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Abstract 

In this research various concepts, such as corporate social responsibility, corporate governance, tax 
planning, socially responsible investment and ESG or sustainability, are discussed from a variety of 
perspectives. ESG or sustainability is one of the core pillars of this research in which the main subject of 
exploration is aimed at the emerging concept of tax responsibility from institutional investors’ 
perspective. I refer to ‘emerging’, as the relationship between ESG and tax has undergone important 
developments in recent years. After all, during the last couple of years, the tax factor has significantly 
paved its way into the three key letters of ESG, which refer to environmental, social and governance 
criteria. 
 
In addition, there is to a certain extent convergence between the sustainability world and the tax world 
as evidenced by the various sustainability reports, guidelines and standards that have included 
responsible tax or tax transparency as an explicit requirement. This increased focus on the topic has 
changed the global tax and regulatory landscape through various initiatives aimed at improving the 
international tax system and fighting certain controversial tax practices. In addition, a wider range of 
stakeholders, including supervisory bodies, international bodies and institutions, governments, 
investors, NGOs, tax authorities, the media, scholars and the public at large, are concerned with 
corporate tax practices and responsible taxation.  
 
Within this landscape, I describe the increased awareness of institutional investors with regard to 
corporate tax strategies, mainly from the ESG perspective and aimed to answer the following main 
research question:  
 
What is the relevance of the tax issue within institutional investors’ ESG analysis and how does this 
analysis affect their investment decisions and/or monitoring activities? 
 
In this regard, institutional investors operating in the responsible investment space are faced with 
various questions: (1) What position do I take as an investor towards (responsible) tax and to what 
extent is this position aligned with my message on tax to my stakeholders and, in particular, to my 
(potential) investee companies? (2) Should I attribute a certain role to (responsible) tax in my ESG 
agenda? (3) If not, why not? And if yes, what effect, weight or relevance should it have with regard to 
my investment decisions, and how do I analyse and explore the issue in my daily operations? These 
questions have been answered in this study. 
 
My findings suggest that most institutional investors do not have a (comprehensive) ESG framework in 
which they integrate responsible tax issues into their overall investment decision-making processes. For 
those few investors who have paid attention to responsible tax issues within their ESG framework, the 
role and weight of the tax element is often unclear with regard to both its impact on the portfolios' 
overall risk-return profile and its relationship with other ESG components. The same applies to 
monitoring activities.  
 
However, the lack of a detailed and clear policy regarding the tax issue does not mean that institutional 
investors are not at all concerned or engaged with the tax behaviour of their (potential) investees. Most 
investors consider the tax issue a part of ESG analysis and examine whether or not a company’s effective 
tax rate (ETR) seems reasonable (however, a definition of what 'reasonable' means is not given) and also 
take media coverage of controversial tax practices and government inquiries into consideration in their 
investment decisions or monitoring activities. 
 
Nevertheless, I found that the degree of integration (or not) of responsible tax practices into the 
investment management process and, more specifically, institutional investors’ ESG framework is still in 
the early stages since investors are still diligent in the process of crystalizing important practices, 
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concepts and terms within their ESG frameworks (such as defining the ‘fair share’ concept, developing 
processes and systems, identifying boundaries of aggressive tax planning or describing expectations 
toward investee companies with regard to tax transparency).  
 
To conclude, and in view of the above, it is important for a variety of reasons for investors to develop 
extensive policies and tools: (1) tax authorities around the world are increasingly asking companies for 
their tax policy and strategies to be published, in addition to the various risks associated with tax 
avoidance practices and (2) the growing demand from policymakers and national and international 
institutions, including the investment community itself and society in general to approach tax as an ESG 
issue. However, such a process takes time, resources, cooperation, commitment, and effort from all 
stakeholders , requiring attention not only for the theoretical implications between tax and ESG but also 
practical steps in developing a mature system in which the tax element is embedded within the 
investors' ESG framework. 
 
From a theoretical perspective the study sets out the impediments responsible for slowing down the 
integration of tax issues into institutional investors' ESG frameworks. By identifying these impediments, 
bottlenecks and obstacles will be exposed paving the way toward useful initiatives to overcome these 
challenges and barriers. From a practical point of view the study provides a practical guide for 
institutional investors to implement responsible taxation in their ESG frameworks. The findings of this 
study have implications for scholars, tax authorities, policy makers, NGO’s, financial analysts, investors, 
companies and other market participants.  
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Chapter 1: General Introduction 

1.1 Background 
 
Within today's business, concepts such as responsible investment, sustainability and corporate social 
responsibility (CSR) are becoming more prevalent and widespread as evidenced by various initiatives 
and trends. Over the last two decades an increasing number of major investors has committed to 
incorporate environmental, social, and governance (ESG) issues into their investment decisions by 
signing the UN Principles for Responsible Investment.2 In addition, the 17 Sustainable Development 
Goals (SDGs), endorsed by civil society, businesses and governments provide a framework towards 
building a better and more sustainable world.3 Furthermore, governments, civil society organizations 
and more consumers and employees than ever are demanding companies to bear responsibility for the 
society in which they operate.4 
 
Within this context, those institutional investors (which is the main research subject of this study)5 who 
have sustainability high on their agenda, have made significant investments towards environmental, 
societal and economical challenges such as safe and healthy work environment, corporate governance 
improvements, renewable energy ,transition to a low-carbon economy, etc. Corporate tax responsibility 
(as I will illustrate throughout this research) is gradually becoming one of those topics which also 
receives considerable attention from institutional investors.  
 
In recent years controversy surrounding corporate taxation has received increased attention from a 
wide range of stakeholders6, including not only from investors but also from NGOs, employees, 
suppliers, customers, tax authorities, and the public in general.7 High profile companies such as 
Microsoft, Starbucks, Google, Amazon, Apple, IKEA, Boeing, Exxon Mobil, and Bank of America all have 
been associated with (aggressive) tax-avoidance practices leading to negative media attention and 
public outcry.8 The vast majority of these tax planning practices are “transactions that are not motivated 
by a valid business purpose".9 In their applied strategies to reduce their tax obligation a variety of 
instruments have been deployed: group losses, cost-sharing agreements, royalty payments, 
intercompany lending, transfer pricing, etc. Furthermore, revelations by the media with regard to a 
series of tax scandals and fraud cases such as the Lux Leaks, Panama Papers, Paradise Papers, and 
Mauritius Leaks, has only increased this interest.  
 
 

                                                      
2 PRI Annual Report (2020) at https://www.unpri.org/annual-report-2020/delivering-our-blueprint-for-
responsible-investment/responsible-investors/support-investors-incorporating-esg-issues. 
3 See https://www.un.org/sustainabledevelopment/sustainable-development-goals/.  
4 See chapter 8.  
5 For more details with regard to the scope of this research see section 5.  
6 Defined as ‘‘those groups who can affect or are affected by the achievement of an organization’s purpose.” See: 
Freeman, R.E. (1984). Strategic Management: A Stakeholder Approach. Boston: Pitman. 
7 See chapter 7 and 8 for further discussion.  
8 Fisher, J.M. (2014). Fairer Shores: Tax Havens, Tax Avoidance, and Corporate Social Responsibility. BUL Rev., 94, 
337. 
9 Avi-Yonah, R.S. (2014). Corporate Taxation and Corporate Social Responsibility. New York University Journal of 
Law and Business, 11(1), 1–29. 
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As a consequence various publications and reports10 recognize the public demand that multinationals 
should pay their “fair share” of taxes.11 This increased attention could (within the scope of this research) 
be approached from a variety of perspectives. A number of these perspectives will be dealt with briefly 
below. 
 
First, this increased interest in the fairness of tax payments by multinationals has spurred various 
initiatives, by governments, policymakers, NGOs, and institutional organizations aiming to improve tax 
transparency and responsibility, with examples such as the launch of the BEPS project by the OECD, The 
Engagement Guidance on Corporate Tax Responsibility by UN PRI, the EU Anti-Tax-Avoidance Directives 
(ATAD I and ATAD II), the amended EU parent-subsidiary directive, The GRI 207: Tax Standard, 
the Sustainable Finance Disclosure Regulation of the European Union, the EU public country-by-country 
reporting proposal, the prominent role of "tax" in UN Sustainable Development Goals12 and other 
guidelines, benchmarks, and scorecards developed by NGOs on good tax governance and tax 
transparency.13 
 
Second, the growing awareness for some multinationals' tax behavior in taking advantage of the 

weaknesses of the tax system has fueled the discussion with regard to corporate governance 

mechanisms. There is mounting evidence that certain corporate governance aspects not only determine 

a company's financial performance14 but also how companies approach their tax liabilities and 

implement their tax policies and strategies.15 Studying and analyzing the relationship between corporate 

governance and taxation is therefore essential in gaining a clear insight and understanding of 

multinationals' tax avoidance practices. This matter is covered in more detail in chapter 6. 

Third, it should be noted that the developments and measures as described above are not only 
approached from a legal perspective but also enriched with an ethical dimension. A relatively large 
amount of literature investigates multinationals' tax planning practices (mainly with a focus on tax 
avoidance) from various philosophical approaches and moral perspectives.16 While among scholars and 
practitioners no consensus has been reached with regard to the definition of tax avoidance, the term 
generally refers to intentionally seeking weaknesses, mismatches, and gaps within (international) tax 
laws and regulations to reduce tax liability. 17 Although these tax planning structures stay within the legal 
framework, they are often perceived as morally unacceptable and in conflict with the spirit of the law.18 
 

                                                      
10 See for example: KPMG. (2020). Tax in the Boardroom. Retrieved from: 
https://assets.kpmg/content/dam/kpmg/nz/pdf/2020/08/tax-barometer-2020.pdf. B-team Responsible Tax 
Principles (2018)”; Oxfam Novib (2016). Fiscal Justice Global Track Record. For more publications and reports see 
chapter 8.  
11 A uniform understanding with regard to “fair share” is lacking at the moment. See for further discussion chapter 
7.4.1. See also: Stanley-Smith, J. (2017). Constitutions: Could Paying a 'Fair Share' of Tax Already be Enshrined in 
Law? International Tax Review.  
12 See https://www.un.org/sustainabledevelopment/ 
13 See chapter 12.1 for references with regard to these initiatives. 
14 Stanwick, P.A., & Stanwick, S.D. (2002). The Relationship between Corporate Governance and Financial 
Performance: An Empirical Study. Journal of Corporate Citizenship, 8(4), 35–48. 
15 Think of: ownership structure, board composition, pressure from stakeholders, (lack of) transparency etc. See 
for a detail discussion: Kovermann, J., & Velte, P. (2019). The Impact of Corporate Governance on Corporate Tax 
Avoidance—A Literature Review. Journal of International Accounting, Auditing and Taxation, 36, 100270. 
16 For a detailed discussion on this topic see chapter 7.4.  
17 For a detailed discussion on this topic see chapter 7.3.  
18 Prebble, Z. M., & Prebble, J. (2010). The Morality of Tax Avoidance. Creighton Law Review, 43(3), 693–745; Bird, 
R., & Davis-Nozemack, K. (2018). Tax Avoidance as a Sustainability Problem. Journal of Business Ethics, 151(4), 
1009-1025. 
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This raises the question, why the ethical dimension should interfere with tax strategies remaining within 
the boundaries of the law. Most of the studies regarding this issue are referring to the nature, character, 
shortcoming, and interpretation of legislation.19 After all legal rules are subjected to various 
interpretations and lack the ability to foresee and regulate all possible contingencies. For this reason, 
and as a complement to legislation emphasis is placed upon corporate ethical responsibilities. As stated 
by Gribnau (2017) “to demand perfect legislation is to demand the impossible.”20 It is well known that 
the international tax framework is full of loopholes, inconsistencies, contradictions, and mismatches 
enabling multinationals to minimize their tax exposure by taking advantage of these shortcomings. 21 In 
this regard the CEO of GlaxoSmithKline22, Andrew Witty, stated the following with respect to 
multinationals engaging in tax avoidance practices:  
 
“I really believe one of the reasons we’ve seen an erosion of trust, broadly, in big companies is they’ve 
allowed themselves to be seen as being detached from society and they will float in and out of societies 
according to what the tax regime is. I think that’s completely wrong.”23 
 
Consequently, tax is increasingly becoming a moral phenomenon and involved with questions like: how 
to interpret paying a "fair share of tax"? Do businesses have responsibilities beyond their legal 
obligations? Does tax avoidance undermine public finance? If so how can companies regain public and 
community trust? If not, why not? 
 
Various moral arguments have been presented among advocates and opponents of corporate tax 
avoidance. Without being exhaustive proponents refer for example to: (1) companies fiduciary duty 
towards their shareholders (2) their "natural right" to use any tax avoidance scheme as long as it fits 
within the legal framework, while the opponents point towards (1) the spirit of the law (2) the breach 
of the implicit social contract between society and business or (3) the utilitarianism argument; 
explaining that the negative consequences of tax avoidance overweigh the positive outcomes.24 See 
chapter 7 for further discussion. 
 
Finally, a well-established stream of literature explores tax avoidance within the realm of corporate 
social responsibility (CSR) and is in favor of embedding tax avoidance in CSR frameworks in order to 
"adopt anti-avoidance practices".25 Tax avoidance is perceived in this way as diverting from CSR values 
as it does not contribute to the provision of public goods within a society (think of health care, defense, 
schools, infrastructure etc.). Moreover, tax avoidance practices neglect in this way the distributive 
function of taxation as this function enhances distributive justice by "reducing the unequal distribution 

                                                      
19 Scarpa, F., & Signori, S. (2020). Ethics of Corporate Taxation: A Systematic Literature Review. Handbook of 
Business Legitimacy: Responsibility, Ethics and Society, 459-485. 
20 Gribnau, H. (2017). Voluntary Compliance Beyond the Letter of the Law: Reciprocity and Fair play. B. Peeters, H, 
Gribnau, and J. Badisco (eds.), Building Trust in Taxation, Cambridge, Antwerp, Portland: Intersentia. 
21 Devereux, M. P., & Vella, J. (2014). Are We Heading Towards a Corporate Tax System Fit for the 21st Century? 
Fiscal Studies, 35(4), 449-475. 
22 GSK is one of the largest pharmaceutical companies in the world and is active in more than 100 countries. See: 
https://biotechnologycommunity.com/md_news/10-largest-pharmaceutical-companies-in-the-world/ 
23 See “Andrew Witty of GSK: 'Big firms have allowed themselves to be seen as detached from society” retrieved 
from: https://www.theguardian.com/business/2011/mar/20/andrew-witty-glaxosmithkline-big-firms-detached-
society. 
24 Both camps are discussed in more detail in: Scarpa, F., & Signori, S. (2020). Ethics of Corporate Taxation: A 
Systematic Literature Review. Handbook of Business Legitimacy: Responsibility, Ethics and Society, 459-485. 
25 Fisher, J. M. (2014). Fairer Shores: Tax Havens, Tax Avoidance, and Corporate Social Responsibility. BUL Rev., 94, 
337; Stephenson, D., & Vracheva, V. (2015). Corporate Social Responsibility and Tax Avoidance: A Literature 
Review and Directions for Future Research. Available at SSRN 2756640; Zicari, A. P., & Renouard, C. (2018). A 
Forgotten Issue: Fiscal Responsibility in the CSR Debate. In The Critical State of Corporate Social Responsibility in 
Europe. Emerald Publishing Limited. 
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of income and wealth".26 Against this backdrop, paying a fair share of taxes is viewed as “litmus test for 
corporate claims of social responsibility”27 or "a boundary condition of CSR".28 The discussion around 
responsible taxation has thus a multidisciplinary character with various stakeholders participating in the 
debate from various perspectives.  
 
This research will explore responsible tax from institutional investors' perspective while for a better 
understanding of the complexity of the issue (and for as far as this is deemed useful) also takes into 
account the views of other stakeholders within the tax landscape. 
 

1.2 Research objectives and Research Questions  

 
The current research strives to clarify and understand the role of investees'29 corporate tax policies and 
practices within institutional investors' ESG framework. It will describe to what extent institutional 
investors take investees’ tax policy into account while managing their assets. Which (control) systems, 
if any, have they implemented on this issue and how do they monitor it. The issue does not just arise 
with new investments, but can also effect the existing portfolio. Furthermore, it will discuss corporate 
governance implications, risk management and control challenges, material financial consequences and 
ethical considerations regarding the specific role of tax in institutional investors’ ESG framework. Against 
this background this study aims to reach the following objectives. 
 
First, I will analyze the current state of affairs regarding multinationals’ tax transparency practices and 
present recommendations to improve the decision-making process for their stakeholders (mainly from 
institutional investors’ perspective). I thus focus primarily on the position of institutional investors and 
not on the relationship with tax administrations.  
 
Second, I will explore how institutional investors who claim to pursue sustainability objectives, view the 
responsible tax issue on their ESG agenda and which relevance or weight they attach to the relationship 
between ESG-investment and corporate taxation. 
 
Finally, the research will identify various impediments for slowing down the integration of tax issues into 
institutional investors' ESG framework and present a practical roadmap in order to guide investors in 
implementing responsible taxation in their ESG framework.  
 
These objectives will be achieved by answering the following research question and sub-questions. The 
main research question reads as follows: 
 
What is the relevance of the tax issue within institutional investors’ ESG analysis and how does this analysis 
affect their investment decisions and/or monitoring activities? 
 
In this regard, it is important to note that within this scope of "relevance", the weight and effect of the 
tax issue in the ESG analysis will also be taken into account. In order to address and elaborate the 
research question the following sub-questions were formulated which are divided into three main 
categories:  

                                                      
26 Gribnau, J. L. M. (2017). The Integrity of the Tax System after BEPS: A Shared Responsibility. Erasmus Law Review, 
1, 12-28. 
27 Sikka, P. (2010). Smoke and Mirrors: Corporate Social Responsibility and Tax Avoidance. Accounting Forum, 34: 
153-168. 
28 Hillenbrand, C., Money, K. G., Brooks, C., & Tovstiga, N. (2019). Corporate tax: What do Stakeholders Expect? 
Journal of Business Ethics, 158(2), 403-426. 
29 Firms, investees, investee companies, multinationals, corporations are all being used interchangeably unless the 
context clearly indicates to the contrary. 
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Institutional investors: 

1. Far from being a homogenous group, what are institutional investors' common characteristics 

and what have been the main drivers for their growth? 

2. What are the key stages of institutional investors' investment process in creating a portfolio? 

3. What are the main factors affecting institutional investors' investment preferences? 

 

Multinationals:  
4. What is the relationship between corporate governance and taxation? 

5. What does Corporate Social Responsibility (CSR) entail? What are the main drivers for 

companies to engage in CSR practices and how does this relate to tax avoidance? 

6. What is the current state of affairs regarding multinationals’ tax transparency practices and 

what recommendations could in this regard be made for further improvement?  

7. Why are enhanced corporate tax disclosures essential for institutional investors? 

 

Intersection ESG and tax:  

8. What are the main drivers and challenges for ESG investing and sustainable taxation?  
9. How do institutional investors approach the tax issue in their ESG framework? 
10. What are the main impediments for integrating the tax issue into institutional investors' ESG 

framework? 

11. How to develop a responsible tax framework within the institutional investors’ ESG model? 

 

1.3 Relevance and contributions of the study 
 
According to a study by the "Institute on Taxation & Economic Policy", 91 firms within the Fortune 500 
companies (such as IBM, Halliburton, Chevron, and Amazon) have actively avoided paying any federal 
corporate tax on their 2018 U.S. income. 30 In addition, other relevant studies31 have revealed that 
governments worldwide lose a total of between USD 500 and 650 billion in income per year through tax 
avoidance, of which about one-third is related to developing countries. These tax minimization 
strategies have as mentioned above been a focal point of public criticism and labeled as “unacceptable” 
and “irresponsible”.32 In this context, tax payments are increasingly seen as a "moral duty to be paid 
according to the economic value generated in each jurisdiction in which the company operates" instead 
of a cost to be minimized.33 The following statement is illustrative in this regard:  
 
“Tax is one of the fundamental ways in which a company contributes to the societies in which they 
operate. Being perceived as choosing not to make a full contribution on this basis –even if their behaviour 

                                                      
30 See: “Corporate Tax Avoidance in the First Year of the Trump Tax Law December.” Retrieved from: 
https://itep.org/corporate-tax-avoidance-in-the-first-year-of-the-trump-tax-law/.  
31 N. Shaxson, ‘Tackling Tax Havens’, Finance & Development, Sept 2019, p. 6-10; 
https://www.imf.org/external/pubs/ft/fandd/2019/09/pdf/tackling-global-tax-havens-shaxon.pdf; A. Cobham & 
P. Janský, Global distribution of revenue loss from tax avoidance. Re-estimation and country results, United Nations 
University, WIDER Working Paper 2017/55 
32 Lanis, R., & Richardson, G. (2015). Is Corporate Social Responsibility Performance Associated with Tax 
Avoidance? Journal of Business Ethics, 127, 439-457. 
33 Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax Responsibility: Do Investors Care? In Responsible 
Business in a Changing World (pp. 17-31). Cham: Springer; VBDO (2018). Tax Transparency Benchmark 2018: A 
Comparative Study of 76 Dutch Listed Companies; Engagement guidance on corporate tax responsibility. Why and 
how to engage with your investee companies.  
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has not been unlawful –has undermined the corporate image projected by these companies and been 
seen as a serious breach of public trust.”34 
 
However, tax avoidance is not only a source of concern for governments and the public at large, it is 
also gaining increased attention from institutional investors. 35 There is growing evidence that investees' 
aggressive tax behavior may expose institutional investors to unnecessary regulatory, financial, and 
reputational risks. As such, aggressive tax avoidance can reduce future cash flows and negatively impact 
investors' risk/reward profile and equity returns as a result of unexpected tax liabilities.36  
 
Therefore, some institutional investors are starting to engage with their (potential) investees on this 
matter.37 The director for shareholder engagement at Bâtirente, Francois Meloche, who represents a 
mix of eleven investment funds, acknowledges the above by stating that: 
 
“It is important for investors engaging with companies on tax matters to build a common understanding 
of what responsible tax planning means and what are good corporate practices.”38 
 
Apart from the fact that risks related to aggressive tax behavior have given rise to investors’ concern as 
mentioned above, there is also a worldwide recognition of the critical role institutional investors play in 
encouraging responsible tax behavior by implementing tax issues in their investment decisions and 
more specifically their ESG framework.39 After all as will be explained in the next chapter institutional 
investors “play a fundamental role in domestic and world capital markets”40 and can use their leverage 
to drive change in companies' tax behavior. To spur further development and engagement of investors 
with their investees on this matter the UN PRI released a set of guidelines explaining why and how to 
engage with companies on their tax policies and practice.41 Furthermore, there is overwhelming support 
from the investment community for the reporting standard focused on corporate tax responsibility 
launched by the Global Reporting Initiative (GRI) in December 201942 which is an independent 
international organization that has been a pioneer in sustainability reporting since 1997.43 For a 
discussion of other collective initiatives with regard to the role of institutional investors in relation to 
responsible tax see chapter 10.3. 
 

                                                      
34 See: “Why do we need to rebuild a social compact?” retrieved from: http://www.covi.org.uk/need-rebuild-
social-compact/  
35 See “A new global standard for public reporting on tax”. Retrieved from: 
https://www.globalreporting.org/standards/standards-development/topic-standard-project-for-tax/ 
36 PRI. (2015). Engagement guidance on corporate tax responsibility. Why and how to engage with your investee 
companies; Goudswaard, R., & Beris, J. (2016). Pension Funds and Tax Management: Challenges Ahead for 
“Multinational Enterprises". IBFD. 
37 PRI. (2015). Engagement guidance on corporate tax responsibility. Why and how to engage with your investee 
companies 
38 PRI. (2015). Engagement guidance on corporate tax responsibility. Why and how to engage with your investee 
companies 
39 PRI. (2015). Engagement guidance on corporate tax responsibility. Why and how to engage with your investee 
companies; Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax Responsibility: Do Investors Care? 
In Responsible Business in a Changing World (pp. 17-31). Cham: Springer; VBDO (2018). Tax Transparency 
Benchmark 2018: A Comparative Study of 76 Dutch Listed Companies.  
40 Brandstetter, L., & Lehner, O. M. (2015). Opening the market for impact investments: The need for adapted 
portfolio tools. Entrepreneurship Research Journal, 5(2), 87-107. 
41 PRI. (2015). Engagement guidance on corporate tax responsibility. Why and how to engage with your investee 
companies. 
42 See “A new global standard for public reporting on tax.” Retrieved from: 
https://www.globalreporting.org/standards/standards-development/topic-standard-project-for-tax/.  
43 https://www.globalreporting.org/about-gri/ 
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To fulfill this role, however, investors need better quality of information from their investees regarding 
their tax policies and practices and, of course, it requires the willingness of the institutional investors to 
take these practices into account while managing their investments (see chapter 10 and 11 for further 
discussion). 
 
According to Pardo et al. (2020), on certain areas further research is needed on how investors approach 
corporate tax practices:  
 
 “(2) providing inputs and tools that allow investors and shareholders to include responsible taxation 
criteria in their investment decisions; (3) analyze the inclusion of responsible taxation criteria in 
investments decisions and its implications for investors and shareholders.” 44 
 
This research fills this gap by aiming to make two important contributions to the literature. First, in 
addition to theoretical research and findings, I provide empirical results with regard to the role of 
corporate tax in an institutional investors' ESG framework. In so doing, this study will provide insight 
into how and to what extent institutional investors give importance to investees' corporate tax 
practices. A thorough examination of this issue has not been given in the academic literature.45 
However, there are studies investigating companies and other stakeholders regarding the topic.46 As a 
result of these findings, I will set out a practical roadmap on how to implement responsible tax in 
institutional investors ESG frameworks.  
 
Furthermore, I will identify various impediments for the integration of the tax issue into institutional 
investors 'ESG framework by drawing a parallel with the Juravle & Lewis (2008) framework47 which 
shows and explains major barriers for the integration of Socially Responsible Investment (SRI) in 
institutional investors' investment and valuation processes. Highlighting and identifying impediments in 
this regard is essential as it allows various stakeholders within the investment community to challenge 
the obstacles that are along the way. For further explanation and motivation of this approach see 
chapter 12. 

 
1.4 Methodology  

 
The aim of this research is to investigate whether and to what extent taxes are part of institutional 
investors' ESG framework. The study combines two main methodologies to achieve this aim: qualitative 
research method based on a case study with in-depth interviews and an exploratory or descriptive 
research approach from governance, legal and economic perspective.  
 
It is with regard to the latter essential to investigate and analyze various documents, reports, and 
academic research "on a topic where new results and openings are welcome".48 After all, the integration 

                                                      
44 Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax Responsibility: Do Investors Care? In Responsible 
Business in a Changing World (pp. 17-31). Cham: Springer.  
45 VBDO (2018). Tax Transparency Benchmark 2018: A Comparative Study of 76 Dutch Listed Companies; 
Knuutinen, R., & Pietiläinen, M. (December 13, 2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax 
Journal, 2017, 1, 135-150. 
46 Hillenbrand, C., Money, K. G., Brooks, C., & Tovstiga, N. (2019). Corporate tax: What do stakeholders expect? 
Journal of Business Ethics, 158(2), 403-426; Hardeck, I., & Kirn, T. (2016). Taboo or technical issue? An empirical 
assessment of taxation in sustainability reports. Journal of Cleaner Production, 133, 1337–1351. 
47 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 
48 Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax Responsibility: Do Investors Care? In Responsible 
Business in a Changing World (pp. 17-31). Cham: Springer; VBDO (2018). Tax Transparency Benchmark 2018: A 
Comparative Study of 76 Dutch Listed Companies; UN Principles for Responsible Investment. (2017). Investors’ 
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of tax within institutional investors' ESG framework is a relatively new field of research with increasing 
importance during recent years.49 Furthermore, the different perspectives provide a critical analysis of 
the various ways of how institutional investors approach the tax issue within their ESG framework. 
Normative suggestions will also be discussed throughout the thesis. Think of how to improve ESG 
integration with regard to the tax issue, how various concepts with regard to the topic should be 
interpreted, and how certain challenges should be addressed.  
 
The case study which is based on a qualitative research method was carried out over a period of 12 
months with four key decision makers within the organization. The choice for key decision makers stems 
from the fact that this group is most associated with being knowledgeable about organization-level 
information.50 The institution subjected to this case study (a large European asset manager) and the 
involved interviewees within the organization are assured anonymity in order to encourage an in-depth 
and open dialogue during the research process. For this reason, I will refer to the involved organization 
as Asset Manager X and will not provide detailed characteristics of the institution. 
 
Furthermore, while the case study and the key findings derived from the study focus on one of Europe’s 
largest institutional investors it is, for two main reasons, not necessarily unrepresentative for the wider 
institutional investors' investment community. First Asset Manager X also advise/invest on behalf of 
other institutional investors both nationally and internationally (such as private equity funds and mutual 
funds). Second, Asset Manager X is subject to dominant conventions within the investment 
community.51 Dominant conventions refer to "the formation of a set of guiding principles or foundations 
for behaviour that are established on the basis of a group's shared characteristics".52 These dominant 
collective beliefs result in adopting largely accepted investment practices by institutional investors from 
the desire to protect their reputation and manage fiduciary obligations.53 The study and analysis of Asset 
Manager X and the subsequent findings may therefore provide a representative picture of the 
established conventional practices within the institutional investors' community. However, in order to 
provide convincing evidence for this assumption, more research is needed with a larger sample size and 
depending on the research scope, among different types of institutional investors spread over different 
graphical locations around the world. 
 
The designed questionnaire in this study also known as the “interview guide” (see Appendix 2) is 
structured around the general stance of the research subject toward ESG and more specifically with 
regard to taxation and is divided into the following categories: Policy and Processes, Roles and 
Responsibilities, Performance Management & Monitoring, (Tax) Reporting and General Questions.  

                                                      
Recommendations on Corporate Income Tax Disclosure; Stebbins, R.A.2001. Exploratory Research in the Social 
Sciences. Qualitative research methods series 48. Thousand Oaks, CA: Sage. 
49 Scarpa, F., & Signori, S. (2020). Ethics of Corporate Taxation: A Systematic Literature Review. In Handbook of 
Business Legitimacy: Responsibility, Ethics and Society. Cham: Springer International Publishing, pp. 475; UN 
Principles for Responsible Investment. (2016). A Practical Guide to ESG Integration for Equity Investing. Retrieved 
from: https://www.unpri.org/download?ac=10; Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax 
Responsibility: Do Investors Care? In Responsible Business in a Changing World. Cham: Springer International 
Publishing, pp. 17-31.; VBDO (2018). Tax Transparency Benchmark 2018: A Comparative Study of 76 Dutch Listed 
Companies. 
50 See chapter 11.3. 
51 Guyatt, D. (2005). Meeting objectives and resisting conventions: A focus on institutional investors and long‐term 
responsible investing. Available at SSRN Electronic Journal; Jemel-Fornetty, H., Louche, C., & Bourghelle, D. (2011). 
Changing the dominant convention: The role of emerging initiatives in mainstreaming ESG. In Finance and 
sustainability: towards a new paradigm? A post-crisis agenda. Emerald Group Publishing Limited. 
52 Boltanski, L., & Thévenot, L. (1999). The sociology of critical capacity. European journal of social theory, 2(3), 
359-377. 
53 Guyatt, D. J. (2006). Identifying and overcoming behavioural impediments to long term responsible investment: 
A focus on UK institutional investors. Available at SSRN Electronic Journal. 
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Due to the aim of the study, I choose questionnaires in open ended format over closed ended format. 
The aim of the case study is to ascertain whether or to what extent Asset Manager X takes (responsible) 
taxation into account in their investment decisions and monitoring activities. In order to determine 
Asset Manager X's stance towards (responsible) tax issue in relation to their investment management 
process I found an exploratory research approach based on open-ended questions most suitable.54 This 
approach provided the interviewees the freedom to share their own opinion and / or story about the 
topic and allowed flexibility and space for the participants and the researcher to discuss more/new 
details during the research when needed. 
 
In addition to the acquired information within the organization (such as, relevant ESG/investment/ 
policy documents) and the insights from the interviews, I also conducted an exploratory research into 
external documents of Asset Manager X55 and relevant (academic) literature with regard to the linkage 
between ESG and taxation. More information with regard to the process of the data collection (the desk 
research) can be found in chapter 11 section 3-5.  
 
As I will illustrate in chapter 11 the case study identified various organizational impediments that are 
worth exploring and understanding in future research. I refer to chapter 11 section 2 for further details 
on other aspects such as the limitation of the case study, the justification of the research subject, the 
data analyzes, the content of the interview guide and interpretation of the main findings. In the 
introduction of each chapter, the methodological approach (when needed) will be discussed in order to 
provide clear contours. 
 

1.5 Scope and limitations  

 
The aim of this research is to analyze institutional investors’ ESG approach with regard to their publicly 

listed equity investments (investee companies) through the prism of responsible taxation with the scope 

of the study being the following: 

In the first place, the research will focus on the role of institutional investors as a uniform group with 
regard to the relationship between ESG and taxes, despite the existing heterogeneity and diversity 
among institutional investors. The main reason for this approach is the lack of available appropriate 
literature and data among scholars and within the investment community with regard to all types of 
institutional investors56 due to the novelty of the subject (integration of tax within ESG framework).57 
However, within this group I will more specifically examine long term institutional investors committed 
to responsible investment and sustainability considerations, since this group as evidenced by various 
studies take responsible tax considerations to a certain extent into account while managing their 
assets.58 

                                                      
54 Stebbins, R. A. (2001). Exploratory research in the social sciences (Vol. 48). Sage. 
55 Retrieved from their website and internet sources.  
56 Which all have their own unique characteristics. See chapter2. 
57 Scarpa, F., & Signori, S. (2020). Ethics of Corporate Taxation: A Systematic Literature Review. In Handbook of 
Business Legitimacy: Responsibility, Ethics and Society. Cham: Springer International Publishing, pp. 475; UN 
Principles for Responsible Investment. (2016). A Practical Guide to ESG Integration for Equity Investing. Retrieved 
from: https://www.unpri.org/download?ac=10; Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax 
Responsibility: Do Investors Care? In Responsible Business in a Changing World. Cham: Springer International 
Publishing, pp. 17-31.; VBDO (2018). Tax Transparency Benchmark 2018: A Comparative Study of 76 Dutch Listed 
Companies. 
58 Khurana, I.K., Moser, W.J., 2013. Institutional Shareholders' Investment Horizons and Tax Avoidance. J. Am. Tax. 
Assoc. 35 (1), 111–134; Brooks, C., Godfrey, C., Hillenbrand, C., & Money, K. (2016). Do investors care about 
corporate taxes? Journal of Corporate Finance, 38, 218-248; UN Principles for Responsible Investment. (2016). 
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The research will furthermore focus on institutional investments with regard to publicly listed equities 
in which institutional investor have direct or indirect ownership interests. Although ESG considerations 
are also increasingly applied in fixed income strategies, the practice is more widespread with regard to 
equity asset classes, with more available information regarding its implementation.59 More specifically, 
I zoom in on multinationals that adhere to the legal requirements of the jurisdictions in which they 
operate and therefore do not engage in tax evasion practices. The latter practice (which is outside the 
scope of this study) is considered as fraud as it involves tax planning activities outside the legal 
framework. 
 
In addition, tax forms other than corporate income tax (such as value-added tax or payroll tax) fall 
outside the confines of this study. Research has shown that the corporate income tax is more vulnerable 
to tax avoidance than other forms of taxes to which multinationals are subject. 60 
 
Finally, this study does not cover institutional investors’ own tax behavior and the way in which they 
structure their investments, directly or indirectly for tax purposes. Contrary and as mentioned, it will 
cover whether investees’ tax behavior has any impact on institutional investors’ investment decisions.  
 
This book has (taking these factors into account) various limitations. First, as mentioned in the 
introduction and as I will emphasize throughout this research the discussion around responsible taxation 
has a multidisciplinary character with various stakeholders participating in the debate from various 
perspectives. In order to enhance our understanding with regard to the role of tax in ESG investment it 
would be valuable to gather views from other actors within the investment value chain (think of: rating 
agencies, sell-side analysts, buy-side analysts, advisory councils, fund managers, investment 
consultants, legislator, etc.). These actors often have conflicting objectives, interests and motivation but 
at the same time a great deal of influence on the final asset allocation of institutional investors.61 
Understanding these dynamics within the context of this study will be a valuable contribution to this 
research. 
 
Second, for the external validity of the study and to confidently generalize the main findings within this 
research, it is important to conduct more research with a larger sample size62 and depending on the 
research scope among different types of institutional investors spread over different graphical locations 
around the world.  
 
Third, this study, in particular the case study, will be conducted through the observation and perception 
of the researcher. Therefore, the data and results collected may be subjective. However, in view of the 
scientific nature of this research, this study attempts to minimize this subjectivity by taking measures 
with regard to the reliability and validity of the findings (for more elaboration see chapter 11.4). 
 
Finally, the study will not be limited to a particular jurisdiction. It will deal with the key concepts such as 
Environmental, Social & Governance (ESG), Corporate Social Responsibility (CSR), Socially Responsible 

                                                      
Why and How to Engage on Corporate Tax Responsibility. Retrieved from: https://www.unpri.org/governance-
issues/why-and-how-to-engage-on-corporate-tax-responsibility/585.article. 
59 UBS. The Next Frontier-UBS Asset Management-ESG Integration in Fixed Income. Retrieved from: 
http://www.ubs.com/; UN Principles for Responsible Investment. (2016). A Practical Guide to ESG Integration for 
Equity Investing. Retrieved from: https://www.unpri.org/download?ac=10. 
60 Durst, M. C. (2015). Limitations of the Beps Reforms: Looking Beyond Corporate Taxation for Revenue Gains. 
SSRN Electronic Journal; Jallai, A.-G. (March 2020). Good Tax Governance: International Corporate Tax Planning 
and Corporate Social Responsibility – Does One Exclude the Other? Tilburg Law School PhD dissertation. Available 
at SSRN: https://ssrn.com/abstract=3688985 
61 Zadek, S., Merme, M. and Samans, R. (2005). Mainstreaming Responsible Investment. Geneva: World Economic 
Forum. 
62 See chapter 11.5 (selection process case study).  
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Investment (SRI), and responsible taxation from an international perspective based on existent 
literature and practice. This could be a limitation since the dynamics among the mentioned terms and 
their interpretations could differ due to differences in culture, national regulations, laws, and norms, 
and firm- and institution-specific characteristics. 
 

1.6 An Overview of the Dissertation  
 
The remainder of the dissertation has been divided into four main parts that each focus on a different 
element of the study. The first part provides an overview of various types of institutional investors and 
their impact on and role in financial markets (chapter 2). It furthermore describes the various stages of 
institutional investors' investment management process and discusses allocation practices of two major 
investors (chapter3). Finally it sheds light on certain factors (preferences) that institutional investors 
take into account while making investment decisions (chapter4). These topics are necessary to cover in 
order to gain a more comprehensive understanding of institutional investors and their internal and 
external environment. 
 
The second part consists of 4 chapters which, in line with the scope of the research, focuses mainly on 
the other important organization for the research: multinationals as potential investees. The topics 
discussed here are: the role of taxes in business decisions (chapter 5), the link between corporate 
governance and tax (chapter 6), the relationship between corporate social responsibility and tax 
avoidance (chapter 7) and tax transparency practices from two perspectives: companies and investors 
(chapter 8).  
 
The third part of the study focuses on the various definitions associated with responsible investment 
including (bearing the scope of this research in mind) a more in-depth analysis of ESG investments in 
conjunction with the responsible tax element (chapters 9 and 10). Furthermore in this part, attention is 
devoted to an empirical study in the form of a case study (chapter11).  
 
The final part (chapter 12) discusses the theoretical implications of the intersection between ESG and 
tax and provides a practical roadmap for investors on how to integrate tax into their ESG framework. 
The thesis then concludes with a summary of the main findings, answers to the research question and 
a set of recommendations for further research (chapter 13). 
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Chapter 2: Institutional Investors  
 

2.1 General Introduction  

 
Institutional investors have as large-scale holders of financial assets, grown in size dramatically over the 
last three decades.63 It is due to their ever-growing impact in financial markets and their expanding 
economic sphere of influence in both OECD and non-OECD countries, important (and necessary from 
this research perspective) to further explore this group of investors. Although this "group" of investors 
exhibit common characteristics, they are far from homogenous.64 Some key elements that distinguishes 
them from each other, are for example: investment time horizon, fund size, varying degree of risk 
appetite, shaped by different tax and regulatory environments, varying fiduciary mandates and 
investment objectives etc.65  
 
In this chapter, I will be discussing the following issues: analyzing various types of institutional investors 
(section 1.2), an overview of institutional investors' shared characteristics (section 1.3), discussing 
critical factors explaining their growing importance (section 1.4) and institutional investors’ impact on 
financial markets (section 1.5). The last section, draws conclusion and provides a short summary of this 
chapter (section 1.6). 
 

