | % % % Estimated economic
over 15 | wom- |deaths cost of smoking -
using en caused (direct health costs
tobac- |over by to- and lost productivity
co daily | 15 us- |bacco due to early mortali-
% ing to- |- men ty and morbidity)
bacco
daily
Bangladesh 39.8 0.7 25.5 9.7 158578 million
taka (US$1.8 billion)
Indonesia 76.2 3.5 21.4 7 639173131 million ru-
piah (US$42 billion)
Brazil 19.3 11.3 12.4 10.5 73031 million real
(US$19.7 billion)
Guyana 17.4 2.3 11.4 4.7 3409 million dollar
(US$15 million)
Trinidad and | 26.1 5.8 12.4 4.5 1858 million dollar
Tobago (US$0.3 billion)
Kenya 24.6 2.1 4.2 1.6 2978 million shilling
(US$29 million)
Uganda 16.4 2.9 4.3 2.6 N/A
Zambia 26.5 4.6 6.6 3.6 N/A

Source: tobaccoatias.org (accessed 20 October 2018

. Exchange rates

using https://oanda.com/currency/converter/ on 20 October 2018
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Corporate tax and the costs of smoking

While the multinational tobacco companies are highly profitable, as

we have seen in this report, the amounts of profit generated and the
corporate income tax paid on them is relatively small in comparison with
the scale of the economic damage caused by smoking. For example,

in 2016 BAT Bangladesh made a net profit of around 7.6 billion BDT®!
(US$88.9 million) — much less than the estimated 158 billion BDT
(US$1.9 billion) of economic damage caused by smoking. Yet, even
though the corporate income tax they pay is a relatively small potential
recompense, the companies still avoid making the full corporate income
tax contribution that would be expected. Rather, they should pay a
higher distribution from profit towards mitigating the damage.

Contributing to the Sustainable Development Goals

As of 2015, the global community - centring on the UN - has adopted
a comprehensive framework to guide sustainable development, known
as the Sustainable Development Goals or SDGs. These 17 goals set
aspirational targets for the year 2030 in many areas of development,
and provide a framework for action and accountability for all the world'’s
countries. Goal number 3 focuses on health and states an aspiration to
“ensure healthy lives and promote well-being for all at all ages.” One
of the indicators under the goal is to reduce the prevalence of tobacco
use.®? The overall cost of implementing this goal is estimated at an
average annual US$69-89 billion in new public investment in low- and
lower middle income countries.®

Just for the few countries and the one company we have studied, the
estimated tax loss in a year is US$58 million. Between now (2018)

and 2030, a tax loss each year of this size would mean an estimated
US$700 million less in public finance for these countries to spend on
work towards the health SDG (not allowing for inflation). By avoiding
taxes in lower income countries, the multinational tobacco companies
are effectively undermining efforts to mitigate the human and economic
damage that their products cause. It's a small proportion of the costs
of smoking, but still big enough to be worth governments asking the
companies to pay their fair share.



. TAX AVOIDANCE IN THE
DESTINATION COUNTRIES?

So far, we have looked at how companies arrange their tax affairs to
reduce the tax paid in lower income countries. This in itself merits
examination, because lower income countries are the current growth
areas for cigarettes for multinational tobacco companies, and also where
tax revenue is most needed to mitigate the negative health impacts

of smoking. Furthermore, as we saw in Section 1, taxation should be
aligned with the location of economic activity.

However, it is also relevant to ask what tax is paid in the shifted profits’
destination country. It is likely to be less — perhaps much less - than
would have been paid in the source country, as this provides one of the
incentives for the profit shifting to happen, allowing the company to
reduce its overall global tax bill, as well as its bill in the lower income
countries where it operates.

Looking at this also allows us to discern the global patterns of profit
shifting favoured by a company.

How much corporate tax does BAT pay globally?

Globally, BAT has paid tax on its profits at an average cash tax rate of
just under 26 per cent in the decade from 2007 to 2016.%* This rate is
not particularly low by global standards. It does not mean that BAT is not
avoiding tax, however. The headline corporate income tax rates in some
of BAT's key markets are considerably higher than this. This suggests
that BAT may be paying a rate of tax in some of these key markets
which is much lower than the headline rates, although it is not possible
to confirm this without a country by country breakdown of BAT's profits
and tax payments, which the company does not publish.

Like many other multinationals, BAT has been paying steadily less tax
on its profits. Its average tax rate in the decade to 2016 (26 per cent)
compares to an average of 37 per cent in the previous decade.® This
falling tax rate reflects the trend for countries around the world to cut
their tax rates in an attempt to lure investment away from each other:
the widely recognised “race to the bottom.”

BAT states that its tax strategy is, while complying with all laws in
countries where it operates, to be open and transparent with tax
authorities and to use arm’s length pricing, to “support the business
strategy of the Group by undertaking efficient management of our tax
affairs in line with the Group’s commercial activity” and “engage in
proactive discussion with tax authorities on occasions or differing legal
interpretation.”®® Tax is not mentioned in the pages of BAT’s Annual
Report 2017 that deal with corporate social responsibility. It is mentioned
as one of five or six risk factors for the company - in relation to excise
duty increases and to unfavourable tax rulings.

In 2017 BAT acquired Reynolds American Incorporated, a significant
acquisition which altered its overall global tax position.®’

Tax in the destination countries

BAT has a complex group structure with hundreds of subsidiaries in
dozens of countries. Billions of dollars flow between these companies
each year in the normal course of its business. The company is not
required to publish very specific information about most of these
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transactions. As a result, it is hard to see from the outside how BAT’s tax
affairs are run. However, there are strong indications that BAT may be
using financial engineering to avoid some taxes in the group as a whole.

One indication is that in 2015 BAT had more than a hundred offshore
subsidiaries in 19 tax havens. For example, it had 37 subsidiaries in the
Netherlands, a favoured tax haven for multinationals. Most of these are
holding companies which own investments in other countries. There were
also 12 companies in the British tax haven of Jersey.®® Some of BAT’s tax
practices appear to have been too aggressive for Dutch tax officials, who
have demanded an extra €235 million in tax for the years from 2008

to 2013 in respect of “a number of intra-group transactions, including
guarantee and factoring fees, loan interest and product pricing”. BAT

is contesting the claim and says that it believes it has a strong case in
law.6?

British American Tobacco’s home and headquarters is in the UK and it
has many subsidiaries there. The UK’s corporate income tax rate is 19
per cent’”® —lower than any of the lower income countries where BAT has
subsidiaries that we have looked at in this report. This alone provides a
tax-related incentive to shift profits to the UK. Yet the accounts of the
group’s parent company, BAT plc, show that it pays almost no corporate
income tax in the UK, and paid none at all between 2011 and 2014.7*

BAT’s major income stream is dividends paid by its subsidiaries around
the world. The UK has not taxed foreign dividends since 2009, in order
to make overseas investment by its corporations more “competitive”,

so BAT does not have to pay UK tax on this form of income. Where
dividends are received in other countries, some tax may be paid on them
there.