2.2 Various Types of Institutional Investors 

 
In order to provide their services to the distinct preferences and liquidity needs of their clients, various 
types of institutional investors in different shapes and structures exist.66 In the absence of a legal 
definition and as stated in the first chapter, the term “institutional investors” can best be described as 
"all the entities which, with different objectives, professionally manage portfolios of financial and real 
assets on behalf of a plurality of investors".67 The professional element in this definition refers to entities 
managing and allocating a pool of assets and identifying the associated risks related to this practice 
based on their expertise, knowledge, and experience. 68  

                                                      
63 Fichtner, J. (2020). The Rise of Institutional Investors. The Routledge International Handbook of Financialization, 
265-275; Basile, I., & Ferrari, P. (Eds.). (2016). Asset Management and Institutional Investors. Springer International 
Publishing; Ferreira, M.A., & Matos, P. (2008). The Colors of Investors’ Money: The Role of Institutional Investors 
Around the World. Journal of Financial Economics, 88(3), 499-533. 
64 Bennett, J.A., Sias, R. W., & Starks, L.T. (2003). Greener Pastures and the Impact of Dynamic Institutional 
Preferences. The Review of Financial Studies, 16(4), 1203-1238. 
65 OECD. (1999). Institutional Investors in the New Financial Landscape. Paris: OECD Publishing. 
66 Deželan, S. (2001). The Impact of Institutional Investors on Equity Markets and Their Liquidity. Amsterdam: Thela 
Thesis. 
67 Davis, E.P., & Steil, B. (2004). Institutional Investors. MIT press, Cambridge. 
68 European Council. (2014). Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 
on Markets in Financial Instruments and Amending Directive 2002/92/EC and Directive 2011/61/EU Text with EEA 
Relevance, OJ L 173, 12.6.2014, pp. 349–496. 
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With this definition in mind, institutional investors can be divided into the following entities: 69  
 
 
 
 
 
 
 
 
 
 
 
 
 

In this thesis, the focus will be on the three main types of institutional investors, which have been 
acknowledged both in the literature70 and in practice:71 investment funds, pension funds and insurance 
companies. Furthermore, it is worthwhile to mention that within the investment funds, one can find a 
variety of funds with different technical and legal characteristics. The so-called “alternative” 72 
institutional investors within these funds are, for example sovereign wealth funds, exchange-traded 
funds, private equity firms and hedge funds.73  
 
These funds are outside the confines of this research for two main reasons: one, to ensure a practical 
overview of the institutional investors’ universe (it is simply not feasible to cover all possible types of 
institutional investors in this research) 74, and second, due to the lack of reliable data regarding these 
funds. This does not mean, however, that the “alternative” institutional investors and other investors in 
the list above will not be discussed and elaborated upon when necessary for a better understanding of 
the matter.  
 
Before elaborating on the three main institutional investors, the other institutions mentioned in the list 
above will be discussed briefly (see table below).  

                                                      
69 Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. Switzerland: Springer 
International Publishing. If applying a broader definition of institutional investors other categories like banks and 
sovereign wealth funds could be added. 
70 OECD. (2017). Institutional Investors Statistics. Paris: OECD Publishing; Árvai, Z., Heenan, G., & Stella, P. (2008). A 
Framework for Developing Secondary Markets for Government Securities. Washington, District of Columbia: 
International Monetary Fund; Čaušević, F. (2015). Globalization, Southeastern Europe, and the World Economy. 
London: Routledge, Taylor & Francis Group, p. 47.  
71 See figure 1.1. 
72 Labeling these investors as “alternative” is being justified by the fact that they are relatively new and, moreover, 
are seen as an alternative or complement to the “traditional” institutions. See: OECD. (2013). Institutional 
Investors as Owners: Who Are They and What Do They Do? Paris: OECD Publishing. 
73 Çelik, S., Isaksson, M. (2014). Institutional investors and ownership engagement. OECD Journal: Financial Market 
Trends Volume, 2013/2.  
74In this respect, however, it is important to mention that this imposed restriction does not affect the analyses and 
conclusions. 
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Table 2.1 Institutional investors: distinctive characteristics75 

 

Individual portfolio managements' investment services are contrary to collective portfolio management 
developed by taking into account a client's individual needs and requirements. The former is as a 
consequence of this personalized relationship between the investor and the asset manager commonly 
limited to high-net-worth investors. I refer to the table above for a brief description of the last two 
institutions. There is furthermore extensive literature that can provide more detailed comparison of 
different types of (institutional) investors and their differences across countries. 76 
 
The three main institutional investors 
 
Below, there is an overview of the three main types of institutional investors: investment funds, pension 
funds and insurance companies. The largest part of the institutional holdings in the OECD member 
states are held by these institutional investors.77 
 
A) Investment funds are financial intermediaries who invest their earnings in a diversified portfolio of 
securities after selling shares to the public. 78 Depending on their objective, they apply a variety of 
investment strategies in order to offer an enhanced risk-return profile and greater liquidity to their 
investors. The table below provides an overview and a definition of the different categories within 
investment funds.  

 
 
 

                                                      
75 Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. Switzerland: Springer 
International Publishing.  
76 See Haan, J.D., Oosterloo, S., & Schoenmaker, D. (2009). European Financial Markets and Institutions. 
Cambridge: Cambridge University Press; Coffee, J.C. (1991). Liquidity Versus Control: The Institutional Investor as 
Corporate Monitor. Columbia Law Review, 91(6), 1277; Walter, I. (1999). The Global Asset Management Industry: 
Competitive Structure and Performance, Financial Markets, Institutions & Instruments 8(1), 1-78. 
77 OECD (2014). Institutional investors and ownership engagement. OECD Publishing; (OECD 2020). OECD 
Institutional Investors Statistics 2020. OECD Publishing. 
78 International Monetary Fund., & International Monetary Fund. (2005). Aspects of Global Asset Allocation. 
Washington, D.C: International Monetary Fund; OECD. (1998). Institutional Investors in the New Financial 
Landscape. Paris: OECD Publishing. 
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Table 2.2 Distinctive characteristics investment Funds79 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
B) Pension funds are established for the payment of retirement benefits and collect, pool and invest 
funds which are financed by the contributions of the employers (sponsors) and/or employees 
(beneficiaries). The management of pension funds can be carried out by themselves, or by external asset 
managers. Amongst the latter, insurance companies and mutual funds (which will be further explored 
later) are not uncommon. Generally, two types of pension funds exist: defined benefit (DB) and defined 
contribution (DC) schemes.80 The OECD describes these two types of pension funds as follows:  
 
“In a defined contribution plan, the plan sponsor is responsible only for making specified contributions 
into the plan on behalf of qualifying participants. The plan sponsor does not guarantee any retirement 
payments. Payments are determined by the investment performance of the assets in which the pension 
fund invests. In contrast, defined benefit plan sponsor agrees to make specified payments to qualifying 
employees at retirement. The pension obligations are effectively the debt obligations of the plan sponsor, 
who assumes the risk of having insufficient funds in the plan to satisfy the contractual payments to 
pensioners.” 81 
 
In short, one could say that the most distinctive feature between a defined benefit and defined 
contribution system is their distribution of risk. In addition, it is worth mentioning that over the past 
two decades, there has been a transition from defined benefit (DB) to defined contribution (DC) pension 

                                                      
79 Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. Switzerland: Springer 
International Publishing. 
80 There are also hybrid types of plans that have characteristics of both DC and DB plans.  
81 OECD. (1998). Institutional Investors in the New Financial Landscape. Paris: OECD Publishing; OECD. (2005). 
Private Pensions: OECD Classification and Glossary. Paris: OECD Publishing. 
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schemes in markets around the world.82 The increasing costs of defined benefit provisions due to rising 
life expectancy have been one of the main reasons for this shift. 83 
 
C) The main activity of an insurance company is to bear and manage risk in exchange for a regular fee 
called an insurance premium. They provide cover for future consequences of: 1) the occurrence or non-
occurrence of uncertain events and 2) events that are unavoidable but whose date of occurrence is 
unknown.84 Throughout this book, we will examine life insurance companies as institutional investors 
and abstract from non-life (property and casualty) insurance. The main reason for this is the fact that 
the latter does not constitute a form of household saving in the manner of pension funds, life insurance 
and investment funds. 85 Whilst life insurance companies are natural long-term investors and therefore 
invest primarily in government bonds and mortgage deeds, non-life insurance is more focused on short-
term sources such as treasury bills and commercial papers. Life insurance companies offer a pallet of 
different products: 1) pure insurance against the risk of death; 2) a combination of life insurance and an 
investment vehicle; 3) insurance against the risk of life (annuities), mainly designed for pension plans; 
and 4) pure investment-oriented vehicles. 86 Their investment strategies and behavior will be discussed 
in more depth later in this chapter.  
 
This brief overview regarding the three main types of institutional investor will be supplemented by 
some additional characteristics on the next page (table 2.3).87 All the elements included in the table will 
be elaborated upon in more detail throughout this thesis.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
  

                                                      
82 See: OECD. (2013). Design and Delivery of Defined Contribution (DC) Pension Schemes Policy Challenges and 
Recommendations. Paris: OECD Publishing. 
83 Munnell, A.H. (2006). Employer-Sponsored Plans: The Shift from Defined Benefit to Defined Contribution. In 
Clark, G.L., Munnell, A.H. and Orszag, J.M. (Ed.). The Oxford Handbook of Pensions and Retirement Income (pp.359-
380). United Kingdom: Oxford University Press. 
84 OECD. (1998). Institutional Investors in the New Financial Landscape. Paris: OECD Publishing. 
85 Davis, E.P., & Steil, B. (2004). Institutional Investors. London: The MIT Press. 
86 OECD. (1998). Institutional Investors in the New Financial Landscape. Paris: OECD Publishing. 
87 Bushee, B.J. (2001). Do Institutional Investors Prefer Near-Term Earnings Over Long-Run Value? Contemporary 
Accounting Research, 18(2), 207-246; Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional 
Investors. Switzerland: Springer International Publishing. 
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Table 2.3 Overview investment strategy by type of investor 88 
 

 

2.3 General Characteristics of Institutional Investors 

 
As we discussed in the previous section, institutional investors come in various types each with their 
own unique characteristics. Thus, they are subject to different laws and regulations, possess different 
governance frameworks and have different organizational structures.89 But despite these differences, 
they share a number of common denominators. Hence, this section will give an overview of these 
general characteristics without claiming to be exhaustive.  
  
First, the institutions’ size possesses a number of vital implications. 90 The ability to transact in large 
volumes, in terms of economies of scale, characteristically leads to a reduction in transaction costs. Size 
also makes it possible for them to engage in large indivisible investments (in spite of the existent tension 
with liquidity and diversification desire). Substantial countervailing power is also the result of size. This 
leads to the ability to ensure fair treatment through capital market mediators, on the one hand, and on 

                                                      
88 Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. Switzerland: Springer 
International Publishing, p.8.  
89 Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. Switzerland: Springer 
International Publishing, p.3-30. 
90 Davis, E.P., & Steil, B. (2004). Institutional Investors. London: The MIT Press. 
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the other hand, through the provision of the possibility of enhancing control over the companies in 
which they invest, thereby reducing unfavorable incentive problems. 
 
Second, institutions make a type of risk pooling available for small investors, thereby giving them a 
better risk and return trade-off compared to what is possible through direct holdings. 91 This involves, 
on the asset side, the placing of a premium on diversification through the holding of domestic securities 
(which can be debt and/or equity) and international investments. Furthermore, institutional investors 
prefer, in order to adjust holdings and align them to the overall objectives, a move towards liquidity as 
well as the utilisation of large liquid capital markets and trading (commoditised) instruments. To support 
their investment methods, institutions also have an ability to absorb and process information which 
surpasses that of individual investors in the capital market. In order to prevent liquidity and interest rate 
risk, most institutions match the duration of assets and liabilities: so-called “Asset and Liability 
Management”. This is mainly important for investors with long-term liabilities such as life insurance 
companies and pension funds. This will be briefly discussed later in this chapter.92 
 
The other characteristics are related to the process of fund management. This phenomenon, on the one 
hand, gives rise to the issue of a fiduciary duty towards the ultimate investor. This involves the duty to 
adequately analyze, scrutinize, and monitor investments that are managed internally as well as 
externally and the obligation to make investment decisions solely or exclusively in the interest of the 
beneficiaries.93 On the other hand, it invokes a principal-agent problem to which institutions are prone. 
This agency problem has for example been summarized as follows:  
 
‘A principal (owner of assets) hires an agent (manager) to manage her assets. She rightfully expects that 
the manager will make decisions that are in her best interest. Although he is being paid to protect the 
owner’s assets, the manager also has the incentive to take actions that may be in his best interest 
instead.’ 94 
 
With regard to institutional investors, there is a “double agency problem”.95 The first relates to the 
shareholder as the principal and the company director as the agent, whereas the second agency 
relationship recognizes that institutional investors and their investment managers are agents who are 
responsible for their client base.96 
 

2.4 The Rise of Institutional Investors 

 
The role and influence of institutional investors has grown rapidly over time. This mainly stems from the 
increased proportion of assets managed by these institutions. Except in 2008, due to the financial crises, 
during the period 2001–2013, all institutional investors97 increased their assets (fig. 2.1). 98 According to 

                                                      
91 Davis, E.P., & Steil, B. (2004). Institutional Investors. London: The MIT Press. 
92 See chapter 3 section 3.  
93 OECD. (2010). Principles of Occupational Pension Regulation: Methodology for Assessment and Implementation. 
Paris: OECD Publishing.  
94 Reilly, F.K., Brown, K.C. (2010). Investment Analysis and Portfolio Management (pp. 946-947). Toronto: Nelson 
Education. 
95 Bebchuk, L., Cohen, A., & Hirst, S. (2017). The Agency Problems of Institutional Investors. The Journal of 
Economic Perspectives,31(3), 89-112.  
96 Used as an umbrella concept, involving policyholders for insurers, participants in pension funds and 
shareholders in investment funds.  
97 Such as public pension reserve funds, pension funds, insurance companies, investment funds and other 
institutional investors. 
98 Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. Switzerland: Springer 
International Publishing. 
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a report by PricewaterhouseCoopers (PwC), in the near future, the size of the institutional sector (and 
investable assets in general) is likely to continue to grow. 99  
 
Figure: 2.1100 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
In this section, I will elaborate upon the driving factors responsible for the growth of institutional 
investors. It is worthwhile to scrutinise this growing presence of institutional investors in order to gain 
better insight into their role and influence in the financial market. Within literature, the developing 
factors are subdivided into two main groups: 101  
 
Drivers on the supply side: through more efficient and customized services the institutions operated 
more effectively within “the functions of the financial system.” 102 
 
Drivers on the demand-side: institutional investors have adequately responded to changing 
requirements and preferences of households regarding the types of financial functions. 
 
 
 
 

                                                      
99 PwC. (2014). Asset Management 2020: A Brave New World. London: Price Waterhouse Coopers. 
100 OECD. (2015). OECD Insurance Statistics. Paris: OECD Publishing; Basile, I., & Ferrari, P. (Ed.) (2016). Asset 
Management and Institutional Investors. Switzerland: Springer International Publishing 
101 Rutterford, J., Hannah, l. (2016). The Rise of Institutional Investors. In Chambers, D., & Dimson, E. (Ed.). Financial 
Market History: Reflections on the Past for Investors Today. CFA: Institute Research Foundation; Davis, E.P., Steil, 
B. (2004). Institutional Investors. London: The MIT Press.  
102 These include “payment system management, transfer of financial resources, risk management, pricing of 
financial asset”. See: Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. 
Switzerland: Springer International Publishing, p. 11.  
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First, I will discuss the supply-side drivers, after which the demand-side drivers will be addressed.  
 
Supply-side factors 
 

 Superior risk-return profile (diversification)103 

Due to their size, institutional investors are able to hold diversified portfolios at a low cost, in contrast 
to households. This was the case before the development whereby institutional investors were forced 
to seek refuge in bank deposit holdings instead of capital market products. Even now, with a 
sophisticated financial market, it is difficult for households of average means to diversify via direct 
security holdings due to high transaction costs. With the presence of mutual funds, for example, 
households can now share the asset management and transaction costs amongst many other 
households, resulting in lower costs. As a consequence of this, on the one hand, and on the other hand, 
their ability to employ information at a lower cost than individuals, in combination with their high level 
of professional expertise, institutional investors may offer a superior risk-return profile.  
 

 Shareholder protection104 

Institutional investors, often important shareholders in companies, can to a certain extent, prevent the 
misbehaviour of corporate management and protect shareholders’ interests due to their purchasing 
power, their size of assets under management and their voting power. For example, by addressing 
corporate governance issues institutional investors have a comparative advantage over individual 
investors.105  

 Fiscal advantages106 

As is discussed in great detail in chapter 3, tax incentives are another essential variable in facilitating the 

growth of the institutional sector. Pension funds in most OECD countries receive favorable tax 

treatment: as entities, they are exempt from capital gains tax, accumulated interest and earnings on 

their investment portfolios are tax-free and personal income tax liability is deferred after receiving a 

pension.107 For the purchase, maintenance or execution of life insurance policies, all OECD countries 

provide some tax concessions; for example, life insurance premiums are exempt from tax. 108 Mutual 

funds are tax evasion vehicles in some countries (e.g. Luxemburg and Ireland), while long-term capital 

gains for equity mutual funds are tax exempt in most OECD countries. 109 

 

 Regulatory reasons110 
 
Another important additional reason for their growth is the changing regulations in the financial market. 
To increase consumer confidence in institutional investors, more and more laws and regulations have 

                                                      
103 Bosch, T., & Schoenmaker, D. (2006). The Role and Importance of Institutional Investors in Europe. Den Haag: 
Sdu Uitgevers.  
104 Bosch, T., & Schoenmaker, D. (2006). The Role and Importance of Institutional Investors in Europe. Den Haag: 
Sdu Uitgevers.  
105 Davis, E.P., Steil, B. (2004). Institutional Investors. London: The MIT Press.  
106 Davis, P. E., & London School of Economics and Political Science. (1996). The Role of Institutional Investors in 
the Evolution of Financial Structure and Behaviour. London: London School of Economics and Political Science. 
107 OECD. (1998). Institutional Investors in the New Financial Landscape. Paris: OECD Publishing. 
108 OECD. (1998). Institutional Investors in the New Financial Landscape. Paris: OECD Publishing. 
109 Bosch, T., & Schoenmaker, D. (2006). The Role and Importance of Institutional Investors in Europe. Den Haag: 
Sdu Uitgevers.  
110 OECD. (1998). Institutional Investors in the New Financial Landscape. Paris: OECD Publishing; Bosch, T., & 
Schoenmaker, D. (2006). The Role and Importance of Institutional Investors in Europe. Den Haag: Sdu Uitgevers.  
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been launched in this context. For example, regulation aiming at sufficient disclosure, fraud prevention 
and prudential regulation has not only helped to maintain consumer confidence but has also stimulated 
competition.  
 
But at the same time, the so-called “financial liberalization process” took place in developed countries 
in the late 1970s and the early 1980s, with emerging countries following a decade later . This 
liberalisation process consisted mainly of three components: 111 

1. Deregulation of the banking and securities industries (liberalisation of the financial sector) 
2. Elimination of restrictions imposed on cross-border capital flow (capital account liberalisation) 
3. Countries' decisions in granting foreign investors permission to buy shares in that country's 

stock market (“stock market liberalization”).112 

 
Figure 1.2 illustrates the development of the financial deregulation process from early in 1970 until 
2005. This process has led not only to increased market integration113 but has also benefited 
institutional investors, as they can distribute their products to a wider public worldwide. Moreover, this 
development has led to the so-called “re-intermediation” according to Rajan114, which is a process 
involving a gradual shift from bank funding towards institutional funding.  
 
After all, in the past three decades, institutional investors have become close competitors of banks in 
most of the services that banks have traditionally provided, such as drawing deposits from investors at 
the liability side of the banking business. 115 
 
Demand-side factors 
 

 Wealth accumulation116 
 
The vast majority of households in OECD countries have become wealthier during the last twenty years, 
leading to an increase in their investment horizon. These household investors will eventually scout for 
investments that have the highest risk-return profile, as their concerns become less about their 
investment liquidity. This boils down to shifting from the traditional savings account toward making 
long-term investments. Nonetheless, most retail investors are not sufficiently financially literate to 
participate directly in asset markets and would feel uncomfortable putting up any investment(s). This 
will generally lead to making investments through institutions rather than making direct investments, 
considering the fact that the majority of the households will opt for the convenience of a professional 
investment manager. 
 
 
 

                                                      
111 OECD. (1998). Institutional Investors in the New Financial Landscape. Paris: OECD Publishing; Bosch, T., & 
Schoenmaker, D. (2006). The Role and Importance of Institutional Investors in Europe. Den Haag: Sdu Uitgevers.  
112 Stock Market Liberalization, Economic Reform, and Emerging Market Equity Prices. 
113 Bekaert, G., Harvey, C.R., & Lumsdaine, R.L. (2002). Dating the Integration of World Equity Markets. Journal of 
Financial Economics, 65 (2), 203-247. 
114 Rajan, R. G. (2007). Benign Financial Conditions, Asset Management, and Political Risks: Trying to Make Sense 
of Our Times. In Evanoff, D. D., & World Scientific (Firm). International Financial Instability: Global Banking and 
National Regulation. Singapore: World Scientific Pub.  
115 Deželan, S. (2001). The Impact of Institutional Investors on Equity Markets and Their Liquidity. Amsterdam: 
Thela Thesis. 
116 Davis, P. E., & London School of Economics and Political Science. (1996). The Role of Institutional Investors in 
the Evolution of Financial Structure and Behaviour. London: London School of Economics and Political Science. 
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 Asset management industry117 
 
The rise and the metamorphoses of the institutional investors' industry has amongst other things, been 
the result of the growing importance and active participation of fund and asset management industry 
with the financial markets. Both institutional investors and individual investors have on an increasingly 
large scale delegated the management of their assets to professional asset managers. In my opinion, 
they will continue to play an important role, amongst other things, due to the growing 
institutionalization of savings, the increasing regulatory complexity and the ever-growing cross-border 
trade in financial assets.  
 

 Social security system118 
 

There is a link between the size of the social security benefits to which households are entitled and the 
need for savings through financial institutions. Generous social security benefits have the ability to 
restrain institutional investors’ development because they are regarded as a substitute. The 
development of institutions is stimulated when social security provides only a minimum level of funding 
which prevents poverty. In hat case, the remaining part of the retirement needs is provided via some 
kind of institutional saving. 119 
 
 
 
 
 
 
 

                                                      
117 OECD. (1998). Institutional Investors in the New Financial Landscape. Paris: OECD Publishing. 
118 Bosch, T., & Schoenmaker, D. (2006). The Role and Importance of Institutional Investors in Europe. Den Haag: 
Sdu Uitgevers.  
119 Bosch, T., & Schoenmaker, D. (2006). The Role and Importance of Institutional Investors in Europe. Den Haag: 
Sdu Uitgevers.  
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  Figure 2.2: Index of Financial Liberalization120 
 

 Demographic factors121  

The rising need of a rapidly aging population to receive its retirement benefits (see the old-age 
dependency ratio in figure 2.3), coupled with private investors who have become sophisticated and 
wealthier, have contributed to growing demands for retirement benefit products by households 

                                                      
120 Kaminsky, G.L., & Schmukler, S.L. (2008). Short-Run Pain, Long-Run Gain: Financial Liberalization and Stock 
Market Cycles. Review of Finance, 12(2), pp. 253-292. 
121 Bosch, T., & Schoenmaker, D. (2006). The Role and Importance of Institutional Investors in Europe. Den Haag: 
Sdu Uitgevers.  
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facilitated by different types of financial institutions, such as investment funds, insurance companies, 
and pension funds.122 The institutional investors that benefit the most from these demographic 
developments vary per country. In France, for example, mainly investment funds and insurance 
companies are being used for retirement needs, whereas in the Netherlands (which is known for having 
a well-established pension system), households prefer pension funds. 123 
 
Figure 2.3 The old-age dependency ratio will almost double in the next 35 years on average124 
Number of people older than 65 years per 100 people of working age (20-64), 1975-2050 

 

2.5 Impact Institutional Investors 

 
Because of institutional ownerships' growth and their impact worldwide, these institutions have had a 
significant impact on the financial market.125 With this as a starting point, this section will discuss the 
impact of institutional investors on the structure and functioning of the financial market. It is beyond 
the scope of this research to investigate all the consequences, but a number of major impacts will be 
reviewed.  
 
First, given their size, informational advantage and the significant amount of equity in their investment 
portfolios, institutional investors are considered to be major drivers of change in corporate governance 
systems. 126 While in the past, institutional investors were considered to be passive observers, during 
the last two decades, they have become more and more involved in corporate governance matters.127 

                                                      
122 Bosch, T., & Schoenmaker, D. (2006). The Role and Importance of Institutional Investors in Europe. Den Haag: 
Sdu Uitgevers.  
123 OECD. (2017). Pensions at a Glance 2017. Paris: OECD Publishing. 
124 OECD. (2017). Pensions at a Glance 2017. Paris: OECD Publishing. 
125 Sun, L. (2003). Ownership and Governance of Enterprises: Recent Innovative Developments. Springer. 
126 Boubakri, N., & Cosset, J.C. (2011). Institutional Investors in Global Capital Markets. Bingley: Emerald, p.18.  
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This could be seen as a positive development, as institutional investors, due to their large shareholdings, 
have a stronger incentive than their smaller counterparts with regard to monitoring activities, which 
can lead to lower agency costs. 128 They can influence a firm's management both indirectly ("voting with 
their feet") and indirectly (shareholder voting rights)?129  
 
After all, the impact and influence of institutional investors is according to C. Mallin (2002) clearly visible 
in the ever-growing convergence of corporate governance codes and principles worldwide. 130 Despite 
this impact, however, one must bear in mind that the degree and intensity of involvement by 
institutional investors in corporate governance matters will depend on a number of factors. In this vein, 
not only will environmental, legal, and regulatory changes131 influence institutional investors' behavior, 
but also for example their preferences for liquidity, their investment objects, and limitations, will play a 
role with as result that their impact and influence in the corporate governance arena will also be 
different.132 
 
Second, several studies have examined the relationship between institutional ownership and (stock) 
liquidity (i.e. “the ease with which an asset can be converted into cash”). 133 These studies all conclude 
that there is a positive relationship between institutional ownership and (stock) liquidity. The reason for 
this is the information advantage that institutional investors have, the increased competition amongst 
them and their frequent trading activity, resulting in reduced transaction costs, price discovery process 
and information asymmetry, and thus, increased (stock) liquidity. Furthermore, Boehmer and Kelley 
show that price efficiency and the price-discovery process is directly related to institutional holdings. 134 
Together, these studies suggest that institutional investors can play an important role in improving 
liquidity, and consequently, in enhancing the efficiency of the financial market.  
 
Third, there is supporting empirical evidence that the expansion of institutional ownership in OECD 
countries has a positive effect on economic growth. Related evidence exists for mutual funds135, pension 
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funds136 and insurance companies. 137 This positive relationship can be explained by several 
mechanisms.138 First, the rising market share of institutions leads to the replacement of short-term 
funding by long-term funding in these countries. This, in turn, together with an increasing demand for 
long-term assets, will result in the lower cost of such funding (e.g. long-term bonds and equity). 139 This 
will boost economic growth since governments and corporations have more access to long-term capital 
at lower costs. Second, firms with (high) institutional ownership could result in better governed firms 
and thus spur efficiency resulting in higher economic growth. 140 Finally, in addition to the two previous 
arguments, if done properly life insurance companies and pension funds may reduce the total costs of 
risk, by diversifying risks between young and old generation and international diversification 
investments, leading to economic growth.141 
 
Moreover, according to Davis and Steil142, institutional investors not only have a positive impact on 
economic growth but also a stabilize the financial market conditions due to their characteristics: their 
long-term investment horizon and strategy, their willingness to take risks, variety of forms of 
institutional investors with each facilitating a variety of financial services. 143 
 
It is, however, important to underline that institutional investors’ degree of impact on economic growth 
and their stabilizing force depends on the type of financial structure, i.e., whether there is a bank-
oriented system versus a market-based system. The difference between the two is neatly explained by 
Bats and Houben as follows:  
 
“In a bank-based financial structure, financing consists mostly of institutions that conduct financial 
intermediation on their balance sheet. These financial institutions bear risks and generally lend through 
close relationships with their clients. By contrast, a market-based financial structure primarily channels 
savings directly to borrowers through markets. These markets serve as a platform where equity and debt 
securities are priced, distributed and traded.” 144 
 
Logically, the impact on growth and stabilization on the latter is more substantial. 145 Above, I focused 
on the added value of institutional investors. It is also worth mentioning the other side of the coin. For 
example, the diversion of household savings to institutional savings could weaken the position of banks, 
since it will reduce the volume of their household deposits. 146 Another challenge which may arise with 
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the presence of institutional investors is the specific conflicts of interest between institutional investors 
on the one hand and small shareholders and firms' management on the other.147 Furthermore, it is 
argued that greater stock volatility arises as a result of increased share trading by institutional investors 
and their periodic rebalancing activities.148 
 
Although the above findings of the impact of institutional investors is not exhaustive, it can provide 
enough insight in the sense that their role and impact in the financial markets must not be 
underestimated. On the contrary, institutional investors are currently dominant market players and 
have produced transformational change in the financial systems. Amongst other things, institutional 
investors have the ability to increase allocation efficiency, promote management accountability and 
aggregate capital for businesses to grow. Therefore, it is important that policymakers and regulators, in 
their pursuit of a stable financial market, recognize and identify institutional investors’ role within the 
capital market.  
 

2.6 Conclusion & Summary 

 
In essence, institutional investors are the main focus of this research. In the absence of a legal definition, 
institutional investors can best be described as "all the entities which, with different objectives, 
professionally manage portfolios of financial and real assets on behalf of a plurality of investors".149 
 
In section 2.2, I draw attention to the various types of institutional investors and their organizational 
complexity. Here I explained that institutional investors are subject to different laws and regulations, 
possess different governance frameworks, and have different organizational structures. Despite these 
differences, I also identified their shared commonalities such as their ability to absorb and process 
tremendous amount of information, their ability to execute large numbers of transactions, and their 
shared "fund management issues" such as "fiduciary duty" and the " double agency problem." I also 
elaborated upon the driving factors responsible for the growth of institutional investors with the aim of 
gaining insight into institutional investors' role and influence in financial markets. Various factors on 
both the supply and demand side were introduced to explain the incentives for institutional investors' 
growth. 
 
Furthermore, it was explained that their growth and impact in financial markets over the last decades 
have brought both advantages and disadvantages. Put briefly and without being exhaustive, the benefits 
can be summed up as follows: institutional investors are major drivers of change in corporate 
governance systems and corporate behavior, play an important role in improving market liquidity, and 
therefore enhance the efficiency of the financial markets, have a positive effect on economic growth 
and possess the characteristics to stabilize financial market conditions. On the other hand, there are 
also disadvantages to the growing presence of institutional investors, for example, greater stock 
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volatility and conflicts of interest between institutional investors on the one hand and small 
shareholders and firms' management on the other. 
 
Based on the findings of this chapter I conclude that policymakers and regulators, in their pursuit of a 
stable financial market, should recognize and identify institutional investors' role within these markets. 
After all, institutional investors are currently dominant market players and have produced a 
transformational change in the financial systems. Amongst other things, institutional investors have the 
ability to influence corporate behavior, increase allocation efficiency, promote management 
accountability, and aggregate capital for businesses to grow. 
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Chapter 3: Stages of Investment Management Policy and Asset Allocation in Practice 
 

3.1 General Introduction 

 
The first part of this chapter throws light upon the various stages of institutional investors' investment 
process (section 2.2-2.6). While each investor has its own unique characteristics and goals, one can 
nevertheless identify a number of similar stages that can be identified, within the institutional investors' 
investment portfolio management. These involve: 1. establishing a policy statement that sets out the 
objective and constraints of the investment, 2. Portfolio strategy and construction, 3. Strategic Asset 
Allocation, 4. Periodic Portfolio Rebalancing and 5. Performance Measurement and Evaluation.150 
During the discussion of these stages, it will be illustrated that certain factors are crucial for the 
performance of a specific investment. Some examples are: asset allocation, duration of a specific 
investment, how well a specific market is performing with regard to the chosen assets and asset 
managers skills in identifying types of investments. 151  
 
In the second part of this chapter, I will address the asset allocation of two major categories of 
institutional investors (pension funds and insurance companies; section 2.7 & 2.8). It is important to 
note that a thorough study of global investment funds (e.g. hedge funds, mutual funds, or private 
equities) and their investment patters can be challenging due to data constraints.152 The asset allocation 
of investment funds will therefore not be covered in detail in this section, in contrast to pension funds 
and life insurance companies. 
 
However, based on the data of the Investment Company Institute, it is important to note that the asset 
under management of mutual funds have experienced major growth since 2008 to 2017. This has made 
mutual funds mayor players among institutional investors.153 In this regard the category “equity mutual 
fund” is the most popular (see Figure 3.1). 
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Figure 3.1 154  

 

 

 

 

 

 

 
 
 
 
 
 
 
 
 
 

 

3.2 The Investment Policy Statement  

 
The starting point of an investment management policy is developing an investment policy statement 
which serves as an investors' asset allocation framework or investment roadmap.155 Besides the fact 
that the investment policy statement (IPS) or an equivalent document in some countries is a legal and 
regulatory requirement156, it can have significant advantages:157 

- It provides a clear overall view of the institution’s investment related goals and objectives 

- It will establish a framework for evaluating investment performance 

- Provides evidence of a prudent158 investment decision-making process and; 

- Aids in a clear communication of the investors’ investment policy to participants 
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Given the above advantages the majority of institutional investors are increasingly putting much effort 
in the adoption of a well-constructed IPS. Although an IPS can take a variety of forms, a typical format 
will consist of the following elements:159  

 
 

 

 
 
 
 
The effectiveness of the IPS must be reviewed on a regular basis in order to make sure whether there is 
a need to change the policy, its implementation procedure, the decision-making structure (see Figure 
3.2) as well as the responsibilities linked to its design.160  
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3.3 Identification of Objectives and Constraints 

 
Investors’ first step in identifying objectives and constrains is the establishment of an investment 
management policy. 161 In general, the aim of institutional investors, with regards to objectives, is the 
accomplishment of an efficient risk-return combination, in line with the final investors’ obligations or 
return guarantee (see box 2.1). 162 Below I briefly describe the asset allocation strategies and objectives 
of pension funds, life insurance companies and investment companies.  
 
A: Pension funds. As indicated in chapter one, pension plans can generally be categorized into Defined 
Benefit and Defined Contribution schemes. With regard to the DB scheme, the pension benefit is already 
fixed in advance.163 The amount of pension a person will receive is linked to factors as salary and years 
of service. In such a scheme, the employee bears the investment risk as opposed to Defined 
Contribution scheme. In a Defined Contribution scheme, the contributions are fixed for the employer. 
The employer is only obliged to pay a fixed premium in which the retirement benefit for the employee 
will depend on the contributions paid and the investment returns achieved. The amount of the pension 
payment is therefore only determined upon retirement.  
 
This distinction has implications with regard to the pension funds' asset allocation strategy. 164 With 
regard to the DB scheme, the pension fund must establish a well-managed asset-liability management 
to meet the fixed, pre - determined pension benefit for the employee upon retirement. On the other 
hand, no similar method is needed with regard to the DC scheme, as the employer's risk ends with “pre-
established contributions”. The investment policy is therefore determined by “the participant's 
preferences with respect to risk and return and the composition of assets held in other accounts”. 165 
From a risk-return perspective pension funds have in general a conservative asset allocation strategy 
with a large proportion of their assets under management invested in bonds.166 
 
B. Insurance companies. Traditionally, life insurers offer three types of products: annuities, life 
assurance, and disability insurance contracts.167 The main characteristic of an insurance is “risk 
transformation” where the insurer bears the risk of a certain event in exchange for a premium paid by 
the policyholder.168 In order to cover their expenses, meet any contractual obligation in the future, and 
eventually earn a return insurance companies will invest the received premiums.  
 
With regard to retirement savings, life Insurance companies play a major role. For instance, “lifetime 
annuity products” safeguard beneficiaries from longevity risks. How this asset allocation strategy is 
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implemented depends on the different types of contracts applied.169 For example, there are “unit-
linked” contracts of which the investment performance is dependent on a pre-determined index, which 
must then be supported by assets that track that specific index.170 An asset-liability management 
approach is therefore just like the DB scheme an option for Insurance companies dependent on the 
type of contractual obligation. 
 
C. Investment companies. Investment companies come in many forms (for example private equity funds, 
mutual funds, and hedge funds) and have a common feature in that they pool money together in order 
to invest in a variety of securities based on their specific investment objective.171 Based on this notion, 
investment funds generally do not need to set up a similar asset and liability match as insurance 
companies and pension funds. However, due to their objectives and sometimes structure, they are 
forced to follow a certain asset allocation strategy. A good example is a distinction between Mutual 
Funds (Open-end) and Mutual Fund (Closed-end). Since in the former it is allowed to redeem shares at 
any time, the fund must have a considerable amount of "liquid investments" such as cash and listed 
equities in order to meet its obligation (e.g. redemption requests).172 However, this is different with 
regard to a closed-end fund, which mainly focuses on illiquid investments, since direct redemption of 
holdings is not allowed.173 
 
Several factors, in terms of constrains, need to be taken into consideration when a portfolio is being put 
together. In case of institutional investors, the following are relevant: 
 
 
 
 
 
 
 
 
Mentioned points deserve a closer look. First, during the lifetime of a given investment it is important 
to meet certain liabilities and obligations and thus necessary to have access to cash flow (Liquidity 
Requirement). Second, in constructing a portfolio and gauging investment risks it is essential to identify 
an investor’s time horizon as it brings both possibilities and limitations depending on the investment 
objective. Typically, long-term investors have the ability to bear higher risks since they have more time 
to recover from a downturn market compared to short term investors (Time Horizon).174 Furthermore, 
in establishing the investment policy and specifically in the security picking stage it is important to 
evaluate the impact of the tax legislation on the generated income of different financial instruments 
(Tax Concerns). Legislative-regulatory constraints is the fourth factor which has an impact on the 
institutional investors’ investment policy. These limitations may relate to the overall composition of the 
portfolio, such as percentage or weight of certain asset classes in the created portfolio but it may also 
regard risk limitations and general prohibitions (Legal and Regulatory considerations). For instance, the 
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new solvency capital requirements according to directive 2009/138/EC (Solvency II) has an impact on 
the investment policy of European (life) insurance companies. Finally, the non-regulatory limitations set 
by the institutional investors represent the last factor. Consider, for instance, the self-imposed 
constraints against investing in countries or companies with negative ethical or welfare connotations 
(Unique Circumstances).175 
 

3.4 Portfolio Strategy and Construction  

 
Before engaging in portfolio selection/construction it is important for investors to identify their portfolio 
strategy176. Here the already identified investment policies and objectives in the earlier stages are 
decisive for identifying a certain portfolio strategy (which can be generally divided into passive, active 
or semi-active investing). 177 The choice of an investment strategy is determined by a number of 
factors:178 
 

1. The portfolio managers’ view of the “price efficiency” of the market: in order to assess which 

strategies other than passive investment can be used to generate a higher return, factors such 

as transaction costs or risks related to that strategy are evaluated. 

2. The investors’ risk tolerance: mutual funds, for example, have a variety of investors, some of 

whom accept risks that others are less willing to bear. In case the portfolio manager wishes to 

take this in consideration, the manager must engage in a variety of investment strategies. 

3. The nature of the client’s liabilities: by way of example, when a defined benefit pension fund 

has the objective of matching the cash flows of assets and liabilities, it requires the capacity to 

actively or semi-actively manage the portfolio since the duration of the liability and the index 

often differ. Therefore, a solely passive approach will not suffice. 

Furthermore, in selecting potential investments opportunities from a large universe of viable 
investments the portfolio manager may use a Top-Down or a Bottom-Up approach.179 Box 2.2 on the 
next page illustrates the comparison between Top-Down and Bottom-Up analyses.180 Based on this 
approach the investment management process can be divided into the following stages (see Figure 3.3): 
 
 
 
 
 
 

                                                      
175 Ralph, O. (2017). Insurers Join Pension Plans in Filtering Out Tobacco Stocks. Financial Times. Retrieved from: 
https://www.ft.com/content/f2325638-28fe-11e7-bc4b-5528796fe35c.  
176 “The Managers Approach to Investment Analyses and Security Selection.” See: Maginn, J.L., Tuttle, D.L., 
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Fig. 3.3: The various stages conceptualized 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
Box 2.2: Comparison of Top-Down and Bottom-Up analysis 
Comparison of Top-Down and Bottom-Up analysis181 
Top-Down Analysis 

1. Market analysis: Analyze macroeconomic variables such as inflation, GDP growth, interest rates 

or unemployment rates in order to determine those markets with superior expected returns. 

a. identify which markets are relatively expensive or cheap by comparing relative value 

measure with their historical values 

b. Examine whether there are trends in the value measure of each market to gain insight 

into market momentum  

2. Industry analysis: Once top performing markets has been identified it is essential to examine 

national and world economic cycles in order to identify best performing industries. Take into 

account anticipated trends such as inflation, exchange rates or interest rates that will benefit 

certain industries and throughout the industries compare their expected profit margins. 