In addition to foreign dividends, however, BAT’s companies in the UK
also receive hundreds of millions of dollars a year in royalties, fees
and charges from subsidiaries, including those looked at in this report.
Payments featured in this report are made to BAT (Holdings) Ltd, BAT
Investments Ltd and British American Shared Services (GSD) Ltd -
which are among BAT’s many UK companies.

The scale of BAT’s income shifting through royalties, fees and
charges

Global payments to BAT (Holdings) Ltd, one of the main holding
companies and the principal group head office operating company,

were, in 2016, £325 million (US$400 million) in royalties, £214 million
(US$263 million) in technical and advisory fees and IT recharges of £226
million (US$278 million) - a total of £765 million (US$941 million).”?
BAT's global pre-tax profits in that year were £6245 million (US$7682
million).”® So income shifted from around the world to BAT Holdings
alone, using just one method, constituted 12.3 per cent of pre-tax profits
- nearly one in eight of every pound BAT makes. This picture was similar
in 2015, when the total of royalty, fee and IT recharge payments to BAT
was £668 million (US$990 million) and global pre-tax profits were £5855
million (US$8679 million): in this year, income equivalent to 11.4 per

cent of pre-tax profits was shifted to BAT Holdings.
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These types of payments are more problematic from the point of view
of tax avoidance because they are deductible from taxable profits in the
countries of the subsidiaries, and if BAT can also avoid tax on them in
the UK then it has an incentive to extract as much as it can.

Some of the income that flows into the UK is offset by the costs of BAT’s
staff, buildings and other assets of the group headquarters. But large
sums - running to hundreds of millions of dollars a year — are booked
to “other operating charges”’* which are not further explained in the
accounts, and whose nature is therefore not possible to explain. Overall,
BAT's intra-group dealings in the UK are complex and opaque. BAT
stated that: “The charges referred to include costs for services provided
within the Group which are calculated on an arm’s length basis. These
are mostly provided from UK companies.”’®

It is reasonable to be concerned that BAT may be avoiding tax in
countries where these fees originate (though some withholding tax may
be paid as the money leaves these countries) and not paying tax on
them in the UK either. The process by which this occurs is opaque - and
opacity is one of the hallmarks of a tax haven. In this regard, the UK'’s
rules allow it to be used like a tax haven.

Another method of shifting profits is via procurement from related
parties. BAT appears to have centralised some of its procurement on a
UK company called British American Tobacco GLP Limited (‘GLP’ stands
for “Global Leaf Processing”).’® This company makes substantial profits
by buying tobacco from BAT subsidiaries around the world and selling it
to other subsidiaries at a mark-up. This profit is barely taxed because
of ‘group relief’, meaning that profit is offset against losses elsewhere in
the group.’” Where these losses arise is unclear.

There are borrowing and lending arrangements within the BAT group.
Tens of billions of dollars move around between the subsidiaries of BAT
as loans and interest payments, and money can be lent out by the group
to its own subsidiaries at a profit, in such a way that the profit ends up
in a tax haven - and this is allowed by the arm’s length principle. For
example, profits of BAT’s Dutch subsidiary Yolanda Netherlands, which
received interest on BAT’s Brazilian loan, was taxed in the Netherlands at
an average of just 2.32 per cent.”®
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BAT response to this report

We shared the report with BAT and asked for their response. They told
us that the group fully complies with all applicable tax legislation where
it does business, and is a significant tax contributor to governments
worldwide; and that all the transactions highlighted within the report
fully comply with relevant tax legislation and have been transacted on an
arm’s length basis. They state that the transactions of group companies
are frequently subject to detailed external scrutiny. (BAT statements
with further detail are included in the relevant country sections of the
Appendix.)

BAT also dispute our characterisation of the UK and the Netherlands as
offering tax haven conditions. They state that there are genuine costs
associated with the intra-group services provided by the UK companies,
and therefore that the tax loss identified by the report simply does not
arise. BAT denies that their intra-group UK transactions are opaque, say-
ing that UK legislation requires the appropriate recharge of employment
costs between the group’s different UK entities, and therefore the group
did not comment further on this. Overall, “the Group does not accept
that there is any avoidance or loss of tax to the countries concerned in
the manner contended by the report.”



For every dollar BAT paid in tax globally, BAT shifted
over half a dollar that would have been taxed
locally in the countries where it operates into a
London office where it paid almost no corporate
income tax.

.('Sﬂ

For every dollar
. Bangladesh raised in
income tax from BAT

Bangladesh lost 24

dollars in economic
damage caused by

smoking




6. CONCLUSIONS AND

RECOMMENDATIONS

The deadly health impacts of tobacco are now so well known that
tobacco companies justify their business in a range of ways. One of
these is the tax revenue they contribute to lower income countries.
These countries certainly need tax revenue — not least to fund mitigation
of the health impacts of smoking.

Yet, far from maximising this, British American Tobacco is reducing its
tax contribution by shifting its profits out of lower income countries
using a range of methods. The companies use their complex structures,
their tax haven subsidiaries and their multinational nature to move
money around the world and contribute less tax revenue in lower income
countries.

These practices are not particularly extreme - quite the opposite, they
are one of an infinite number of variations on normal business practice.
And this is the point. This report provides an exposition of the kinds of
techniques that virtually all multinational companies use. Multinational
tobacco companies are profitable yet they impose massive public health
costs on lower income countries. The least they should do is make a fair
tax contribution in these countries.

If this practice continues, just the few countries studied in this report
will lose nearly US$700 million in revenue between now (2018) and
2030 - the date by which the world aspires to achieve the Sustainable
Development Goals. One of these is “to ensure healthy lives and
promote wellbeing for all at all ages.”

To make this happen, we need concerted international action - firstly,
to increase transparency of multinational tobacco companies’ activities
and, secondly, to redress the balance of global tax treaties in favour of
lower income countries. Increasing transparency would allow citizens
to pinpoint tobacco companies’ tax affairs in more depth and detail
than is currently possible, increasing pressure on companies to shift
fewer profits around the world. Tax treaties more favourable to lower
income countries would mean these countries could increase the
amount of tax due to them even if profits are shifted. However, this
will take some time. Individual governments can also act unilaterally,
requiring increased transparency, reviewing treaties and scrutinising and
regulating companies’ activities. This last point would help to prevent
companies from avoiding tax in the first place.

Governments must take action immediately to stem the flow of much-
needed funds from their countries by an industry already exacting a
heavy toll in terms of lives lost to tobacco use.
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Recommendations

Governments

Prioritise regulation and administration that enables the
maximisation of corporate tax revenue from tobacco companies
(to be spent on essential public services)

Ensure public accountability of tobacco companies by requiring
publication of country by country reporting alongside company
accounts - a measure which has been shown to cut tax avoidance
immediately and also provides insights into where tax authorities
should challenge abuse

Closely scrutinise the tax affairs of tobacco companies, to reduce
or eliminate profit shifting, with particular attention to crossborder
related party royalty fees and IT recharge payments, financing,
routing of dividend payments and procurement

Review and renegotiate tax treaties that are excessively
disadvantageous to lower income countries

Assess the overall level of tobacco related revenues, and the share
that is accounted for by spending to reduce health and other costs
of tobacco consumption

International community

Require multilaterally the publication of multinational companies’
country by country reporting to ensure accountability for
mechanisms that shift taxable profits away from the location of
real economic activity

Support tax treaty standards more beneficial to lower income
countries.



APPENDIX
DETAILED COUNTRY STUDIES

Methodology
Country selection

We looked at countries in which British American Tobacco is invested in
Asia (Bangladesh and Indonesia), Africa (Kenya, Uganda and Zambia)
and Latin American and the Caribbean (Brazil, Guyana and Trinidad &
Tobago). The countries were chosen to ensure geographical spread. They
also reflect public availability of financial information, which is highly
variable between countries.

Information sources

The research was done through examination of transactions in the
corporate accounts published in the company audited financial reports to
shareholders for BAT in the relevant countries (in some of the following
we refer to these as ‘the accounts’ for brevity). The financial reports
show where and how profits are shifted to other companies in the same
group.

Exchange rates are taken from O and A Currency Converter’®, for the
end of the relevant year or years, unless otherwise stated.

Estimation of revenue losses due to profit shifting

The tax losses were estimated as follows. The steps vary slightly for the
different tax avoidance methods but are always similar to the following.

Step 1 - what funds were shifted out of the countries?

The volume of profits shifted was found from company audited financial
reports to shareholders of the company in the relevant country or
countries. The accounts were also examined to look for any factors
complicating the situation — where this is the case it is stated in the text.
In some cases, the destination of the funds, or detail of the nature of the
payments has needed to be assumed, based on the information that is
given. Where this is the case it is stated.

Step 2 - what corporate tax would have been due on the funds?
The statutory corporate tax rate was applied to the funded shifted.

Step 3 - what is the estimated withholding tax that would have
been due on the funds?

The withholding tax on the type of profit shift was estimated from the
treaty between the source and destination country, the laws of the
source country or (in a few cases) the accounts. In some cases, the
withholding tax paid, or lack of it, needs to be assumed, based on
surrounding evidence.

Step 4 - what is the estimated tax loss to the country?

The revenue lost was estimated, based on the difference between the
expected revenue on the volume of profits shifted at the statutory
corporate tax rate and the expected revenue from withholding tax on the
same volume of profits.

An assumption was made that, had the profit shift not occurred, these
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funds would not have been spent on the purpose within the source
country.

Limitations of research

The financial reports for each country are in a different format and show
different information. In some cases, profits are shifted but the available
information is not sufficient to allow a calculation of tax losses. For this
reason, some of the countries and examples in the detailed country case
studies in the appendix are not featured. Thus, the total is likely to be an
underestimate.

In some countries (not only tax havens) it is not a requirement that
company audited financial reports to shareholders are published, and
where they are, the amount of information included in them is varies
between countries. For this reason, the information in this report is far
from comprehensive.

The estimates are based on different years, in some cases reflecting the
availability of information and in others the timing and duration of the
transactions. Their basis also differs in nature, and so there are different
caveats for each example. Nevertheless, the examples taken together
provide a rough estimate of the widespread nature and scale of these
tax practices for these multinational tobacco companies. Just for these
countries, and just for one tobacco company, the estimated tax loss
reaches a total of US$58 million per year.

Asia
Bangladesh
Summary

From 2014 to 2016 BAT Bangladesh shifted some profits by paying
royalties, fees, and IT charges to related companies in the UK. In
this way, the company in 2016 reduced its Bangladeshi tax bill by an
estimated US$5.8 million.

BAT in Bangladesh

There are two major tobacco companies in Bangladesh®®, one being
British American Tobacco Bangladesh, which has been in the country
since 1910. BAT Bangladesh makes and sells cigarettes, and is 72.9 per
cent owned by the British American Tobacco Group.8!

Bangladesh is the second largest market of BAT in the world.

Tobacco companies have a statutory corporate tax rate of 45 per cent

in Bangladesh?®?, which was brought into force in 2016. Other listed
companies enjoy a lower rate. BAT Bangladesh claimed in 2016 that

its 45 per cent tax rate was “arbitrary” and “unjustified from the
shareholders’ point of view.”® It describes itself as the “largest taxpayer
in the country” - including in this the indirect taxes (VAT and excise
duty) that it pays.® It complains that government taxation policies
‘negatively impact not only BATB but also government revenue earning
capacity from the industry’ and wants the government to “reinstate
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investment-friendly corporate tax rate structures.” 8

After paying excise and value added taxes and corporate income tax,
BAT’s net profit margin in 2016 was 17.3 per cent.8¢

BAT and tax avoidance in Bangladesh
Royalties, fees and charges
Step 1 - what funds due to be shifted out of Bangladesh?

BAT Bangladesh’s payments due to related companies in the UK from
2014 to 2016 have included:

e Royalties of just over US$5 million a year to British American
Tobacco (Holdings) Limited

e Technical and advisory fees of US$10-12 million a year to BAT
Investments Limited

e More than US$5 million a year of payments for IT services to
BASS GSD Limited.?”

These three types of payment amounted to approximately US$21 million
a year in obligations due from BAT Bangladesh to other BAT companies
in the UK. (Much of this money had not actually been paid by 2016 but
will be paid at some time in the future).8;8°

These payment obligations are equivalent to, on average, 14.8 per cent
of BAT Bangladesh’s pre-tax profits over the three years.

Step 2 - what corporate tax would have been paid on these
funds?9°

The Bangladeshi corporate tax rate of 45 per cent in 2016 (for tobacco
companies) on US$21 million would have yielded around US$9.5 million
in each year, on average.

Step 3 - what is the withholding tax on the payments?

Royalty payments incur a withholding tax of 10 per cent under the
Bangladesh-UK tax treaty.®! According to BAT, technical and advisory
fees and IT charges incur Bangladesh’s domestic withholding tax at a
rate of 20 per cent.