3. Company analysis: Select the best individual securities within the best performing industries 

identified in the top performing markets. 

Bottom-Up Analysis 
1. Company analysis: While disregarding macroeconomic conditions, one analyses the 

performance of a certain stock by examining among others the companies' business model, 

profitability and growth perspective and retrieves valuable information from the discounted 

cash flow models in order to determine the expected return. 

2. Industry analysis: In order to determine those industries with superior expected return, an 

accumulated expected return must be made for stocks within each industry 

3. Market analysis: In order to determine those equity markets with superior expected return, an 

accumulated industry expected return must be made for each equity market. 

 

                                                      
181 Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. Switzerland: Springer 
International Publishing. For this comparison a brief summary will follow of what has been written based on this 
source. 
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3.4.1 Strategic Asset Allocation 
 
This strategy (Strategic Asset Allocatio) identifies in which proportions certain asset classes must be hold 
to achieve the best expected risk-adjusted returns bearing in mind the investors' constraints. According 
to the study “Determinants of Portfolio Performance” by Beebower, Brinson and Hood strategic asset 
allocation is an important determinant of portfolio returns over time. They conclude that SAA accounts 
for 91.5% of a portfolio performance while market timing accounts for 1.8% and security selection 4.6% 
and the reminder to various other factors.182 
 
Because the strategic asset allocation is built up by asset classes, the decision regarding how to define 
those asset classes is an important one.183 An asset class in general “represents a group of financial 
assets with a certain degree of homogeneity in terms of risk and return combinations”.184 Generally, the 
investment universe is divided into five major classes, with equity, fixed income and cash as “traditional 
asset classes” and real estate and commodities as “alternative asset classes”. Moreover, these last two 
assets can be labelled as alternative investments, along with private equities, hedge funds and private 
real assets.185 Figure 3.4 illustrates the relationship between asset classes and alternative investments.  
 

 
 
In recent years there has been a dramatic increase in allocating funds towards alternative investment 
away from the traditional asset classes. In particular university endowments have been leaders in this 
trend towards alternative investments after which others such as pension funds and sovereign wealth 

                                                      
182 Brinson, G.P., Hood, L.R., & Beebower, G.L. (1995). Determinants of Portfolio Performance. The Financial 
Analysts Journal, 51, 1, 133. 
183 McMillan, M.G., Pinto, J.E., Pirie, W.L., & Van de Venter, G. (2011). Investments: Principles of Portfolio and 
Equity Analysis. New Jersey: John Wiley & Sons, p.169. 
184 Ferrari, P. (2016). Stages of Investment Management Policy. In: Basile I., Ferrari P. (eds) Asset Management and 
Institutional Investors. Switzerland: Springer International Publishing. 
185 Private equities, hedge funds and private real assets are not additional asset classes but rather active 
investments, typically made up of assets from one of the five major classes. See: Vanguard Research. (2016). A 
Framework for Institutional Portfolio Construction. Vanguard Research. Retrieved from: 
https://personal.vanguard.com/pdf/ISGIPC.pdf. 

Fig. 3.4
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funds followed.186 David Swensen articulates the advantages of this investment style by pointing out the 
diversification advantages and the chance to capture positive alpha.187 Positive alpha means “the 
security is outperforming the market”.188 
 
In the proposition for a portfolio construction, institutional investors commonly decompose the major 
asset classes into several sub-categories. For example, equities could be separated into domestic and 
international equities or emerging market and developed market equities or between large-cap and 
small-cap equities.189 There are many reasons for institutional investors to subdivide the securities. 
There could be, for example, regulatory reasons, currency considerations or portfolio managers’ 
expertise in a specific area of the market, such as emerging markets.  
 
As one of the largest pension funds in the world ABP has been the pension fund for people working in 
the government and education sectors in the Netherlands. Table 3.1 (next page) illustrates how ABP 
subdivides the securities. Here it is obvious that ABP is using a narrow definition of the alternative asset 
classes whereas the traditional asset classes, such as equities and bonds are defined quite broadly. 
Furthermore, when determining the strategic asset allocation for a risk-averse investor, a large part will 
consist of cash and fixed income securities, whereas those willing to take more risk would expose 
themselves to more risky asset classes such as equities and many types of alternative investments. The 
graph below (Fig. 3.5) summarizes the relationship between investment risk and return for the five 
major asset classes, as discussed above. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                      
186 Ang, A., Ayala, A., & Goetzmann, W.N. (2014). Investment Beliefs of Endowments. European Financial 
Management, 24(1), 3-33. 
187 Swensen, D.F. (2009). Pioneering Portfolio Management: An Unconventional Approach to Institutional 
Investment, Fully Revised and Updated. The New York Review of Books, 56(8), 36–36. 
188 See https://www.investopedia.com/ask/answers/021015/does-negative-alpha-automatically-mean-i-should-
sell.asp 
189 This also applies for example for bonds; government bonds and corporate bonds or domestic and foreign 
government bonds.  

  

Fig. 3.5: Relationship between investment risk and return 
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Table 3.1: Strategic Asset Allocation ABP190  

 
Thus, if we conceptually summarize the aforementioned the following two subjects are necessary in 
establishing strategic asset allocation: the investors’ expectations concerning the risk and return 
prospects of the asset classes (also referred to as capital market expectations)191 and the investors’ 
objectives and constrains.  
 
 
 
 
 
 
 
 
 
 

                                                      
190 See “ABP's financial position has improved; pension prospects remain unchanged” retrieved from: 
https://www.abp.nl/images/press-release-annual-report-2017.pdf. 
191 McMillan, M.G., Pinto, J.E., Pirie, W.L., & Van de Venter, G. (2011). Investments: Principles of Portfolio and 
Equity Analysis. New Jersey: John Wiley & Sons, p. 169. 

Fixed-income Investments 36,8% 
 

 

Corporate bonds 13,4 
Government bonds 12,4  
Emerging-market bonds 2,8 
Inflation-linked bonds 8,2 

 
 

Equities 35,2% 
 

 

Equities, Developed 
Markets 26,5 
Equities, Emerging 
Markets 8,7 

 
 

Alternative investments 26,3% 
 

 

Private Equity 4,7 
Hedge Funds 4,4 
Commodities 4,3 
Real Estate 9,8 
Infrastructure 2,7 
Opportunity Fund 0,4 

 
 

Overlay 1,7 

  

Total 100% 
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3.4.2 Tactical Asset Allocation  
 
Tactical Asset Allocation which is also called market timing is the decision to deliberately and temporarily 
deviate from the portfolio established during the strategic asset allocation (weights of the asset classes) 
with the main goal to add value. Thus, tactical asset allocation is based on short-term market forecasts. 
For instance, if an investor anticipates that equities will deliver a higher return than other asset classes 
over the short term, he or she may decide to invest more in equities than the strategic asset allocation 
describes.192  
 
It must be emphasized that tactical asset allocation incurs costs for the investor because it is active 
management at the asset class level. Thus, the management costs will increase as the use of tactical 
asset allocation increases. 
 

3.4.3 Security Selection  
 
Security selection, also known as stock picking, is the selection of individual financial instruments within 
each asset class. According to Basile and Ferrari, the degree of complexity regarding security selection 
depends upon the preferred investment strategy: indexed or active strategy. 
 
An index managers’ goal is to build wealth gradually and focusses on the duplication of the risk-return 
composition of the benchmarks of each asset class. Active management, on the other hand, seeks to 
outperform the benchmark by acquiring under-evaluated securities and avoiding over-evaluated ones. 
The selection criteria used by portfolio managers depends on the markets. In equity markets, for 
example forecasts are based on technical193, fundamental194 or quantitative analyses195, while in the 
bond market, the interest rates, their volatility and credit risk are important considerations.  
 

3.5 Periodic Portfolio Rebalancing 

 
The term “rebalancing” in ‘periodic portfolio rebalancing’ means rebalancing the weightings of the asset 
classes in the portfolio to its original recommended asset mix.196 In practice, two strategies are 
commonly adopted: 1) calendar rebalancing, which means that on a periodic basis (monthly, quarterly, 
annually), the portfolio will be rebalanced to target weights; and 2) interval rebalancing, which involves 
setting an acceptable range or band around each asset-class allocation.  
 
While Portfolio rebalancing is useful and sometimes necessary because of its important advantage, it 
also has a drawback. The advantage relates to the fact that by restoring the "optimal balance" of the 
portfolio to its original mix of assets according to the strategic asset allocation (which represents the 

                                                      
192 McMillan, M.G., Pinto, J.E., Pirie, W.L., & Van de Venter, G. (2011). Investments: Principles of Portfolio and 
Equity Analysis. New Jersey: John Wiley & Sons. 
193 Technical analysis employs graphical methods and measures of trends in exchange rates in order to identify 
trading opportunities. Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. 
Switzerland: Springer International Publishing. For this comparison a brief summary will follow of what has been 
written based on this source, p.16.  
194 Fundamental analysis aims to assess the intrinsic value of a security by examining related economic, financial, 
and other qualitative and quantitative factors. Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and 
Institutional Investors. Switzerland: Springer International Publishing. For this comparison a brief summary will 
follow of what has been written based on this source, p.16. 
195 Quantitative investing uses complex computer models (algorithms to analyze past asset price movements) in 
order to beat the market. Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. 
Switzerland: Springer International Publishing. For this comparison a brief summary will follow of what has been 
written based on this source, p.16. 
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best expected risk-adjusted) the investors can add value and reduce risk. 197 The disadvantage mainly 
relates to the associated transaction costs198 incurred in implementing the rebalancing activities and tax 
cost199, since selling appreciated assets to rebalance the portfolio target causes tax liability for most 
institutional investors. 
 

3.6 Performance Measurement and Evaluation 

 
Measuring and evaluating the investment performance is the final stage of the investment process. 
Performance measurement is defined as “the calculation of the realized return by a portfolio manager 
over some time interval (evaluation period)”.200 Furthermore it is important to identify the most suitable 
measurement for the pursued objective among the available calculation methods.  

 
For an in-depth discussion of this calculation methods see Basile et al. (2016). 201 Performance 
evaluation mainly involves three issues:202 

1. Assessing to what extent the portfolio manager has been able to achieve the pre-established 

benchmark 

2. Evaluating and identifying the way in which the calculated return is accomplished by the 

portfolio manager 

3. Evaluating to what extent luck or skill or a combination of both factors has attributed to 

portfolio managers' excess return 

In order to conduct a consistent and reliable evaluation of the performances as mentioned above, it is 
important to have a suitable control system in place in order to carry out the assessment activities. Such 
a system must then be able to verify and measure the actions of each actor and investee which is 
involved in the investment process against key investment objectives.203 
 
 
 
 
 

                                                      
197 See: Plaxco, L.M., & Arnott, R.D. (2002). Rebalancing a Global Policy Benchmark. Journal of Portfolio 
Management, 28(2), 9-22; Buetow Jr., G.W., Sellers, R., Trotter, D., Hunt, E., & Whipple Jr., W.A. (2002). The 
Benefits of Rebalancing. Journal of Portfolio Management, 28(2), 23-32. 
198 Driessen, J., & Kuiper, I. (2017). Rebalancing for Long Term Investors. SSRN Electronic Journal. 
199 Maginn, J.L., Tuttle, D.L., McLeavey, D.W., & Pinto, J.E. (2010). Managing Investment Portfolios: A Dynamic 
Process. New York, NY: John Wiley & Sons, p. 705. 
200 Fabozzi, F.J., & Markowitz, H.M. (2011). The Theory and Practice of Investment Management: Asset Allocation, 
Valuation, Portfolio Construction, and Strategies. NY: John Wiley & Sons, p. 5.  
201 For an in-depth discussion of this calculation methods, see: Basile, I., & Ferrari, P. (Ed.) (2016). Asset 
Management and Institutional Investors. Switzerland: Springer International Publishing, p. 95.  
202 Fabozzi, F.J., & Markowitz, H.M. (2011). The Theory and Practice of Investment Management: Asset Allocation, 
Valuation, Portfolio Construction, and Strategies. NY: John Wiley & Sons.  
203 Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. Switzerland: Springer 
International Publishing, p. 95. 
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3.7 Portfolio Allocation: Pension funds  
 
Due to the continuous growth of pension assets in 2017 as a result of positive investment performances 
in almost all OECD member states, the pension assets reached an aggregate milestone of USD 40 
trillion.204 Without going into too much detail, one can see in the figure below that the United States 
leads with 64.9% of the total assets in all OECD jurisdiction, which amounts to USD 28.2 trillion. 
Countries such as the United Kingdom, the Netherlands, Canada and Australia also demonstrate a major 
contribution in pension asset investments. 205 
 
Figure 3.7  

 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Source: OECD Global Pension Statistics (2017). 
 
 
Due to their conservative long-term strategy pension funds mainly focus on fixed income securities as 
illustrated in the figure below (see Figure 3.7). In all reported OECD jurisdictions equities together with 
fixed income securities account for more than 80% of pension assets which are commonly invested 
through collective investment vehicles. 206  

                                                      
204 OECD. (2018). Pension Markets in Focus. Paris: OECD Publishing. 
205 OECD. (2018). Pension Markets in Focus. Paris: OECD Publishing. 
206 OECD. (2018). Pension Markets in Focus. Paris: OECD Publishing. 
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Figure 3.8207 
 
 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
Despite the positive investment results, asset managers faced in comparison to the last decade, a 
decline in the expected return with regard to bonds and listed equities due to a low-yield environment 
and low interest rates. This has led pension funds to change their investment policies towards active 
investment strategies or allocating their assets in alternative assets and foreign financial markets.  208 
Studies showing this impact and shift of asset strategy allocation are the analysis of the OECD Business 
and Finance Outlook 2015 and Pension Market in Focus (2015).209 These studies revealed that 
worldwide the largest pension markets (such as the United States, Canada, Netherlands, United 
Kingdom) have partially exchanged their fixed income securities and equity portfolios for alternative or 
non-traditional investments. At first glance, such a shift may lead to substantially higher returns, but at 

                                                      
207 OECD. (2017). Global Pension Statistics. Paris: OECD Publishing. 
208 OECD. (2018). Pension Markets in Focus. Paris: OECD Publishing. 
209 OECD. (2018). Pension Markets in Focus. Paris: OECD Publishing. 
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the same time, it involves a higher degree of risk. However, a situation of this kind must be seen in the 
context of the entire portfolio, since such a diversion may also lead to greater diversification benefits 
and consequently risk reduction. 210 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Figure 3.9  
Source: OECD Global Pension Statistics 2017. 
 
Here it should be noted that most OECD jurisdictions impose restrictions on the allocation of pension 
assets toward non-traditional investments (such as infrastructure, real estate, private equity funds, or 
derivatives).211 
 
Pension funds diverted also a part of their assets in foreign investments with leading statistics for 
jurisdiction who that insignificant capital markets domestically and European countries such as the 
Netherlands, Estonia, Italy, and Portugal. Such a shift may lead (just like the non-traditional assets 
above) to substantially higher returns, but at the same time, it involves a higher degree of risk.212 But 
this too is highly dependable on the context, the investment destination, and portfolio composition. 
 
 
 
 
 
 
 
 

                                                      
210 OECD. (2018). Pension Markets in Focus. Paris: OECD Publishing. 
211 OECD. (2018). OECD Survey of Investment Regulation of Pension Funds 2018. Paris: OECD Publishing. 
212 OECD. (2018). Pension Markets in Focus. Paris: OECD Publishing. 
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Figure 3.10213 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

3.8 Portfolio Allocation: Life insurers 

 
In most OECD countries life insurance companies in 2016 were mostly exposed to bonds representing 
more than 50% of assets under management, despite the low-interest-rate environment. If taking into 
account collective investment vehicles, through which life insurance companies invest both directly and 
indirectly, the percentage will be even higher. The illustration below (Figure 3.11) shows that countries 
such as Germany, Brazil, and Australia largely use such vehicles. 214 In addition to bonds and equities, 
are also non-traditional investments such as loans (Korea, Germany), land and buildings (Switzerland), 
or private equity funds (Brazil) popular investment strategies among some countries. 215 

 

 

 

 

 

 

 

 

 

 

 

                                                      
213 OECD. (2015). Pension Markets in Focus. Paris: OECD Publishing. 
214 OECD. (2018). Pension Markets in Focus. Paris: OECD Publishing. 
215 OECD. (2018). Pension Markets in Focus. Paris: OECD Publishing. 



 
 

47 
 

 

Figure 3.11  
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3.9 Conclusion & Summary 

 
In this chapter, I described the various stages of institutional investors' Investment management 
process. Of course, the depth of the implementation, the setup of the investment structure, the 
responsibilities of all involved parties, and the (long term) performance objectives with the 
corresponding risk appetite will vary depending on the particular regulation, the complexity of the 
management model, size of the portfolio and the category of the institutional investor. 
 
The first step towards the final investment starts with formulating a well-constructed investment policy 
statement. Such a document helps, among other things, to communicate clearly what the investors' 
investment policy is toward their various stakeholders and provides evidence of a prudent investment 
decision-making process. The next stage is then initiated by the objectives and constraints within the 
investment management policy.  
 
In the following section of the chapter I briefly described the various asset allocation strategies and 
objectives of pension funds, life insurance companies, and investment companies. Before engaging in 
the following stage (portfolio selection/construction) it is important for investors to identify their 
portfolio strategy which can be generally divided into passive, active, or semi-active investing. Next, in 
addition to a description of the two common approaches to portfolio construction (top-down investing 
and bottom-up investing), attention was also paid to the three main investment management 
processes: strategic asset allocation, tactical asset allocation, and security selection. Here I argued 
(backed by relevant research) that strategic asset allocation is the most important stage of the three in 
order to achieve the best expected risk-adjusted returns since this phase ultimately identifies in which 
proportions certain asset classes must be hold. 
 
Portfolio rebalancing and performance measurement and evaluation are the final stages of the 
investment process. The former is concerned with rebalancing the weightings of the asset classes in the 
portfolio to its original recommended asset mix. This strategy is mainly used by institutional investors 
for adding value to their portfolios and for risk reduction purposes, while at the same time, drawbacks 
such as incurred transaction costs and tax payments during the process must be taken into account. 
The quality of the performance measurement and evaluation stage (last stage) mainly depends on the 
control systems and mechanisms in place in order to verify and measure the actions of each actor and/or 
investee which is involved in the investment process against key investment objectives. 
 
Subsequently, I paid attention to the composition of the portfolio of two major investors within the 
OECD region (pension funds and insurance companies) and emphasized that both investors mainly focus 
on fixed income securities. However, due to low-interest rates, a low-yield environment and diversity 
purposes both investors are also exploring other opportunities such as: alternative assets, listed equities 
investments, and an increasing allocation of assets in foreign financial markets. 
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Chapter 4: Investment preferences of institutional investors 
 

4.1 General Introduction  

 
In their portfolio construction institutional investors want to achieve the most desirable risk/return 
combination. In order to do this, institutional investors just like any other investor, tend to maximize 
the expected return for a given level of overall portfolio risk. One way to limit the latter is, for example, 
diversification, which makes a portfolio more resilient to gyrations in financial markets. As for the 
former, in order to optimize or maximize their expected return, institutional investors tend to tilt 
towards firm/stock characteristics that are related to future returns (such as small caps or value 
stocks).216  
 
Due to legal and regulatory restrictions or actors within the market such as financial supervisory 
authorities, institutional investors often are restricted in their process of risk-return optimization.217A 
typical representative example is the prudent person approach, which is a generally recognized principle 
throughout the OECD jurisdictions implying that institutional investors have a fiduciary responsibility to 
strive for a diversified portfolio based on a well-thought-out investment policy and process and strive 
to achieve the best investment result possible at an acceptable risk. 218 
 
The "prudent person" rule, is thus based on the concepts of fiduciary duty and the obligation to conduct 
"due diligence" in the investment allocation process. While the former is related to a duty to make 
investment decisions solely in the interest of the beneficiaries, the latter includes a duty to adequately 
analyze scrutinize and monitor investments that are managed internally as well as externally. 219 
 
Because of this fiduciary responsibility towards their clients, institutional investors, and in particular 
investment managers, have an incentive to ensure that their investment decisions and portfolio 
construction is defendable and prudent.220 Below I will further explain the impact of the prudent man 
rule on investment decisions. 
 
The remainder of this chapter is organized as follows. First, I analyze those key firm-specific 
characteristics impacting institutional investors' investment decisions and consequently determine 
which firm characteristics attract institutional investors. Subsequently, I will discuss to what extent 
institutional investors' investment decisions are being affected by a firms' information asymmetry level 
and a country's information asymmetry level. Furthermore, I will examine the corporate and country 
level governance’s role in attracting institutional investors. The last section, draws conclusion and 
provides a short summary of this chapter. 
 

 

 

                                                      
216 Fama, E.F., & French, K.R. (1995). Size and Book-To-Market Factors in Earnings and Returns. The Journal of 
Finance, 50(1), 131-155. 
217 Maginn, J.L., Tuttle, D.L., McLeavey, D.W., & Pinto, J.E. (2010). Managing Investment Portfolios: A Dynamic 
Process. New York, NY: John Wiley & Sons, p. 17.  
218 OECD. (2015). Regulation of Insurance Company and Pension Fund Investment. Paris: OECD Publishing.  
219 OECD. (2007). Guidelines on Pension Fund Asset Management. Paris: OECD Publishing.   
220 Brands, S., Gallagher, D.R., & Looi, A. (2006). Active Investment Manager Portfolios and Preferences for Stock 
Characteristics. Accounting and Finance Sydney Then Oxford, 46, 2, 169-190. 
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4.2 Firm Characteristics 

 

4.2.1 Firm Size  
 
One of the firm characteristics is "firm size” which is thoroughly examined when institutional investors 
asses the suitability of a firm to invest in.221 This is also confirmed by Del Guercio222, Shefrin and 
Statman223 and Lakonishok et al.,224 where they all document a positive relationship between large firms 
and institutional ownership. A frequently mentioned reason for this preference is the consideration of 
the prudent person rule (as discussed above), as firm size has been identified as a “prudent 
management variable” in investment decisions.225 Ferraira and Matos226 confirm this in their findings by 
stating that regardless of their geographic origin, all institutional investors share a common preference 
for companies with dispersed ownership and large firms. 227 
 
Another example is the preference of foreign institutional investors in Japan, which has been explored 
by Kang and Stulz228 using data between 1975-1991 on the Tokyo Stock Exchange on all listed Japanese 
firms. Their results also reveal preference of institutional investors towards large firms. Furthermore by 
collecting a detail data set of equity holdings throughout 27 countries worldwide Ferreira et.al (2008) 
found that the rise of one-standard deviation in firm size was correlated with a 2.5 percentage point 
growth of institutional holdings. 229 
 
In addition to the prudent person rule (as discussed above) there are other plausible explanations for 
the inclusion of large firms in the investment portfolio.  

1. Liquidity and transaction cost considerations. Since institutional investors tend to be associated 
with higher trading activity230 and large stocks are more liquid than smaller ones231 their 
preference towards large stock is not surprising. Moreover, institutional investors take 
transaction costs (stock characteristic) into consideration when they decide which stocks to 
hold in their portfolios, and these considerations result in investors showing a strong preference 
for more liquid stocks (e.g. large stocks), as these stocks are associated with low transaction 
costs.232  

                                                      
221 This is the market capitalization of a firm at the year-end.  
222 Del Guercio, D. (1996). The Distorting Effect of the Prudent-Man Laws on Institutional Equity Investments. 
Journal of Financial Economics 40, 31–62. 
223 Shefrin, H., and Statman, M. (1995). Making Sense of Beta, Size, and Book-To-Market. Journal of Portfolio 
Management, Winter, 26–34. 
224 Lakonishok, J., Shleifer, A. and Vishny, R. (1994). Contrarian Investment, Extrapolation and Risk. Journal of 
Finance 49, 1541–1578.  
225 Del Guercio, D. (1996). The Distorting Effect of the Prudent-Man Laws on Institutional Equity Investments. 
Journal of Financial Economics 40, 31–62. 
226 Ferreira, M.A., & Matos, P. (2008). The Colors of Investors' Money: The Role of Institutional Investors Around 
the World. Journal of Financial Economics Amsterdam, 88, 3, 499-533. 
227 OECD. (2002). “Prudent Person Rule” Standard for The Investment of Pension Fund Assets. Paris: OECD 
Publishing. 
228 Kang, J.K. and Stulz, R. (1997). Why is There a Home Bias? An Analysis of Foreign Portfolio Equity Ownership in 
Japan, Journal of Financial Economics, 46(1): 3–28. 
229 Ferreira, M.A., & Matos, P. (2008). The Colors of Investors' Money: The Role of Institutional Investors Around 
the World. Journal of Financial Economics Amsterdam, 88, 3, 499-533. 
230 Lucca, D. & Moench, E. (2015). The Pre-FOMC Announcement Drift. The Journal of Finance, 70, 1, 329-371. 
231 Amihud, Y. (2002). Illiquidity and Stock Returns: Cross-Section and Time-Series Effects. Journal of Financial 
Markets, 5, 1, 31-56. 
232 Ferreira, M.A., & Matos, P. (2008). The Colors of Investors' Money: The Role of Institutional Investors Around 
the World. Journal of Financial Economics Amsterdam, 88, 3, 499-533; Pinnuck, M. (2004). Stock Preferences and 
Derivative Activities of Australian Fund Managers. Accounting & Finance, 44, 1, 97-120.  
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2. The role of investor recognition and firm visibility. Large firms are more frequently covered by 

media and analysts than small firms, and they are also more commonly found in international 
cross-listed indexes (e.g. presence in international markets).233 This has resulted in the fact that 
these firms are recognized and better known on the financial markets. This fact is important in 
the context of institutional ownership, since Dahlquist and Robertsson,234 Merton235 and 
Huberman236 all claim that firms with which (institutional) investors are more familiar are 
favoured over less familiar firms.  
 

This does not mean that small caps are not of interest to (institutional investors); on the contrary, there 
are still many small stocks that have the potential for relatively high growth237, in addition to the fact 
that small stocks can be acquired for diversification purposes. However small-cap investing still raises 
many challenges due to relative high transaction costs and low liquidity which are, as discussed above, 
of paramount importance to institutional investors.238 

 

4.2.2 Momentum 
In aggregate institutional investors are according to an increasing number of studies momentum 
investors (also referred to as positive feedback traders), 239 tending to buy past winners and sell past 
losers.  
 
Within a broad group of securities, in various markets and across multiple time periods, momentum 
strategies have yielded positive results according to both financial and academic literature. 240Despite 
these results, there are institutional investors who do not use or make little use of a momentum 
strategy. Lakonishok et al. (1992a)241 find weak evidence of momentum trading by pension funds 
analyzing their quarterly holdings. Gompers and Metrick (2001), concluded that “Large institutions are 
not momentum investors”.242 Yan and Zhang (2007)243 provide evidence for only short-term institutions 

                                                      
233 Institutions are constrained by ‘prudent man’ rules, designed to limiting their risk because of fiduciary 
responsibility they have towards their investors. Thus, they are likely to investing in stocks which are index 
members. See; Guha, D.S. (2018). Institutional Investors and Firm Characteristics: New Evidence from 
India. Research in International Business and Finance, 46, 30-42. 
234 Dahlquist, M., and Robertsson, G. (2001). Direct Foreign Ownership, Institutional Investors, and Firm 
Characteristics. Journal of Financial Economics, 59, 413–40. 
235 Merton, R.C. (1987). A Simple Model of Capital Market Equilibrium with Incomplete Information. Journal of 
Finance, 42(3), 483-510. 
236 Huberman, G. (1997). Familiarity Breeds Investment. New York, N.Y.: Columbia Business School, Columbia 
University. 
237 Bennett, J.A., Sias, R.W., & Starks, L.T. (2003). Greener Pastures and the Impact of Dynamic Institutional 
Preferences. The Review of Financial Studies, 16(4), 1203-1238. 
238 Brands, S., Gallagher, D.R., & Looi, A. (2006). Active Investment Manager Portfolios and Preferences for Stock 
Characteristics. Accounting & Finance, 46(2), 169-190. 
239 De, L.J.B., Shleifer, A., Summers, L.H., & Waldmann, R.J. (1990). Positive Feedback Investment Strategies and 
Destabilizing Rational Speculation. The Journal of Finance, 45, 2, 379; Sias, R. W. (2007). Reconcilable Differences: 
Momentum Trading by Institutions. Financial Review, 42(1), 1-22. 
240 Jegadeesh, N., Titman, S. (1993). Returns to Buying Winners and Selling Losers: Implications for Stock Market 
Efficiency. Journal of Finance, 48, 65–91; Rouwenhorst, K.G. (1998). International Momentum Strategies. Journal 
of Finance, 53, 267–284. Jegadeesh, N., & Titman, S. (2001). Profitability of momentum strategies: An evaluation 
of alternative explanations. The Journal of finance, 56(2), 699-720. 
241 Lakonishok, J., Shleifer, A., & Vishny, R.W. (1992). The Impact of Institutional Trading on Stock Prices. Journal 
of Financial Economics, 32, 1, 23-43. 
242 Gompers, P. A., & Metrick, A. (2001). Institutional Investors and Equity Prices. The Quarterly Journal of 
Economics, 116(1), 229-259. 
243 Yan, X.S., & Zhang, Z. (2009). Institutional Investors and Equity Returns: Are Short-term Institutions Better 
Informed? Review of Financial Studies, 22, 2, 893-924. 
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being momentum traders, whereas Ferraira and Matos (2008) attribute momentum strategies only to 
foreign institutions.  
 
According to Sias (2005) there are a several reason why institutional investors may apply momentum 
strategies: “overreaction to information, underreaction to information, agency problems, attraction to 
larger capitalization securities, the use of stop-loss orders, individual investors’ reluctance to realize 
losses, and individual investors rebalancing their portfolios”. 244 
 
Because there is no common agreement in the literature on the topic and since explaining these factors 
are also beyond the scope of my thesis, I refer to the mentioned study in which it briefly elaborates 
upon these reasons. 245 
 
In this regard it is however important to mention that while the momentum strategy could lead to 
abnormal returns, it also leads investors exposed to occasional sharp losses or “crashes.” This is also 
referred to as momentum crashes. And while in the literature it has been shown that momentum 
crashes are predictable246, sophisticated money managers nonetheless often hold on to their 
momentum strategies despite the high probability of a bear market. The reason for this is clearly 
explained by Jagannathan et al. (20014):247  
 
“Fund managers are often compensated with incentive fees equal to a portion of profits above a high-
water mark and solicit funds from return-chasing investors. The momentum strategy is most likely to 
transition into a bear market when past returns are high. This is exactly the time when a fund manager 
is most able to attract more funds and likely to have a high proportion of his assets under management 
above the high-water mark”. 
 
Institutional investors248 who use a momentum strategy must therefore take into account the impact of 
a momentum crash and the financial damage it can cause not only to their own beneficiaries and 
participants but also to the financial market as a whole.  
 
Badrinath and Wahal (2002)249 emphasized the diversity of institutional investors regarding their 
investment behaviour, and more specifically, the presence of momentum trading and criticized most of 
the above-mentioned studies as being too limited in capturing the varieties of different institutions 
within the investment universe. They discovered a complex pattern in institutional trading by subjecting 
a large variety of institutional investors (foundations, insurance companies, mutual funds, and pension 
funds) to a certain methodology. 250 They researched and analyzed their quarterly portfolio holdings in 
three separate stages: 1) Entry: it starts by taking a position in a certain stock 2) Exit: getting rid of a 
previously held position in a stock 3) adjustment to ongoing holdings: modifications of the current 
positions.  
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Ultimately, they revealed that the trading practices among the different types of investors have 
significant differences. First, although the degree of momentum trading varies with the type of 
institution, across all types they found that during the first stage (entry) they all act as "momentum 
traders" while acting as "contrarian traders" in the last stage (exit). 251 
 
Second, they concluded that in the second stage commercial banks, investment banks and insurance 
companies showed momentum behaviour, while the remaining types of institutions applied a 
contrarian strategy. Finally, in their evaluation of investment styles they revealed that investors with a 
value investing strategy applied a contrarian approach whereas growth-based investors applied a 
momentum strategy. 
 
Overall these results reveal, once again as mentioned earlier, significant heterogeneity in the trading 
behaviour of different types of institutions and investment styles. These were only two factors 
(institution type, and investment style), while other factors such as size, taxation, the geographical 
location and law and regulation are also factors in influencing institutional investors’ investment 
decision-making. 
 

4.2.3 Volatility of Stock Returns 
 

Another factor that affects the investment preferences of institutional investors is the volatility of stock 
returns. Some scholars associate this volatility with informative stock prices leading to more 
transparency and consequently to “efficiency of corporate investment decisions” 252 or associate it to a 
decreased possibility of expropriation by insiders.253  
 
From the fiduciary perspective, one would expect institutional ownership to be negatively related to 
volatility, since the latter is generally associated with business risks and uncertainties which is thus not 
a “prudent investment”.254 Therefore, Badrinath et al. for example, report a higher level of institutional 
ownership in low-volatile securities in the USA.255 Furthermore, in Australia, Pinnuck (2004) 
demonstrates the preference of domestic institutional investors towards low volatility stocks.256   
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There are however studies257 demonstrating a shift of preference of institutional investors towards 
volatile stocks while other studies even provide evidence "that prudency constraints are not driving 
preferences concerning stock return variance".258  
 
One explanation for this preference could be that there is little agreement with regard to the valuations 
of these stocks and thus inciting institutional investors in constructing strategies to exploit these 
mispricing in their favor.259 Another reason may be due to the fact that less conservative institutions 
(mutual funds, private equities, hedge funds etc.) have experienced relatively higher growth compared 
to more conservative categories of institutions (pension funds, insurance companies, etc.).260  
 

4.2.4 Value and Growth Stocks 
 

Another firm-level determinant that may influence institutional investors' investments is the allocation 
towards value stocks/firms ("high book-to-market ratio") or growth stocks/firms ("low book-to-market 
ratio"). As a financial valuation metric, the book-to-market ratio evaluates a firms' value by dividing the 
book value by the market value. 261 With this definition in mind, overwhelming evidence from empirical 
studies shows that on average and in the long run value stocks have a better risk-adjusted return 
performance compared to growth (glamour) stocks.262  
  
Logically one expects that institutional investors would, as sophisticated processors of information, 
exploit this (what is called in the literature) value anomaly263 in order to earn superior returns. Various 
studies, however, show conflicting results regarding institutional investors’ preference for value or 
growth stocks. Some studies, like the one by Gompers and Metrick (2001), find weak, but growing, 
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preference of institutional investors for value stocks, believe them to be exploitable anomalies.  264 
Ferreira and Matos265 also confirm this preference. However, most studies conclude that institutional 
investors tend to favour growth stocks.266  
 
This general tendency to invest in growth (glamour) stocks can be explained by various reasons:  
 

1. Institutional investors' agency context may force them to tilt their portfolios towards high-
quality growth stocks, as investing in these stocks is much easier to justify due to prudential 
management concerns as mentioned before. The main idea behind this is that glamour stocks 
have been associated with better investment results in the past and, unlike value stocks, will 
not easily get into financial difficulties. The notion however that "growth stock investment 
strategies" would be fundamentally less risky than value stocks has been questioned by several 
studies which consequently, according to some scholars, does not comply with the "prudential 
requirement".267 

2. De Long et al.268 and Shleifer and Vishny269 emphasize another important factor: short-term 
focus of institutional money managers. Institutional investors, also known as long-term 
investors, have also often been criticized for pressuring managers toward “short-term focus 
investing”, by reasoning that a large proportion of institutional investors are not actively 
engaged with their portfolio company’s’ corporate governance, their increased allocation to 
investment vehicles that usually engage in high-risk investment (e.g. private equity funds, hedge 
funds) and declining duration of institutional investors' holdings.270 They argue that most 
institutional money managers' investment horizons are increasingly declining while value 
strategies often take time to consistently yield better results (3 to 5 years to pay off, while, in 
the meantime, they underperform the market and hence have a large tracking error). Due to 
the heightened risk of withdrawal of funds by their sponsors and competition with their peers, 
they choose to invest in glamour stocks and therefore dislike value stocks.271 
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3. Others argue that due to the fact that firm size is negatively correlated to book-to-market ratios, 
institutional investors' preference for growth stocks could be misleading as the underlying 
actual attraction stems from the preference for large firms. 272 

 

4.2.5 Leverage 
 

Another important determinant which is taken into consideration by institutional investors is the 
leverage ratio of a firm (defined as “the ratio of total liabilities to total equity at year-end”).273 Here 
Dahlquist and Robertsson (2001)274 found that institutional investors clearly exhibit preferences for low 
leverage firms by demonstrating significantly negative relationship between leverage and institutional 
holdings.275 They explain this relationship by stating that a firm with high debt might be unable to finance 
profitable projects and is unable to meet its financial obligation in the near future. In addition, Bathala 
et. al (1994) analyzed institutional holdings’ impact on managerial ownership and debt policy and found 
that higher institutional ownership is inversely related to the proportion of a firms' debt.276Also other 
studies find that institutions generally prefer firms with low leverage.277 

 

4.2.6 High Quality Stocks 
 
If we try to extend these findings one can establish a link with the “quality anomaly”, which is one of 
the strongest anomalies in equity markets.278 Empirical evidence suggests in this regard that portfolios 
based on “safety, earnings quality and profitability” (also referred to as high quality stocks) outperform 
the market portfolio.279 Various factors however can impact their premium size “depending on the 
applied metrics”. 280 In this regard, particular attention will have to be given to the applied asset pricing 
model in order to quantify the portfolio risk, the geography of the sample, and the time period of the 
study.281 Furthermore the fact that high-quality stocks generate higher risk-adjusted returns in 
compression with low-quality stocks has been documented extensively in financial literature. 282 
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Various index providers (FTSE and MSCI index) have in recent years increasingly focused on portfolio 
compositions in which stocks of high quality firm "systematically overweight" those of low-quality 
firms.283 In addition, also institutional investors attach great value to this investment strategy since they 
have recognized this practice as a complementary investment style to for example momentum 
investments or value-cap investments. 284 Thus, according to Norges Bank Investment Management the 
identification of “mispriced quality assets is central to fundamental stock analysis and underlies much of 
the asset management industry".285 
 
It is important to mention that in various studies also other key firm characteristics have been explored 
in relationship with institutional ownership. Other examples are for instance, dividend payouts286 or 
variance287 (a financial metric which measures the total risk a firm's stock is exposed to). Since it is 
neither my intention nor my goal to exhaustively discuss all firm characteristics, I would like to refer to 
these studies as presented in the footnotes. From the above however one could conclude that while 
sharing important commonalities, institutional investors are a heterogeneous group of investors each 
with their own structure, investment horizons and investment style. 
 

4.3 The Role of Asymmetric Information 

 
The diversification opportunities of investors have grown enormously due to the increasing accessibility 
of capital markets around the world. 288 Furthermore, there is widespread recognition within the 
financial literature that diversification of equity portfolios across borders can benefit investors.  289 
Despite these findings however, a considerable amount of research illustrates that most investors fall 
prey to the phenomenon of “home bias” which means that domestic equities make up a relatively large 
part of their investments. 290 
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Several reasons have been presented to explain this phenomenon. Most explanations relate to the fact 
that foreign investments are burdened by direct and indirect costs such as language barriers, different 
corporate culture and accounting standards, exchange rate risk, regulatory constraints, transaction 
costs or increase information asymmetry.291 At the same time, there are also studies which claim the 
gradually decline of the home bias phenomenon due to, for example, the rise of mutual fund 
investments and the internet, making emerging markets more accessible and information more readily 
available.292 
 
Over the last two decades, cross-border asset trade across the globe has raised enormously due to 
falling transaction costs, increasing exchanges of information across borders, electronic trading and 
capital account liberalizations initiating the process of "financial globalization".293 As mentioned 
investors generally do no exploit the benefits of international diversification due to an important factor 
such as information asymmetry between foreign and domestic investors (also called "disinclination of 
capital to migrate").294 There is Information asymmetry “when knowledge about a firm's returns is 
unequally distributed among its shareholders and its investors”.295 
 
Information asymmetry has the greatest impact, especially among foreign investors, since they are 
confronted in their investment analysis with challenges as cultural uncertainty, lack of knowledge or 
experience with certain rules and regulations of the foreign market, or unfamiliarity with particular 
interactions among (financial) agents within the foreign financial system. 296 Due to these obstacles and 
challenges foreign investors tend to incur higher monitoring costs and run a greater risk of making 
disappointing investments than a domestic investor. 297 
 
Various studies have suggested transparency practices and information disclosure as a remedy to 
information asymmetry.298 Promoting greater transparency and disclosure is of great importance to 
institutional investors. Since institutional investors are evaluated and monitored continually it is 
essential that when making their investment decisions they are "intrinsically sound, but would [also] be 
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considered by others to be reasonable, well-informed, and prudent".299 Therefore (corporate) 
transparency and disclosure can be perceived as a tool in helping institutional investors to make 
informed investment decisions which is valuable to their practice.300 
 
Various empirical studies confirm the above assumption with regard to institutional investors' 
preference for corporate transparency. 301 One of the explanations which have been proposed is that it 
enables investors to develop a better policy and form a (better) informed assessment of their 
investments based on the available information. In addition, the reduced information asymmetry as a 
result of (corporate) disclosure allows investors to reduce their monitoring costs. 302  
 

4.4 Corporate Governance and Institutional Ownership 

 
With the aim of attracting more investors, firms use a wide variety of different instruments hoping that 
this will boost their share prices and increase firm value.303 In the previous section I have elaborated 
upon a number of factors that drive the ownership decisions of institutional investors (some examples 
are; liquidity, volatility, firm size and leverage). This section seeks to identify and investigate another 
critical factor that can influence a company’s investor base. Backed by relevant literature, I will examine 
corporate governance’s role in attracting institutional investors.  
 