Therefore, in 2016, withholding tax on royalties at 10 per cent would
have been US$0.6 million. Withholding tax on fees at 20 per cent would
have been US$2.1 million. And withholding tax on IT charges at 20 per
cent would have been US$1 million. So the total withholding tax due
would have amounted to US$3.7 million.

Step 4 - what is the estimated lost tax revenue to Bangladesh?

Subtracting the US$3.7 million in withholding tax due from the lost
US$9.5 million in corporate tax revenue gives US$5.8 million - the
estimated lost revenue to Bangladesh in 2016.
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Tax on royalties, fees and IT recharges payable by BAT Bangladesh,
2016°2

2016 US$ Withholding Corporate Difference
tax payable tax payable
(45%)
Royalties 5,529,058 552,906 2,488,076 1,935,170
(10%)
Fees 10,403,249 2,080,650 4,681,462 2,600,812
(20%)
IT services 5,110,602 1,022,120 2,299,770 1,277,650
(20%)
Total 21,042,908 3,655,676 9,469,308 5,813,632
Withholding tax:
P

Royalties, fees and IT costs BAT
charges itself

BAT
Bangladesh
Company
Limited

Pre-tax profits

BAT
UK

Corporate tax:

45% 35%

15% of pre-tax profits
shifted

Bangladesh ' }

$6 millitn

BAT response: “As a listed company BAT Bangladesh is also regulated
by the Bangladesh Securities and Exchange Commission Act. The

local Board of directors are required to approve all royalties and T&A
fees before these can be remitted. Post Board approval, invoices and
detailed calculations are provided to the Central Bank for review and
approval and on top of this, before remittance an application is made to
Bangladesh Investment Development Authority (BIDA) for approval.”
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Indonesia
Summary

In total, Indonesia may lose nearly US$14 million in revenue per year

as a result of BAT's tax avoidance, as a result of loan interest payments
(2013-2015) and royalty, fee and IT charge payments (2010-2016).
(Because BAT’s company in Indonesia has made losses in recent years,
some of these actual revenue losses may occur in the future, rather than
being current.)

British American Tobacco in Indonesia

British American Tobacco’s main subsidiary in Indonesia is PT Bentoel
Internasional Investama, which owns a number of cigarette production
and distribution companies in the country. Bentoel is a longstanding
Indonesian cigarette company, which BAT bought in 2009. It is owned
(92.5 per cent) by British American Tobacco (2009 PCA) Ltd in the UK.
Its market share in Indonesia is 7 per cent. *3

Bentoel has been troubled: it made a loss each year since 2012 and has
paid minimal or no dividends since 2011. Because of these recorded
losses it has paid little corporate tax.%*

BAT and tax avoidance in Indonesia

British American Tobacco appears to have shifted some of its earnings

out of Indonesia in two ways. The first and larger method was an intra-
company loan between 2013 and 2015. The smaller was via payments

back home to Britain for royalties, fees and services.

Because Bentoel was loss-making, the losses — which were much larger
than they would have been without the profit shifts - may end up being
offset against tax on future profits. So some of the revenue losses to
Indonesia may occur in the future, if or when Bentoel goes back into
profit, rather than being current.
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The loan

Bentoel Internasional
Investama
(Indonesia)

Loan interest fees BAT
indirectly pays itself

BAT (2009

Controls
PCA) Ltd —
(UK)
s

Pre-tax profits
25% Corporate tax:
piion Indonesia
$33 million lost in tax
Loans
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$983 million

Loans
$983 million

20%,

Withholding tax:
20%

$164 million shifted as
interest payments

Rothmans Far East BY
(Netherlands)

A Indirectly
controls .

Pathway 4 Ltd
(Jersey)

BATPLC
(UK)

Bentoel borrowed heavily between 2013 and 2015 from a related
company in the Netherlands, Rothmans Far East BV, to refinance its
bank debt and pay for machinery and equipment. The interest payments
on the loan were deductible from the company’s taxable income in
Indonesia.

Rothmans Far East BV provides financing to several BAT subsidiaries and
is also involved in marketing cigarettes in Japan and Korea. Rothmans
Far East is not purely a paper company, but is very small in terms of
employment: it has employed three people outside the Netherlands and
some of its work is done by staff at other BAT companies.®®

The loan facility was Rp 5.3 trillion®® (US$434 million®”) in August 2013
and another Rp 6.7 trillion (US$549 million) in 2015.%8

The Dutch company’s accounts show that the funds lent to Bentoel came
from another BAT group company, Pathway 4 (Jersey) Limited, which

is based in the British tax haven of Jersey. The loan from Jersey to the
Netherlands was denominated in Indonesian rupiah, making it clear that
the money was intended to be lent on to Bentoel.®®
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How much revenue did Indonesia lose as a result of the loan?
Step 1 - what funds were shifted out of Indonesia?

Bentoel paid a total of Rp 2.25 trillion (US$164 million) in interest on the
loan.'% This interest would have been deductible from its taxable income
in Indonesia. Broken down, the interest payments were as follows!!:

2016 2015 2014 2013 Total

US$45.8m US$68.8 US$43.0m US$6.3 m US$163.9

The loan was so large that the interest payments were a significant
burden on Bentoel’s earnings. The company acknowledged this in its
2016 annual report, saying that its net losses increased by 27.3 per
cent that year, despite losing less money on its operations than in the
previous year. This was partly because of “interest expenses relating
to inter-company loans, which were subsequently paid off later in the
year.”102

Step 2 - what is the withholding tax on these payments?

The Indonesia-Netherlands tax treaty, which was signed in 2002, did not
empower Indonesia to charge any withholding tax on interest payments
paid on long-term loans from the Netherlands.°* Indonesia normally
applies a domestic withholding tax of 20 per cent on interest payments
to non-residents.!% There is no tax treaty between Indonesia and Jersey
(where the BAT loan originated), meaning that the higher Indonesian
rate of 20 per cent rate would have applied.1%

Withholding tax of 20 per cent on US$164 million is US$33 million, or an
average of US$11 million per year.

Step 3 - what is the revenue loss to Indonesia?

This US$11 million per year is also the revenue loss to Indonesia. (It
should be noted that the payments were not equal in different years and
some were paid later).

Furthermore, Indonesia has tax treaties with several other countries -
including the UK - which set the rate of withholding tax on interest at 10
per cent.1% So even if the Dutch tax treaty had not been available, BAT
could have routed the loan via one of these countries: in this case, the
tax foregone by Indonesia would have been just under US$17 million
over the period of the loan. This illustrates the problem of competing tax
treaties: if one is reformed, companies may be able to use another to
reduce withholding taxes instead.
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Other questions arising
Why was the loan routed via the Netherlands?