Corporate governance fundamentally deals with agency problems as a result of "separation of 
ownership and control".304 This separation gives rise to what is called "agency costs": managers (agents) 
need funds from investors (principals) in order to operate and expand a business, whereas investors 
need the managers' expertise and professional skills to put investors' funds into productive use.  305 
However, investors expect managers to be opportunistic who want to enrich themselves at their 
expense. Therefore, rules and incentives are needed, to effectively align investors 'interest with 
managers' behavior. This necessitates corporate governance as mentioned by Shleifer and Vishny 
(1997) who state that “corporate governance deals with various constraints that either managers put 
on themselves or investors put on managers to reduce the agency problem”. Corporate governance 
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301 Bushee, B.J., & Noe, C.F. (2000). Corporate Disclosure Practices, Institutional Investors, and Stock Return 
Volatility. Journal of Accounting Research, 38(3), 171–202; Diamond, D.W., & Verrecchia, R.E. (1991). Disclosure, 
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60 
 

guidelines are thus a “lists of practices indicating how the board of directors will attempt to oversee the 
management of the firm and carry out its responsibilities to the firms' suppliers of capital”.306  
 
Corporate governance has received considerable attention over the last decades, both in practice as 
well as in academic research. Numerous academic researches emphasize the importance of corporate 
governance and indicate that governance matter. For example, Gompers, Ishii, and Metrick (2013) 
demonstrate that improved corporate governance raises the value of a firm and increases stock returns. 
It also leads to improved stock market liquidity.307 A study by Chung et al. (2010) confirms that relevant 
and effective corporate governance is positively associated with operational and financial transparency 
mitigating informational asymmetry between outside investors (shareholders/liquidity providers) and 
insiders (controlling shareholders /managers and).308 By investigating 1500 firms and 24 different 
corporate governance principles every year throughout the 1990s, Gompers et al. (2003) found a 
positive relationship between strong corporate governance and stock returns. Formulated differently 
negative abnormal returns had a causal relationship with weak corporate governance and vice versa. 309 
Finally, companies whose corporate governance structure is sound are less likely to engage in activities 
that would threaten to mislead the market or investors.310  
 
A question which arises from the above is whether governance also matters to institutional investors? 
Or to put more specifically, will institutional investors take a company's corporate governance into 
consideration when making investment decisions? I will discuss this matter further in the remainder of 
this section. 
 
Chung and Zhang (2011) delve deeper into this matter by using a comprehensive dataset of all listed 
stocks on NASDAQ311, AMEX312 and NYSE313 between 2001-2006 and showed that across all types of 
institutions more institutional holdings was allocated to strong governance firms than firms with low 
score governance results.314 Ferreiraa and Matos (2008) who analyzed institutional investors' equity 
holdings of 27 countries across the globe also concluded a strong preference of institutional investors 
for firms with good governance.315 Bushee et al. (2010) also came to the same conclusion.316 These 
findings are also confirmed by various surveys among institutional investors in which all respondents 
(without any exception) confirmed that governance quality is part of their pre-investment due diligence 
when targeting a specific firm.317 
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Institutional investors’ preference toward better-governed firms has been explained by Chung and 
Zhang (2011) by pointing at a number of explanatory factors:318  
 

1. Strong fiduciary duties: since institutional investors are committed and obliged to make 

"prudent investments" they cannot afford to invest in poorly governed firms and thus being 

confronted with expropriation risks, information asymmetry problems and transparency 

challenges which all are associated with poorly governed firms. 319 

2. Reducing monitoring costs: institutional investors prefer corporate transparency which is 

positively correlated with strong governed companies.320 Chung et al. (2010) for example 

confirm that relevant and effective corporate governance is positively associated with 

operational and financial transparency mitigating informational asymmetry between insiders 

(managers and controlling shareholders) and outside investors (liquidity providers / 

shareholders) and thus reducing monitoring costs. 321  

3. Lower trading costs and higher stock market liquidity: lower trading costs and higher stock 

market liquidity has been associated with firms adopting better corporate governance 

practices.322 Usually institutional investors trade in large amounts, which means that they 

generally prefer stocks with high liquidity and low trading costs. Allocating their assets toward 

better governed firms seems therefore logical. 

In summary, firms adopting better corporate governance practices are preferred over poorly 
governed firms by institutional investors due to lower exit and monitoring cost and allows them to 
better fulfill their fiduciary duties. 

 

4.5 Country-level Governance Quality 

 
As mentioned in the previous section, better corporate governance makes it possible for companies to 
obtain more capital and thus generate more wealth. In this section however, I will focus on institutional 
investors' ownership decisions based on macro-environmental factors bearing in mind that there are 
significant differences between countries. 
 
One of the most crucial factors influencing institutional investors ' investment preferences is based on 
country-level governance quality. In literature country-level governance is defined as "the level of 
shareholder right protection, and the enforcement of those rights with a country’s laws, culture norms, 
and institutions".323 More specifically the most prominent governance factors which institutional 
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investors take into account while making investment decisions are for example investor protection324, 
law enforcement, and corporate disclosure requirements.325In addition to national regulations, laws and 
norms which are largely responsible for the quality of these factors, firm- and institution-specific 
characteristics also have an impact on the quality-level of these issues. 326  
 
The extent to which the quality of a country's governance has an effect on institutional ownership has 
been extensively discussed in the literature. In this regard, studies show strong evidence that the 
attractiveness of a country's capital market for investors is the product of strong investor protection 
and claim that highly concentrated ownership of shares is often attributed to countries with poor 
investor protection. 327 Furthermore by analyzing U.S. foreign holdings Warnock et al. (2009) reported 
that U.S. investors are reluctant to allocate their investments in countries characterized by poor 
shareholder protection and low transparency. 328 
 
Several other studies have been associated with positive relationship of factors as "strong governance 
systems", "strong accounting standards"329, "low expropriation risk"330, "transparent markets"331 
“strong legal systems” 332 on the one hand and major holdings of institutional investors on the other. 
The question than arises what to do with those firms with high quality level of internal corporate 
governance, operating in countries which score low on country-level governance.  
 
In financial literature this issue has been explored in detail with mixed findings as a result. Most studies 
report however that firms operating in countries with poor governance standards are less likely to be 
targeted by institutional investors and therefore cannot compensate for this deficiency through strong 
internal corporate governance. 333 One study however emphasizes that country characteristics are 
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becoming less and less crucial with regard to investments due to financial globalization such that "good" 
firms domiciled in less-developed countries may be tracked by investors. 334 
 
In this regard however, it is important to note that the willingness of foreign institutional investors to 
invest abroad is also partly determined by the governance qualities of their "own country". Abdioglu et 
al. (2013) explore this phenomenon with the following two terms “familiarity argument” versus “flight 
to quality argument” (see Figure 4.1).335 
 
"Flight to quality argument" postulates that institutional investors are more likely to search for 
investment opportunities abroad if the country in which they are domiciled has low level governance 
characteristics. 336 This strategy intensifies if the gap between weak (home country) and strong (foreign 
country) governance qualities grows. 
 
"Familiarity argument" suggests that institutional investors prefer to invest in a familiar environment in 
order to reduce costs associated with information asymmetry. Foreign investors should therefore invest 
in governance quality similar to their "own" country. By using the United States as “benchmark” the 
researchers however show in the figure below that both phenomenon can co-exist with “distance 
between governance quality” as an important indicator. 337 
 
Figure 4.1: The Familiarity and Flight to quality Mechanism  
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Various proxies and indicators are being used to measure the governance quality of a certain country 
which can be collected on the The World Bank website.338 The proxies highlight various aspects of a 
country's government environment which are related to issues such as corruption, independence and 
impartiality of the judiciary, political stability etc. In essence, these indicators are a yardstick for 
investors to determine to what degree of certainty they can operate within a country. The six 
governance dimensions are: “Control of Corruption, Rule of Law, Regulatory Quality, Government 
Effectiveness Political Stability and Absence of Violence, Voice and Accountability”. For more 
information about the contents and format of these dimensions I refer to The World Bank website.339 

 

4.6 Conclusion & Summary 

 
In this chapter, I have shed light on three main factors affecting institutional investors' investment 
preferences. Key firm-specific characteristics, the role of asymmetric information and governance 
mechanisms have been studied in this context. Here I made clear that there is not a one size fits all 
approach with regard to institutional investors’ investment preference since, in addition to the 
existence of heterogeneity in the trading behavior of different types of institutions and investment 
styles, factors such as size of the institution, tax regimes, and geographical location also can play a role 
in institutions’ investment decisions.  
 
However, while consensus has been reached on some preferences (in practice and literature), other 
characteristics are still open to debate. There is for example a widespread consensus on institutional 
investors' preferences towards "large firms" due to liquidity and transaction cost considerations, firm 
visibility reasons, and prudential requirements. However, a lack of consensus persists among 
practitioners and scholars with regard to momentum strategies. With regard to the preferences of 
institutional investors towards volatile stocks, there is also mixed empirical evidence. From the fiduciary 
perspective, one would expect institutional ownership to be negatively related to volatility, since the 
latter is generally associated with business risks and uncertainties which is thus not a “prudent 
investment”. While on the other hand, the less conservative categories of institutions such as funds, 
private equities, hedge funds increasingly want to exploit mispricing within volatile markets and assets. 
 
Furthermore, most studies conclude (although not entirely convincing) that institutional investors tend 
to favor growth stocks. This may be due to various reasons: 1) the institutional investors' agency context 
may force them to tilt their portfolios towards high-quality growth stocks, as investing in these stocks is 
much easier to justify due to prudential management concerns as mentioned before; 2) short-term 
focus or institutional money managers. 
 
Another important characteristic that was taken into consideration was the leverage ratio of a firm 
(defined as “the ratio of total liabilities to total equity at year-end”). Here, institutional investors clearly 
exhibit preferences for low leverage firms due to a significantly negative relationship between leverage 
and institutional holdings. One of the main reasons is that a firm with high debt might be unable to 
finance profitable projects and is unable to meet its financial obligation in the near future. 
 
Finally, I paid attention to high quality stocks (referring to indicators such as “safety, earnings quality, 
and profitability”) and explained why various index providers (FTSE and MSCI index) and institutional 
investors have in recent years increasingly focused on portfolio compositions in which stocks of high 
quality firms "systematically overweight" those of low-quality firms. 
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Without discussing all relevant firm characteristics (after all, it is neither my intention nor my goal within 
this research to exhaustively discuss all of the key firm characteristics) I deferred my attention to three 
other important factors that institutional investors take into account while making investment 
decisions: 
 

1. The role of asymmetric information: various studies have suggested transparency practices and 

information disclosure as a remedy to information asymmetry.340 Promoting greater 

transparency and disclosure is of great importance to institutional investors. Since institutional 

investors are evaluated and monitored continually, it is essential that when making their 

investment decisions they are "intrinsically sound, but would [also] be considered by others to 

be reasonable, well-informed, and prudent".341  

 

2. Corporate governance: here I demonstrated that more institutional holdings where allocated to 

strong governance firms in comparison with firms with low score governance results.342  

 
3. Country-level governance quality: in this regard most studies (with some exceptions) report that 

firms operating in countries with poor governance standards are less likely to be targeted by 

institutional investors and therefore cannot compensate for this deficiency through strong 

internal corporate governance.343  

To conclude, due to the many varieties among institutional investors344 (banks, insurance companies, 
mutual funds, public / private pension funds etc.) combined with their organizational structures (given 
mandates toward asset managers, location of fund management, active / passive investments, 
investment horizon, fund size etc.) there is no one uniform investment approach for "the institutional 
investor". Nevertheless, I have tried to analyzed and discuss where necessary and without being 
exhaustive some institutional investors '' homogeneous approaches with regard to their investment 
practices. Within this context, it suffices to conclude that also with regard to some of the mentioned 
'uniform' approaches no consensus has yet been reached, neither in practice nor in the literature. 
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SECTION II: Investee Company 
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Chapter 5: The role of taxes in business decisions 
 

5.1 Introduction 

What is the relationship between corporate policies and taxation and what changes do corporate 
managers implement in their policies with regard to changes in taxation? 345 A convincing body of 
research has been concentrated on the connection between taxes and corporate policies346, however 
according to Fama (2010), it is still a challenge to unambiguously identify a causal relationship between 
the two.347 This is mainly due to the fact that "tax effects are difficult to document".348 Doidge and Dyck 
(2015) report this issue as follows:349  
 
“Cross-sectional tests face identification challenges while tests based on tax policy changes are limited 
because such changes are rarely significant or separable from other changes and are often widely 
anticipated. Consequently, results may be not be economically significant or may be open to multiple 
interpretations.” 
 
Furthermore, when examining the relationship between tax incentives and dependent variables as 
investments, cash holdings, payouts and leverage researchers apply numerous other variables (such as 
ownership structures, inflation, growth, profitability, business risk, etc.) which in research 
methodologies are difficult to separate or isolate from each other. This makes it challenging and difficult 
to identify the impact of the tax element. In addition, tax research is also limited by database constraints, 
since tax returns are confidential and in most countries not accessible to the public with often an 
incomplete research material to work with.350  
 
While some have argued that tax incentives have a limited role in business decisions others claim the 
opposite by concluding that taxes have a major impact on corporate decision-making. 351 
 
Despite the different interpretations, it is in view of the scope of this research important to explore the 
effect of taxes on corporate decision-making, since it provides investors with valuable insights into a 
company's prospect and direction. Thus, the degree to which taxes actually influence corporate 
decisions and the interaction of taxes with other non-tax factors is valuable for investors, since it can be 
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a powerful predictor for the value-development of a company.352 To reduce redundancy and to maintain 
a manageable length this section focuses primarily on some key areas: capital structure, various 
investments, merger and acquisition, innovation and compensation policy (section 1.2-1.5). 
Furthermore, I will describe three different categories of taxes and their characteristics: Value Added 
Tax, Pay Roll Tax and Corporate Income Tax (section 1.5). Since my research is aimed at institutional 
investors and the way in which they value the tax behavior of multinationals in their investment 
decision-making process, I will in the course of this chapter explain why I will mainly focus on corporate 
income tax. The last section, draws conclusion and provides a short summary of this chapter.  

 

5.2. Taxes and Capital Structure 

 
To what extent capital structure decisions are influenced by "tax-deductibility of interest expense" is a 
question that has received a lot of attention in financial literature.353 Capital structure generally refers 
to “the mixture of long-term debt and equity that is used to finance the firm’s productive assets”.354 A 
firms' capital structure is important because of several reasons. First of all, a good understanding of the 
capital structure provides investors valuable information about investments’ risks and gives 
furthermore a rough indication in a firms' internal governance mechanism.355 Secondly, it gives an 
overview to what extend various stakeholders are entitled to exercise certain rights with regard to the 
firms’ assets. A certain capital structure for example answers the question to what extent creditors are 
entitled to repayment of their claims with associated interest and costs in case of a company's 
dissolution and/or liquidation.356 Shareholders are entitled to a certain percentage of a company's profit 
and are generally allowed to participate in the firms' decision-making process due to voting rights. 
However, a chosen capital structure may deviate specifically from these rights. 
 
Most tax systems subsidize firms’ use of debt by allowing interest payments to be deducted from taxable 
income, while such a deduction is not available in the case of equity financing.357 This gives firms an 
incentive to use debt in their investments. This line of thought touches upon "the trade-off theory of 
capital structure" suggesting that the advantages of debt financing (for example tax shields) are 
balanced against the potentially large costs (for example certain obligations towards creditors). 358 
 
By describing, the relationship between financial leverage and the value of the firm Modigliani and 
Miller (1963) argued that higher leverage, due to tax deduction, will generate a higher firm value. In 
other words, as the debt-to-equity ratio increases the market value of the firm will also increase due to 
the existing interest tax shield. If one applies this theory to practice, it would mean that (if all else is 
constant) it would be beneficial for taxable firms to engage in more debt financing compared to those 
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firms which are tax e-exempt. 359 With this finding, Modigliani and Miller (1963) confirm that there is a 
direct link between leverage and tax deductions and recognized that tax deduction can create incentives 
for firms to use debt.360 But at the same time their theory shows shortcoming and has a number of 

simplifications (for example not taking into account the element of bankruptcy costs).361 I will not 
elaborate on this, since this discussion does not fall within the scope of my research.  
 
De Angelo and Masulis (1980)362 show that firms with few non-debt tax shields (such as depreciation 
and investment incentives) prefer debt in order to take advantage of the tax shield of interest. And vice 
versa: the higher the non-debt tax shields, the lower the incentive for firms to reach out to the tax 
advantage of interest.363 
 
In addition to the discussed theories above, in which a large weight has been assigned to tax incentives, 
mounting empirical evidence also underscores the relation between taxes and capital structure. In line 
with the theoretical predictions, substantial body of research concludes that capital structure choices 
are influenced by tax incentives 364. Heider and Ljungqvist (2012)365 for example report that taxes have 
a major effect on capital structure and Auerbach (2002)366 and Graham (2000)367 argue that capital 
structure choices evidently respond on corporate tax incentives. 
 

5.3 Taxes and Investments  

 
Investments are crucial to the destiny and health of any firm and are a fundamental source of economic 
growth.368 Much research has been dedicated to understand the relationship between tax incentives 
and investments.369 Corporate taxes for example can play a role in determining an investment strategy 
in different ways. The net present value of a certain project, for instance, can be influenced by different 
tax implications such as tax depreciation opportunities, the application of investment tax credits, or the 
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amounts, timing, and even uncertainty of corporate taxes on financial returns. 370 A second example is 
the the three layers of “hierarchy of responses to tax systems” described in literature which consists of 
1) “Timing of economic transactions”, 2) “Financial and accounting responses” and 3) “The real decisions 
of individuals and firms ”. 371 
 
Various studies have despite these findings shown that it is difficult to find a correlation between taxes 
and aggregate investments due to, “the tendency for a number of aggregate variables to move together 
over the business cycle”. 372 This complicates the process of isolating tax effects from other 
macroeconomic factors that could also affect investments. As a result, according to Hanlon and 
Heitzman (2010)373, economic literature has increasingly focused on micro-level studies; for example, 
relationship between tax incentives and firm investments, tax incentives and asset types and tax 
incentives and asset location. For reasons of space and clarity, I will discuss some of these studies below.  

 

5.3.1 Research and development (R&D) 
 
As the relationship between innovation and taxation will be discussed in section 5.4.2 it is here 
important to mention that there is no clear and common definition of innovation as the term has been 
studied from different disciplines and perspectives.374 In general innovation is defined as “use of new 
ideas, products or methods where they have not been used before”.375 This definition should not be 
confused with research and development (R&D) since the latter refers "to activities in connection with 
innovation, for example, work directed towards the innovation, introduction, and improvement of 
products and processes".376 
 
Various studies have shown that research and development (R&D) spending respond to tax rate 
incentives.377 After adjusting for both tax and non-tax factors, Chen and Gupta (2017) have 
demonstrated that the increase in R&D tax incentives has a positive effect on R&D spending of high-
tech firms.378 Moreover, Klassen et al. (2004) prove with their study that tax credit incentives show a 
positive correlation with R&D spending in both Canadian and US public companies.379 This positive 
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correlation between research and development (R&D) spending and tax incentives can also be found in 
other OECD countries.380 
 

5.3.2 Bonus Depreciation Provisions 
Bonus depreciation provisions381 is another example in demonstrating a relationship between tax and 
investments. Bonus depreciation is described as “a tax incentive that allows a business to immediately 
deduct a large percentage of the purchase price of a certain assets, e.g. machinery, instead of writing it 
off gradually over their estimated useful lives”.382 Despite the large size of the provisions, initially 
research did not found any evidence of an aggregate investment growth because of this incentive.383 In 
House and Shapiro’s research however, the same bonus depreciation provision appeared to have a 
major influence on the composition of investments.384 In particular, capital goods that would benefit 
the most from the measurement were stimulated the most with regard to investments. Furthermore, 
in addition to a “substitution effect” (a drop in investments for less tax favored assets), the bonus 
depreciation provision also had a “timing effect” (the investments were made earlier than expected).385  
 

5.3.3 Foreign Direct Investments (FDI) 
Empirical studies aimed at identifying aggregate investments as a result of tax policies are difficult to 
carry out due to the interrelationship of many variables (think of infrastructure, market size, public 
governance, legal protection, fiscal / monetary / political stability, etc.).386 However, the relationship 
between a specific investment such as FDI’s (foreign direct investments) and alternative tax policies 
have been widely studied in the literature.387 In order to attract FDI which is important for economic 
growth and defined as "a particular form of a cross-border financial flow"388 countries apply a variety of 
fiscal instruments and incentives such as corporate tax rate reductions, tax exemptions or tax 
holidays.389  
 
The general conclusion that arises from the studies focused on the relationship between tax rates and 
FDI’s is that it has a negative association meaning that tax rate reduction in a host country leads to a 
higher level of foreign investments. More specifically an OECD (2007) report provides evidence that "a 
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one percentage point reduction in corporate tax rate causes a 0-5% increase in FDI".390 Because of this 
negative elasticity some refer to the "race to the bottom" phenomenon among countries in attracting 
FDI. 391 Hanlon et al. (2010) also emphasize that the mentioned negative elasticity can be influenced by 
"industry-, time-, and country-level factors".392 "A country's degree of openness to international 
trade"393 and "increasing sensitivity of FDI to tax rates over time"394, are some examples. However, there 
is also consistent evidence in literature that despite the influence of tax policies and tax rates on FDI, 
the impact is limited. After all, various studies show that poor political climate and economic conditions 
within a certain country cannot be compensated by designing attractive tax policies and incentives.395  
 
Furthermore, it is important to note that a fixation on the tax rates alone does not provide a sufficient 
context about the attractiveness of a country. The exceptions and the way in which a corporate tax base 
is determined are also important factors to consider.396 Therefore more transparency and public 
country by country reporting will not only contribute to a better understanding of how an organization 
contributes to different economies in which is operating but also has an impact on the outcomes of the 
above-mentioned studies. 
 
Finally, reference is also made to other forms of taxes that increasingly affect business attraction within 
a host country. Think of payroll taxes and energy taxes which can influence firms’ decision in allocating 
its resources to a certain jurisdiction.397 
 

5.4 Taxes and other Decisions: Merger and Acquisition, Innovation and Compensation 

5.4.1 Merger and Acquisition 
Taxes are always an important point of attention in a merger and acquisition process. Taxes play a 
decisive role for the following reasons:398 1) tax due diligence: the acquiring company will have to do a 
thorough investigation of all taxes involved in order to get a better picture of the tax history and profile 
of the target company to be purchased 2) transaction structuring: the aim is to set up a structure in 
which the tax burden for both the acquiring firm and target firm is acceptable and that financing costs 
and other costs are deductible resulting in cash flow benefits 3) adopting new tax planning strategies:399 
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empirical research shows that in general when a merge process is initiated between two firms from two 
different countries, the tax domicile of the company is chosen in the jurisdiction with the lowest tax 
burden. 4) Risk allocation: to what extent is the acquiring company able to take over tax liabilities from 
the target company (for example as a result of aggressive tax planning strategies)?400  
 
Therefore, in order to realize a smooth transition and to ensure that tax benefits (for example tax losses 
or reserves) are not lost, a good understanding of the tax-related issues in a mergers and acquisitions 
process is of great importance.  

 

5.4.2 Innovation 
 
Furthermore, there is research providing evidence on the effect of corporate taxes with regard to 
innovation. Of course, it should be borne in mind that in this context numerous countries have 
introduced an innovation box (e.g. “patent boxes” or "IP boxes") enabling corporate tax relief and 
stimulating innovative research.401 However, when discussing corporate taxes in isolation there are 
many possible reasons why it matters for innovation. For instance, corporate tax increases lead to lower 
after-tax profits which in turn leads to a reduction of internal cash flows within the organization. 
According to various studies, innovation activities (especially in "small firms") are largely determined by 
the availability of these internal finance resources. The assumption is therefore that innovative projects 
are discouraged when firms have less access to internal finance.402 In addition Mukherjee et al. (2017) 
show " that firms respond to tax increases by filing a lower number of patents, investing less in R&D, and 
bringing fewer new products in the market, suggesting that higher corporate taxes reduce innovator 
incentives and discourage risk-taking".403 Also Akcigit et al. (2018) concludes that corporate taxes matter 
for innovation and show that higher taxes can exert a strong negative effect on innovation.404 Here the 
distinction between R&D and innovation is important to mention. While the former relates to 
converting capital assets into knowledge, the latter relates to "the process of creating a business out of 
this knowledge".405 

 

5.4.3 Compensation policy 
 
Previous research has shown that shareholders' interests and employee objectives can collide due to 
certain determinants as agency costs and information asymmetry, but there is also evidence that these 
interests can converge and coexist in mutuality through compensation policies. 406 There are also studies 
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examining the effect of tax policies and incentives on employee compensation.407 Within this context 
and according to various studies, it is essential to have a good understanding of and insight into the 
influences and effects of various taxes on employee and employer compensation in order to implement 
a proper compensation policy.408 In view of the scope of my research I do not conduct a detailed review 
here, but will discuss briefly the choice of salary versus equity compensation.  
 
In this vein, it can be argued that salary payments can be immediately deducted, resulting in a decrease 
of the tax liability, while employee stock options can only be regarded as a corporate deduction when 
the rights are exercised or sold.409 Therefore, if we ignore incentives and other non-tax issues, the 
following prediction can be made: If the corporation's tax rate increases, the preference for salary 
compensation increases compared to option compensation, since option expenses are delayed, while 
salary payments are deducted immediately.410 
 
There are various studies that look into the choice between salary payments and equity compensation, 
resulting in different outcomes. Consistent with the abovementioned prediction, Core and Guay 
(2001)411 , for example show that high tax rate firms provide fewer options, because an increase in the 
corporate tax rate makes deduction of salary expenses more attractive. Moreover, it should be noted 
that they do not conclude that low tax rate firms are paying out more options. Hall and Liebman (2000) 
however, provide evidence that tax changes has had limited effect on granting options, despite the 
tremendous growth in tax advantages attributed to the product but refers to "market for corporate 
control" and "growing influence of corporate governance" as explanatory factors in granting them. 412 
Shackelford and Shevlin (2001) and Graham (2008) likewise review this literature in detail and also 
report mixed outcomes in case of tax incentives.413 There are of course other forms of compensation 
such as incentive stock options versus nonqualified stock options which are also subject to tax 
incentives414, but it goes beyond the scope of this chapter to present all interpretations and implications 
of various topics with regard to taxation.  
 

5.5 Concluding remarks  

 
This section briefly and generally examined which impact (income) taxes have on corporate decisions 
by analyzing various studies. Although within literature and tax research major steps have been taken 
to gain a greater understanding of the interconnection between tax policies and business decisions, 
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there are still in a number of challenges to overcome in finding convincing evidence of taxes affecting 
business decisions. However, at the same time and in the context of this research it is extremely 
important form an investors' perspective to clarify the mutual influences between taxes and corporate 
decisions even more. After all, these findings enable investors to anticipate the behavior of their 
(potential) investees in light of different tax incentives in various areas of a company, which ultimately 
may lead to better investment decisions. 

 

5.6 Different Types of Taxes 

 

5.6.1 Introduction  
 
Below I will describe three different categories of taxes and their characteristics: Value Added Tax, Pay 
Roll Tax and Corporate Income Tax. I will also explain why in this study I will mainly focus on the 
Corporate Income Tax. 
 

5.6.2 Value Added Tax  
 
VAT stands for the "value added tax". Just like all other taxes415, it is an additional source of income for 
the government and is imposed as a levy on every product or service. There is an enormous amount of 
diversity in the VAT systems of various countries around the globe with regard to exceptions, 
preferential treatments and rates, while they at the same time share a common feature: the tax burden 
is ultimately borne by the final consumer.416 A review of the CJEU417 case-law shows that the EU VAT 
has the following main characteristics: 
 
“….it applies generally to transactions relating to goods or services; it is proportional to the price charged 
by the taxable person in return for the goods and services which he has supplied; it is charged at each 
stage of the production and distribution process, including that of retail sale, irrespective of the number 
of transactions which have previously taken place; the amounts paid during the preceding stages of the 
process are deducted from the tax payable by a taxable person, with the result that the tax applies, at 
any given stage, only to the value added at that stage and the final burden of the tax rests ultimately on 
the consumer.”418 
 
In light of this statement, a company must also pay VAT on his purchases, but is at the same time a sort 
of ‘intermediary’ for the tax authorities since it passes the VAT on to the final consumer. Thus, the extent 
to which the VAT expenses provide information about current or future earnings in order for investors 
to evaluate their investment decisions properly is limited.419 That is why I will not include VAT in my 
further investigation, unless it is necessary to discuss for a better understanding of the topic.  
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419 However, VAT costs that are incorrectly charged in the business chain or that can no longer be passed on may 
have consequences for the current or future profits, as this can lead to additional tax payments or a serious fine 
from the Tax Administration. 
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5.6.3 Pay Roll Tax  
 
The Payroll taxes in OECD countries make up 25% of the total tax revenue, about as much as revenue 
from personal income taxes.420 In principle payroll taxes should be paid by the employee. However, for 
practical reasons the relevant legislation has made the employer responsible for the withholdings of 
these levies and direct payment to tax authorities for the employee. As a result, the employer functions 
as a pass-through entity to collect taxes and submit them to the proper authorities. The basis on which 
the tax is levied is primarily the employee's wages and salaries with any other benefits provided by the 
employer to the employee, such as vacation and holiday pay, premium pay, allowances, bonuses etc. It 
is important to note that the payroll taxes withheld from employees are not company expenses, but 
appear as a short-term liability on employers’ balance sheet, until the amounts are remitted to the tax 
authorities.  
 
It can be stated here that Payroll taxes, just like VAT (discussed above), do not in principle have an 
impact on the current or future earnings of a company.421 Mainly for this reason, payroll taxes will not 
be studied further in this research. However, I am aware of the fact that failure to timely and properly 
pay VAT and Payroll taxes may have negative consequences for the company's results in the form of 
additional charges, possible penalties and interest accrued on the amount due. 
 

5.6.4 Corporate Income Tax  

Worldwide, the corporate income tax rate is characterized of by a proportional rate structure (also 
known as flat tax; the tax rate remains the same as the tax base increases) or a progressive rate structure 
(the tax rate increases as the tax rate increases).422 In the Netherlands, the corporate income tax rate is 
15% fort he first EUR 245,000 and 25% fort he remainder in 2021.423 In general, other countries have 
similar corporate income tax rates that can vary depending on the location, size, and industry of the 
corporate taxpayer.424 Research has shown that the corporate income tax is more vulnerable to tax 
avoidance than other forms of taxes to which multinationals are subject.425 Consequently, tax avoidance 
has an impact on the costs of capital cost426, firm value427, future profitability428, stock prices429, a 

                                                      
420 Saez, E., Schoefer, B., & Seim, D. (March 01, 2023). Payroll Taxes, Firm Behavior, and Rent Sharing: Evidence 
from a Young Workers' Tax Cut in Sweden†. American Economic Review, 109, 5, 1717-1763; OECD. (2016). 
Revenue Statistics: 1965-2015. Paris: OECD Publishing 
421 Here too, costs that are incorrectly charged in the business chain or that can no longer be passed on may have 
consequences for the current or future profits, as this can lead to additional tax payments or a serious fine from 
the Tax Administration. 
422 OECD. (2015). Corporate Tax Statistics. First Edition. Paris: OECD Publishing. 
423 See: “Wijzigingen vennotschapsbelasting” in: 
https://www.rijksoverheid.nl/onderwerpen/belastingplan/belastingwijzigingen-voor-
ondernemers/vennootschapsbelasting 
424 Hines, J. R. (2015). Corporate Taxation. International Encyclopedia of the Social & Behavioral Sciences (Second 
Edition). 
425 Such as payroll taxes, VAT, capital gains taxes etc. See: Durst, M. C. (2015). Limitations of the Beps Reforms: 
Looking Beyond Corporate Taxation for Revenue Gains. SSRN Electronic Journal. p. 10. 
426 Cook, K. A., Moser, W. J., & Omer, T. C. (2017). Tax Avoidance and Ex Ante Cost of Capital. Journal of Business 
Finance & Accounting, 44(7–8), 1109–1136. 
427 Chang, L.-L., Hsiao, F. D., & Tsai, Y.-C. (2013). Earnings, Institutional Investors, Tax Avoidance, and Firm Value: 
Evidence from Taiwan. Journal of International Accounting, Auditing and Taxation, 22(2), 98–108. 
428 Katz, S. P., Khan, U., & Schmidt, A. P. (2013). Tax Avoidance and Future Profitability. SSRN Electronic Journal. 
429 Hanlon, M., & Slemrod, J. (2009). What Does Tax Aggressiveness Signal? Evidence from Stock Price Reactions 
to News About Tax Shelter Involvement. Journal of Public Economics, 93(1-2).  
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company’s reputation430 and raises transparency concerns431. These subjects and their relation with tax 
avoidance will be further explored and explained in Section 2 and Section 3 of my dissertation. All these 
factors are thus important for institutional investors to take into account in their investment decision-
making process, as they can have a huge impact on their long-term investment returns. In the remainder 
of my investigation, I will for these reasons, mainly focus on corporate income tax, and other taxes are 
only taken into account when necessary for a better understanding of the topic discussed. 

 
Figure 5.1: Key Characteristics of Different Taxes (Direct taxes)432 
 

 

                                                      
430 McGarry, J. (2018). Smart or Shirking? The Effect of Aggressive Tax Avoidance on Corporate Reputation. College 
of Business Theses and Dissertations. 6; Graham, J. R., Hanlon, M., Shevlin, T., & Shroff, N. (2014). Incentives for 
Tax Planning and Avoidance: Evidence from the Field. The Accounting Review, 89, 3, 991-1023. 
431 Tax avoidance activities may make firms' financial statements so opaque that investors have difficulty in 
evaluating the financial results. See: Desai, M. A., & Dharmapala, D. (2009). Corporate Tax Avoidance and Firm 
Value. The Review of Economics and Statistics 91(3), 537-546; LI, Congcong, M.A. Mark, Omer, Tom; and Sun, 
Kunpeng. (2018). How Does Tax Avoidance Affect Transparency? ABFER 6th Annual Conference, Singapore, 2018 
May 21-23. Research Collection School of Accountancy; Austin, C. R., & Wilson, R. J. (2017). An Examination of 
Reputational Costs and Tax Avoidance: Evidence from Firms with Valuable Consumer Brands. Journal of the 
American Taxation Association, 39(1), 67–93. 
432 IMF (International Monetary Fund). (2018). Regional Economic Outlook. Middle East and Central Asia. Retrieved 
from: https://www.imf.org/en/Publications/REO/MECA/Issues/2018/10/02/mreo1018. 
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Figure 5.2: Key Characteristics of Different Taxes (Indirect taxes) 433 
 

 
 
 
 
 
 
 
 
 
 
 
 
 

                                                      
433 IMF (International Monetary Fund). (2018). Regional Economic Outlook. Middle East and Central Asia. Retrieved 
from: https://www.imf.org/en/Publications/REO/MECA/Issues/2018/10/02/mreo1018. 
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5.7 Conclusion & Summary 

 
The first part of this chapter briefly and generally examined which impact (income) taxes have on 
corporate decisions by analyzing various studies. Although within literature and tax research major steps 
have been taken to gain a greater understanding of the interconnection between tax policies and 
business decisions, there are still in a number of challenges to overcome in finding convincing evidence 
of taxes affecting business decisions.  
 
This has mainly to do with the fact that when examining the relationship between tax incentives and 
dependent variables such as investments, cash holdings, payouts and leverage, researchers apply 
numerous other variables (such as ownership structures, inflation, growth, profitability, business risk, 
etc.) which in research methodologies are difficult to separate or isolate from each other. For example, 
in empirical and theoretical research there is compelling evidence for the relationship between taxes 
and capital structure, while for aggregate investments the correlation with taxes is less convincing as 
other economic variables complicate the process of isolating tax effects. In addition, tax research is also 
limited by database/transparency constraints, since tax returns are confidential and not accessible to 
the public with often an incomplete research material to work with.  
 
However, at the same time and in the context of this research it is extremely important form an 
investors' perspective to clarify the mutual influences between taxes and corporate decisions even 
more. After all, these findings enable investors to anticipate the behavior of their (potential) investees 
in light of different tax incentives in various areas of a company, which ultimately may lead to better 
investment decisions. 
 
In the second part of this chapter, I described three different categories of taxes and their 
characteristics: Value Added Tax, Pay Roll Tax and Corporate Income Tax. Here I explained why in this 
research I mainly focus on the Corporate Income Tax. My focus for corporate tax is justified by referring 
to research showing that the corporate income tax is more vulnerable to tax avoidance than other forms 
of taxes to which multinationals are subject. In addition, tax avoidance has an impact on the costs of 
capital, firm value, future profitability, stock prices, and company’s reputation and raises transparency 
concerns. All these factors are thus important for institutional investors to take into account in their 
investment decision-making process, as they can have a huge impact on their long-term investment 
returns. In the remainder of my investigation, I will for these reasons, mainly focus on corporate income 
tax, while other taxes are only taken into account when necessary for a better understanding of the 
topic discussed. 
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Chapter 6: Corporate Governance and Taxation  
 

6.1 Introduction  

 
While the previous chapter focused on the connection between taxes and corporate policies, this 
chapter will lay out and explain the interconnected relationship between corporate governance and 
taxation. Without the aim of providing a comprehensive review of the corporate governance literature, 
I will first delve into some general corporate governance characteristics and give an overview of the 
applied definitions. However, as mentioned, the main focus of this chapter is on the relationship 
between corporate governance and taxation. The chapter is organized as follows. Section 6.1 discusses 
the various definitions of corporate governance. Section, 6.2, 6.3, 6.4, and 6.5 explore the origin and 
main characteristics of corporate governance. Section 6 illustrates why the interaction between 
corporate governance and taxation is a two-way process. Section 6.7 discusses the importance of a Tax 
Control Framework with the corporate governance framework. The last section draws conclusions and 
provides a short summary of the chapter.  
 

6.2 Definition Corporate Governance  

 
The term corporate governance is in a historical sense, a (relatively) young discipline of research of 
which the term first was introduced in the 1970s doctrine of the North American legal system.434 Since 
corporate governance from the very beginning has integrated influences from disciplines such as 
management, law, accounting, economics, and finance it has been considered as an interdisciplinary 
field. 435 This leads not only to a general and an abstract definition of the term, but also a variety of 
definitions within the literature. To illustrate this point and without the ambition to be exhaustive, I will 
provide a number of definitions below: 
 
Cadbury Report (1992): “The system by which business corporations are directed and controlled”.436  
 
Andrei Shleifer & Robert W. Vishny (1997): “Corporate governance deals with the ways in which 
suppliers of finance to corporations assure themselves of getting a return on their investment”.437 
 
Arne Friese, Simon Link and Stefan Mayer (2008): “It describes the sum of all mechanisms of control and 
supervision that are aimed at ensuring the successful operation of a business”.438 
 
OECD (2015): “Corporate governance involves a set of relationships between a company’s management, 
its board, its shareholders and other stakeholders. Corporate governance also provides the structure 
through which the objectives of the company are set, and the means of attaining those objectives and 
monitoring performance are determined”.439 
 

                                                      
434 Cardale, M., & Smerdon, R. (2014). A Practical Guide to Corporate Governance. London: Sweet & Maxwell; 
Mallin, C. A. (2013). Corporate Governance. Oxford: Oxford University Press. 
435 Mallin, C. A. (2013). Corporate Governance. Oxford: Oxford University Press. 
436 Shah, N., Napier, C.J. (2016). The Cadbury Report 1992: Shared Vision and Beyond. Working Paper, p. 4. 
Retrieved from: http://wwwdata.unibg.it/dati/corsi/900002/79548-
Beyond%20Cadbury%20Report%20Napier%20paper.pdf.  
437 Shleifer, A. and Vishny, R. (1997). A Survey of Corporate Governance. Journal of Finance 52(2), 737-783. 
438 Friese, A., Link, S., & Mayer, S. (2008). Taxation and Corporate Governance— The State of the Art. In: Tax and 
Corporate Governance. Springer, Berlin, Heidelberg. pp. 357-425. 
439 OECD. (2015). G20/OECD Principles of Corporate Governance. Paris: OECD Publishing. 
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IFC (International Finance Corporation, 2019): “The relationships among the management, Board of 
Directors, controlling shareholders, minority shareholders and other stakeholders”.440  
 
In summary, corporate governance deals with the separation of ownership and control and functions 
as a mechanism in place to ensure that management manages the firm with the objective to obtain 
benefits for investors and other stakeholders. It addresses on one hand “the principle-agent relationship 
between shareholders and directors441 and at the other hand the relationship between company agents 
and stakeholders”. Stakeholders refer to e.g. workers, customers, suppliers and general public. Broader 
definitions of corporate governance or certain elements of the concept can also be found in literature.442 
Good Governance is a good example; many definitions limit themselves in this regard to a system of 
checks and balances within the corporation443, while for example Strikwerda (2018) uses a much broader 
interpretation by defining Good Governance as follows: seeing market opportunities, taking initiatives, 
investing and innovate in order to increase production means and create wealth.444  

 

Strikwerda also uses a broad definition of a corporation. 445 He uses an economic definition which looks 

beyond the limits of the legal concept of a corporation.446 In this context he defines a corporation as a 

welfare value-creating body, in which customers and suppliers work together and distribute the created 

value among each other. According to him, all mechanisms that manage these relationships belong to 

the corporate governance domain.447 

 
Despite this variety of definitions, one can derive an internal and an external component of corporate 
governance. While the former is concerned with the relationship between the different institutions 
governing the firm (i.e. the (board of) directors, senior management, non-executive directors or the 
supervisory board and external auditors is the latter focused on the relationships between firms' 
stakeholders (mainly liquidity providers/shareholders) and firms' governing institutions.448 Both 
approaches will be discussed in great detail further on in this chapter.  
 