Given that the loan funds originated in Jersey, there is no obvious reason
for the loans to Bentoel to have been routed via the Netherlands, other
than to take advantage of the Indonesia-Netherlands tax treaty and

thus avoid withholding tax. Because the treaty cancels out Indonesia’s
withholding tax on interest, it has been common both for foreign
investors in Indonesia and Indonesian conglomerates borrowing on

the international market to route loans via holding companies in the
Netherlands, even if they have no substantial operations there.

What will happen in future?

The Dutch-Indonesian tax treaty was revised in 2015, and the revised
treaty empowers Indonesia to charge a withholding tax of 5 per cent on
interest. This new provision came into effect in October 2017, meaning
that some of the previous tax advantage of loans such as Bentoel’s being
routed via the Netherlands has disappeared.t®’

Why did BAT charge interest to Bentoel at all?

It is clear that Bentoel genuinely needed finance during the period we
are looking at, but this does not explain why the finance could not have
been provided by BAT in the form of equity or interest-free loans, either
of which would have had less effect on Bentoel’s income.

The loans were made interest-free at the end of 2015, then paid off
altogether in mid-2016, although Bentoel continued to pay interest in
2016, presumably on the previous year. At this point, Bentoel issued
shares - in fact, the proceeds of the share issue paid off the loan.

The new shares appear to have been bought entirely or mostly by BAT
itself, whose shareholding in Bentoel rose to 92.48 per cent after the
rights issue, compared to 85.55 per cent at the end of 2015. The holding
of the other major shareholder, the Swiss bank UBS, shrank to 7.29 per
cent from 13.41 per cent. The holdings of the Indonesian public almost
vanished to 0.23 per cent from 1.04 per cent.'® This implies that other
investors were not keen to buy Bentoel’s shares, which would not be
surprising, given that the company had been making losses for several
years.

In effect, BAT injected equity into Bentoel in order to pay off Bentoel’s
loan to BAT itself. This raises the question: why did BAT provide capital
to Bentoel in the form of expensive interest-bearing loans, at a time
when Bentoel was already losing money? BAT could have provided the
funds in the form of an interest-free loan, as it did from the end of 2015
onwards, or in the form of equity as it did in mid-2016.

When asked, BAT said “The financing provided to Indonesia to meet
the requirements of the commercial business was provided on arm'’s
length terms. The nature of the financing provided on an arm’s length
basis would take into consideration the underlying performance of

the business. Indonesia is a challenging commercial market and the
changes made to the financing appropriately reflects this fact.”'%® What
this actually shows, however, is BAT using the arm’s length principle to
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charge one of its subsidiaries far more for credit than the BAT Group
would have had to pay for the same credit. BAT has not explained why
it foisted this expensive loan on Bentoel when it had other options which
would have had less effect on Bentoel’s finances. Nor did BAT explain
why it changed its mind at the end of 2015 and removed the interest
burden from Bentoel.

If Bentoel had not had to pay out US$164 million in interest, these

funds would have added to its income in Indonesia. This would not have
immediately increased Indonesia’s tax revenue, since Bentoel was not
making any profits. But it would have reduced the amount of losses
which Bentoel could carry forward and use to reduce tax payments on its
profits in future. The potential tax loss to Indonesia from this perspective
can be calculated by applying the corporate tax rate of 25 per cent to the
US$164 million of interest payments, which gives US$41 million, or an
average of US$13.7 million a year.

Within a year of the treaty being revised, the loan had been replaced
with equity. The timing of these events suggests that BAT lent the money
to Bentoel via the Netherlands because it was a profitable and “tax
efficient” way to make use of its own funds, even though Bentoel itself
was losing money. But once the treaty was revised, the tax advantage to
BAT in lending its own money in this way was reduced.

Why was the interest rate high?

BAT charged Bentoel an interest rate of around 10-12 per cent.!!° During
the same period, however, BAT’s own global cost of borrowing averaged
just under 4 per cent.!!! These figures imply that if Bentoel had been
able to borrow at the same rate as BAT itself, then it might have saved
as much as two-thirds of the US$164 million in interest payments, with
the money going towards its taxable income in Indonesia.

The pricing of the loan to Bentoel was benchmarked against the cost of
domestic interbank borrowing in Indonesia, so it is consistent with the
arm'’s length principle. This pricing difference is a good example of the
flaws of the principle, which work to the advantage of multinationals
lending their own funds to their subsidiaries in countries with relatively
high interest rates and tax rates.
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Royalties, fees and charges
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Step 1 - what funds were shifted out of Indonesia?

Bentoel makes payments for royalties, fees and IT charges, including
to several BAT companies in the UK. From 2010 to 2016, these have
included:

e US$10.1 million a year (on average) paid in royalties to British
American Tobacco (Holdings) Ltd!!? (for the use of the Dunhill and
Lucky Strike brands: the former of these accounted for a third of
Bentoel’s sales by volume in 2015).%3

e US$5.3 million paid per year in technical and advisory fees to
British American Tobacco (Investments) Ltd.!4

e US$4.3 million paid per year in IT recharges British American
Shared Services (GSD) Limited.t>

The total payment was thus US$19.7 million per year.

In recent years these have significantly exacerbated Bentoel’s losses in
Indonesia. The combined cost of these payments was equivalent to 80
per cent of the company’s pre-tax loss in 2016.%16
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Step 2 - what is the corporate tax on the payments?

The average corporate tax on the payments each year, at the Indonesian
rate of 25 per cent!'!’, would have been:

e US$2.5 million on the royalties
e US$1.3 million on the fees
e US$1.1 million on the IT recharges
Step 3 - what was the withholding tax due?

e Royalties on trademarks, under the UK-Indonesia tax treaty,
pay Indonesian withholding tax at 15 per cent.!'® 15 per cent of
US$10.1 million is US$1.5 million

e It appears that fees for technical services are not subject to
withholding tax.1t®

e IT recharges are not mentioned in the treaty?°, probably because
it dates back to 1995. As IT recharges are similar to royalties, we
make an assumption that a withholding tax of 15 per cent was
paid on the IT recharges. 15 per cent of US$4.3 million is US$0.7
million

Step 4 - how much revenue did Indonesia lose?

e On royalties, Indonesia lost the corporate tax of US$2.5 million,
minus the withholding tax of US$1.5 million, which is US$1 million
a year.

e On fees, Indonesia lost the whole amount of corporate tax -
US$1.3 million a year.

e On IT recharges, Indonesia lost the corporate tax of US$1.1
million, minus the assumed withholding tax of US$0.7 million,
which is US$0.4 million.