 

                                                      
440 See: “Why Corporate Governance?” in: 
https://www.ifc.org/wps/wcm/connect/topics_ext_content/ifc_external_corporate_site/ifc+cg/why+corporate+
governance.  
441 See: Berle, A. A. and Means, G. C. (1968). The Modern Corporation and Private Property. New York: Harcourt, 
Brace & World; Smith, A. (1776). An Inquiry into the Nature and Causes of the Wealth of Nations of 1776. 
Indianapolis: Liberty Fund. 
442 Strikwerda, H. (2012). De Nederlandse Corporate Governance Code. Koninklijke Van Gorcum; Shleifer, A. and 
Vishny, R. (1997). A Survey of Corporate Governance. Journal of Finance 52(2), 737-783; Goergen, M., Manjon, M. 
C. and Renneboog, L. (2004). Recent Developments in German Corporate Governance. ECGI – Finance Working 
Paper Series No. 41/2004. 
443 Balachandran, V. (2011). Corporate Governance, Ethics and Social Responsibility. PHI Learning Pvt. Ltd. p. 106; 
Dutch Corporate Governance Code. Preamble. (2016).  
444 Strikwerda, H. (2012). De Nederlandse Corporate Governance Code. Koninklijke Van Gorcum. 
445 Strikwerda, H. (2012). De Nederlandse Corporate Governance Code. Koninklijke Van Gorcum.  
446 The legal concept is based on a corporate structure with various characteristics, in which company law, property 
law, labor law and contract law applies. See: Armour, J. (2013). The essential elements of corporate law: What is 
corporate law? Cambridge, MA: Harvard Law School. p. 6. 
447 De Nederlandse Corporate Governance Code van Strikwerda Strikwerda, H. (2012). De Nederlandse Corporate 
Governance Code. Koninklijke Van Gorcum; “De Nederlandse Corporate Governance Code becommentarieerd 
door Strikwerda” in https://www.nyenrode.nl/nieuws/n/de-nederlandse-corporate-governance-code-
becommentarieerd-door-strikwerda  
448 Friese, A., Link, S., & Mayer, S. (2008). Taxation and Corporate Governance—The State of the Art. In: Tax and 
Corporate Governance. Springer, Berlin, Heidelberg. pp. 357-425. 
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6.3 The Globalization of Corporate Governance Standards  

 
The development of the corporate governance codes and practices of continental Europe and 
elsewhere in the world is greatly influenced by early self-regulation initiatives in United Sates and United 
Kingdom.449 The globalization of self-regulation can be categorized by 6 distinctive phases (based on 
Maassen 2010).450 However I will add another phase to these 6 distinctive phases, given the rapidly 
changing global business climate and the corporate governance landscape. This addition is inspired by 
the article 'The Corporate Governance Obsession' by Mariana Pargendler.451 Below I will briefly explain 
these phases (see table 1 below). 
 
The Cadbury Code in 1992452 in the UK and the GM Guidelines of 1994 in United States (General Motors) 
initiated the beginning of first modern code development known as the first phase.453 In addition, it was 
during the 1990s that the corporate governance movement went global and became known as the 
“decade of corporate governance”. 454 
 
Following the progress in the United Kingdom, the second phase occurred during 1994-1996 which was 
mainly inspired and driven by the advancement of best practices and standards of other Anglo-Saxon 
countries which in turn were also influenced by the Greenbury and Cadbury initiatives.455  
 
During 1997 and 2000 the third phase was initiated which was characterized by the globalization of 
corporate codes and reports evaluating domestic practices with some examples as the Spanish Olivencia 
Code (1998), the Belgian CardonReport (1998) and the Dutch PetersReport (1997).456 During this period 
(to be precise in 1999) the G20 / OECD Principles was developed by OECD which gave rise to the next 
phase.457 
 
Developing corporate-governance standards by various European and other developed countries 
ushered the beginning of the fourth phase between 2001 and 2008 which was driven and influenced by 
various international organizations such as the “United States Agency for International Development” 
(USAID) and the “Organization for Economic Cooperation and Development” (OECD). In the 
Netherlands, for example, it was the Tabaksblat-Committee which implemented the first “Dutch 
Corporate Governance Code”, which came into effect in 2004. Moreover, during this period there was 

                                                      
449 Morck, R., & Steier, L. (2005). The global history of corporate governance: An introduction. In A history of 
corporate governance around the world: Family business groups to professional managers (pp. 1-64). University 
of Chicago Press. 
450 Maassen G.F. (2010). Reform Strategies of Board of Directors in Emerging Markets. Rotterdam: ERIM Research 
Seminar in Strategy.  
451 Pargendler, M. (2016). The Corporate Governance Obsession. SSRN Electronic Journal. 
452 The aim of the code was to raise the standards in corporate governance by a number of recommendations. 
See: Shah, N., Napier, C.J. (2016). The Cadbury Report 1992: Shared Vision and Beyond. Working Paper. Retrieved 
from: http://wwwdata.unibg.it/dati/corsi/900002/79548-
Beyond%20Cadbury%20Report%20Napier%20paper.pdf. 
453 GM Guidelines are available at: https://www.gm.com/search.html#query=corporate%20governance. See also 
for a more detailed description of the code: (1995), Case Study General Motors Corporation – Board Guidelines 
on Significant Corporate Governance Issues. Corporate Governance: An International Review, 3: 38-42. 
454 Cheffins, B. R. (2013). The History of Corporate Governance. In: Wright, M. (2014). The Oxford Handbook of 
Corporate Governance. Oxford: Oxford University Press. pp. 46-52. 
455 The Greenbury Report released in 1995 was the product of a committee established by the United Kingdom 
Confederation of British Industry on corporate governance. It followed in the tradition of the Cadbury Report and 
addressed a growing concern about the level of director remuneration. The modern result of the report is found 
in the UK Corporate Governance Code at section D. 
456 All these publications can be found at: www.ecgi.org. 
457 See: https://www.oecd.org/corporate/principles-corporate-governance.htm 
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the emergence of a sequence of accounting scandals in the U.S. (Adelphia, Tyco, WorldCom, and Enron) 
that fueled the debate on corporate governance.458 In response to these massive financial frauds the 
United States came up with the “Sarbanes– Oxley Act” of 2002 (SOX), with the main purpose to restore 
investors' confidence in the financial markets and improve corporate governance practices and 
standards. 
 
Here an important distinction must be made between two main corporate governance approaches: a 
rules-based vs. a principles-based approach. In the United States for example, corporate governance is 
primarily based on extensively elaborated set of rules in the form of the “Sarbanes-Oxley Act of 2002” 
("SOX"), which is a rules-based approach. 459 Violating the requirements of SOX can lead to fines and 
imprisonment penalties. Also, in the Western part of Europe, corporate governance is anchored in 
legislation, but it is based on a Principle-based approach with emphasis on self-regulation. This approach 
is based on the premise that a single set of rules is inappropriate for every company and requires 
companies to adhere to the spirit rather than the letter of the code. The company must either comply 
with the code or provide a clear explanation on a deviation. 460 
 
As a result of the financial crisis and its devastating economic consequences, the fifth phase (2009-2014) 
was characterized by codes and legislations set up for companies in the financial sector such as Walker 
Review461 in the United Kingdom, and The Dodd–Frank Act of 2010 in the United States462 and for 
example in the Netherlands the code “naar herstel van vertrouwen” (translation: “towards restoring 
confidence”) by The Dutch Banking Association. More attention is also paid to the representation of 
women at top management positions, in addition to more involvement of shareholders and more 
openness about remuneration.463  
 
In the sixth phase (2014-2016), financial markets focused on the modernization of legislation and 
standards. In addition, Codes of good governance were and still are being developed in order to 
strengthen business conduct and ethics.464 In many countries these codes have increased exponentially 
and established a benchmark for what is considered appropriate corporate governance practice.465 
 
In the current seventh phase (2016 to date) two major developments can be identified.  
 
 

                                                      
458 Owens J.P. (2008). Good Corporate Governance: The Tax Dimension. In: Schön W. (ed.) Tax and Corporate 
Governance. MPI Studies on Intellectual Property, Competition and Tax Law, vol 3. Springer, Berlin, Heidelberg. 
459 With a rule-based approach the rules must be strictly followed and are treated as legal requirements; it is based 
on the letter of the law rather than the spirit of the law and is extremely detailed. 
460 See: Section 2.3 for a more detailed discussion of this concept. 
461 Aiming at a review of Corporate Governance in UK banks and other financial industry entities with the intention 
to realize significant cultural and organizational changes in corporate governance. 
462 In addition to far-reaching controls on banks and other lending institutions, the Dodd-Frank Act also establishes 
corporate governance procedures designed to protect shareholder interests. 
463 Peij, S. C., Abma, R., & Vletter-van, D. H. M. (2019). Handboek corporate governance. Deventer: Vakmedianet, 
p. 30.  
464 Morck, R., & Steier, L. (2005). The global history of corporate governance: An introduction. In A history of 
corporate governance around the world: Family business groups to professional managers (pp. 1-64). University 
of Chicago Press; Peij, S. C., Abma, R., & Vletter-van, D. H. M. (2019). Handboek corporate governance. Deventer: 
Vakmedianet, p. 30. 
465 Aguilera, Ruth V. and Cuervo-Cazurra, Alvaro (2009). Codes of Good Governance. Corporate Governance: An 
International Review. Vol. 17, Issue 3, pp. 376-387.  
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First, corporate governance codes and standards have been used as a solution to social and 
environmental issues; such as environmental protection, income inequality and as human rights.466 Thus 
in order to achieve sustainability within the society and communities in which companies are operating 
social and environmental responsibility is increasingly being demanded. In his book “The Price of 
Inequality” for example, Joseph Stiglitz states that corporate governance improvements could be a 
remedy against the growing inequality by “curbing executive power, giving shareholders a, say on pay, 
and enhancing disclosure”:467 
 
“Improving corporate governance—especially to limit the power of the CEOs to divert so much of 
corporate resources for their own benefit. Too much power, too much deference to their supposed 
wisdom, is given to corporate executives. We have seen how they use that power to divert too much of 
the corporation’s resources to their own benefit. Laws that give shareholders a say on pay would make 
a difference. So would accounting rules that let shareholders know clearly how much they’re giving away 
to their executives.” 
 
Second, the current phase is characterized by the publication of The OECD Corporate Governance 
Factbook (first issued in 2014 and updated every two years), providing comparative data and 
information across 49 jurisdictions worldwide with regard to corporate governance matters. 468 The aim 
of this initiative is to move towards worldwide convergence of best practices, by promoting and 
identifying "global governance soft laws".469 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                      
466 Piketty, T. (2015). About Capital in the Twenty-First Century. American Economic Review, 105(5), 48-53; OECD. 
(2011). Guidelines for Multinational Enterprises. Paris: OECD Publishing. 
467 Stighlitz, J. (2015). The Price of Inequality. Why the Stratification of Society Threatens Our Economy. Moscow, 
Eksmo, p. 339.  
468 https://www.oecd.org/corporate/principles-corporate-governance.htm 
469 Gordon, J. N., & Ringe, W.-G. (2020). The Oxford Handbook of Corporate Law and Governance. Oxford: Oxford 
University Press, p. 49. 
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Table 6.1: Phases in the globalization of corporate governance standards470 

 
 

6.4 The Concept of Corporate Governance and the Principle of “Comply-Or-Explain” 

 

As a tool to tackle or prevent market failure, enforce political aims and save transaction costs countries 

often deploy formal regulation and legislation471.However formal regulations and legislations are in 

general rigid and strict and often not able and effective enough to cope with the ever-changing and 

increasingly complex business environment. Corporate governance standards and principles are on the 

other hand an effective and flexible instrument in addressing this gap.472  

However, a code based on self-regulation cannot be enforced easily and does not guarantee 

compliance. In the context of corporate governance however, one can favor a principle-based self-

regulatory model (example: Western Europe) or a rule-based legal model (example: United States). For 

the difference between these two models, I refer to the previous section (section 2.2). In seeking the 

right balance between these two instruments, policymakers must be aware of these factors and their 

implications. 

 

                                                      
470 Peij, S. C., Abma, R., & Vletter-van, D. H. M. (2019). Handboek corporate governance. Deventer: Vakmedianet, 
p. 61; Wright, M. (2014). The Oxford Handbook of Corporate Governance. Oxford: Oxford University Press; 
Maassen G.F. (2010). Reform Strategies of Board of Directors in Emerging Markets. Rotterdam: ERIM Research 
Seminar in Strategy; Pargendler, M. (2016). The Corporate Governance Obsession. SSRN Electronic Journal. 
471 Sturm, M.E. (2016). Corporate Governance in the EU and U.S.: Comply-or-Explain Versus Rule. European Union 
Law Working Papers, No. 16, Stanford-Vienna Transatlantic Technology Law Forum. 
472 Watson, S. & Vasudev, P. M. (2017). Innovations in Corporate Governance: Global Perspectives. Northampton, 
MA: Edward Elgar Publishing; Owen, G., Kirchmaier, T., & Grant, J. (2006). Corporate Governance in the US and 
Europe. Palgrave Macmillan, London; Sturm, M.E. (2016). Corporate Governance in the EU and U.S.: Comply-or-
Explain Versus Rule. European Union Law Working Papers, No. 16, Stanford-Vienna Transatlantic Technology Law 
Forum. 

Phase 1 (1992-1994) The introduction of the first corporate governance codes in the form of 
Cadbury code 1992 and GM code 1994. 

Phase 2 (1994-1996) Some countries within continental Europe and other Anglo-Saxon countries 
follow this example by developing their own codes and practices. 

Phase 3 (1997-2000) In addition to continental Europe, codes of best practices and voluntary 
standards were also introduced in financial markets in Asia and South 
America. 
 

Phase 4 (2001-2008) Developing countries are also starting to implement codes and practices of 
corporate governance. 
 

Phase 5 (2009-2014) Various measures are taken in response to the financial crises. More 
attention is also paid to the representation of women at top management 
positions, in addition to more involvement of shareholders and more 
openness about remuneration. 
 

Phase 6 (2014-2016) The modernization of legislation and standards. 

Phase 7 (2016 to date) Attempts are made to tackle inequality and other social issues by enlisting 
Corporate Governance standards and codes. And move towards worldwide 
convergence of best practices.  
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In the foregoing sections I identified the importance of corporate governance in various areas by 

emphasizing the impact of the structure, practices, and balance of power within a corporation on the 

health of economies and its stability. The OECD has underlined this by stating that “'as companies play 

a pivotal role in our economies and we rely increasingly on private sector institutions to manage personal 

savings and secure retirement incomes, good corporate governance is important to broad and growing 

segments of the population”.473  

 
In addition to the usefulness and necessity of Corporate Governance as stated above, one should also 
be aware of the potential risks associated with the concept. First of all, policymakers and the business 
community must learn from the 2008 financial crisis and not assume that the private sector is “best 
positioned to govern itself” 474 in some critical situations. Therefore, even the strongest advocates of 
Corporate Governance have acknowledged the role of legislation alongside Corporate Governance.475 
Furthermore since corporate governance mechanisms and standards are being influenced by a variety 
of legal disciplines476, policy-makers must be aware of the risk of overlaps and even conflicts hindering 
a proper functioning of the governance processes and objectives. 477 
 
In addition to these findings, it is worthwhile to mention one of the principles of many self-regulation 
codes: the principle of ‘comply or explain’. This principle offers listed companies the opportunity to apply 
the set of codes and principles included in the corporate governance standards and if they decide not to 
apply they should justify this deviation with a valid explanation. Flexibility is the main advantage and 
purpose of this principle by avoiding a "one size fits all" approach and enabling companies to adopt the 
best governance structure in line with its operations in an attempt to realize a more efficient corporate 
governance mechanism.478 In addition to this potential benefit the idea behind this concept is, that if 
investors do not accept a company's explanations, they could “punish” these companies by for example 
not acquiring the shares or even selling the acquired shares. Instead of a legal sanction, this method 
therefore creates a market sanction.479 However, key to the success of this concept (which has been 
questioned due to poor quality explanations)480 depends on a good explanation in case of a deviation:  
 
“The success of the comply or explain principle will depend largely on the quality of the information 
provided in the corporate governance statement. Companies need to provide extensive, good quality 

                                                      
473 OECD (2004) Principles of Corporate Governance. For the new edition see G20/OECD (2015) Principles of 
Corporate Governance. 
474 Pargendler, M. (2016). The Corporate Governance Obsession. J. Corp. L., 42, 359. 
Pargendler, M. (2016). The Corporate Governance Obsession. SSRN Electronic Journal. 
475 Rosen, R. E. (2003). Risk Management and Corporate Governance: The Case of Enron. Connecticut Law Review, 
35, 3, 1157-1184; Holmstrom, B., & Kaplan, S. N. (2003). The State of U.S. Corporate Governance: What's Right 
and What's Wrong? Cambridge, Mass: National Bureau of Economic Research; Hopt, K. J. (2003). Modern company 
and capital market problems: Improving European corporate governance after Enron. Journal of Corporate Law 
Studies, 3(2), 221-268. 
476 For example, accounting and auditing standards, tax law, trade law, insolvency law, securities regulation and 
labor law.  
477 Friese, A., Link, S., & Mayer, S. (2008). Taxation and Corporate Governance—The State of the Art. In: Tax and 
Corporate Governance. Springer, Berlin, Heidelberg. pp. 357-425. 
478 Sarkar, S. (2016). The Comply-or-Explain Approach for Enforcing Governance Norms. In: Bhattacharyya, A.K. 
(2016). Corporate Governance in India: Change and Continuity. Oxford: Oxford University Press; Gregory, H. J. & 
Simmelkjaer, R. T. (2002). Comparative Study of Corporate Governance Codes Relevant to the European Union and 
its Member States: Final Report & Annexes I-III. Frankfurt: Weil, Gotshal & Manges. 
479 Owen, G., Kirchmaier, T., & Grant, J. (2006). Corporate Governance in the US and Europe. Palgrave Macmillan, 
London; Sturm, M.E. (2016). Corporate Governance in the EU and U.S.: Comply-or-Explain Versus Rule. European 
Union Law Working Papers, No. 16, Stanford-Vienna Transatlantic Technology Law Forum. 
480 Inwinkl, P., Josefsson, S., & Wallman, M. (2015). The Comply-or-Explain Principle: Stakeholders’ Views on How 
to Improve the ‘Explain’ Approach. International Journal of Disclosure and Governance, 12, 3, 210-229. 
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information to the market for investors to take appropriate investment decisions and hence contribute 
to a better allocation of capital and higher economic efficiency.”481 
 
In the Netherlands, for example, with regard to the “comply or explain” principle, compliance exists if a 
provision from the Corporate Governance Code is applied by a listed company or if a company explains 
why a provision is not being applied. Deviation from a provision (that is, absence or insufficient 
explanation), is considered as non-compliance, which is supervised and enforced by the Netherlands 
Authority for the Financial Markets (Stichting Autoriteit Financiële Markten) (AFM).482 For a further 
discussion of this concept and recommendations for improvement I refer the reader to the relevant 
literature.483 In addition to this principle, there are two commonly used principles used worldwide: the 
comply-or-else approach and the emergence of the apply-or-explain principle.  
 
The comply-or-else principle is in essence a rule-based approach since a detail set of rules are codified 
in hard law and sanctioned with appropriate penalties in the event of breaching the rules. A good 
example is the Sarbanes-Oxley Act ("SOX") in the United States.484 
 
The apply-and-explain approach is also a principle which has gained momentum in recent years. This 
principle describes that in addition to compliance the firm must explain how the set of rules and codes 
have been applied and which results have been achieved. The UK Corporate Governance Code485 and 
King IV Report (South Africa)486 are examples of a jurisdictions where this principle applies. 
 
The purpose of this minor change in terminology (from comply-or-else toward apply-and-explain) is to 
encourage firms to take a proactive approach with regard to governance standards and ensures that 
stakeholders are better informed and thus make better, informed choices / decisions.487 However, the 
comply or explain 'approach is across the globe and in most jurisdictions the most commonly used 
principle.488 
 
 
 
 
 

                                                      
481 Sturm, M.E. (2016). Corporate Governance in the EU and U.S.: Comply-or-Explain Versus Rule. European Union 
Law Working Papers, No. 16, Stanford-Vienna Transatlantic Technology Law Forum. 
482 See: Fijnje, J., Hof, B., Rougoor, W., & Witteman, J. (2017). Nalevingsonderzoek Corporate Governance Code 
boekjaar 2016. AmsterdamSEO Economisch Onderzoek. 
483 Rose, C. (2016). Firm performance and comply or explain disclosure in corporate governance. European 
Management Journal, 34, 3, 202-222; Van der Elst, C. (2014). Economic View on Corporate Law and Corporate 
Governance in Europe. Department of Business Law, Tilburg University.; Hopt, K. J. (2011). Comparative Corporate 
Governance: The State of the Art and International Regulation. The American Journal of Comparative Law: A 
Quarterly, 59, 1, 1-73; European Commission. (2011). Green Paper: The EU Corporate Governance Framework. 
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Governance Framework.  
484 Schaumann, N. (2003). The Sarbanes-Oxley Act: A bird's-eye view. Wm. Mitchell L. Rev., 30, 1315. 
485 Council, F. R. (2012). The UK Corporate Governance Code. London, September. 
486 Institute of Directors (South Africa), & King Committee on Corporate Governance. (2016). King IV: Report on 
Corporate Governance for South Africa 2016. Durban, South Africa: LexisNexis South Africa. 
487 Spira, L. F., & Slinn, J. (2013). The Cadbury Committee: A History. Oxford: Oxford University Press. p. 201;  
Institute of Directors (South Africa), & King Committee on Corporate Governance. (2016). King IV: Report on 
Corporate Governance for South Africa 2016. Durban, South Africa: LexisNexis South Africa. p. 11. 
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6.5 Two Main Models of Corporate Governance 

 
A variety of different corporate governance models coexist across the globe all with their own distinct 
features and mechanisms.489 These variations are usually the result of differences in societal values and 
social structural approaches such as, cultural values490, political systems, legal regimes, and economic 
structures.491 Therefore for a proper understanding, Corporate Governance codes must be read within 
this context. However, despite the existing variations two main Corporate Governance models have 
been identified in the literature: "the stakeholder-oriented model" (predominantly used in continental 
Europe and Japan) and "the shareholder-oriented model" (predominantly used in Anglo-Saxon 
regions).492 For a long time, the shareholders model has dominated the corporate governance systems 
worldwide due to several reasons: the growing impact of shareholders activism in the largest and most 
developed countries, the increasingly dominant presence, reach, and impact of finance and economic 
disciplines across the globe, and the world's most profitable and influential companies operating under 
this system.493  
 
However, a number of setbacks494, especially in the United States, have signaled a gradual shift towards 
alternative models (i.e. stakeholders model).495 Despite this development, nowadays corporations often 
implement elements of both models, which makes it challenging to separate them from each other.496 
The result of these adaptations is an increasing hybridization of the two models.497 Below, I will briefly 
explain the two different models and set out the distinctive features for each by emphasizing the 
advantages and disadvantages that emerge from the relevant literature.  
 
The standard shareholder model (originally proposed by Milton Friedman in 1970)498 states the only 
objective of firms should be the maximization of shareholders’ wealth.499 This paradigm is mainly based 

                                                      
489 Courchene, T. J. (1996). Corporate Governance as Ideology. The Canadian Business Law Journal = Revue 
Canadienne Du Droit De Commerce, 26, 2, 202. 
490 The term culture in this context refers to “the complex of meanings, symbols and assumptions about good vs 
bad, and legitimate vs illegitimate that underlie practices and norms in society”. See: Licht, A. N., Goldschmidt, C, 
& Schwartz, S. H. (2005). Culture, Law, and Corporate Governance. International Review of Law and Economics, 
25(2): 229-255. 
491 Haxhi, I., & van Ees, H. (2010). Explaining Diversity in the Worldwide Diffusion of Codes of Good Governance. 
Journal of International Business Studies, 41(4): 710–726; Aguilera, R. V., & Jackson, G. (2003). The Cross-National 
Diversity of Corporate Governance: Dimensions and Determinants. Management Review, 28, 447-465: O’Sullivan, 
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493 Hansmann, H., & Kraakman, R. (2000). End of History for Corporate Law. Georgetown Law Journal, 89, 439-468. 
494 The emergence of high-profile corporate scandals in the United States, the fall of the Lehman Brothers and the 
financial crisis.  
495 Anja, T., Konstantin, B., & Miriam, F. (2017). Corporate Governance Between Shareholder and Stakeholder 
Orientation: Lessons from Germany. Journal of Management Inquiry, 26, 2, 165-180. 
496 Haxhi I., & Aguilera, R.V. (2017). An Institutional Configurational Approach to Cross-National Diversity in 
Corporate Governance. Journal of Management Studies, 54(3): 261–303. 
497 Haxhi, I. (2015). Comparative Corporate Governance. In: Sorge, A., Noorderhaven, N., and Koen, C. (2015). 
Comparative International Management (2nd Eds.). London: Routledge. pp. 221-266. 
498 Friedman, M. (1970). The Social Responsibility of Business is to Increase its Profits. The New York Times 
Magazine, pp. 122-126.  
499 See also: Jensen, M. C. (2002). Value Maximization, Stakeholder Theory, and the Corporate Objective Function. 
Business Ethics Quarterly, 12, 235-256. 
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on the agency theory, assuming that in order to prevent self-interested behavior of the management at 
the expense of others (mainly shareholders) effective control mechanisms are needed.500  
 
John R. Boatright, characterizes the shareholder model by three related normative propositions: “(1) 
that shareholders ought to have control, (2) that managers have a fiduciary duty to serve shareholder 
interests alone, and (3) that the objective of the firm ought to be the maximization of shareholder 
wealth”.501 It is important to note that the rationale for the primacy of shareholder interests within this 
model does not imply that the rights and interest of non-shareholding stakeholders must or should go 
unprotected.502 Their rights and interests are often established by law or must be covered by existing 
contracts with the firm (e.g. for example health and safety law and labor law for workers, warranty law 
for consumers and environmental law for public at large).503 
 
As a result, most shareholder-oriented countries have some similarities: 1) strong protection of 
shareholder rights 2) when it comes to control over decisions and assets, non-shareholding stakeholders 
often have little influence 3) active markets for corporate control and 4) financing corporations mainly 
runs through capital markets.504  
 
There are, however, some advantages and disadvantages to this model. I will briefly mention these 
points, but refer to the various studies themselves for further details.505 As shown in several studies the 
advantages lie not only in flexibility and strategic consistency but also in high rates of corporate profit. 
Conversely the shareholders model has a strong focus towards short term strategy and greater risk 
taking which impede effective monitoring of management performance. Furthermore, according to 
Belloc (2013) most firms in which this model is prevalent by focusing solely on one group (e.g. 
shareholders) show lower innovation activities.506 
 
Stakeholder theory (with Edward Freeman507 as the original proposer), on the other hand, is based on 
the premise that in order to best meet its objectives firms must broaden their responsibilities to include 
the interest of not only the shareholders but also other groups who "affect the welfare of the firm" 

                                                      
500 Jensen, M. C., & Meckling, W. H. (1976). Theory of the Firm: Managerial Behavior, Agency Costs and Ownership 
Structure. Journal of Financial Economics, 3, 305-360. 
501 Boatright, J. R. (2002). Contractors as Stakeholders: Reconciling Stakeholder Theory with the Nexus-of-
Contracts Firm. Journal of Banking and Finance, 26, 9, 2002. 
502 Hansmann, H. & Kraakman, R. H. (2000). The End of History for Corporate Law. New York: NYU Center for Law 
and Business. 
503 Hansmann, H. & Kraakman, R. H. (2000). The End of History for Corporate Law. New York: NYU Center for Law 
and Business; Jensen, M. C., & Meckling, W. H. (1976). Theory of the Firm: Managerial Behavior, Agency Costs and 
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Advantage. Oxford, UK: Oxford University Press; van Essen, M., van Oosterhout, J., & Heugens, P.P. (2013). 
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Effectiveness in 23 European Countries. Organization Science, 24, 530-551. 
505 Aguilera, R. V., & Jackson, G. (2010). Comparative and International Corporate Governance. Academy of 
Management Annals, 4, 485-556; Cappelli, P., Singh, H., Singh, J., & Useem, M. (2010). The India Way: Lessons for 
the U.S. Academy of Management Perspectives, 24(2), 6-24; Khanna, T., Kogan, J., & Palepu, K. (2006). 
Globalization and Similarities in Corporate Governance: A Cross-Country Analysis. The Review of Economics and 
Statistics, 88, 69-90; Jensen, M. C. (2002). Value Maximization, Stakeholder Theory, and the Corporate Objective 
Function. Business Ethics Quarterly, 12, 235-256. 
506 Belloc, F. (2013). Law, Finance and Innovation: The Dark Side of Shareholder Protection. Cambridge Journal of 
Economics, 37, 4, 863-888.  
507 Freeman, R. E. (1984). Strategic Management: A Stakeholder Approach. Boston, MA: Pitman. 
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(such as communities, customers, employees, suppliers etc.).508 More specifically, as stated by John R. 
Boatright; “stakeholder theorists reject the three main propositions of the shareholder model and argue 
for the following: (1) all stakeholders have a right to participate in corporate decisions that affect them, 
(2) managers have a fiduciary duty to serve the interests of all stakeholder groups, and (3) the objective 
of the firm ought to be the promotion of all interests and not those of shareholders alone”.509 The 
instrumental view of stakeholder theory claims that firms that take into account the interests of a broad 
group of stakeholders outperform firms that focus primarily on one or a few.510 
 
The question that arises here is how to define stakeholders? Freeman labels stakeholders as “any group 
or individual who can affect or is affected by the achievement of the organization’s objectives”.511 
However, depending on the problem or situation other studies apply a more detailed definition of 
“stakeholders” 512 which may thus vary from firm to firm.513  
 
Just like the shareholders model, the stakeholder model also has its own specific strengths and 
weaknesses. Some major strengths are for example taking the stakeholder needs, requirements, and 
expectations into consideration, building and maintaining a series of strong networks and establishing 
cooperation links, and focusing on long-term value creation. 514 However there are also risks and 
drawbacks involves: due to the consideration of various groups, it may result in the politicization of 
managers' decisions with transparency implications toward stakeholders or the capital market in 
general, it may lead to less orientation towards profit maximization and the issue of multiple or 
contradicting objectives could lead to conflicts, resource depletion and higher costs.515 It is beyond the 
scope of this study to go into the details of the points mentioned. Therefore, I would like to refer to the 
volume of literature devoted to this discussion.516  
 
Overall, it can be said that the two main models with their advantages and disadvantages have been 
subject to research and scrutiny for some time. Some researchers argue therefore that for choosing a 
certain corporate governance model, one should ascertain the context in which a firm operates:  
 

                                                      
508 Freeman, R. E., Harrison, J. S., Wicks, A. C., Parmar, B. L., & De, C. S. (2010). Stakeholder Theory: The State of 
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“The alternative is to accept efficiency as having multiple dimensions that cannot be ranked. Different 
countries specialize in different areas, and face different trade-offs. In this perspective, firms may adopt 
diverse models of corporate governance depending on an array of firm-level variables related to the life 
cycle of the company, the salience of critical resources such as external finance or human resources, and 
so on.”517 
 
Despite the substantial attention the mainstream research is still agnostic about which model (or a 
variation of the models) is the most efficient.518  

 

6.6 Governance Mechanisms  

 

Within the Corporate Governance landscape two important governance mechanisms can be 

distinguished: internal and external mechanism.519 The former focusses on a system of checks and 

balances within the company to enforce control and accountability, while the latter refers to structure 

and processes by which outside entities play a role in the governance of the company.520 Figure 1 

highlights the different aspects of the internal and external governance mechanisms. These two 

mechanisms are crucial for firm performance, but differ significantly across national boundaries.521 

Different countries feature different types of shareholding structures, different corporate control 

mechanisms and different power and control groups, resulting in varieties in the internal and external 

mechanisms.522 It is not within the scope of this study to discuss all of these differences in detail, but 

rather to discuss more generally some elements of both mechanisms knowing that exceptions can exist 

in any specific situation. 

                                                      
517 Aguilera, R. V., & Jackson, G. (2010). Comparative and International Corporate Governance. Academy of 
Management Annals, 4, 485-556 
518 Aguilera, R. V., & Jackson, G. (2010). Comparative and International Corporate Governance. Academy of 
Management Annals, 4, 485-556 
519 Walsh, J. P., & Seward, J. K. (1990). On the Efficiency of Internal and External Corporate Control Mechanisms. 
The Academy of Management Review, 15, 3, 421-458; Gordon, J. N., & Ringe, W. G. (Eds.). (2018). The Oxford 
handbook of corporate law and governance. Oxford University Press. 
520 Walsh, J. P., & Seward, J. K. (1990). On the Efficiency of Internal and External Corporate Control Mechanisms. 
The Academy of Management Review, 15, 3, 421-458; Gordon, J. N., & Ringe, W. G. (Eds.). (2018). The Oxford 
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521 See: Aguilera, R. V., Desender, K., Bednar, M. K., & Lee, J. H. (2015). Connecting the Dots: Bringing External 
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Figure 6.1: The internal and external governance mechanisms. 523 

 

6.6.1 Internal Governance Mechanisms 
 
It is the responsibility of the board to maintain an appropriate balance between, on the one hand, the 
firms' strategic financial goals and objectives and, on the other hand, establish an adequate internal 
control system and risk management system in order to manage the associated risks with regard to its 
operations.524 The main goal within the internal mechanism is to enforce control and accountability 
among key players and processes in the company mainly by appointing board of directors who are 
competent and reliable525, clarifying the roles and responsibilities between the different functions 
within the organization, and implementing supervisory functions consisting of non-executive directors, 
supervisory boards, and internal audits. 526 
 
In addition, an important aspect of the internal mechanisms is the role of internal control527 and risk 
management528 within the corporation. The need for both systems has been recognized through several 
accounting and financial reporting malpractices during the WorldCom and Enron debacles.529 And, 
subsequently the financial crisis of 2007/2008. Both systems (internal control and risk management) 

                                                      
523 Iskander, M. R., & Chamlou, N. (2000). Corporate Governance: A Framework for Implementation. Washington, 
DC: World Bank. 
524 See: “Internal control and the board: What is all the fuss about?” Retrieved from: 
https://www2.deloitte.com/content/dam/Deloitte/uk/Documents/audit/deloitte-uk-gif-internal-control-and-
the-board-november-2019.pdf.  
525 Different corporate board structures are found around the world often classified in terms of one-tier and two-
tier structures. I will elaborate upon this further in this chapter.  
526 Banks, E. (2004). Corporate Governance: Financial Responsibility, Controls and Ethics. Basingstoke, Hampshire, 
Palgrave Macmillan. 
527 In general, internal control is often based on the COSO, which defines the term as follows: ‘Internal control is a 
process, effected by an entity’s board of directors, management, and other personnel, designed to provide 
reasonable assurance regarding the achievement of objectives relating to operations, reporting and compliance. 
The COSO Report 1992 is available at: https://www.coso.org/Pages/ic.aspx.  
528 The way organizations manage their strategic risk. 
529 Enron, Worldcom, Adelphia, Waste Management and others.  
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where nonexistent in many corporations or functioned inadequately530, which in United Stated led to 
the “Sarbanes-Oxley Act” and consequently the “Dodd-Frank Act”.531  
 
Although most of the key players and processes as mentioned above will be discussed throughout this 
book, I will briefly discuss the one-tier versus two-tier board structure since these two models both 
influence the quality of internal control and risk management within a company in their own way which 
furthermore has been subjected to a great deal of research in the past. 532 
 
One-Tier vs. Two-Tier Board Structure  
Different corporate board structures found around the world are often classified in terms of one-tier 
and two-tier structures. Although the former is the most common around the world a growing number 
of jurisdictions provide companies with a choice between the two systems or hybrid systems allowing a 
mix of both (see Figure1). Although each one has its own pros and cons mounting empirical research on 
both board structures has not been able to identify a certain structure as more beneficial or superior 
than the other.533 
 
The Anglo-Saxon one-tier board model consists of a single layer, which entails that both supervisory and 
management functions are managed and regulated by a unified board.534 This “one-tier”535 board is 
traditionally divided between the (1) Chief Executive Officer (“CEO”) and executive directors, (2) a 
Chairman or Lead Director and (3) Independent Directors.536  
 
Under the two-tier system (found in many continental European countries), the management and 
supervisory functions are separated, consisting of a management board and a supervisory board existing 
side by side.537 As an independent body, the management board will exercise its rights and obligations, 
sets out and implements firm strategies and operations, and is accountable to the supervisory body. 
The main task of the supervisory board on the other hand is to exercise supervision and advise the 
management board. 
 

                                                      
530 Although Enron was praised for its state-of-the-art and even award-winning management control and 
governance system, the same system was simultaneously undermined and marginalized by a lack of culture of 
ethics and trust within the organization leading to the demise of the company in 2001. See: Dobson, J. (2006). 
Enron: The Collapse of Corporate Culture. Enron and World Finance, pp. 193–205. 
531 See: Section 2: The globalization of corporate governance standards.  
532 Block, D. and Gerstner, A. (2016). One-Tier vs. Two-Tier Board Structure: A Comparison Between the United 
States and Germany. Comparative Corporate Governance and Financial Regulation. 1; Johnson, J. L., Daily, C. M., 
& Ellstrand, A. E. (1996). Boards of Directors: A Review and Research Agenda. Journal of Management, 22, 409–
438; Maassen, G. F. (1999). An International Comparison of Corporate Governance Models: A Study on the Formal 
Independence and Convergence of One-Tier and Two-Tier Corporate Boards of Directors in the United States of 
America, the United Kingdom and the Netherlands. Amsterdam: SpencerStuart. 
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p. 37. 
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America, the United Kingdom and the Netherlands. Amsterdam: SpencerStuart. 
535 Different names are used in the literature to refer to “one-tier” boards such as “unitary” boards or 
“single-tier” boards. see: Gordon, J. N., & Ringe, W. G. (Eds.). (2018). The Oxford handbook of corporate law and 
governance. Oxford University Press. 
536 Block, D. and Gerstner, A. (2016). One-Tier vs. Two-Tier Board Structure: A Comparison Between the United 
States and Germany. Comparative Corporate Governance and Financial Regulation. 1. 
537 Organisation for Economic Co-operation and Development. (2015). OECD Corporate Governance Factbook. 
Paris, France: OECD; Munkert, M. J., Stubner, S., & Wulf, T. (2014). Founding a Company: Handbook of Legal Forms 
in Europe. Berlin: Springer Berlin, p. 97. 
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While there are some advantages that the one-tier board model has over the two-tier board model, 
there are also disadvantages. The advantages can be identified as follows: (A) ability to exert influence 
and more ways to intervene because of a superior flow of information (information is being received 
beforehand), (B) decision making process is expected to be less time consuming (because of one body 
instead of two separate ones) (C) and better understanding and involvement in the business by the 
board (due to the frequent contact of the non-executive director with the company, its business 
strategy and decision making process).538  
 
The disadvantage, however, is that non-executive directors are less independent because they are part 
of a single corporate body together with the executive directors. In addition, the non-executive directors 
have the same responsibility and liability as the executive directors, exposing them to larger liability risks 
compared to supervisory directors in a two-tier board.539  
 
 
Figure 6.2: One-tier, two-tier, optional or hybrid?540 
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Systems – Evidence from the UK and Germany. Jungmann, Carsten M., The Effectiveness of Corporate Governance 
in One-Tier and Two-Tier Board Systems - Evidence from the UK and Germany. European Company and Financial 
Law Review, 3(4), 426-474. 
539 Nix, P., & Chen, J. (2013). The Role of Institutional Investors in Corporate Governance: An Empirical Study. 
Springer. p. 29. 
540 This figure, and the accompanying text is taken from: OECD. (2015). OECD Corporate Governance Factbook. 
Paris: OECD Publishing. 
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6.6.2 External Governance Mechanisms 
 
For an effective governance mechanism, internal governance mechanisms must not be applied in 
isolation but rather be accompanied by external drivers.541 Key external governance mechanisms like 
the market for corporate control, the legal system, the media, external auditors and stakeholder 
activists have received much attention in theory and in practice.542 National legal regimes, for example, 
are necessary to ensure that stakeholders are properly protected; the market for corporate control 
(which is dominant in Anglo-Saxon countries) can force companies to operate efficiently and the 
presence of an external financial auditor (mainly within the US regime under SOX) is necessary to verify 
the strength and integrity of internal controls and therefore reducing information asymmetry.  
 