So the total loss of potential future revenue to Indonesia from BAT's
royalty, fee and IT recharge payments to UK BAT companies was up to
US$2.7 million a year. This will apply if or when Bentoel makes profits in
the future.

BAT response: "As Bentoel is a listed company there is a requirement
to also secure a “Fairness opinion” from an independent appraiser for
certain non-routine transactions to protect minorities. The introduction
of the inter-company loan was supported by a fairness opinion and
approved by the local Board.”
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Latin American and the Caribbean
Brazil
Summary

BAT's Brazilian operation Souza Cruz appeared to have had at least two
different arrangements that reduced the tax it paid in Brazil. In total
these enabled it to reduce tax paid in a year in Brazil by an estimated
US$33 million.

BAT in Brazil

BAT's subsidiary in Brazil is called Souza Cruz. Founded in 1903, it has
been controlled by BAT since 1914 and is now Brazil’s largest tobacco

company, with about four-fifths of the domestic cigarette market as of
2015.121 Souza Cruz was restructured into a private company in 2014.

Brazil’s tax authority has reassessed the profits of Souza Cruz’ overseas
subsidiaries and has demanded another US$320 million from 2004 to
2012 from the company in tax, interest and penalties. The two sides are
currently disputing the issue.!??

Profitability

In 2014, Souza Cruz made a net profit margin of 25.8 per cent
(calculated on the basis of net sales revenues).!??

BAT and tax avoidance in Brazil

Souza Cruz had a wholly-owned subsidiary called Yolanda Participacoes
SA, which had a subsidiary called Yolanda Netherlands BV.%?* This Dutch
company had no employees, indicating that it was a holding company
used purely for financial transactions.*?> Until mid-2011, Yolanda
Netherlands had two subsidiaries: Souza Cruz Overseas SA, in the
Portuguese tax haven of Madeira, and a small Cuban company.!2¢
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Souza Cruz and Yolanda Netherlands (prior to April 2011)
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Souza Cruz became a private company in 2014, which is therefore the
last year for which accounts are available.
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Loan interest
Step 1 - what funds were shifted out of Brazil?

Between 2007 and 2013, Souza Cruz financed its exports of tobacco
products with loans from Yolanda Netherlands BV. The size of these
loans peaked at US$602 million. Souza Cruz paid approximately US$255
million in interest on them between 2007 and 2014.'?” This averages
US$32 million a year leaving Brazil for the Netherlands in interest
payments. It is a relatively small but still significant proportion of Souza
Cruz’s pre-tax profits, which were over US$900 million in 2014.128

Step 2 - what corporate tax was due in Brazil?

The Brazilian tax rate throughout the period of the loans was 34 per
cent.'?® So if Souza Cruz had not had to pay interest on the loan, and
had booked an equivalent sum as income instead, then the corporate tax
due on this US$255 million in interest would have been US$86.7 million.

Step 3 - what was the withholding tax due?

The withholding tax rate on interest payments from Brazil to the
Netherlands was 15 per cent.3° So withholding tax due would have been
US$38.3 million.

Step 4 - what was the revenue loss to Brazil?

It appears that Souza Cruz was in a position to deduct this US$255
million in interest from its profits in Brazil, taxable at 34 per cent, and
pay this sum to its own subsidiary in the Netherlands, paying only a
Brazilian withholding tax of 15 per cent. The difference between the two
rates, applied to this US$255 million, would be US$48 million over the
period or roughly US$6 million a year.

Value of Tax collected | Tax withheld at | Difference in | Average
interest if taxed as |15% if paid to |value: rev- estimated
payments | profit in Bra- | Netherlands as | enue loss to revenue
2007-2014 |zil at 34% interest Brazil over loss to
period Brazil, per
year
US$255 US$86.7 US$38.3 mil- |US$48.4 mil- |US$6 mil-
million million lion lion lion

Other issues - a circular loan?

Yolanda Netherlands’ only source of finance (apart from its own retained
earnings) was equity from its parent, Yolanda Participacoes SA, which in
turn was wholly owned by Souza Cruz. In effect, this makes it likely that

the Brazilian tobacco company Souza Cruz was lending its own money
to itself via the Netherlands. This point was put to BAT, which did not

respond.
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Loan interest fees BAT pays
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Profits from Madeira
Step 1 - funds shifted out of Brazil?

Between 2009 and 2011, Yolanda Netherlands received US$235 million
in dividends from its subsidiaries, or an average US$78 million in each
of the years. The accounts do not say exactly which subsidiary paid

how much in dividends, but it is likely that most or all of the money
came out of the profits of Souza Cruz Overseas SA in the Portuguese
tax haven of Madeira, which traded tobacco products on behalf of Souza
Cruz in Brazil, since Yolanda Netherlands’ only other subsidiary was a
small Cuban company. This sum may mainly represent profits booked in
Madeira rather than Brazil.

Step 2 - what corporate tax would have been due in Brazil?

The Brazilian corporate tax rate was 34 per cent. Applied to the US$235
million, this would have been US$79.9 million. In comparison, the
corporate income tax rate in Madeira at the time was 4 per cent.

Step 3 - what was the revenue loss to Brazil?

If tax had been paid on the US$235 million at the Brazilian rate of 34
per cent, this would have come to US$79.9 million. This is the estimated
sum of tax lost to Brazil - an average US$26.6 million a year between
2009 and 2011.



Ashes to Ashes - Tax Justice Network

The Brazilian tax authority evidently did suspect that BAT was shifting
profits out of Brazil via Madeira and the Netherlands. It filed claims
against Souza Cruz for tax, interest and penalties totalling US$320
million between 2004 and 2012. Souza Cruz lost its appeals at the tax
tribunal for some of these claims and successfully appealed against
others. All these claims are now moving through the Brazilian legal
process for tax disputes, according to BAT.*3! When asked about this
matter, BAT said, “the nature and matter of the ongoing historical tax
dispute between the Brazilian Federal Tax Authority and Souza Cruz
relates to historically whether and how the profits of overseas Brazilian
subsidiaries are subject to Brazilian taxation.”t32

Royalties, fees and charges

Throughout recent years there have been numerous other transactions
between Souza Cruz and other members of the BAT group, including
payments to Souza Cruz as well as payments from the Brazilian
company. For example in 2014, the last year for which Souza Cruz
published accounts before it went private (see below), the company
reported payable expenses totalling US$23 million in royalties, technical
advisory fees, cost-sharing for research and IT charges to various

BAT companies in the UK.33 This is a pattern commonly seen in BAT
subsidiaries. However, Souza Cruz also received significant payments
from related parties, including in the UK. Therefore it is not possible to
estimate the tax effects of these payments.