6.7 The Mutual Relation between Taxation and Corporate Governance 

 
As stated above the board is responsible for a proper system of risk management and internal control 
in light of the firms' strategic objectives. The management and control of tax risks also fall within this 
responsibility.543 
 
The interactions between corporate governance and taxation are a two-way process. In this regard 
Sartori (2009) mentions that the way in which firms comply with regard to their tax liabilities is influenced 
to some extent by the composition of the principles and rules of a corporate governance framework.544 
On the other hand, however also corporate governance dynamics and structures play a role in impacting 
and influencing firms applied tax strategies and developed tax legislations by governments. He proceeds 
by illustrating that a certain tax system can encourage or discourage firms for choosing a certain 
governance approach or ownership structure related to fulfilling their tax obligation (impact tax on 
corporate governance).545 And that while managers in their financial accounts strive to present good 
financial records in order to attract investors and demonstrate “good governing firms”, they can 
simultaneously strive in their tax accounts to show the lowest possible tax income to reduce their tax 
liability even though the firm is underperforming (impact tax on corporate governance).546 
 
The OECD has recognized this relationship between tax and corporate governance by establishing in 
'Final Seoul Declaration' (2006) to "give greater attention to the linkage between tax and good 
governance".547 This promise has been honored with the publication of G20/OECD Principles of 
Corporate Governance (2015).548 Therefore in the next two sections I will discuss the current status 
regarding this linkage.  
 

                                                      
541 Aguilera, R. V., Desender, K., Bednar, M. K., & Lee, J. H. (2015). Connecting the Dots: Bringing External Corporate 
Governance into the Corporate Governance Puzzle. Academy of Management Annals, 9, 1, 483-573. 
542 Daines, R. M., Gow, I. D., & Larcker, D. F. (2010). Rating the Ratings: How Good Are Commercial Governance 
Ratings? Journal of Financial Economics, 98(3), 439–461; Desender, K., Aguilera, R. V., Crespi, R., & Garcia-cestona, 
M. (2013). When Does Ownership Matter? Board Characteristics and Behavior. Strategic Management Journal, 
34(7), 823–842; Finegold, D., Benson, G. S., & Hecht, D. (2007). Corporate Boards and Company Performance: 
Review of Research in Light of Recent Reforms. Corporate Governance: An International Review, 15(5), 865–878. 
543 OECD. (2016). Co-operative Tax Compliance: Building Better Tax Control Frameworks. Paris: OECD Publishing. 
544 Sartori, N. (2010). Corporate governance dynamics and tax compliance. International Trade and Business Law 
Review, 13, 264. 
545 See section 6.7.2 for examples.  
546 See accounting scandals such as Enron, Tyco and WorldCom and Armstrong. For reference see: C. S., Blouin, J. 
L., Jagolinzer, A. D., & Larcker, D. F. (2015). Corporate Governance, Incentives, and Tax Avoidance. Journal of 
Accounting and Economics, 60(1), 1–17.  
547 Seoul Declaration: OECD tax administrators to join forces in fighting tax non-compliance 
548 OECD. (2015). G20/OECD Principles of Corporate Governance. Paris: OECD Publishing. 
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6.7.1 The influence of taxes on corporate governance dynamics  
 
Tax systems and tax rules can influence corporate governance in various aspects since taxation can be 
used as an incentive or disincentive for all parties involved within and outside a corporation and can 
therefore also be used by the legislator for influencing mechanisms of corporate governance and 
managerial decisions.549 Some examples which directly impact corporate governance issues are:550 1) 
prohibiting the tax deductibility of bribes: many OECD countries have banned the tax deductibility of 
bribes to prevent questionable activities at firm level in their fight against corruption and to ensure and 
increase financial transparency;551 2) deduction of charitable contributions: allowing charitable 
contributions to be deducted encourages firms to support community needs and improve corporate 
behavior; 3) Tax treatment of intellectual property; when income which arises from patents receives 
preferential tax treatment, it can affect a firms choice in identifying the location of it’s of intellectual 
property.552 
 
Finally, Desai et al. (2007) examine the interaction between corporate governance and corporate taxes 
and argue that a higher tax rate increases the chance of income being diverted by insiders (managers) 
and is thus detrimental for corporate governance outcomes. The mentioned diversion refers to 
“managerial diversion” which includes “any activity that results in a transfer of wealth from shareholders 
to managers”.553 However, a tax system with a strong tax enforcement reduces the above-mentioned 
diversion by managers which can improve governance. Thus, from these findings, one can conclude that 
tax rates and the degree of tax enforcement have an impact on the quality of corporate governance. 
 
The above-mentioned examples all illustrate the impact of tax regulation on corporate governance 
dynamics and firm behavior. 

 

6.7.2 The influence of corporate governance dynamics on taxation  
 
While having explained that taxation can determine and have an impact on corporate governance 
dynamics, there is also a sphere of influence in the opposite direction in that a corporate governance 
framework also affects a company's approach to tax compliance554 and tax planning555. After all, tax 
planning and compliance is concerned with various key features of corporate governance: it is 
implemented under the board of directors’ responsibility while monitored by the supervisory board and 
has an impact on various stakeholders of a company (what impacts these are and which groups this 

                                                      
549 Friese, A., Link, S., & Mayer, S. (2008). Taxation and Corporate Governance—The State of the Art. In: Tax and 
Corporate Governance. Springer, Berlin, Heidelberg. pp. 357-425. 
550 Owens J.P. (2008). Good Corporate Governance: The Tax Dimension. In: Schön W. (eds) Tax and Corporate 
Governance. MPI Studies on Intellectual Property, Competition and Tax Law, vol 3. Springer, Berlin, Heidelberg. 
551 OCED. (1997). OECD Convention on Countering Bribery of Foreign Public Officials in International Business 
Transactions. Anti-bribery convention. Retrieved from http:// www.oecd.org/daf/anti-bribery/anti-
briberyconvention/. 
552 Griffith, R., Miller, H., & O'Connell, M. (2014). Ownership of intellectual property and corporate taxation. 
Journal of Public Economics, 112, 12-23. 
553 Atwood, T. J., & Lewellen, C. (2019). The complementarity between tax avoidance and manager diversion: 
Evidence from tax haven firms. Contemporary Accounting Research, 36(1), 259-294. 
554 Tax compliance refers to “fulfilling all tax obligations as specified by the law freely and completely”. See: 
Atawodi, O. W., & Ojeka, S. A. (2012). Factors That Affect Tax Compliance among Small and Medium Enterprises 
(SMEs) in North Central Nigeria. International Journal of Business and Management, 7, 12. 
555 Tax planning is defined as “a broad set of actions undertaken by firms to reduce their tax liability” (see: Bruce, 
D., Deskins, J., & Fox, W. F. (2005). On the Extent, Growth, and Efficiency Consequences of State Business Tax 
Planning. Ann Arbor, Mich: Ross School of Business, Off. of Tax Policy Research.). For further elaboration of this 
term see chapter 3: “Corporate Social Responsibility and Taxation”. 
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includes are discussed in Chapter3: “Corporate Social Responsibility and Taxation”).556 Therefore, these 
mechanisms and standards have a direct impact on a company's tax behavior since corporate 
governance mechanisms and standards are largely responsible for the interaction between these actors 
within the organization who are involved in the company's decision-making process.557  
 
This section will in addition to the relationship between corporate governance and tax compliance also 
take into account the interplay between corporate governance and tax planning (tax management). 
Furthermore, I will also briefly touch upon the role corporate governance has in relation to the tax 
authorities’ enforcement tasks.  
 
Various studies have shown that good corporate governance mechanisms will result in a higher level of 
tax compliance.558 Tax compliance is here (irrespective of jurisdiction) being defined as being compliant 
with obligations with regard to four interconnected areas: payment of taxation obligations on time; 
reporting of complete and accurate information; timely filing of requisite taxation information and 
register for tax purposes.559 Examples of good corporate governance mechanisms are effective board 
oversight, strong internal controls which are accurate and transparent with a system of adequate checks 
and balances and board sophistication.560  
 
Another good corporate governance practice in order to ensure improved (tax) compliance is based on 
disclosure and transparency.561 In this regard it is important to mention Jallai, A. G. (2020) in which she 
refers to the substantive and procedural element of good tax governance in order to encourage 
transparency and stimulate discussion among various stakeholders. While the first component refers to 
the fair share discussion and ethical decision-making, the second component refers to transparency and 
"being open about the tax values and strategies of the corporation".562 Requiring a high level of 
transparency and a better circulation of information within the company enhances furthermore tax 
compliance by managers or other insiders in general and prevents income diversion.563 A striking 
example in this regard is the Sarbanes-Oxley Act (Section 302/404); Section 302 focuses on the direct 
responsibility of the CEO and CFO in establishing and maintaining an internal control and the task of 
ensuring fair and accurate financial reporting.564 The essence of Section 404 on the other hand states 
that an internal control report must be included in the annual report by the management and requires 
also that an auditor in the same report reviews and judges this report. Although these measures don’t 

                                                      
556 The influence of corporate governance measures on the efficiency of tax planning undertaken by multinational 
companies.  
557 Friese, A. et al. (2008). Taxation and Corporate Governance – The State of the Art. In Schön, W. (Ed.). Tax and 
Corporate Governance. (pp. 357-425). Berlin / Heidelberg: Springer-Verlag. 
558 Sartori, Nicola (2009). Corporate Governance Dynamics and Tax Compliance. International Trade and Business 
Law Review. University of Michigan Law & Economics; Friese, A., Link, S., & Mayer, S. (2008). Taxation and 
Corporate Governance—The State of the Art. In: Tax and Corporate Governance. Springer, Berlin, Heidelberg. pp. 
357-425; Kerr, J. N., Price, R., & Román, F. J. (2016). The Effect of Corporate Governance on Tax Avoidance. In 
Proceedings. Annual Conference on Taxation and Minutes of the Annual Meeting of the National Tax Association 
(Vol. 109, pp. 1-50). National Tax Association. 
559 OECD (2008). Monitoring Taxpayers’ Compliance: A Practical Guide Based on Revenue Body Experience, 
Paris: OECD, p. 9; Gribnau, H. (2015). Cooperative compliance: some procedural tax law issues. In Tax Assurance. 
R. Russo (ed.), Deventer: Kluwer, 183-216. 
560 OECD. (2015). G20/OECD Principles of Corporate Governance. Paris: OECD Publishing. 
561 OECD. (2015). G20/OECD Principles of Corporate Governance. Paris: OECD Publishing. 
562 Jallai, A.-G. (March 2020). Good Tax Governance: International Corporate Tax Planning and Corporate Social 
Responsibility – Does One Exclude the Other? Tilburg Law School PhD dissertation. Available at SSRN: 
https://ssrn.com/abstract=3688985 
563 Sartori, Nicola (2009). Corporate Governance Dynamics and Tax Compliance. International Trade and Business 
Law Review. University of Michigan Law & Economics, SJD Working Paper No. 1361895. 
564 Gupta, P. P., Sami, H., & Zhou, H. (2018). Do Companies with Effective Internal Controls Over Financial Reporting 
Benefit from Sarbanes–Oxley Sections 302 and 404? Journal of Accounting, Auditing & Finance, 33, 2, 200-227. 



 
 

99 
 

have a direct influence on the tax function, they do indirectly affect the work in the tax department 
because of the tax related information within the annual reports. Therefore, as a consequence, the tax 
departments must also comply with the accuracy and internal control demands of Section 302/404 
which consequently benefits tax compliance. G. Clarke565 furthermore mentions that with SOX 
emphasizing heavily on the accuracy of financial reports and having strict requirements on adequate 
internal controls and financial audit over financial reporting, the IRS no longer fully monitors 
multinationals. In his tax enforcement strategy with regard to multinationals, the IRS focuses/builds 
more and more on these financial reports and audits, in which itself deals with more specific tax issues 
(for example Transfer Pricing examination). 
 
Another point which is worthwhile noticing is the influence corporate governance characteristics may 
have on the company’s tax management. Several studies establish a link between these two.566 As stated 
before tax management, a term that is commonly used in tax research studies, is defined as “a broad 
set of actions undertaken by firms to reduce their tax liability”.567 Without trying to be exhaustive I will 
discuss a number of governance characteristics that are linked to tax management. 
 
Measuring tax management have in general been studies through the following proxies:568  

- Effective Tax Rate (ETR): Often empirical research that relates to tax management is calculated 

by this proxy. This can be calculated by dividing the currently payable income tax by pre-tax 

book income.569  

- Cash Effective Tax Rate (CashETR): In order to calculate the effective long-term tax rate (for 

example 10 years), the CashETR takes into account the payment of a firms' total cash divided 

by the total pretax income.570  

- Book-Tax Differences (BTD): “Difference between book earnings and taxable earnings”. There 

would be evidence of tax management if the latter is smaller than the former.571 

                                                      
565 (2019). International Conference on Co-Operative Compliance and ICAP Around the Globe 2019. Tilburg 
University. Retrieved from: https://www.tilburguniversity.edu/research/institutes-and-research-
groups/fit/conferences/compliance. 
566 Desai, M., & Dharmapala, D. (2006). Corporate Tax Avoidance and High-Powered Incentives. Journal of Financial 
Economics, 79(1), 145–179; Phillips, J. (2003). Corporate Tax-Planning Effectiveness: The Role of Compensation-
Based Incentives. The Accounting Review 78 (3): 847– 874; Armstrong, C. S., Blouin, J. L., & Larcker, D. F. (2011). 
The Incentives for Tax Planning. Journal of Accounting and Economics, 53(1), 391-411.  
567 See: Bruce, D., Deskins, J., & Fox, W. F. (2005). On the Extent, Growth, and Efficiency Consequences of State 
Business Tax Planning. Ann Arbor, Mich: Ross School of Business, Off. of Tax Policy Research.). For further 
elaboration of this term see: Chapter 3: “Corporate Social Responsibility and Taxation”. 
568 Jiménez-Angueira, C. E. (2018). The Effect of the Interplay between Corporate Governance and External 
Monitoring Regimes on Firms' Tax Avoidance. Advances in Accounting, 41, 7-24; Dyreng, S., Hanlon, M., & 
Maydew, E. (2008). Long-Run Corporate Tax Avoidance. The Accounting Review, 83, 61-82.; Desai, M. A., & 
Dharmapala, D. (2006). Corporate Tax Avoidance and High-Powered Incentives. Journal of Financial Economics, 
79(1), 145-179; Armstrong, C. S., Blouin, J. L., & Larcker, D. F. (2011). The Incentives for Tax Planning. Journal of 
Accounting and Economics, 53(1), 391-411. 
569 Lanis, R., & Richardson, G. (2011). The Effect of Board of Director Composition on Corporate Tax Aggressiveness. 
Journal of Accounting and Public Policy, 30(1), 50–70; Gupta, S., & Newberry, K. (1997). Determinants of the 
Variability in Corporate Effective Tax Rates: Evidence from Longitudinal Data. Journal of Accounting and Public 
Policy, 16(1), 1–34. 
570 Dyreng, S., Hanlon, M., & Maydew, E. (2008). Long-Run Corporate Tax Avoidance. The Accounting Review, 83, 
61-82. 
571 Jiménez-Angueira, C. E. (2018). The Effect of the Interplay between Corporate Governance and External 
Monitoring Regimes on Firms' Tax Avoidance. Advances in Accounting, 41, 7-24 
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In view of the above, it is important to note that different methods572 and formulas are used to calculate 
the effective tax rate (ETR).573 Therefore, it is important to interpret the results/outcomes related to 
ETR with caution within the context of acceptable and unacceptable tax planning debates. For example, 
in numerous accounting literature and research ETR is calculated on a large scale on an annual basis 
and often in two different ways: 
A) Cash income taxes payd divided by pretax financial accounting earnings; 
B) Tax burden divided by pretax financial accounting earnings 
 
In my view, the latter provides a much better picture of the fiscal reality, as the recognized tax expenses 
included in the profit and loss account do not necessarily correspond with taxes paid to tax authorities 
in the same year.574 The difference for example, can among other things be caused, by the possibility of 
deferred tax assets and liabilities.575 
 
There are also a number of authors who argue in favor of the "Long-Run Effective Tax Rate" 
measurement576, arguing that this calculation provides better information about tax avoidance than an 
annual calculation. One of the arguments is as follows: a long-term measure of tax avoidance makes it 
possible to determine whether companies avoid tax over a number of years. In addition, it is argued 
that “cash tax paid” and “pretax income” can be volatile for several reasons. Taking both values over a 
long period of time creates thus a more stable measurement.577 
 
As stated above, different methods have been used in literature to calculate the ETR, aiming to capture 
and measure tax avoidance. The outcome of most of these results are based on readily available 
financial accounting data which, unlike confidential tax returns, provide less information with regard to 
tax liabilities and taxable income.578 Because of this limited access to imformation, it is often not possible 
to distinguish acceptable tax planning from unacceptable tax planning.579 It is therefore that the various 

ETR calculations are not undisputed proxies for measuring tax avoidance. 
 

                                                      
572 Some tax avoidance measures based on ETR proxies are: GAAP ETR, Current ETR, Cash ETR, Long-run cash ETR, 
ETR Differential etc. For further explanation of these methods, see Hanlon, M., & Heitzman, S. (2010). A review of 
tax research. Journal of accounting and Economics, 50(2-3), 127-178. 
573 Aronmwan, E. J., & Okaiwele, I. M. (2020). Measuring Tax Avoidance using Effective Tax Rate: Concepts and 
Implications. The Journal of Accounting and Management, 10(1); OECD (2015). OECD/G20 Base Erosion and Profit 
Shifting Project. OECD Publishing; Dyreng, S., & Hanlon, M. (2011). Tax Avoidance and Multinational Firm 
Behavior. Financial Accounting; Gebhart, M. S. (2017). Measuring corporate tax avoidance–An analysis of different 
measures. Junior Management Science, 2(2), 43-60.  
574 Burgers, I. (2020). Kanttekeningen bij het effectieve belastingtarief als maatstaf voor 
belastingontgaan. Nederlands Tijdschrift voor Fiscaal Recht, 21(47), 1-6. 
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belastingontgaan. Nederlands Tijdschrift voor Fiscaal Recht, 21(47), 1-6; Dyreng, S., & Hanlon, M. (2011). Tax 
Avoidance and Multinational Firm Behavior. Financial Accounting. 
576 Calculated as follows: “Summing cash income taxes paid over some period of time (usually one, five, or 10 
years), and dividing by pretax earnings summed over the same time period”. See Dyreng, S., & Hanlon, M. (2011). 
Tax Avoidance and Multinational Firm Behavior. Financial Accounting. 
577 Dyreng, S., & Hanlon, M. (2011). Tax Avoidance and Multinational Firm Behavior. Financial Accounting. 
578 Gebhart, M.S. (2017). Measuring Corporate Tax Avoidance–An Analysis of Different Measures. Junior 
Management Science, 2(2), 43-60. 
579 In calculating the effective tax rate it is likely that the following factors have not been taken into account due 
to data restrictions: carry back and carry forward, rulings, deferred tax assets and liabilities, non-recurring large 
deductions, group financing and acquisitions during a current financial year. See Burgers, I. (2020). Kanttekeningen 
bij het effectieve belastingtarief als maatstaf voor belastingontgaan. Nederlands Tijdschrift voor Fiscaal 
Recht, 21(47) 
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Various organizations and authors have therefore, argued for the “advent of new data to better 
estimate income shifting”580 by supporting quality improvements of country reports (CbCR reports) in 
an international context and working towards public country by country reporting. 
 
Several studies have, bearing the above-mentioned limitation in mind, concluded that there is a 
significant negative relationship between variable remuneration (a corporate governance 
characteristic) and tax management.581 This leads to the conclusion that incentive aligned managers 
engage more in tax management. Rego and Wilson (2010)582 for example stated that variable 
remuneration directly influences tax management. Gaertner (2014)583 concludes that lower ETR are 
achieved through CEO’s compensation on after-tax performance and Armstrong et al. (2012)584 
documents a negative association between increase in tax directive incentive compensation and the 
ETR proxy identifying tax management.  
 
Secondly, various studies acknowledge that board of directors’ composition has an effect on tax 
management.585 In this vein, it is important to emphasize that since firms' most important decisions 
must be ratified and monitored by the board of directors, they at the same time are accountable 
towards their owners and other stakeholders. 586 Lanis & Richardson (2011) analyzed 32 firms and 
noticed that a high concentration of outside directors as an internal control mechanism enhances 
monitoring activities which may lead to less aggressive tax behavior.587  
 
Tax aggressiveness is in this regard and similar to Braithwaite (2005) 588, described as follows: “a scheme 
or arrangement put in place with the sole or dominant purpose of avoiding tax”.589 For a further 
elaboration upon this term see chapter 7.3. This observation is also consistent with the work of 
Armstrong et al. (2015) who report that more financially sophisticated and more independent boards 
mitigate corporate tax aggressiveness.590  
 
Thirdly, by taking a sample of 908 business executives, Dyreng et al. (2010) found that setting the “tone 
at the top” with regard to a firm's tax activity (primarily established by the CEO) has a major impact on 

                                                      
580 Dyreng, S., & Hanlon, M. (2011). Tax Avoidance and Multinational Firm Behavior. Financial Accounting. 
581 Desai, M. A., & Dharmapala, D. (2006). Corporate Tax Avoidance and High-Powered Incentives. Journal of 
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the degree of tax management within that specific firm. 591 After all, the “tone on the top” can also be 
directed to for example tax directors' compensation incentives who takes the most important decisions 
regarding the firms' tax affairs.592 When a CEO consider a low ETR important, he/she can use 
compensation incentives as a tool to influence the firm’s tax burden.593 
 
There is also something to be said about the relationship between corporate governance and tax 
authority’s law enforcement. Good corporate governance dynamics (as described above) could have 
positive consequences for government's tax enforcement activities. Extensive reporting and 
documentation (which indicates a true and fair view) as a result of good corporate governance dynamics 
allows tax authorities to better audit firms records and gain a clearer understanding of the tax measures 
and structures implemented by a firms’ tax department.594 
 
Overall given the above, it can be said that within a firm the corporate agents are held responsible for 
the tax planning, reporting and structuring of the organization and that these activities are closely linked 
to various corporate governance measures and systems. Given this interconnected relationship 
between corporate governance and taxation, corporate governance therefore can be used as a tool to 
encourage or stimulate a certain tax behavior. This insight is important not just for tax authorities and 
policy makers in general but also for the internal and external stakeholders of a company.  
  

6.8 A Tax Control Framework 

 

6.8.1 Internal control and risk management 
 
After the financial crisis and accounting scandals such as Enron, Tyco and WorldCom, internal control 
systems and risk management processes have been the subject of considerable attention within the 
academic literature and in practice.595 A framework596 which is used by most organizations worldwide 
and also seen as good practice for internal control is the “COSO Internal Control Framework”. 597 COSO 
defines Internal Control as follows: 
 
“a process, effected by an entity’s board of directors, management and other personnel, designed to 
provide reasonable assurance regarding the achievement of objectives in the following categories: 
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Financial Economics, 79(1), 145-179; Frank, M. M., Lynch, L. & Rego, S. (2009). Tax Reporting Aggressiveness and 
Its Relation to Aggressive Financial Reporting. The Accounting Review, 84(2), 467-49; Phillips, J. D. (2003). 
Corporate Tax-Planning Effectiveness: The Role of Compensation-Based Incentives. The Accounting Review, 78(3), 
847-874. 
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effectiveness and efficiency of operations; reliability of financial reporting; compliance with applicable 
laws and regulations”. 598 
 
From this definition, one can infer that internal control can be used for different purposes in order to 
achieve the firm’s goals and desired outcomes599 and can be applied at different organization levels (the 
internal control can be used within a specialized functional area within the organization such as tax, 
accounting or marketing department or applied throughout the entire organization).600 Furthermore it 
is important to mention that even though the COSO internal Framework regulates a standard form of 
the structure and objectives for internal control, empirical studies show that the characteristics of an 
organization hugely affect the internal control structure and its observed effectiveness.601  
 

An effective internal control system is thus paramount for a firm's success. However, one must be aware 

of the potential threat or risk of internal process in the form of "window dressing". A good example is 

the Enron case.602 Organizations might use their internal control just as window dressing, while still 

engaging in undesirable behavior. Van de Ven describes this "box-ticking exercise" as follows: “all the 

boxes of the framework are ticked, but the company could be out of control”.603 

 

After this brief discussion of internal control, it is important to be able to distinguish this term from risk 

management, as these two terms are often used interchangeably, while having different meanings. As 

noted, a strong system of internal control is necessary for the achievement of the organization's 

business objectives, since internal control is a way of managing risks. Risk management, however, is a 

broader term than internal control.604 It mainly concerns strategic choices and the degree of risk firms 

are willing to accept within these strategies. In general, risk management processes are often based on 

the enterprise risk management framework (COSO-ERM), also referred to as COSO II605, complementing 

the COSO internal framework as discussed above.  
 

6.8.2 Usefulness and necessity of a Tax Control Framework 
 
The Tax Control Framework (TCF) should play an important role in any large organizations' internal 
control system and risk management process 606 The OECD defines a TCF as follows: 
 
“… the internal control of all processes and transactions with possible tax consequences. This means that 
the specific requirement to be in control of all tax issues – able to detect, document and report any 

                                                      
598 Force, C. T. (2008). Committee of Sponsoring Organizations of the Treadway Commission. COSO; Committee of 
Sponsoring Organizations of the Treadway Commission. (2013). Internal Control-Integrated Framework. COSO. 
599 Chenhall, R. (2003). Management Control Systems Design with in Its Organizational Context: Findings from 
Contingency-Based Research and Directions for the Future. Accounting, Organizations and Society, 28(2–3), 127–
168. 
600 Van de Ven, A. (2015). Internal Control and Risk Management. In: R. Russo (Ed.). Tax Assurance. Deventer: 
Wolters Kluwer. 
601 Jokipii, A. (2010). Determinants and Consequences of Internal Control in Firms: A Contingency Theory Based 
Analysis. Journal of Management & Governance, 14(2), 115-144; Goslinga, S., Siglé, M., & Veldhuizen, R. (2019). 
Cooperative Compliance, Tax Control Frameworks and Perceived Certainty about the Tax Position in Large 
Organisations. Journal of Tax Administration, 5(1). 
602 Moriceau, J. L. (2005). What Can We Learn from a Singular Case Like Enron? Critical Perspectives on Accounting, 
16, (6), 787-796. 
603 Van de Ven, A. (2015). Internal Control and Risk Management. In: R. Russo (Ed.). Tax Assurance. Deventer: 
Wolters Kluwer. 
604 See https://www.coso.org/documents/ERM-FAQs.pdf  
605 Coso, I. I. (2004). Enterprise Risk Management-Integrated Framework. Committee of Sponsoring Organizations 
of the Treadway Commission, 2. 
606 OECD. (2016). Co-operative Tax Compliance: Building Better Tax Control Frameworks. Paris: OECD Publishing. 

https://www.coso.org/documents/ERM-FAQs.pdf
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relevant tax risks to the revenue body in a timely way - needs to extend to all processes in scope of the 
ICF (Internal Control Framework).”607 
 
Thus, a TCF contains all procedures within an organization regarding taxation. The TCF is thus not only 
restricted to tax compliance (“taxpayers’ willingness to accurately report income in accordance with the 
prevailing tax law”)608, but extends also to other areas such as the relationship with tax authorities, 
communicating with stakeholders, whistle-blowing channels, reputational risk consequences of the 
underlying tax risks etc.609 
 
Having a sound and effective tax control framework in place has positive effects and advantages from 
different perspectives. From the tax authority perspective: if companies have a proper tax control 
framework, tax administrations are better able to gain insight into that company's tax risks and processes 
and can therefore focus their resources towards companies that show deficiencies in their processes 
and policies in their tax function. 610 This will lead to better coordination of the tax authorities' 
enforcement activities which is why the tax aspects of corporate governance are of great value to tax 
authorities across the globe. 611  

 
From the company's perspective: based on the decision theory, the quality of a firms' internal 
information environment influences not only the quality of the decision process but has also has an 
effect on the quality decision outcome.612 A low quality of internal information environment has 
According to Gallemore et al. (2015) 613 the following implications for firms: finding opportunities for tax 
savings will be more challenging, a firm will encounter more obstacles in coordinating tax planning 
strategies across the different dimensions of its business, tax documentation may be declared invalid by 
tax authorities and firms may take on more tax risks.  
 
Previous research has shown that large organizations also have other motives to improve their Tax 
Control Framework. A proper and robust TCF will not only improve operational efficiency but will also 
provide certainty in advance with regard to a firms' tax position and consequently result in tax risk 
reduction and better compliance.614 Furthermore, it enables large organizations to participate in 
cooperative compliance programs in order to establish a relationship with tax authorities based on 
cooperation, transparency, and mutual trust (this concept is further elaborated upon in section 6.8.4).615  

                                                      
607 OECD. (2013). Co-operative Compliance: A Framework: From Enhanced Relationship to Co-operative 
Compliance, OECD Publishing, Paris. p. 59. 
608 OECD. (2014). Revenue Statistics in Asian Countries: Trends in Indonesia and Malaysia, 1990– 2012. Paris: OECD 
Publishing; Rosid, A., Evans, C., & Tran-Nam, B. (2018). Tax Non-Compliance and Perceptions of Corruption: Policy 
Implications for Developing Countries. Bulletin of Indonesian Economic Studies, 54(1), 25-60. 
609 Russo R. (2019) Risk Management, Internal Control and Cooperative Compliance in Taxation. In: De Vincentiis 
P., Culasso F., Cerrato S. (E.d). The Future of Risk Management, Volume I. Palgrave Macmillan, Cham. 
610 Colon, D. W. & Swagerman, D. M. (2015). Enhanced Relationship Preparedness in a Dutch Multinational 
Context: A Tax Control Framework. Journal of Accounting and Taxation, 7, (1), 13-18; Gallemore, J., & Labro, E. 
(2015). The Importance of the Internal Information Environment for Tax Avoidance. Journal of Accounting and 
Economics, 60(1), 149-167. 
611 Van de Ven, A. (2015). Internal Control and Risk Management. In: R. Russo (Ed.). Tax Assurance. Deventer: 
Wolters Kluwer. 
612 Gallemore, J., & Labro, E. (2015). The Importance of the Internal Information Environment for Tax Avoidance. 
Journal of Accounting and Economics, 60(1), 149-167. 
613 Gallemore, J., & Labro, E. (2015). The Importance of the Internal Information Environment for Tax Avoidance. 
Journal of Accounting and Economics, 60(1), 149-167. 
614 Hoyng, R., Andrews, N., Kennedy, M. (2015). A Tax Operating Model. In: R. Russo (Ed.). Tax Assurance. Deventer: 
Wolters Kluwer. 
615 Goslinga, S., Siglé, M., & Veldhuizen, R. (2019). Cooperative Compliance, Tax Control Frameworks and Perceived 
Certainty About the Tax Position in Large Organisations. Journal of Tax Administration, Vol 5, 1, 41-65; Parker, C., 
& Gilad, S. (2011). Internal Corporate Compliance Management Systems: Structure, Culture and Agency. In: Parker, 
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From the perspective of the investors: a sound and effective tax control framework is also clear in his 

tax communication externally. By providing investors an insight into the possible and existing (tax) risks, 

investors can assess to what extent these risks are managed and dealt with within the organization and 

allows them to create clear links between a companies’ tax risks, tax strategy and performance.616 And 

also to what extent these risks are in line with the preferences of the interested investor (for example: 

the desire of an investor not to invest in a company with an aggressive tax policy). This consequently 

increases investors’ confidence with regard to that specific organization.  

 

6.8.3 Establishing a Tax Control Framework 
 
With regard to the design and implementation of a TCF, it is important to realize that there is no 'one-
size-fits-all' approach as each internal control system is tailored to the unique characteristics of that 
specific organization (think of size, structure, and complexity of the business, the particular industry 
where the organization operates in and the type of activities its carrying out).617 Nevertheless in 
designing such a control system there are generic elements that need to be taken into account. For 
example, the OECD has set out six "essential features" which can be used by organizations as a 
guideline:618 

1. Tax Strategy established: a careful documentation of the strategy must be implemented and 

managed from the Board level. 

2. Applied comprehensively: a company's tax position can be affected by any transaction. For this 

reason, it is important that the TCF is implemented in such a way that it can oversee all 

transactions and is integrated within the company's daily business operations. 

3. Responsibility Assigned: clarifying the roles and responsibilities of the tax department and other 

functions that could be connected to the TCF and furthermore facilitating these actors to 

achieve the most effective and efficient implementation of the process. 

4. Governance Documented: clear documentation of the governance processes with periodic 

reviews in order to test the effectiveness of the TCF against predetermined risk controls, limits 

and standards. 

5. Monitoring Performed: TCFs' policies and processes should be regularly monitored and tested. 

6. Assurance Provided: the TCF must be able to provide assurance to stakeholders with regard to 

the reliability of the tax returns and that tax risks are managed and controlled. 

 
There are also other publicly available guidelines describing step by step on how to build a tax control 
framework (TCF). A number of examples are; Establishing a Tax Control Framework (The utility and 
necessity of IT) by KPMG619; Providing support in tax controls and assurance by Accountancy Europe620; 

                                                      
C., & Nielsen, V. L. (Eds.). (2011). Explaining Compliance: Business Responses to Regulation. Edward Elgar 
Publishing. 
616 Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax Responsibility: Do Investors Care? In Responsible 
Business in a Changing World (pp. 17-31). Cham: Springer; VBDO (2018). Tax Transparency Benchmark 2018: A 
Comparative Study of 76 Dutch Listed Companies; UN Principles for Responsible Investment. (2015). Engagement 
Guidance on Corporate Tax Responsibility: Why and How to Engage with Your Investee Companies. Retrieved 
from: https://www.unpri.org/Uploads/w/c/g/pri_taxguidance2015_550023.pdf 
617 Accountancy Europe. (2018). Providing Support in Tax Controls and Assurance: Factsheet. Brussels: 
Accountancy Europe. EU Transparency Register (No 4713568401-18). 
618 OECD. (2016). Co-operative Tax Compliance: Building Better Tax Control Frameworks. Paris: OECD Publishing. 
619 De Roest, G.A., Van den Brink, M.R., Janssen, S., & Peters, W. (2019). Establishing a Tax Control Framework: 
The Utility and Necessity of It. Compact IT Advisory. 32-40. 
620 Accountancy Europe. (2018). Providing Support in Tax Controls and Assurance: Factsheet. Brussels: 
Accountancy Europe. EU Transparency Register (No 4713568401-18). 
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Building the tax function of tomorrow—today, by Deloitte621; A Tax Operating Model (building a World 
Class Tax Function) by R. Hoyng (ed.).622 The latter has depicted the TCF as follows (for a detailed 
description of all elements, see the article): 
 

An important shortcoming of all these guidelines is the fact that they refrain from developing a more 
detailed guidance on the organizations' specific activities relevant for taxation. At the same time, Russo 
(2019) warns that such a detailed guideline may be risky since it could encourage a "tick the box" 
mentality, rather than true control.623 A second problem he refers to is the difference between tax 
auditing and financial auditing. Apart from the fact that they use different calculation criteria (taxable 
income versus financial income), the financial auditor also applies a materiality threshold as opposed to 
the tax auditor. 624 
 
 
 
 
 
 
 
 

                                                      
621 Hahlen, W., Young, C., Van Horick, R., Van Vleet, E., & Oates, C. (2019). Building the Tax Function of Tomorrow—
Today as the Pressure Mounts, the Tax Office Sits at the Confluence of Change. Deloitte Insights. 
622 Hoyng, R., Andrews, N., Kennedy, M. (2015). A Tax Operating Model. In: R. Russo (Ed.). Tax Assurance. Deventer: 
Wolters Kluwer. 
623 Russo R. (2019). Risk Management, Internal Control and Cooperative Compliance in Taxation. The Future of Risk 
Management, Volume I, pp. 329-350. 
624 Russo R. (2019). Risk Management, Internal Control and Cooperative Compliance in Taxation. The Future of Risk 
Management, Volume I, pp. 329-350. 

Source: A Tax Operating Model (building a World Class Tax Function) in Tax Assurance (ed. 
R. Russo), Kluwer 2015, Chapter 5. 
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6.8.4 The link with Cooperative Compliance 
 
The so-called cooperative compliance program has changed the relationship between tax authorities 
and companies to "cooperation instead of confrontation". 625 On the one hand firms are required to be 
fully transparent with regard to their tax-related issues such as their financial records and transactions 
while on the other hand tax administrations must provide participating firms certainty and predictability 
with regard to the firms’ tax position. 626 This is why the OECD has characterized the cooperative 
compliance programme as “transparency in exchange for certainty”. 627  
 
An essential condition for being able to participate in a cooperative compliance program is a proper and 
effective internal control system (a tax control framework) that is capable of identifying possible risks, 
filing applicable returns correctly and in a timely manner, and payment of the tax amount due.628 In 
addition, participants in the program should strive to continuously improve their tax control 
frameworks. 629 The program which first was introduced in the Netherlands in 2005 has also been 
implemented in an early stage by other countries such as: Australia, U.S., UK, and South Africa.630 
 
The advantages of cooperative compliance are that the parties involved communicate more and in real 
time and reduce the number of conflicts. The company should have less uncertain tax positions in its 
financial accounts because all relevant issues are already been discussed with the tax administration. Of 
course, there can always be some unresolved issues, but less than under the traditional vertical 
supervision. Also: all issues should be known, whereas under vertical supervision the company does not 
know what to expect because there is less contact with the tax administration and usually a long time 
after the relevant events. 
 
Despite these advantages, I agree with Conte in which she states that cooperative compliance programs 
can only succeed if “the transition from ex post control to ex ante dialogue is accompanied by a radical 
change in the culture and the behavior of both the tax authority and taxpayers”.631 Mutual trust plays a 
major role in this transition, as firms must trust that the data provided does not lead to more fiscal 
controls compared to the past while tax administrations must be able to trust firms '' disclosures to be 
complete and correct. 632 
 
A disadvantage of the cooperative compliance programme is that the companies and the tax 
administrations have to invest in their mutual relationships in addition to the structure and implications 
of Tax Control Framework. Another disadvantage might be the fact that a TCF has to be of sufficient 

                                                      
625 Eberhartinger, E., & Zieser, M. (2020). The Effects of Cooperative Compliance on Firms’ Tax Risk, Tax Risk 
Management and Compliance Costs. WU International Taxation Research Paper Series, (2020-07); Goslinga, S., 
Siglé, M., & Veldhuizen, R. (2019). Cooperative Compliance, Tax Control Frameworks and Perceived Certainty 
About the Tax Position in Large Organisations. Journal of Tax Administration, Vol 5, 1, 41-65. 
626 Eberhartinger, E., & Zieser, M. (2020). The Effects of Cooperative Compliance on Firms’ Tax Risk, Tax Risk 
Management and Compliance Costs. WU International Taxation Research Paper Series, (2020-07). 
627 OECD. (2013). Co-operative compliance: A framework. From Enhanced Relationship to Co-operative Compliance. 
Paris: OECD Publishing. 
628 Goslinga, S., Siglé, M., & Veldhuizen, R. (2019). Cooperative Compliance, Tax Control Frameworks and Perceived 
Certainty About the Tax Position in Large Organisations. Journal of Tax Administration, Vol 5, 1, 41-65. 
629 OECD. (2013). Co-operative compliance: A framework. From Enhanced Relationship to Co-operative Compliance. 
Paris: OECD Publishing. 
630 Goslinga, S., Siglé, M., & Veldhuizen, R. (2019). Cooperative Compliance, Tax Control Frameworks and Perceived 
Certainty About the Tax Position in Large Organisations. Journal of Tax Administration, Vol 5, 1, 41-65. 
631 Conte, D. (2019). Tax Risk Management Between Tax Authorities and Large Companies: The Cooperative 
Compliance Regime. In The Future of Risk Management, Volume I (pp. 383-396). Palgrave Macmillan, Cham. 
632 Conte, D. (2019). Tax Risk Management Between Tax Authorities and Large Companies: The Cooperative 
Compliance Regime. In The Future of Risk Management, Volume I (pp. 383-396). Palgrave Macmillan, Cham. 
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quality in addition to the fact that tax administrations in most countries only provide such a programme 
for large companies. This might raise issues of breaching the equality principle, but it can be argued that 
large companies with a proper TCF cannot be considered equal to those companies that do not have 
these characteristics.633  
 
A new program which builds on the national Cooperative Compliance programs is the International 
Compliance Assurance Program (ICAP) launched as a pilot in 2018.634 Here too, a collaborative working 
relationship is central, based on trust and transparency. The program is targeted at multinationals 
operating in several countries and coordinates the interaction between the main responsible tax 
authorities and multinationals involved. The main objective is to offer tax authorities more assurance 
regarding multinationals ’compliance with international and cross-border activities, while providing the 
latter with greater tax certainty.635 It remains to be seen to what extent this program becomes 
successful in achieving this goal. 

 

6.9 Conclusion & Summary 

 
In this chapter I have outlined the definition, usefulness and necessity, history and characteristics of 
corporate governance in connection with the tax dimension. I emphasized the interconnected 
relationship between corporate governance and taxation by illustrating that the way in which firms 
comply with regard to their tax liabilities is influenced to some extent by the composition of the 
principles and rules of a corporate governance framework. On the other hand, however also corporate 
governance dynamics and structures play a role in impacting and influencing firms applied tax strategies 
and developed tax legislations by governments. 
 
Before providing an in-depth analysis of the above, I first explored the different definitions of corporate 
governance in literature and practice and explained the variety of different corporate governance 
models which coexist across the globe all with their own distinct features and mechanisms. These 
variations are usually the result of differences in societal values and social structural approaches such 
as, cultural values, political systems, legal regimes, and economic structures. 
 
Despite these existing variations two main Corporate Governance models have been identified in the 
literature: "the stakeholder-oriented model" and "the shareholder-oriented model". The standard 
shareholder model states the only objective of firms should be the maximization of shareholders' 
wealth. Stakeholder theory on the other hand, is based on the premise that in order to best meet its 
objectives firms must broaden their responsibilities to include the interest of not only the shareholders 
but also other groups who "affect the welfare of the firm" (such as communities, customers, employees, 
suppliers, etc.). In addition to describing both models and their characteristics I mentioned furthermore 
that nowadays corporations often implement elements of both models, which makes it challenging to 
separate both models from each other. 
 
The purpose and usefulness of corporate governance was also discussed in this chapter. Here I argued 
that formal regulations and legislations are in general rigid and strict and often not able and effective 
enough to cope with the ever-changing and increasingly complex business environment and therefore 
corporate governance standards and principles are an effective and flexible instrument in addressing 
this gap. At the same time, care must be taken that such a concept as self-regulation cannot be enforced 
easily and does not guarantee compliance. Thus, in addition to the usefulness and necessity of 

                                                      
633 For more information on procedural law issues, I refer to Gribnau, J. L. M. (2015). Co-operative Compliance: 
Some Procedural Tax Law Issues. In R. Russo (Ed.). Tax Assurance. Deventer, The Netherlands: Kluwer. pp. 183-
216. 
634 OECD. (2018). International compliance assurance programme (ICAP). Paris: OECD Publishing. 
635 OECD. (2018). International compliance assurance programme (ICAP). Paris: OECD Publishing. 
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Corporate Governance as stated above, one should also be aware of the potential risks associated with 
the concept. Policymakers and the business community must learn from the 2008 financial crisis and 
not assume that the private sector is “best positioned to govern itself” in some critical situations. 
Therefore, even the strongest advocates of Corporate Governance have acknowledged the role of 
legislation alongside Corporate Governance. 
 
As mentioned above the interactions between corporate governance and taxation is a two-way process. 
In the second part of this chapter, I focused on this reciprocal linkage. From the direction of taxes toward 
corporate governance I argued that tax systems and tax rules can influence corporate governance in 
various aspects since taxation can be used as an incentive or disincentive for all parties involved within 
and outside a corporation and can therefore also be used by the legislator for influencing mechanisms 
of corporate governance and managerial decisions.  
 
This was illustrated by giving some examples which directly impact corporate governance issues. While 
having explained that taxation can determine and have an impact on corporate governance dynamics, 
there is also a sphere of influence in the opposite direction in that a corporate governance framework 
also affects a company's approach to tax compliance and tax planning. 
 
Here I illustrated that good corporate governance dynamics resulted in a higher level of tax compliance. 
Furthermore, I discussed the influence of corporate governance characteristics on a company’s tax 
management defined as: “a broad set of actions undertaken by firms to reduce their tax liability”.636 
Without trying to be exhaustive I discussed a number of governance characteristics (variable 
remuneration, board of directors’ composition, the “tone at the top”) linked to tax management.  
 
These findings can be interpreted as follows: within a firm, corporate agents are held responsible for 
the tax planning, reporting, and structuring of the organization, while these activities are closely linked 
to various corporate governance measures and systems. Given this interconnected relationship 
between corporate governance and taxation, corporate governance therefore can be used as a tool to 
encourage or stimulate a certain tax behavior and vice versa. This insight is important not just for tax 
authorities and policymakers in general but also for the internal and external stakeholders of a company. 
 
In the remainder of the chapter, I outlined furthermore the link of corporate governance with the 
cooperative compliance program and discussed the necessity of a good quality Tax Control Framework 
and the design and implementation of such a system. With regard to the latter, I emphasized that it is 
important to realize that there is no 'one-size-fits-all' approach as each internal control system is tailored 
to the unique characteristics of that specific organization (think of size, structure, and complexity of the 
business, the particular industry where the organization operates in and the type of activities its carrying 
out). Nevertheless, in designing such a control system there are generic elements that need to be taken 
into account.  
 
 
 
 
 

 
  

                                                      
636 See: Bruce, D., Deskins, J., & Fox, W. F. (2007). On the Extent, Growth, and Efficiency Consequences of State 
Business Tax Planning. Taxing Corporate Income in the 21st Century, 226, 253-54. For further elaboration of this 
term see: Chapter 3: “Corporate Social Responsibility and Taxation”. 
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Chapter 7: Corporate Social Responsibility and Tax  

 

7.1 Introduction 

 
Corporate Social Responsibility (hereafter CSR) is, as will be illustrated in the following sections, closely 
linked to ethically and “socially responsible conduct by businesses”.637 However, various major codes or 
guidelines regarding CSR and best business practices do not appear to attach much importance to tax 
avoidance, profit shifting or aggressive tax planning despite the increasingly growing reach of both 
concepts in various fields.638 It is remarkable that the role of taxation (more specifically corporate tax) 
is missing in these essential international guidelines regarding CSR and business conduct, since it plays 
a key role in shaping a fair, robust, and resilient society, both in developed and developing countries.639 
It is therefore worthwhile to explore this relationship between CSR and tax planning. 
 
In the following guidelines tax responsibility is not or hardly treated as a relevant issue within the CSR 
domain;640 “UN OHCHR's Guiding Principles on Business and Human Rights”641; “Principles of the World 
Forum for Ethics in Business”642; “Caux Round Table for Moral Capitalism Principles for Business”643; 
“Amnesty International's Human Rights Principles for Companies.”644 However, there are guidelines that 
demand more and more attention on this matter and classify tax issues in the context of CSR: “UN Global 
Impact and its Principles for Responsible Investment”645, “OECD Guidelines for Multinational 
Enterprises”646 , “G20/OECD Principles of Corporate Governance“647and the “GRI Standard on Tax and 
Payments to Governments”.648  
 
This chapter is organized as follows. Section 7.2 defines CSR, explains the CSR approach from three 
different theoretical perspectives, and explores the various drivers for companies to engage in CSR 
activities. In the following section (7.3) I will delve into the current international corporate tax 
environment in relation to the increased complexity and globalization of today's business world and the 
increased social awareness regarding taxation. Here I will look briefly into different definitions and forms 
of tax planning. Section 7.4 and 7.5 I will discuss the role of responsible tax in the CSR debate and 
elaborates on their relationship by analyzing their mutual connection and correlation as discussed in 

                                                      
637 Sikka, P. (2010). Smoke and Mirrors: Corporate Social Responsibility and Tax Avoidance. In Accounting forum 
Vol. 34, No. 3-4, pp. 153-168. 
638 Whait, R. B., Christ, K. L., Ortas, E., & Burritt, R. L. (2018). What Do We Know About Tax Aggressiveness and 
Corporate Social Responsibility? An Integrative Review. Journal of Cleaner Production, 204, 542-552. The terms 
tax avoidance and aggressive tax planning will be defined further in this section. 
639 Sikka, P. (2010). Smoke and Mirrors: Corporate Social Responsibility and Tax Avoidance. In Accounting forum 
Vol. 34, No. 3-4, pp. 153-168; Barkoczy, S. (2016). Taxation Principles and Theory. In Foundations of Taxation Law. 
OUP Catalogue. p. 24. 
640 See “Is Paying Tax Part of the Social License to Operate?” in: https://www.austaxpolicy.com/is-paying-tax-part-
of-the-social-license-to-operate/, 2016.  
641 United Nations Human Rights (2011). Guiding Principles on Business and Human Rights. New York & Geneva. 
642 The World Forum for Ethics in Business (2010). Principles of the World Forum for Ethics in Business.Retrieved 
from: https://wfeb.org/our-principles/ 
643 Caux Round Table Principles for Business. Retrieved from: http://www.cauxroundtable.org/principles/. 
644 Amnesty International (1998). Human Rights Principles for Companies. Retrieved from: 
https://www.amnesty.org/download/Documents/148000/act700011998en.pdf. 
645 UNEP Finance Initiatives & Global Compact. (2006). Principles for Responsible Investment. Switzerland: United 
Nations Environment Program. 
646 OECD. (2011). Guidelines for Multinational Enterprises. Paris: OECD Publishing.  
647 OECD. (2015). G20/OECD Principles of Corporate Governance. Paris: OECD Publishing. 
648 GRI (2018), Standard on Tax and Payments to Governments (Draft).Retrieved from: 
https://www.globalreporting.org/standards/media/2175/tax-information-flyer.pdf. 
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literature and suggestion for integrating tax responsibility in the CSR debate. Finally, section 7.6 
concludes. 
 

7.2 What is Corporate Social Responsibility 

 
Within the today’s business there is much discussion about what role a firm must have in society.649 An 
increasing number of firms are not only aiming at making profit, but also focus on their responsibility 
towards society.650 Companies increasingly show their concern regarding gender inequality, working 
conditions, child labor, global warming, human rights etc. This desire of firms to engage in socially 
responsible behavior, which has been referred to as Corporate Social Responsibility (CSR), is not a new 
phenomenon and dates back for decades. For instance, the founder of Ford Motor Company, Henry 
Ford declared in 1917 that the main objective of his firm was: “to do as much as possible for everybody 
concerned, to make money and use it, give employment, and send out the car where the people can use 
it and incidentally to make money”.651  
 
Although no widely agreed definition exists on CSR, there have been plenty of attempts by several 
studies and institutions to define the term. The “Social Responsibilities of the Businessman” by Howard 
Bowen in 1953 is one of the first studies on Corporate Social Responsibility.652 Bowen then defines 
CSR653 as “the obligations of businessmen to pursue those, to make those decisions, or to follow those 
lines of action which are desirable in terms of the objectives and values of our society." Which values 
and objectives these are and which we prefer is still a subject of much debate among academics, 
economists, lawyers, and business experts.654  
 
Blowfield and Frynas embrace a much broader definition and think of CSR as “an umbrella term for a 
variety of theories and practices all of which recognize the following: (a) that companies have a 
responsibility for their impact on society and the natural environment, sometimes beyond legal 
compliance and the liability of individuals; (b) that companies have a responsibility for the behaviour of 
others with whom they do business (e.g. within supply chains); and (c) that business needs to manage 
its relationship with wider society, whether for reasons of commercial viability or to add value to 
society”.655  
 
According to McWilliams et al., CSR are: “…actions on the part of a firm that appear to advance the 
promotion of some social good beyond the immediate interests of the firm/shareholders and beyond 
legal requirements.”656 

                                                      
649 Chalendar, P.A. (4 dec. 2018). Sustainable Finance: Business Can Be Part of ‘Radical Ecological’ Change. Financial 
Times; Schoenmaker, D. (2018). A Framework for Sustainable Finance. SSRN Electronic Journal; Snider, J., R. P. Hill, 
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Amsterdam, 122, 3, 585-606; Freeman, R. E. (2018). Strategic Management: A Stakeholder Approach. Cambridge: 
Cambridge University Press; Gigauri, I. (2012). Impact of Corporate Social Responsibility on Consumer Purchase 
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Due to the many available definitions on CSR, Dahlsrud decided to analyze 37 interpretations of the 
term originated from 27 authors covering a time span from 1980 to 2003.657 He concluded by stating 
that the various definitions are predominantly congruent since they generally and structurally have five 
dimensions in common: "environmental, social, economic, stakeholder, and voluntariness".658 He then 
argued that the real dispute does not so much revolve around the definition of CSR, but rather around 
the way in which it should be implemented in practice.659  
 
From my point of view, the definition applied by the EU Commission best reflects the five dimensions 
as indicated by Dahlsrud. The Commission defines CSR as follows: “the responsibility of enterprises for 
their impacts on society” in which this responsibility not only encompasses legal expectations, but also 
“going beyond compliance by investing into human capital, the environment and their relations with 
stakeholders”. The Commission further elaborated upon the term by adding that companies must 
"integrate social, environmental, ethical human rights and consumer concerns into their business 
operations and core strategy in close collaboration with their stakeholders”.660  
 
All this being said, it’s important to establish whether or not CSR adds value to business. Studies 
regarding this question yields three different perspectives. The first is the neoclassical (shareholders) 
theory, which states that embracing CSR generally will not be in the interest of shareholders, in fact they 
regard it as a conflict of interest between the firms management and its shareholders and furthermore 
capital which is being wasted.661 In general this view correspondents with the famous statement of the 
American economist Milton Friedman, who claimed that “the only responsibility of corporations is to 
make profits”.662 Therefore some argue that “CSR primarily benefits managers who, at the expense of 
shareholders, earn a good reputation among key stakeholders (e.g., local politicians, non-governmental 
organizations, or labor unions).” 663 This view claims furthermore that CSR leads to the deterioration of 
shareholders wealth since these activities could lead the firm away from its main purpose which in turn 
may cause potential conflicts and additional costs. 664  
 
The second theory (stakeholder theory), claims that by engaging in good relationship with all 
stakeholders and by increasing relevant CSR expenditures, these will ultimately benefit shareholders 
and consequently enhance firm performance. They thus suggest a positive association between CSR 
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activities and corporate performance.665 For example, Ferrell et.al. (2016) 666, show that there is a 
positive association between CSR activities and firm value and that “CSR as a factor moderates the 
negative association between firm value and managerial entrenchment”667. Furthermore, they also 
reported a significantly positive correlation between CSR and legal protection of shareholders rights. 
For measuring the CSR activities, they used the most comprehensive scores in the literature, the Kinder, 
Lydenberg and Domini (KLD) scores of CSR.668 Furthermore another study shows that better performing 
firms with regard to CSR activities (such as environmental policies and responsible employee relations), 
reduces firm’s cost of equity and have lower level of idiosyncratic risk.669 Prior work of Lee and Faff 
(2009) also confirm these findings. 670  
 
The third theory (resource-based theory), which supports the stakeholder theory, suggests that 
investing in CSR will lead not only to new internal resources (such as corporate culture and know-how) 
but also to external resources such as positive corporate reputation.671 For a detailed review of the 
literature on the relationship between CSR and firm performance see subsection “Relationship CSR and 
Financial performance” in part III of this thesis.  
 
Despite these different views, companies are becoming increasingly engaged in CSR activities.672 
According to a recent research done by Cone Communications “64% of the millennials won’t take a job 
if a company doesn’t have strong corporate social responsibility (CSR) values”.673 Another example is 
the Business Roundtable Statement in which the approach of over 180 largest firms has been expressed. 
This document states that shareholders value maximization is not the sole and main objective or 
purpose of a firm (which has been the original position from 1997) but "to create value for all our 
stakeholders." 674 This, however, raises the question to what extent this statement is an empty rhetoric 
or actually a tipping point where these CEOs really mean what they say.675 Time will tell.  
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666 Ferrell, A., Liang, H., & Renneboog, L. (2016). Socially Responsible Firms. Journal of Financial Economics 
Amsterdam, 122, 3, 585-606. 
667 Managerial entrenchment is defined as “the extent to which managers fail to experience discipline from the 
full range of corporate governance and control mechanisms”. See: Berger, P. G., Ofek, E., & Yermack, D. L. (1996). 
Managerial Entrenchment and Capital Structure Decisions. New York: New York University Salomon Center, 
Leonard N. Stern School of Business. 
668 Cheng, H., Hong, H., & Shue, K. (2013). Do Managers Do Good with Other People's Money? (No. w19432). 
National Bureau of Economic Research. 
669 Idiosyncratic risk refers to “the individual risk of a financial institution that specifically targets its own assets” 
See Guodong, Z., Xiao, C., & Haoru, L. (2016). An Empirical Study on the Factors of Non-systemic Risk Influence of 
Listed Companies in Chinese Financial Industry. Con temporary Finance, 4, 30-33. 
670 El Ghoul, S., Guedhami, O., Kwok, C. C., & Mishra, D. R. (2011). Does Corporate Social Responsibility Affect the 
Cost of Capital? Journal of Banking & Finance, 35(9), 2388-2406. 
671 Branco, M. C., & Rodrigues, L. L. (2006). Corporate Social Responsibility and Resource-Based Perspectives. 
Journal of Business Ethics, 69(2), 111-132. 
672 Henderson, R.M. (2018). More and More CEOs Are Taking Their Social Responsibility Seriously. Harvard Business 
Review; El Ghoul, S., Guedhami, O., Kwok, C. C., & Mishra, D. R. (2011). Does Corporate Social Responsibility Affect 
the Cost of Capital? Journal of Banking & Finance, 35(9), 2388-2406. 
673 CONE. (2016). Cone Communications Millennial Employee Engagement Study. Retrieved from: 
https://www.conecomm.com/research-blog/2016-millennial-employee-engagement-study#download-the-
research. 
674 See: https://opportunity.businessroundtable.org/wp-content/uploads/2019/12/BRT-Statement-on-the-
Purpose-of-a-Corporation-with-Signatures.pdf. 
675 See: Winston, A. (2019). Is the Business Roundtable Statement Just Empty Rhetoric? Harvard Business Review. 



 
 

115 
 

There are however various reasons why firms engage in CSR activities. These could be (without wanting 
to be exhaustive): 

1) Competitive advantage resulting from socially responsible strategies. The quality of 

relationships with different stakeholders improves if firms' actions take place within a 

framework of honest ethical conduct and mutual trust leading to competitive advantage. 676 

2) CSR policies enhance team spirit, leads to an increases staff morale and provides organizational 
identity.677 

3) From a profit maximization point of view. Ballet et al. (2006) articulate this aim as follows: “the 

firms invest in Corporate Social Responsibility with the aim of improving in time its economic 

returns. The firm therefore does not have an altruistic motivation in itself, even if it adopts an 

altruistic behavior. It is, on the contrary, faithful to its objective of generating profits. 

Consequently, it awaits a return on investment”678 A good example is cost reduction by CSR 

activities such as recycling or eco efficiency.679 

4) The desire to build legitimacy; growing pressure from (civil) society on firms to comply with the 

institutional norms and regulations.680 

5) The need to protect a certain reputation and being seen as a good corporate citizens.681 

In is however important to emphasize that the tendency toward CSR and its justification varies across 
countries because of the variety of legal rules, cultural differences and boundaries of the firm within the 
various legal systems.682  
 
The CSR activities of companies can generally be consulted in a section included in in stand-alone reports 
or annual reports. The latter can be obtained from a hard copy or is published on the internet.683 There 
are a number of internationally recognized CSR guidelines and principles which can be found in: “United 
Nations Guiding Principles on Business and Human Rights”;684 “The 10 principles of the United Nations 
Global Compact”;685 “OECD Guidelines for Multinational Enterprises”;686 “The UN Sustainable 
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Development Goals”;687 “The MNE Declaration”;688 “ISO 26000 Guidance Standard on Social 
Responsibility”689;” Global Reporting Initiative”690 and the “International Integrated Reporting 
Council”.691 
 
The fact that various international organizations (as illustrated above) recognize CSR as a business 
framework, emphasizes the importance of this concept in today's business environment. 
 

7.3 International Corporate Tax Law 

 

7.3.1 Current International Tax Law  
 
Current international tax law and its underlying principles stem from the past where a firms' value chain 
(inputs, production activity and consumption) was located within just one or two jurisdictions.692 
However, in recent decades, globalization, innovation and new technologies have been powerful forces 
in reshaping the structure of production693 and the way businesses are run. Furthermore, as stated by 
Morgan (2016), multinationals are able to freely shift their profits, sales and revenues across territories 
due to the separate entity status and the arm's length principle.694 Many experts therefore agree that 
because of these developments, the tax law as it stands has lost touch with practice and is not keeping 
pace with the current business environment. Olbert and Spengel (2017) acknowledge this situation and 
articulate their view as follows:  
 
“The phenomenon of digitalization is considered the most important development of the economy since 
the industrial revolution and one of the major drivers of growth and innovation. At the same time, the 
digital economy is associated with major challenges for the international tax system. Traditional tax laws 
are governing new ways of conducting business, but current international tax law and its underlying 
principles may not have kept pace with changes in global business practices.”695 
 
The inadequacy of the tax system becomes even more visible with the growing use of subsidiaries in 
low-taxed jurisdictions696, thousands of bilateral tax treaties with insufficient coordination giving rise to 
treaty shopping,697 the growing information asymmetry between firms and tax authorities (since the 
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former operates in more than one jurisdiction whereas tax authorities are limited within their national 
boundaries) 698 and the higher importance of intangibles.699  
 
To take these changes into account and to counter some of the abovementioned practices, reformation 
of the current system is needed, for which extensive cooperation between states will be essential.700 In 
the next subsection I will focus on the different forms of tax planning and some commonly used 
minimization strategies by multinationals. 
 

7.3.2 Forms of Tax Planning and Optimalisation Strategies  
 
The previous section exposed the inadequate design of the current international tax law which is not in 
line with the current business environment.701 Two main reasons for this imperfection are (1) the 
inability of international tax law to respond to changes related to technological innovations and (2) the 
fact that most countries in taxing multinationals take the "legal reality" as a point of departure instead 
of the "economic reality". The latter approach does (according to Smit (2019)) more justice to the 
principle that "tax should be paid where profits are made", as embraced by the OECD and the EU.702  
These shortcomings pave the way for multinationals to use aggressive tax planning structures, which is 
already a hot topic for a number of years. 703 The origin of the expression ‘aggressive tax planning’ comes 
from the United States where it was defined as “a type of tax planning characterized by the design of 
schemes or structures that are contrary to the spirit or purpose of fiscal regulation”.704 Since then much 
has been written about tax aggressiveness, tax avoidance and the meaning of these terms without 
however reaching a universally accepted definition.705 Below I will delve deeper into the matter. 
 
In order to provide an insight into the above mentioned terminologies (such as aggressive tax planning 
and/or tax avoidance) it is important to first understand the phenomenon called tax planning. Generally 
tax planning is understood to “include any legal operation, structure or formula for conducting legal 
business that includes a tax savings or advantage compared to the amount of tax that would be due if 
such acts or contracts were not undertaken”.706 In this regard it is important to mention tax evasion, 
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which falls outside the scope of tax planning for it is illegal and consists “in the willful violation or 
circumvention of applicable tax laws in order to minimize tax liability”.707  
 
Tax planning is thus a broad term, which is according to Carrero & Seara even an “expression of private 
autonomy and free enterprise”.708 This has also been embraced in practice where business strategies at 
many companies implement tax planning activities, in which they seek through legal ways and 
opportunities within the tax legislation to reduce their tax burden.709 The intensity and the 
aggressiveness of their tax savings activities however differs. 710 This diversity is caused by factors such 
as risk appetite, opportunities to avoid, expertise and the attitude towards tax.711 
 
The challenging issue within the concept of tax planning (as mentioned above) is the 
boundary delimitation between responsible and irresponsible behavior of firms.712 Within this area of 
tax planning Gribnau (2017) 713 and others (among which Beloe et al., 2006714; Barker, 2009715, Kirchler 
et al., 2003) 716 distinguish “tax mitigation” and “aggressive tax planning” (see figure 1).717 
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Figure 1: graphical representation of the distinction between responsible and irresponsible and 
legal/illegal behavior. This figure has been developed by Beloe et al., 2006; Taxing issues Responsible 
business and tax.  

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The first (tax mitigation) is generally explained as “lowering ‘one’s tax by adopting patterns of economic 
behavior that are within the spirit of applicable tax legislation and that may even be encouraged by 
government policy”.718 Tax planning is often being facilitated by governments in the form of tax 
incentives and reliefs in order to encourage or discourage certain behavior (think of patent box and 
grants, capital allowances, R&D tax credits, accelerated depreciations, etc.). 719 
 
Tax avoidance refers to intentionally seeking weaknesses, mismatches, and gaps within (international) 
tax laws and regulations to reduce tax liability. Although these tax planning schemes stay with the legal 
framework, they are often morally unacceptable and are in conflict with the spirit of the law.720 A further 
gradation on the tax planning continuum is aggressive tax planning in which multinationals set up 
artificial structures without any commercial or economic justification with the aim to pay as little tax as 
possible.721 However, aggressive tax planning is (without any legal definition) subject to a variety of 
definitions. OECD for example defines this concept as:722  

- “Planning involving a tax position that is tenable but has unintended and unexpected tax revenue 
consequences”; and  

- “Taking a tax position that is favorable to the taxpayer without openly disclosing that there is 
uncertainty whether significant matters in the tax return accord with the law”. 
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This interpretation of aggressive tax planning has been repeated several times in other OECD reports.723 
It is important to mention the approach of the European Commission regarding aggressive tax planning 
in which a more precise description of the concept is being used:  
 
“Taking advantage of the technicalities of a tax system or of mismatches between two or more tax 
systems for the purpose of reducing tax liability. Aggressive tax planning can take a multitude of forms. 
Its consequences include double deductions (e.g. the same loss is deducted both in the State of source 
and residence) and double non-taxation (e.g. income which is not taxed in the source State is exempt in 
the State of residence).” 724 
 
This definition includes all practices which are being implemented pure for tax purposes in order to 
reduce the tax liability, and despite being ‘officially legal’, are violating the spirit of the law. It essentially 
comes down to the “creative compliance with the law” in which businesses engage in exploiting gaps 
and mismatches in various tax systems or "take advantage of the technicalities of a tax system".725 This 
could also include for example the abusive application of transfer pricing regulations.726  
 
A considerable number of other definitions has been mentioned in the literature. Tang and Firth (2011) 
for instance define tax avoidance as “taxpayers exploiting uncertainty in tax law to choose an 
advantageous method in tax reporting that influences their tax liabilities”727. According to Gribnau tax 
aggressiveness is “gaming the international system of rules as much as possible in order to maximize 
tax benefits” while remaining within the letter of the law.728 This description is in line with the European 
Commissions’ definition. From my perspective, I agree with the definition of the European Commission 
with a comment that each situation must be examined separately to assess the use of aggressive tax 
planning. In this context the entire business strategy and the intention of the firm must be taken into 
account without just drawing conclusions based on commonly used tax-optimized structures. 

 

7.3.3 Various Tax Minimization Strategies 
 
A tax system that is characterized by public trust is of fundamental importance for a thriving economy 
and a sustainable society. 729 After all, firms' tax contributions are of significant importance for the 
existence and quality of local infrastructure, schools, health care system, and many other public 
spending programs. Due to the lack of financial resources within developing countries, tax avoidance 

                                                      
723 See: OECD. (2010). A Framework for a Voluntary Code of Conduct for Banks and Revenue Bodies s. 3.1.3.1, p. 7. 
Retreived from: http: //www.oecd.org/tax/administration/45989171.pdf.; OECD. (2013). Addressing Base Erosion 
and Profit Shifting (BEPS). Paris: OECD Publishing; OECD (2015), Neutralising the Effects of Hybrid Mismatch 
Arrangements, Action 2 - 2015 Final Report, OECD/G20 Base Erosion and Profit Shifting Project, OECD Publishing, 
Paris. 
724 See: OECD. (2010). A Framework for a Voluntary Code of Conduct for Banks and Revenue Bodies s. 3.1.3.1, p. 7. 
Retreived from: http: //www.oecd.org/tax/administration/45989171.pdf.; OECD. (2013). Addressing Base Erosion 
and Profit Shifting (BEPS). Paris: OECD Publishing; OECD (2015), Neutralising the Effects of Hybrid Mismatch 
Arrangements, Action 2 - 2015 Final Report, OECD/G20 Base Erosion and Profit Shifting Project, OECD Publishing, 
Paris. 
725 See: European Commission. (2012). Commission Recommendation of 6.12.2012 on Aggressive Tax Planning, C 
(2012) 8806 final. 
726 Calderón, C.J.M. (2016). The Concept of 'Aggressive Tax Planning' Launched by the OECD and the EU 
Commission in the BEPS Era: Redefining the Border Between Legitimate and Illegitimate Tax Planning. Intertax, 44, 
3, 206-226. 
727 Tang, T., & Firth, M. (2011). Can Book–Tax Differences Capture Earnings Management and Tax Management? 
Empirical Evidence from China. The International Journal of Accounting, 46(2), 175-204. 
728 Gribnau, H. (2017). The Integrity of the Tax System after BEPS: A Shared Responsibility. Erasmus Law Review, 
10, 1, 12-28. 
729 Saint-Amans, P. (2014). Tax is all about Trust. OECD Yearbook 2014. Oecd Observer, 68-69. 
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can particularly play a negative role here and may erode public trust in the given tax systems and firms 
operating in those jurisdictions. 730 Having said this, it is not my intention to legitimize tax avoidance in 
other (developed) countries. Here too they are detrimental for society in general and firms operating in 
that community. 
 
There are valid reasons for prioritizing tax planning strategies within a business, think of avoiding double 
taxation, reducing costs to a certain extent in order to achieve certain goals or objectives, keeping pace 
with the changing tax rules and requirements or making use of the incentives offered by tax laws and 
regulations. However, applying structures or schemes with the sole or dominant purpose to avoid tax 
and consistently in paying hardly any taxes at all has been severely criticized and labelled as aggressive 
tax planning. 731  
 
However, during the last decade, high profile companies such as Microsoft, Starbucks, Google, Amazon, 
and Apple have been associated with aggressive tax-avoidance schemes leading to negative media 
attention and public outcry.732 In their applied strategies to reduce their tax obligation as much as 
possible a variety of instruments have been deployed: group losses, cost-sharing agreements, royalty 
payments, intercompany lending, transfer pricing, etc. 733  
 
Tax aggressiveness is thus an important public issue. It is therefore important to gain a good 
understanding of the current tax minimization strategies applied by multinationals. Within the (tax) 
literature, extensive attention has been paid to various aggressive tax planning techniques. For instance, 
Munisami (2018) gives an overview of a number of tax planning methods which taken in isolation in 
principle do not result in an aggressive tax planning structure but when combined they could become a 
sophisticated scheme (for example the “Double Irish Dutch Sandwich” used by Google Inc.)734 with the 
purpose to aggressively minimize the tax obligation as much as possible.735 The mentioned overview is 
illustrated as follows: 
 

                                                      
730 Lewis, S. (2003). Reputation and Corporate Responsibility. Journal of Communication Management, 7, 4, 356 
366. 
731 Gribnau, H. (2017). The Integrity of the Tax System after BEPS: A Shared Responsibility. Erasmus Law Review, 
10, 1, 12-28. 
732 Fisher, J. M. (2014). Fairer Shores: Tax Havens, Tax Avoidance, and Corporate Social Responsibility. BUL Rev., 
94, 337. 
733 Panayi, C. H. (2015). Is Aggressive Tax Planning Socially Irresponsible? Intertax, 43(10). 
734 This structure has also been applied by other multinationals. For an extensive analysis of the scheme see: 
Brothers, J. (2014). From the Double Irish to the Bermuda Triangle. Tax Analysis, pp. 687-695; Sandell, J. (2012). 
The Double Irish and the Dutch Sandwich: How Some U.S. Companies Are Flummoxing the Tax Code. Tax Notes 
International, 67, 9, 867-878. In this vein, it is important to note that Google no longer uses this strategy. 
735 Munisami, K. (2018). The Role of Corporate Social Responsibility in Solving the Great Corporate Tax Dodge. 
Florida State University Business Review, 17, 55. 
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7.4 Tax Avoidance through the Corporate Social Responsibility Lens 

 
In addition to a business component, CSR also contains an ethical or a moral component. Ethics which 
is also known as the "Science of Conduct"736 focuses not only on the notion of what is the right thing to 
do, but within the scope of CSR, also on the responsibility of business towards the society in which it 
operates.  
 
Ethics and its relationship to tax compliance737 and corporate compliance738have been the subject of 
considerable research. Within these studies mainly two topics are placed at the foreground: first, the 
question whether ethics is relevant for economic behavior and second the interdependence between 
law and morality.739 In other words, in order to view the tax avoidance issue through the CSR 
perspective, I choose to focus on the ethical/moral component of CSR based on two main questions:  
1) Should ethics be relevant for economic behavior and how does this relate to tax avoidance? 
2) How should the relationship between law and morality be interpreted with regard to tax avoidance? 

                                                      
736 Anguelov, S. (1972). Ethics as a Science. Philosophy and Phenomenological Research, 33(2), 207-215. 
737 Gribnau, J. L. M. (2015). Corporate Social Responsibility and Tax Planning: Not by Rules Alone. Social & Legal 
Studies 24 (2), 225–250. Ethics and International Tax Planning. In: R. Russo (Ed.). Tax Assurance. Deventer: Wolters 
Kluwer; Roth, J. A., Scholz, J. T., & Witte, A. D. (1989); Understanding Taxpayer Compliance: Self-Interest, Social 
Commitment, and Other Influences. In Roth, J. A. (Ed.). Taxpayer Compliance, Volume 1: An Agenda for Research. 
Philadelphia: University of Pennsylvania Press, Inc; Hasseldine, J., & Morris, G. (2013). Corporate Social 
Responsibility and Tax Avoidance: A Comment and Reflection. Accounting Forum, 37, 1, 1-14; Prebble, Z., & 
Prebble, J. (2010). The Morality of Tax Avoidance. Creighton Law Review, 43, 3, 693-746.  
738 Robin, D. (2009). Toward an applied meaning for ethics in business. Journal of Business Ethics, 89(1), 139-150; 
Solomon, R. C. (1992). Corporate roles, personal virtues: An Aristotelean approach to business ethics. Business 
Ethics Quarterly, 2(3), 317-339; Bowie, N. E. (2017). Business ethics: A Kantian perspective. Cambridge University 
Press. 
739 Ibid. 
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Both questions have stimulated much discussion and debate, which I will address briefly below.  
 
Regarding the first question (ethics and economic behaviour), Happé740 for example distinguishes two 
camps, one pointing to the view that ethics ultimately has nothing to do with the market (see 
Friedman741, Reich742 and Mandeville743) and one that emphasizes the intertwining and 
interdependence of ethics and economic behavior (see Adam Smith744, Amartya Sen745 and Stiglitz746). 
It goes beyond the scope of this chapter to present all the interpretations of the various views. 
Therefore, I refer to their contributions as mentioned above. For example, in practice, a number of 
influential business leaders have closely linked ethics with business.747 Charles Wookey, the CEO of 
Blueprint for Better Business shares this view and articulates this in an eloquent manner: 
 
“Business in some sense has a license to operate because it has to have a purpose to serve society in 
some way through its products and services, to provide for human needs and solve societal problems, 
and of course to make dividends. That is not to say that making profit is not moral –it is, but it is only 
one part of business’ purpose”. 748 
 
This touches upon the so called “nature of the firm debate”, which is still unresolved, is thus an 
important element in this discussion.749 A widely held view with regard to companies is by identifying 
them as "legal fictions which serve as a nexus for a set of contracting relationships among individuals".750 
This view on a corporation is also known as the aggregate theory.751 Within this contractual structure, 
which is also supported by Milton Friedman, the owners of the business (e.g. shareholders) have 
contracted the “corporate executives” in order to maximize shareholders value with the condition that 

                                                      
740 Happé, R. (2015). Ethics and International Tax Planning. In: R. Russo (Ed.). Tax Assurance. Deventer: Wolters 
Kluwer. 
741 Friedman, M. (2007). The Social Responsibility of Business Is to Increase Its Profits. In Corporate ethics and 
corporate governance (pp. 173-178). Heidelberg: Springer. 
742 Reich, R. B. (2009). Supercapitalism: The Battle for Democracy in an Age of Big Business. Cambridge: Icon Books, 
pp. 173 
743 Mandeville, B. (2016). The Fable of the Bees, or, Private Vices, Public Benefits. Auckland: The Floating Press, 
pp.85.  
744 Smith, A. (2009). The Wealth of Nations: Books 1-3. Lexington, Ky.: Seven Treasures Publications, pp.1026. 
745 Stiglitz, J. (2015). Freefall: Free Markets and the Sinking of the Global Economy. London: Penguin, 2015, pp. 
235. 
746 Sen, A. (2009). Introduction. In: Adam Smith. The Theory of Moral Sentiments. London: Penguin Books, 2009 
edition, p. XI. 
747 See: Caux Round Table Principles for Business. Retrieved from: http://www.cauxroundtable.org/principles/. 
748 Charles Wookey, The moral purpose of business, CoVi (Jan 2015), 
http://www.responsibletax.org.uk/post/109923497351/business-has-a-licence-tooperate-because-it-has 
749 Zicari, A. P., & Renouard, C. (2018). A Forgotten Issue: Fiscal Responsibility in the CSR Debate. Critical Studies 
on Corporate Responsibility, Governance and Sustainability, 12, 243-259; Moser, D. V., & Martin, P. R. (2012). A 
Broader Perspective on Corporate Social Responsibility Research in Accounting. The Accounting Review, 87(3), 
797-806; Avi-Yonah, R. S., Osgoode Hall Law School., & Comparative Research in Law and Political Economy 
Network. (2009). Taxation, Corporate Social Responsibility, and the Business Enterprise. Toronto, Ont: Osgoode 
Hall Law School, York University. 
750 Jensen, M. C., & Meckling, W. H. (1976). Theory of the Firm: Managerial Behavior, Agency Costs and Ownership 
Structure. Journal of Financial Economics, 3(4), 305-360. 
751 Avi-Yonah, R. S., Osgoode Hall Law School & Comparative Research in Law and Political Economy Network. 
(2009). Taxation, Corporate Social Responsibility, and the Business Enterprise. Toronto, Ont: Osgoode Hall Law 
School, York University. 
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the realisation of this objective must be “…. within the rules of the game and…. without deception or 
fraud”.752  
 
When extending this notion to corporate taxation one could argue that aggressive tax planning strategies 
would be allowed since these applied strategies are technically not illegal and thus "within the rules of 
the game" and serve as a purpose to maximize profit. 753 However in the next section I will approach this 
perspective in a different way by arguing that even within this view aggressive tax planning may be 
detrimental for business. 
 
The 'real entity' view is another view of a company that exists and which puts the interpretation of tax 
in a different light. Under this view a company is a separate entity with its own rights and obligations 
similar to a citizens. 754 The company / organization is subjected to laws and regulations and has a legal 
obligation to pay tax. Furthermore it is expected not to engage in aggressive tax planning strategies due 
to its "social conscience".755 According to Zicari et al. (2018), this approach touches upon the concept of 
"social license to operate "which implies that organizations need community's acceptance in order to 
function properly.756 Finally, there is a third view on the corporation: “the artificial entity theory”, which 
conceptualizes a corporation as "a creature of the state" and thus as an extension of the government 
obliged to fulfil its tax obligations and disallowing every behaviour with regard to aggressive tax planning 
strategies.757 
 
With regard to the second question, law and morality, the temptation from the business literature is to 
use law as a moral template, suggesting that a legal act and a moral act are essentially the same thing.  

758 In my opinion, this is much more nuanced. While the legal system can be seen as a reflection of public 
morality, and therefore connected, they are two different disciplines. 759 The legal system encompasses 
rules, procedures and institutions through which private undertakings and public initiatives can be 
executed by using standardized and legitimate means.760 And while this legal system shapes our social, 
political, and economic environment on the one hand, it is supplemented and influenced by our cultural 
values and norms (public morality) on the other. 761 As a consequence, both morality and law influence 
our behavior and have an impact on whether or not a certain behavior is permissible.762 
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As stated above the concept of CSR entails "practices that go beyond pure compliance with the letter 
of the law".763 In this regard, companies that have committed to CSR have a moral responsibility to 
"serve society not only by creating wealth but also by contributing to social needs and satisfying social 
expectations towards business".764 Aggressive tax planning structures are therefore within the concept 
of CSR undesirable, as the moral obligation to contribute to society is undermined.  
 