Reshuffling the Brazilian operations

In 2011, Madeira trading company Souza Cruz Overseas was shut down
by its parent company Yolanda Netherlands. The next year, Yolanda
Netherlands itself was sold by Souza Cruz to another BAT subsidiary,
British American Tobacco GLP Limited in the UK. Yolanda Netherlands
had ceased trading by 2015.%3% That same year, BAT bought out the
minority shareholders of Souza Cruz in Brazil and took complete control
of it.13%

The tax effects of this complex series of transactions is hard to assess,
and Souza Cruz stopped publishing its own accounts after the takeover
by BAT. Souza Cruz now appears to be exporting much of its tobacco via
BAT GLP Limited.!3¢

BAT response: "The former subsidiary of Souza Cruz in Madeira was
established to enhance Brazilian leaf exports by giving Souza Cruz

a presence closer to the European and Asian markets it sold leaf to.
From 2011 Brazilian leaf exports were brought within the scope of

BAT's centralised global leaf business in the UK. Loan Interest: The
purpose of these loans was to refinance Souza Cruz’s leaf growing
funding requirements with internal instead of external financing on
comparable arms-length terms. Brazilian tax audits have covered the tax
deductibility of the interest with no challenges made.”
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Guyana
Summary

From 2009 and 2012, BAT in Guyana shifted profits out of that country
by paying royalties and fees to BAT companies in other countries. This
resulted in Guyana losing out on an estimated US$1.1 million a year.

BAT in Guyana

Demerara Tobacco Ltd is BAT’s marketing subsidiary in Guyana, where
BAT started operations in 1928. The company is small by global
standards but also very profitable, reporting a net profit margin of 40
per cent.!3”

BAT and tax avoidance in Guyana
Step 1 - what funds were shifted out of Guyana?

From 2009 to 2012, Demerara Tobacco paid US$13.5 million in royalties,
and technical, advisory and management fees to BAT companies in other
countries.'3® These averaged US$3.4 million a year.*® These payments
amounted to an average of 30 per cent of Demerara Tobacco’s pre-tax
profits.

Step 2 - what corporate tax would have been due?

The corporate tax rate in Guyana was 45 per cent for 2009 and 2010
and 40 per cent in 2011 and 2012. *#° The latter rate is used for these
calculations, meaning that the totals are a slight underestimate. The
corporate tax due on US$3.4 million at 40 per cent would have been
US$1.4 million per year,

Step 3 - what withholding tax was due?

For the sake of estimation, we calculate the tax that would have been
lost to Guyana if the payments were made to the UK (a pattern seen

in other BAT subsidiaries). The UK-Guyana tax treaty of 19924 sets a
maximum withholding tax of 10 per cent on royalties and technical fees.
Thus, US$0.3 million a year would have been due on the US$3.4 million.

Step 4 - what tax was lost to Guyana?

Corporate tax paid on the US$3.4 million a year at 40 per cent would
have been US$1.4 million a year. The withholding tax at 10 per cent
would have been US$0.3 million. So the tax loss to Guyana in each year
is estimated at the difference between these: US$1.1 million.
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Trinidad and Tobago
Summary

Between 2010 and 2017, BAT in Trinidad and Tobago made royalty and
fee payments to BAT subsidiaries in other countries, resulting in an
estimated tax loss in each year to Trinidad and Tobago of US$1.9 million.

BAT in Trinidad and Tobago

West Indian Tobacco is the Trinidad and Tobago-based subsidiary of BAT,
which sells cigarettes in the domestic market and the region. BAT owns
just over half of the company’s shares, via British American Tobacco
(Investments) Ltd.'*? Between 2010 and 2017, the company made an
average net profit margin of 44 per cent.#?

BAT and tax avoidance in Trinidad and Tobago
Step 1 - what funds were shifted out of Trinidad and Tobago?

Between 2010 and 2017, West Indian Tobacco made a total of US$101
million in royalty and advisory fee payments to related parties or to

its parent company in the UK, an average of US$12.6 million a year.'**
These royalty and fee payments have been equivalent to just over 16 per
cent of West Indian Tobacco’s pre-tax profits since 2010.14°

Step 2 - what corporate tax would have been due?

The corporate tax rate in Trinidad and Tobago was 25 per cent!,
Therefore the corporate tax due on the royalty and fee payments would
have been US$25.3 million.

Step 3 - what withholding tax was due?

In order to make an estimate, we calculate revenue lost if the payments
were made to the UK - a pattern seen in other BAT subsidiaries. The UK-
Trinidad tax treaty of 1982147 provides that royalties and technical fees
can be taxed in Trinidad and Tobago at 10 per cent, which would have
meant US$10.1 million in withholding tax.

Step 4 - what tax was lost to Trinidad and Tobago?

The difference between the corporate tax of US$25.3 million and the
withholding tax of US$10.1 million is US$15.2 million. The lost revenue
is estimated at the difference between these, which is US$15.2 million,
or an average US$1.9 million in each year.
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Africa
BAT in Africa

BAT's audited financial reports are available for Kenya, Uganda and
Zambia. Yet, the accounts include less information than those of the
other continents - so the picture is less clear.

Kenya
Summary

In 2015 and 2016, the Kenyan revenue authority may have received
US$2.7 million less in revenue per year, due to BAT’s routing of dividend
payments via the Netherlands - although this arrangement cannot have
been motivated by the tax saving.

BAT in Kenya

BAT Kenya plc is a producer and distributor of cigarettes, just under
half of whose production is exported. It has one subsidiary, BAT

Kenya Tobacco Company Ltd, which sells cigarettes. BAT Kenya is a
“strategic manufacturing hub” for cigarettes sold by other parts of the
global group.*® The company has been manufacturing and distributing
cigarettes for over a century.'#°

The company has been fighting in the courts against tougher anti-
smoking regulation and BAT is under investigation by the UK Serious
Fraud Office for various allegations, including that it paid bribes to the
Kenya Revenue Authority for information on a competitor.*>°

BAT Kenya’s net profit margin averaged 19.2 per cent of its revenue
between 2010 and 2016.%%!

BAT and tax avoidance in Kenya
Rerouting dividends

BAT Kenya is 60 per cent owned by a Dutch subsidiary of the BAT group
called Molensteegh Invest BV.1>?

Step 1 - what funds are shifted out of Kenya?

In the two years 2015 and 2016, US$53 million - 60 per cent of BAT
Kenya’s dividends - would have been paid to the Dutch company. >3 This
is an average of US$26.5 million a year.

As BAT is a UK company, however, it would be expected that the
dividends would be paid to the UK.

Step 2 - what corporate tax would have been due?
Corporate tax would have been paid before the dividends left Kenya.
Step 3 - what withholding tax was due?

Since 2015 there has been a Netherlands-Kenya tax treaty which
reduces withholding tax on dividends to zero. *** The withholding tax due
according to the decades-old UK-Kenya treaty is not clear, as the rate
applies only if dividends are taxed in the UK, which foreign dividends no
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longer are.!>> The Kenyan domestic rate of withholding tax on dividends
is 10 per cent for non-residents outside the East Africa Community*°®,
and this rate is also mentioned in the BAT Kenya 2016 annual report.*>’
So this is the rate assumed.

Step 4 - what tax was lost to Kenya?

If 10 per cent withholding tax had been paid, this would have amounted
to US$5.3 million or, US$2.65 million a year. The Kenya-Netherlands
treaty reduces this to zero, so the tax loss to Kenya would be estimated
at US$2.7 million a year. However, BAT says that according to its
sources, the treaty does not yet apply.

However, this arrangement cannot originally have been motivated by
this tax saving, because Molensteegh Invest BV has held BAT's shares
in Kenya since at least 2005 - before the treaty was signed - and before
2015, the dividend payments to the Netherlands holding company were
presumably subject to the 10 per cent withholding tax.

It is possible to speculate that the dividends may originally have been
paid via the Netherlands, where they are not taxed, in order to avoid
paying them to the UK which up until 2009 did tax foreign dividends.

BAT Kenya
=

Pre-tax profits

Dividends

Withholding tax:
10%

Kenya

Withholding tax:
0%

10%,) J
$2.7 million o

lost in tax '

=

$26.5 million in dividends

BAT UK Molensteegh Invest BV
(Netherlands)

Related party transactions

BAT Kenya reports very little detail on its related party transactions

and there is no record of royalties, technical fees or IT recharges. A
general item for “recharges and other expenses” was US$7.04 million

in 2016 and US$8.7 million in 2015. Although recharges are related
party transactions, the lack of disaggregated detail make it impossible to
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assess the Kenyan tax effects of this item.
Uganda
BAT in Uganda

BAT Uganda is 70 per cent owned by British American Tobacco
Investments Ltd, a UK registered subsidiary of British American Tobacco.
It markets cigarettes in Uganda, and until 2015 also traded in tobacco
leaf.

BAT Uganda discontinued its tobacco leaf business in 2014; before
this, it sold large volumes of tobacco leaf via BAT GLP in the UK. This
meant a sharp drop in the size of the business. The corporate income
tax paid fluctuated significantly in the last three years. This is likely to
be explained by fluctuation in deferred tax liabilities on assets, related
to the sale of the tobacco leaf business - rather than tax avoidance
issues.1%8

In 2016 its net profit was 12 per cent — low in comparison to other BAT
companies, although still a sizable profit margin.t>®

BAT Uganda and tax avoidance

Like many BAT companies, BAT Uganda makes related party payments
to the UK (and also to other countries, including Romania and Kenya).
These include payments to UK companies BAT Investments Ltd, its
parent company, and to BASS GSD. The accounts do not say what

the payments are for - however they may be payments for royalties,
technical and advisory fees and/or IT recharges, analogous to the
payments made from other BAT companies around the world to these UK
BAT companies.

They are small in absolute terms - US$0.82m in 2016 and US$0.92 in
2015%%9- but BAT Uganda’s business is also relatively small in absolute
terms. The 2016 related party payment, just to BAT Investments and
BASS GSD in the UK, is 27 per cent of pre-tax profit and the 2015
payment is 21 per cent. It is likely that the payments generated tax
losses in Uganda analogous to others in the report, but they cannot be
quantified since the accounts do not specify what the payments relate to.
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Zambia
BAT in Zambia
BAT Zambia is 78 per cent owned by BAT International Holdings (UK).

In 2016 its sales volume dropped by 42 per cent, according to the
annual report owing to a price increase of BAT Zambia’s products of

up to 100 per cent, following a hike in excise tax. *! This led to a drop
in revenue of 14 per cent, to US$17.1 million. Despite the hike, the
absolute payment of excise duty fell.'%2 Notwithstanding the turbulence,
BAT Zambia’s net profit in 2016 was still 12 per cent.163

BAT Zambia and tax avoidance

Despite all this, BAT Zambia still shifted some profits to the UK. It paid
US$1.05 million to UK companies in 2016 in related party payments (to
British American Shared Services GSD and BAT Investments). Together,
these related party payments comprise 30 per cent of the 2016 profits,
and in 2015 they totalled US$0.83 million, which was 15 per cent of
pre-tax profits.'®* There were also many other related party payments
to various companies in various countries. It is likely that the payments
generated tax losses in Zambia analogous to others in the report, but
they cannot be quantified as we do not know what they were for.1%>

BAT response on Guyana, Trinidad and Tobago, Uganda and
Zambia: “"the payment by BAT’s subsidiaries in these locations for
services including royalties, technical & advisory and IT recharges is on
arms-length terms. As the companies in these jurisdictions are listed on
local stock exchanges with significant minorities, the entering into such
inter-company arrangements is subject to significant scrutiny by the
board of directors, who have additional fiduciary duties to safeguard the
interests of the minorities. In addition, local tax audits have not resulted
in any of these payments being non-deductible.”



GLOSSARY

Arm'’s length principle

The rule that transactions between companies which are part of the
same overall multinational company (related parties) must be priced as
they would be on the open market - as if the parties to the transaction
were separate from each other.

Corporate income tax
The tax a company pays on its profits

Country by country reporting

The reporting by a multinational company of information such as profits
made, number of employees and tax paid in every country where it
operates. Country by country reporting is now mandated by the OECD,
although the reports are yet required to be published.

Lower income countries
Includes low and middle income countries

Profit shifting

The process of moving profits from one country where a multinational
company is present to another - usually from a higher tax to a lower tax
jurisdiction

Related parties

Companies within the same overall multinational company

Royalty

A kind of user fee for the use of brands and trademarks, or for the
products of research, paid to the related company owning these pieces
of intellectual property, which may be in the multinational’s home
country, or elsewhere.

Subsidiary
A company that is part of a multinational group, because at least 50 per
cent of it is owned by the ultimate parent, which therefore controls it.

Tax haven
A jurisdiction with some combination of low tax rates, laws that enable
some kind of tax avoidance and little transparency.

Tax treaty or double taxation agreement

A bilateral, legally binding agreement between countries, which aims
to divide up taxing rights between countries where corporations are
resident and those where they invest

Transfer pricing
Pricing of trades between related parties

Withholding tax

Tax that is taken from an individual’s or a company’s income before it
reaches them. In this report, the term is used for tax that is levied on
funds shifted out of a country by a multinational company to its other
subsidiaries.
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