 

7.4.1 The Fair Share Discussion  
 
Bearing this in mind and viewed through the lens of tax avoidance, it is essential that multinationals pay 
their "fair share" of tax. Yet many multinationals actively avoid this (moral) obligation.765 In this regard, 
I support Gribnau (2017)766 claiming that defining ‘’fair share’’ is a responsibility of the states and that 
corporations are not expected to fulfill the role of the legislator. However, incorporating "fair share" 
into law is difficult and not without challenges, since it also contains an ethical motive that not only 
differs for everyone but also is interpreted differently.767. Some will for example take reputation damage 
or profit maximization into an account in a case of a tax planning structure, while others value solidarity 
or the principles of reasonableness and fairness.  
 
Thus, multinationals, who are involved in aggressive tax planning structures, insist that they obey the 
existing tax laws and reject the principle of “fair share”, since they find the concept to be vague, 
unspecific and elusive.768 Illuminating in this regard is the statement of Vodafone in its Tax Risk 
Management Strategy document:  
 
“Vodafone believes its obligation is to pay the amount of tax legally due in any territory, in accordance 
with rules set by governments. In so doing it is not able to determine the ‘fair’ amount of tax to pay.”769 
 
It is true that to date, there is no clear and widely-accepted definition of fair share and with regard to 
the payment of a "fair amount of tax" there is still no one uniform understanding.770 However, the 
concept of “fair share” is often equated with tax planning activities consistent with the letter and spirit 
of the law.771 The problem with this definition lies according to some critics in “complying with the spirit 
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of the law” which is contrary to the fundamental principles of legal certainty under the rule of law and 
tax certainty. 772 They claim that creating clear and unequivocal laws is the responsibility of lawmakers 
and that deciphering the intention of the legislator is not a firms' responsibility.773 In other words, these 
critiques argue, that when it comes to taxes, there must be no distinction between the spirit and the 
letter of the law.  
 

7.4.2 Possible Solutions  
 
Due to the difficulty of defining the concept of "fair share", some have from my perspective rightly opted 
for a different approach with regard to acceptable or unacceptable tax planning structures. First of all, 
in line with Freedman 2003774, other researchers such as Gribnau 2017775, Williams 2007776 and Landolf 
2006777, focus on socially irresponsible conduct; aiming at strategies which are disembedded from the 
general business strategy and applied solely to minimize corporate taxes. They justify this approach by 
arguing that social injustice is easier to grasp than social justice. 778 
 
Secondly in their attempt to clarify the concept of fair share, some researchers approach a more general 
perspective, by examining the effective tax burden of a specific firm.779 With this approach, researchers 
get a first indication of what position multinationals have taken in relation to the concept of fair share.780 
One cannot, for example, speak of a “fair share" in a case where a multinational has reduced its tax 
burden to nil or closely near nil. 781 
 
Thirdly, another alternative in order to provide more substance to the concept of "fair share" is Happé's 
plea, in which he refers to Aristotle's doctrine of the mean. 782 In terms of taxation this doctrine 
stipulates that multinationals of practical wisdom must determine the mean between two extremes: at 
one end, considering tax solely as a business cost that must be kept to a minimum and at the other the 
approach which gives absolute priority to taxes as a contribution to society. Both extremes must be 
rejected in order to reach a good tax judgment; a balance must be found between the pursuit of its own 
interests (i.e. multinationals) and the interest of the society as a whole. This obviously raises important 
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questions: whose responsibility is it to identify “the mean”? What is that "mean" and how should we 
identify it? 783 
 
In order to achieve practical progress in this area and find feasible and optimal solutions, increased 
disclosure and transparency from states, firms and their professional advisors are crucial.784 In this 
regard, Jallai, A. G. (2020) refers to the substantive and procedural element of good tax governance in 
order to encourage transparency and stimulate discussion among various stakeholders. While the first 
component refers to the fair share discussion and ethical decision-making, the second component 
refers to transparency and "being open about the tax values and strategies of the corporation".785 The 
importance of both components is also recognized by Stevens, S. A. (2014) in the following statement: 
 
 “Transparency will force all stakeholders in a tax system to answer difficult moral and justification 
questions about how that system works and the foundations on which it is based”.786 
 
More transparency, encourages all stakeholders within the tax landscape to find solutions surrounding 
the following issues:  

1) The still undefined boundary between acceptable and unacceptable tax avoidance, which is 

important to clarify as this will contribute to a more clear criteria for the "fair share" concept 

(as discussed above);  

2) For the same purpose as explained in point one, a clarification is needed about the still-

unresolved debate on the nature of the firm and; 

3) Identifying the responsibilities of the various actors within the tax landscape and how far these 

responsibilities reach when it comes to tax avoidance and the "fair share" concept.  

I agree that as long as these issues remain open to discussion a clearly outlined definition of fairness in 
taxation cannot be achieved.787 However, I think the practice towards more clarity is a continuous 
process. A good step in the right direction is to have a continual discussion about the topic among all 
stakeholders (e.g. multinationals, investors, NGOs, tax authorities, the media, academics and society as 
a whole) in order to gain more insight in the above mentioned issues and actual tax payments. It goes 
without saying that within this discussion and with regard to possible solutions, international laws and 
regulations and cooperation between countries also play an important role. This will be discussed briefly 
in the next chapter. 
 

7.5 Linkage between CSR and Tax Avoidance 

 

7.5.1 Connection 
Until recently, little attention within the academic research was paid to the relationship between tax 
payments and corporate social responsibility and in practice most of the CSR advocates and scholars 
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avoided this connection.788 There is however a growing conviction both in practice and in theory that 
corporate tax behavior is fundamentally connected with and related to CSR.  
 
This linkage between CSR and tax payments is more and more emphasized in practice. The European 
Commission (EC) for example has included good tax governance as a new element in the latest CSR 
definition: “CSR refers to actions taken by companies beyond their purely legal obligations, to contribute 
to society”. The EC then continues by linking CSR to tax payments, stating that: “aggressive tax 
avoidance can be considered contrary to the principles of CSR. Paying taxes is one of the important 
positive impacts that enterprises have on the rest of society.”789  
 
Other examples that underline the link between CSR and tax payments are: 

- Tax Justice Network by stating that CSR should start with tax compliance. 790 

- Rhys Jenkins & Peter Newell (2013) who see taxation as a new frontier in progressive CSR;791 

- Sikka, (2010) stating that "the payment of taxes provide a litmus test for corporate claims or 

social responsibility"792 and; 

- According to Gribnau (2015) "the use of legal structures resulting in hardly paying any 
(corporate) taxes at all does not reflect a CSR corporation’s ethical obligation to contribute to 
society".793 
 

See also the United Nations (UN) Global Compact794 and the Global Reporting Initiative (GRI)795, for this 
connection between CSR and taxation.  
 

7.5.2 Integration  
 

In addition to the described linkage between CSR and tax, there are within practice and literature even 
suggestions to consider tax issues or responsible tax behavior as part of CSR.796 Zicari & Renouard 
(2018), for example firmly advocate for tax issues being part of CSR from the four rationales behind CSR, 
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37–44; Dowling, G. R. (2014). The Curious Case of Corporate Tax Avoidance: Is It Socially Irresponsible? Journal of 
Business Ethics, 124, 1, 173-184.; Col, B., & Patel, S. (2019). Going to Haven? Corporate Social Responsibility and 
Tax Avoidance. Journal of Business Ethics, 154, 4, 1033-1050. 
789 European Commission. (2012). Tax Evasion and Avoidance: Questions and Answers. Retrieved from: 
https://europa.eu/rapid/press-release_MEMO-12-949_en.htm.  
790 Murphy, R. and Christensen, J.F. (2012). Tax us if you can. Chesham, UK: Tax Justice Network. 
791 Jenkins, R., & Newell, P. (2013). CSR, Tax and Development. Third World Quarterly, 34(3), 378-396; Stephenson, 
D., & Vracheva, V. (2015). Corporate Social Responsibility and Tax Avoidance: A Literature Review and Directions 
for Future Research. SSRN Electronic Journal. 
792 Sikka, P. (2013). Smoke and Mirrors: Corporate Social Responsibility and Tax Avoidance—A Reply to Hasseldine 
and Morris. Accounting Forum, 37, 1, 15-28. 
793 Gribnau, J. L. M. (2015). Corporate Social Responsibility and Tax Planning: Not by Rules Alone. Social & Legal 
Studies 24 (2), 225–250. 
794 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: An 
Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
corporate-tax-transparency_Investor-guide.pdf. 
795 Global Reporting Initiative. (2018). A New Draft Standard on Taxes and Payments to Governments. Retrieved 
from: https://www.globalreporting.org/standards/media/2175/tax-information-flyer.pdf.  
796 Domini Social Investments. (2015). Global Investment Standards. Providence: Domini. Social Investments; 
Stephenson, D., & Vracheva, V. (2015). Corporate Social Responsibility and Tax Avoidance: A Literature Review 
and Directions for Future Research. SSRN Electronic Journal. 
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as described by Garriga and Mele (2004).797 Most of the current CSR concepts are according to Garriga 
and Mele’ focused on four main theories: instrumental, political, integrative and value theories.  
 
From the instrumental view the firm is seen as only an instrument for wealth creation and maximizing 
shareholder value.798 This perspective is supported by Friedman (1970): "in a free society ... there is one 
and only one social responsibility of business - to use its resources and engage in activities designed to 
increase its profits so long as it stays within the rules of the game."799 From this view CSR is acceptable 
if it achieves economic results. Zicari & Renouard (2018) argue that responsible tax behavior is 
consistent with this view since it leads to risk reduction.800 Or to put it another way, aggressive tax 
planning exposes firms to reputational risks that can come from negative publicity or jeopardize 
relationships with governments, which in turn is bad for business.801 However “the rules of the game" 
could also represent "the moral expectations of society" which may also lead to the justification of CSR 
and responsible tax.802 
 
The political dimension referring to “corporate citizenship” is another argument in favor of integrating 
tax avoidance into the CSR dimension.803 Within this context, the emphasis is mainly on the 
corporations' roles and responsibilities within the societies in which they operate. Since the concept of 
CSR from this perspective is based on a "social contract" between the government and its citizens, it is 
logical to reason that corporations have an obligation to contribute to societies in which they operate 
by paying tax or fulfilling their other obligations. 804 Christensen et al. (2004) states in this regard that 
““paying taxes is perhaps the most fundamental way in which private and corporate citizens engage 
with broader society.”805 
 
Integrative theories argue that business depends on society and the relationship with its stakeholders 
for its existence, continuity and growth.806 For example, firms benefit from all kinds of state provided 
services such as infrastructure, community services (i.e. health and education) and services related to 
the financial markets, legal systems and oversight.807  

                                                      
797 Zicari, A. P., & Renouard, C. (2018). A Forgotten Issue: Fiscal Responsibility in the CSR Debate. Critical Studies 
on Corporate Responsibility, Governance and Sustainability, 12, 243-259. 
798 Garriga, E., & Melé, D. (2004). Corporate Social Responsibility Theories: Mapping the Territory. Journal of 
Business Ethics, 53, 51-71. 
799 Friedman, M. (2007). The Social Responsibility of Business is to Increase Its Profits. In Corporate Ethics and 
Corporate Governance (pp. 173-178). Heidelberg: Springer.  
800 Zicari, A. P., & Renouard, C. (2018). A Forgotten Issue: Fiscal responsibility in the CSR debate. Critical Studies on 
Corporate Responsibility, Governance and Sustainability, 12, 243-259. 
801 Panayi, C. H. (2015). Is Aggressive Tax Planning Socially Irresponsible? Intertax, 43(10). 544-558; PWC (2013). 
Tax Strategy and Corporate Reputation: A Tax Issue, a Business Issue. Retrieved from: 
https://www.pwc.com/gx/en/tax/publications/assets/pwc-tax-strategy-and-corporate-reputation-a-tax-issue-a-
business-issue.pdf. 
802 Schwartz, M. S. (2011). Corporate Social Responsibility: An Ethical Approach. Peterborough: Broadview Press. 
p. 52; Jallai, A.-G. (March 2020). Good Tax Governance: International Corporate Tax Planning and Corporate Social 
Responsibility – Does One Exclude the Other? Tilburg Law School PhD dissertation. Available at SSRN: 
https://ssrn.com/abstract=3688985 
803 Jenkins, R., & Newell, P. (2013). CSR, Tax and Development. Third World Quarterly, 34(3), 378-396. 
804 Jenkins, R., & Newell, P. (2013). CSR, Tax and Development. Third World Quarterly, 34(3), 378-39. See also J. L. 
M. et al. (2018). Codes of Conduct as a Means to Manage Ethical Tax Governance. Intertax 46 (5), 390-407.  
805 Christensen, J., & Murphy, R. (2004). The Social Irresponsibility of Corporate Tax Avoidance: Taking CSR to the 
Bottom Line. Development, 47(3), 37-44. 
806 Preston, L. E., & Post, J. E. (2013). Private Management and Public Policy: The Principle of Public Responsibility. 
Stanford, California: Stanford Business Books, an imprint of Stanford University Press; Garriga, E., & Melé, D. 
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The costs of these needed services are being financed by tax revenues and thus justifying the inclusion 
of responsible tax practices within the CSR domain.808 
 
Finally, the ethical theories focus on values which are necessary to achieve a good society. Garriga and 
Mele´ (2004) distinguish the common good, sustainable development and universal rights.809 In terms 
of tax responsibility: businesses bear moral responsibility towards the society to pay ‘their fair share of 
taxes’.810 
 
In sum, Garriga and Mele (2004) summarize the differences between the above-mentioned theories as 
follows:(1) instrumental theories, "meeting objectives that produce long-term profits" (2) political 
theories, "using business power in a responsible way" (3) integrative theories, “integrating social 
demands" and (4)ethical theories, "contributing to a good society by doing what is ethically correct".811 
 
With the same aim, but using a different method, Munisami (2018) also argues for incorporating fair tax 
obligations as a part of CSR.812 In outlining his notion Munisami refers to Avi-Yonah’s three theories of 
the corporation; the aggregate theory, the artificial entity theory, and the real entity theory.813 For an 
in-depth discussion of these theories in relation to CSR and tax avoidance see section 7.4. 
 
These developments suggest that integrating the tax element within the CSR dimension is supported 
with strong and valid reasons. According to some researchers and as illustrated above, corporate 
legitimacy will be undermined if society fails to successfully integrate the tax element within the CSR 
dimension, due to growing public concern over tax avoidance.814 
 

7.5.3 Correlation  
 
Despite the increasing importance attached to responsible taxation within the CSR debate (as described 
above), some firms still treat these two fields separately. This is best expressed by Col & Patel (2019):  
“Some firms do not see any contradiction between actively engaging in CSR while at the same time 
seeking to minimize their tax liabilities through aggressive tax avoidance practices, even though these 
practices are often regarded as ‘‘unethical’’ and ‘‘unpatriotic.”815 
 
It is therefore important to delve into the correlation between CSR and Tax avoidance. In other words: 
how does the decrease or increase of CSR activities relate to the degree of tax avoidance? Until so far 
empirical studies regarding the relationship between tax avoidance and CSR have been showing mixed 

                                                      
808 Zicari, A. P., & Renouard, C. (2018). A Forgotten Issue: Fiscal Responsibility in the CSR Debate. Critical Studies 
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Tax Journal, 1, 1, 70-88. 
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results and for various reasons.816 First of all the application of a variety of different proxies used to 
measure tax avoidance (e.g. book-tax differences, effective tax rates or cash effective tax rates).817 Other 
explanations are the simultaneity factor (CSR activities, tax avoidance strategies and other important 
firm decisions are often taken simultaneously) and endogeneity factor (such as unobservable CEO 
characteristics or firm characteristics) both making it more difficult to draw any causal interpretations 
related to CSR and tax avoidance.818 
 
For instance, Lanis and Richardson (2012, 2015) investigated the effective tax rate of more than 400 
publicly listed Australian firms and found that CSR disclosure is negatively associated with effective tax 
rates implying that firms who engage more in CSR activities pay more tax and use less aggressive tax 
strategies. 819 Also, Muller & Kolk (2015) who investigated the relationship between tax avoidance and 
CSR showed that companies engaging in more CSR activities show more tax responsibility by using less 
aggressive tax avoidance strategies. 820  
 
Contrary to these studies, however, there are other studies showing an opposite direction in which 
socially responsible firms are associated with aggressive tax avoidance practices. Davis et al. (2016) who 
analyzed U.S. public firms from 2002 to 2011 found that CSR is negatively correlated with “five year 
effective tax rates” and positively correlated to the amount spent on tax lobbying by companies.821 In 
addition, other studies show that few firms claiming to conduct CSR activities are based in tax havens 
or engage in other tax avoidance activities. 822 
 
Furthermore, Huseynoy et al. (2012) conclude that socially responsible firms are more tolerant in 
accepting aggressive tax behavior. 823 Finally, what stands out from the empirical research conducted by 
Col & Patel (2019) is that firms “hedge against the potential negative consequences of aggressive tax 
avoidance practices through an increase in positive CSR activities”.824  
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The same phenomenon has been articulated by Gribnau (2019) as follows: "…there is also evidence that 
U.S. firms with strong CSR avoid more taxes, which suggests that CSR and taxes act as substitutes rather 
than complements".825 
 
All in all, the inability to adopt a generally accepted definition of tax avoidance in literature and practice 
means that a plethora of measures are used to capture the phenomenon. If there is an agreement in 
the future about the definition of tax avoidance and the method of measurement then, in my opinion, 
a positive relationship between CSR and tax avoidance is worrying. Since claiming to act socially 
responsible, but at the same time not fully contributing to society by engaging in aggressive tax 
avoidance activities, undermines the idea of CSR.826 
 
In addition to incorporating the tax issue within the CSR dimension, there are currently significant 
developments which encourage companies towards sustainable taxation.827 Sustainability refers to "the 
protection and preservation of common resources that can meet both present and future needs".828 
Tax sustainability in this context refers to "long-term socially responsible behavior".829 The B Team for 
example, which is a group of internationally active companies encourage "an approach to taxation that 
companies can endorse to demonstrate responsibility and play their part in creating a stable, secure 
and sustainable society". Other initiatives such as the UN Sustainable Development Goals (SDGs) and 
the International Business Council (IBC) also assign an important role to taxation in their sustainability 
frameworks.830 This shift towards sustainability applies not only to companies but also to investors 
which will be discussed in more detail in section 10.3. 
 

7.6 Conclusion & Summary 

 
In this chapter, I have shed light on the concept of corporate social responsibility (CSR) and its link with 
tax avoidance. Here I first mentioned that an increasing number of firms are not only aiming at making 
a profit but also focus on their responsibility towards society. Furthermore, the various definitions of 
corporate social responsibility were discussed. From the available literature, it was concluded that no 
widely agreed definition exists on the concept. However, despite the various definitions, there is 
consensus among scholars and in practice on the fact that CSR is a corporate behavior entailing a 
positive contribution and responsibility to society that goes beyond legal requirements. 
 
The chapter further described the concept of CSR from three theoretical views: the neoclassical 
(shareholders) theory, stakeholder theory, and the resource-based theory. While the shareholders' 
theory views CSR as a threat to shareholders' wealth and as a conflict of interest between the firms' 
management and its shareholders, is the approach of the other two theories more positive. They 
emphasize that by engaging in a good relationship with all stakeholders and by increasing relevant CSR 
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expenditures, this ultimately will benefit shareholders' wealth, contribute to a positive corporate 
reputation, and consistently enhance firm performance. 
 
Special attention was also given to the motivations behind engaging in CSR activities. Creating a more 
favorable reputation, the desire to build legitimacy, organizational identity, the link with profit and 
competitive advantages are some of the main drivers for firms to engage in CSR. In this respect it should 
be noted that the tendency toward CSR and its justification varies across countries because of the 
variety of legal rules, cultural differences and boundaries of the firm within the various legal systems.  
 
After discussing the above, I shifted my attention toward the current corporate tax environment in 
relation with the increased complexity and globalization of today's world and concluded that the current 
international tax law is inadequate and not in line with the current business environment. Then I 
emphasized the consequences of the shortcomings of the current international tax system by describing 
various tax minimization strategies which combined could result in sophisticated scheme with the sole 
purpose of avoiding taxation (aggressive tax planning). Within this context I analyzed the graphical 
representation of the distinction between responsible and irresponsible and legal / illegal behavior by 
defining the various tax minimization approaches: tax mitigation, tax avoidance, aggressive tax 
avoidance and tax evasion.  
 
The first (tax mitigation) is generally explained as “lowering ‘one’s tax by adopting patterns of economic 
behavior that are within the spirit of applicable tax legislation and that may even be encouraged by 
government policy”.831 Tax avoidance refers to intentionally seeking weaknesses, mismatches, and gaps 
within (international) tax laws and regulations to reduce tax liability. Although these tax planning 
schemes stay with the legal framework, they are often morally unacceptable and are in conflict with the 
spirit of the law. A further gradation on the tax planning continuum is aggressive tax planning in which 
multinationals set up artificial structures without any commercial or economic justification with the aim 
to pay as little tax as possible. Finally, tax evasion is tax fraud “the illegal practice of partial or non-
payment of taxes due”832 which falls outside the scope of this research. In order to connect the CSR 
dimension with the tax avoidance issue, I chose to focus on the ethical/moral component of CSR based 
on two main questions: 
 

1. Should ethics be relevant for economic behavior and how does this relate to tax avoidance? 
2. How should the relationship between law and morality be interpreted with regard to tax 

avoidance? 
 
With regard to the first question, I finally touched upon the so called “nature of the firm debate”, which 
is still unresolved. Within this context, I explored the aggregate theory, the 'real entity' theory, and the 
'artificial entity theory”. When projecting the aggregate theory on the tax avoidance discussion one 
could argue that aggressive tax planning strategies would be allowed since these applied strategies are 
technically not illegal and thus "within the rules of the game" and serve as an purpose to maximize 
profit. However aggressive tax planning could expose firms to reputational risks that can come from 

                                                      
831 See: Prebble, Z., & Prebble, J. (2010). The Morality of Tax Avoidance. Creighton Law Review, 43, 3, 693-746; 
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832 “The New Anti-fraud and Anti-abuse Assessment for Cross-border Conversions, Mergers and Divisions.” 
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negative publicity or jeopardize relationships with governments, and other stakeholders which in turn 
is bad for business.  
 
The 'real entity' view is another view of a company that exists and which puts the interpretation of tax 
in a different light. Under this view a company is a separate entity with its own rights and obligations 
similar to a citizens.  
 
Finally, there is a third view on the corporation: ‘the artificial entity theory’, which conceptualizes a 
corporation as ‘a creature of the state’ and thus as an extension of the government obliged to fulfil its 
tax obligations and disallowing every behaviour with regard to aggressive tax planning strategies. 
With regard to the second question, I rejected the premise from some businesses to use solely law as a 
moral template, suggesting that a legal act and a moral act are essentially the same thing. I argued that 
while on the one hand, the legal system shapes our social, political, and economic environment, on the 
other hand, it is also supplemented and influenced by our cultural values and norms (public morality). 
As a consequence, both morality and law influence our behavior and have an impact on whether or not 
a certain behavior is permissible. By exploring both of these questions I came to the conclusion that tax 
avoidance and aggressive tax planning (which are both allowed within the legal framework) are 
undesirable from the CSR perspective, since the latter goes beyond pure compliance with the law.  
 
Also, the "fair share" concept was briefly discussed in this chapter. In this part of the chapter, I clarified 
that there is no clear and widely-accepted definition of fair share and with regard to the payment of a 
"fair amount of tax" there is still no one uniform understanding. The concept of “fair share” is often 
equated with tax planning activities consistent with the letter and spirit of the law. The problem with 
this definition lies according to some critics in “complying with the spirit of the law” which is criticized 
for being vague, unspecific and elusive.  
 
Some academics have therefore opted for the following solutions in their attempt to clarify the concept 
of fair share. 1) Identifying socially irresponsible conduct as it is easier to find common grounds on social 
injustice than social justice; 2) Examining the effective tax burden of a specific firm 3) Tax transparency 
and discussion in order to find "Aristotle's doctrine of the mean" as mentioned by Happé. I support these 
initiatives and am convinced that transparency, dialogue, and discussion on the topic among all relevant 
stakeholders is not only necessary to enhance our understanding on the concept of fair share but also 
on the still unresolved debate with regard to "the nature of the firm" (as mentioned above). 
 
In addition to the described connection between CSR and tax avoidance in section 7.5.1, I furthermore 
outlined some initiatives and thoughts in literature for integrating responsible tax behavior within the 
CSR dimension. Zicari & Renouard (2018) for example, justify this approach by referring to the four 
rationales behind CSR: instrumental, political, integrative, and value theories. 
 
In the final part of this chapter, I explored the correlation and relationship between tax avoidance and 
CSR. I found mixed empirical evidence on this relationship due to various reasons833 and concluded that 
tax avoidance is incompatible with CSR since acting socially responsible, but at the same time not fully 
contributing to society by engaging in (aggressive) tax avoidance activities, undermines the idea of CSR 
as outlined in this chapter. 
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Chapter 8: Tax Transparency  
 

8.1 General Introduction  

  
Transparency in tax matters is a hot topic in the general news as well as among tax practitioners and 
scholars. Both groups are usually concerned with different aspects of transparency, although they are 
overlapping more and more.  
 
In the first group, parties such as NGOs, journalists and analysts are concerned about how a company 
behaves itself with regard to its taxes. They may have different reasons for this, varying from concerns 
on the value of a company’s stocks to concerns about whether the company contributes a fair share. 
For information, this group must rely on what a company publishes in its financial accounts, on its 
website or through other public media. 
 
The second group is more concerned with the relationship between companies and tax administrations. 
Companies have legal obligations to disclose information to tax administrations, and the information 
thus disclosed is usually not publicly available. Such information is crucial for tax administrations in the 
process of establishing whether a company is tax compliant. Most information is supplied through the 
filing of the relevant tax returns, but it is not limited to that. Tax administrations have the right to audit 
companies to check whether their submitted tax returns are correct. The tools given to tax 
administrations are intended to balance the information asymmetry that exists between companies and 
tax administrations. A company knows its business and moves in the business field. The results of these 
actions will ultimately be reported by the company in its tax return, usually more than a year after the 
event. Moreover, if a company’s transactions involve international activities, the tax administrations will 
be ‘behind’ not only in time but also in geography, because they are limited to one jurisdiction.834  
 
In the last few years, attention to international taxation of companies has increased. The OECD launched 
its BEPS835 program with all sorts of proposed measures on internationally operating companies. The 
EU has followed the OECD by converting many of the OECD’s proposals into legislation for its member 
states.836 An important goal of this legislation has been to enhance the transparency of companies to 
tax administrations. The measures relate to mandatory disclosure that have to be made or filed with 
the tax returns concerning Transfer Pricing and Country-by-Country Reporting, as well as the mandatory 
disclosure of advice received regarding international structures. 
 
In this chapter I will discuss the current state of affairs regarding companies tax transparency practices 
and provide recommendations to improve the decision-making process for their stakeholders (mainly 
from an investors’ perspective). I concentrate primarily on the position of institutional investors and not 
on the relationship with tax administrations. As there will be some overlap I will, however, discuss the 
position of companies in section 8.2, including their obligations to tax administrations. 
 
This section is also limited to transparency and tax avoidance, and therefore does not take tax evasion 
into consideration. Tax avoidance is in essence using legal possibilities in order to minimize the tax 
liability.837 Tax evasion is illegal and therefore never transparent.  

                                                      
834 For more information see: Gribnau, J. L.M. (2015). Co-operative Compliance: Some Procedural Tax Law Issues. 
In R. Russo (Ed.). Tax Assurance. Deventer, The Netherlands: Kluwer. pp. 183-216. 
835 See: “International collaboration to end tax avoidance.” Retrieved from: https://www.oecd.org/tax/beps/. 
836 European Council. (2016). Directive (EU) 2016/1164: Laying Down Rules Against Tax Avoidance Practices That 
Directly Affect the Functioning of the Internal Market. OJ L 193, 19.7.2016, pp. 1–14; Council Directive (EU) 
2017/952 of 29 May 2017 Amending Directive (EU) 2016/1164 as Regards Hybrid Mismatches with Third 
Countries. OJ L 144, 7.6.2017, pp. 1–11. 
837 This concept has been discussed in section 3.2.2. 



 
 

136 
 

 
The remainder of this chapter is structured as follows. In the first part of this chapter, I will first provide 
an overview of the logic and theoretical implications of tax transparency (section 8. 2). Then I will focus 
on the companies’ perspective on tax transparency in relation to the tax administration on one side and 
other stakeholders on the other (section 8.3). By providing clearer information on taxation in financial 
statements, companies invest in their relations with their stakeholders. Illustrative in this context is the 
statement made by John Dixon (former tax chief at Ernst & Young) in 2013, which remains relevant even 
today: 
 

“Companies will need to form their own views on additional voluntary disclosure and how to get their 

messages across appropriately. But we are confident that the benefits of building greater trust with 

stakeholders will far outweigh the cost and resources needed for greater tax transparency.”838 

 
With ever louder calls for tax transparency, investors and other stakeholders expect not only that 
companies are transparent about their tax affairs towards tax authorities, but that they also report their 
tax strategy and policy to the public and other stakeholders. 839 Therefore, I will also be discussing the 
importance of tax transparency for institutional investors and describe the role they can play in 
enhancing tax transparency (section 8.4).  
 

The second part of this chapter focusses on the gap between company’s disclosure and investors’ 

expectations (section 8.5). I will first focus on analysing companies’ current tax disclosure practices and 

trends, captured through their annual reports and other publicly available information (financial 

statements, company websites, if available statements on their tax policy, stand-alone tax reports and 

sustainability reports). As part of this analysis, I will also pay particular attention to guidelines, 

benchmarks840 and scorecards841 developed by professional organisations842, business associations843, 

                                                      
838 Ernst & Young. (2013). Tax Transparency–Seizing the Initiative. pp. 1-8. Available at: 
https://www.ey.com/Publication/vwLUAssets/EY-tax-transparency-seizing-the-initiative/$FILE/EY-tax-
transparency-seizing-the-initiative.pdf. 
839 See, for example: Schuil, G. et al. (2014). Good Tax Governance in Transition: Transcending the Tax Debate to 
CSR. Report coordinated by the Dutch Association of Investors for Sustainable Development (VBDO) with 
contributions from Oikos and PwC; The B Team. (2018). A New Bar for Responsible Tax: The B Team Responsible 
Tax Principles. See also: Alexander, R. (2018). Benefit Corporation: Accountability Matters. Corporate Governance; 
Ernst & Young. (2013). Tax Transparency–Seizing the Initiative. pp. 1-8. Available at: 
https://www.ey.com/Publication/vwLUAssets/EY-tax-transparency-seizing-the-initiative/$FILE/EY-tax-
transparency-seizing-the-initiative.pdf. 
840 VBDO (2018). Tax Transparency Benchmark 2018: A Comparative Study of 76 Dutch Listed Companies; see also 
https://fairtaxmark.net/getting-the-mark/criteria-and-standards/ 
841 S&P Dow Jones Indices (S&P DJI) and RobecoSAM Dow Jones Sustainability Indices Review; Responsible 100 
Scorecards;  
842 Accountancy Europe. (2018). Providing Support in Tax Controls and Assurance: Factsheet. Brussels: 
Accountancy Europe. EU Transparency Register (No 4713568401-18); Accountancy Europe ‘Public Country-by- 
Country Reporting, A template for disclosing corporate tax information’, 2016; Ernst & Young. (2013). Tax 
Transparency–Seizing the Initiative. pp. 1-8. Available at: https://www.ey.com/Publication/vwLUAssets/EY-tax-
transparency-seizing-the-initiative/$FILE/EY-tax-transparency-seizing-the-initiative.pdf; Deloitte. (2013). 
Responsible Tax, Sustainable Tax Strategy. Retrieved from: 
https://www2.deloitte.com/content/dam/Deloitte/uk/Documents/tax/uk-tax-responsible-tax-v2.pdf. 
843 Global Reporting Initiative. (2018). A New Draft Standard on Taxes and Payments to Governments. Retrieved 
from: https://www.globalreporting.org/standards/media/2175/tax-information-flyer.pdf; The B Team. (2018). A 
New Bar for Responsible Tax: The B Team Responsible Tax Principles; UN Principles for Responsible Investment. 
(2018). Evaluating and Engaging on Corporate Tax Transparency: An Investor Guide. Retrieved from: 
https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-corporate-tax-transparency_Investor-
guide.pdf; Global CSR. (2012). A Brief on Tax and Corporate Responsibility. Retrieved from: 
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NGOs, non-profit initiatives844 and intergovernmental organisations.845 I then examine the above-

mentioned tax transparency trends from the perspective of institutional investors. Here, I will reveal 

some gaps between current corporate disclosure and investors’ expectations. In order to bridge these 

gaps, I will provide some key recommendations. Section 8.6 concludes.  

 

8.2 The Logic and Theoretical Implications of Tax Transparency 

 
Over the last two decades and more, transparency has been put forward as a necessary condition for 
democracy and good governance.846 On a large scale and across multiple domains and sectors the 
concept of transparency is being put forward, as an effective means to solve the social, political, and 
economic problems in society.847 As a result, great importance has been attached to transparency in 
making business processes more efficient, in discussions concerning corporate social responsibility and 
accountability of elected or appointed public and corporate officers.848 Fox outlines these developments 
eloquently by stating that “transparency has been adopted by an extraordinarily broad array of political 
and policy actors in a remarkably brief period of time.”849 
 
This urge for transparency is mainly the result of the financial crises, corporate scandals and 
malpractices (such as Enron and WorldCom) and the rapid growth and expansion of digital 
technologies.850 Moreover, with the increased societal complexity and globalization we more and more 

                                                      
https://oxfamibis.dk/sites/default/files/PDF%20global/Analysis%20pdf/a_brief_on_tax_and_corporate_responsi
bility_-_ibis_analyse_2012.pdf. 
844 Boerrild, T., Kohonen, M., Sarin, R., Stares, K., & Lewis, M. (2015). Getting to Good: Towards Responsible 
Corporate Tax Behaviour. Retrieved from: https://www.oxfam.org/en/research/getting-good-towards-
responsible-corporate-tax-behavior; Schuil, G. et al. (2014). Good Tax Governance in Transition: Transcending the 
Tax Debate to CSR. Report coordinated by the Dutch Association of Investors for Sustainable Development (VBDO) 
with contributions from Oikos and PwC; Corporate Citizenship. (2014). Tax: Time for Action - A Guide for 
Companies on Responding to the Tax Debate. Retrieved from: https://corporate-citizenship.com/wp-
content/uploads/Corporate-Citizenship_Tax-Time-for-Action1.pdf; Action Aid. (2011). Tax Responsibility: The 
Business Case for Making Tax a Corporate Responsibility Issue. ActionAid UK. Retrieved from: 
https://www.actionaid.org.uk/sites/default/files/publications/tax_responsibility.pdf. 
845 OECD. (2016). Co-operative Tax Compliance: Building Better Tax Control Frameworks. Paris: OECD Publishing; 
European Commission. (2016). Proposal for a Directive of the European Parliament and of the Council amending 
Directive 2013/34/EU as Regards Disclosure of Income Tax Information by Certain Undertakings and Branches. 
COM/2016/0198 final - 2016/0107 (COD). Retrieved from: https://eur-
lex.europa.eu/legalcontent/EN/TXT/?uri=CELEX:52016PC0198; OECD. (2015). OECD/G20 Transfer Pricing 
Documentation and Country-by-Country Reporting, BEPS Action 13. Paris: OECD Publishing; OECD. (2011). 
Guidelines for Multinational Enterprises. Paris: OECD Publishing. 
846 Neyland, D. (2007). Achieving Transparency: The Visible, Invisible and Divisible in Academic Accountability 
Networks. Organization, 14(4), 499–516; Hansen, H. K., Christensen, L. T., & Flyverbom, M. (2015). Introduction: 
Logics of Transparency in Late Modernity: Paradoxes, Mediation and Governance. European Journal of Social 
Theory, 18(2), 117–131; Oats, L., & Tuck, P. (2019). Corporate Tax Avoidance: Is Tax Transparency the Solution? 
Accounting and Business Research, 49, 5, 565-583. 
847 Roberts, J. (2009). No One is Perfect: The Limits of Transparency and an Ethic for ‘Intelligent’ Accountability. 
Accounting, Organizations and Society, 34, 957–970. 
848 Hansen, H. K., Christensen, L. T., & Flyverbom, M. (2015). Introduction: Logics of Transparency in Late 
Modernity: Paradoxes, Mediation and Governance. European Journal of Social Theory, 18(2), 117–131. 
849 Fox, J. (2007). The Uncertain Relationship Between Transparency and Accountability. Development in 
Practice, 17(4–5): 663–71.  
850 Christensen, L. T., & Cheney, G. (2015). Peering into Transparency: Challenging Ideals, Proxies, and 
Organizational Practices. Communication Theory, 25(1), 70-90. 
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rely on our basic human need for knowledge and information in order to control and understand our 
surroundings.851 
 
However, this shift from contemporary society to transparency must be critically examined.852 Is the call 
for transparency pragmatic and to what extent is it justified to call upon transparency? What are the 
boundaries, limitations and (possible) effects of transparency and how does this relate to tax 
transparency? In order to shed light upon these points, it is first of all important to provide clarity about 
the term transparency. 
 
There are various definitions853 and perspectives of the concept transparency ranging from “a general 
openness to ‘the opposite of secrecy’ to greater flows of information worldwide”.854 According to Hale 
(2008) an institution is transparent “if it makes its behavior and motives readily knowable to interested 
parties”.855 Funget al. (2008) refers to transparency when there is public access to information for 
democratic decision-making.856 In this chapter I will focus on transparency from the organization and 
management perspective linked with company disclosure. For this reason, the first definition fits better 
within the scope of this study 
 
From a conceptual and analytical perspective, Albu and Flyverbom (2019) approach transparency in two 
ways: verifiability and performativity.857 The first relates to information which is disclosed in order to 
verify a particular state of affairs. Here the focus is on the provision of information in order to reduce 
the existing information asymmetry between insiders and outsiders of a company.858 In addition, the 
quality and quantity of information is also important from this approach in order to give the recipient 
the opportunity to check the legitimacy of the activities and decisions within a company. This approach 
generally leads to positive consequences (read: efficiency, effectiveness, and trust). I will elaborate 
more upon these later in this section. The second approach (performativity) "has potentially negative 
consequences”.859 This view regards transparency as a more complex means of communication that is 
infused with conflicts, selections, tensions and hidden dimensions, obstructing clarity and visability”. 
Here Albu and Flyverbom (2019) describe transparency as “an active process of translation, mediation 
and mutation, which may lead to (un) intended consequences”.860 I will elaborate more upon these side 
effects later in this section.  
 

                                                      
851 Gribnau, H., & R. Steenbergen. Handle with Care: Transparency as a Means to Restore Trust in Taxation 
(October 25, 2020). Available at SSRN: https://ssrn.com/abstract=3718692. 
852 Hansen, H. K., Christensen, L. T., & Flyverbom, M. (2015). Introduction: Logics of Transparency in Late 
Modernity: Paradoxes, Mediation and Governance. European Journal of Social Theory, 18(2), 117–131. 
853 Schnackenberg, A. K., & Tomlinson, E. C. (2016). Organizational Transparency: A New Perspective on Managing 
Trust in Organization-Stakeholder Relationships. Journal of Management, 42(7), 1784-1810; Scholtes, H. H. M. 
(2012). Transparantie, Icoon van een Dolende Overheid. Den Haag, The Netherlands: Boom Lemma. 
854 Gupta, A. (Ed.). (2010). Transparency in Global Environmental Governance: A Coming of Age? Global 
Environmental Politics, 10, 3, 1-9. 
855 Hale, T. (2008). Transparency, Accountability, and Global Governance. Global Governance, 14(1), pp. 73-94.  
856 Fung, A., Graham, M. and Weil, D. (2008). Full Disclosure: The Perils and Promise of Transparency. Cambridge: 
Cambridge University Press. 
857 Albu, O.B., & Flyverbom, M. (2019). Organizational Transparency: Conceptualizations, Conditions, and 
Consequences. Business and Society, 58, 2, 268-297. 
858 Stiglitz, J. E. (2002). Information and the Change in the Paradigm in Economics. The American Economic Review, 
92(3), 460-501. 
859 Albu, O.B., & Flyverbom, M. (2019). Organizational Transparency: Conceptualizations, Conditions, and 
Consequences. Business and Society, 58, 2, 268-297. 
860 Albu, O.B., & Flyverbom, M. (2019). Organizational Transparency: Conceptualizations, Conditions, and 
Consequences. Business and Society, 58, 2, 268-297. 
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Transparency has also taken a dominant role within the (international) tax arena. The OECD, for 
instance, states that “openness and transparency are key ingredients to build accountability and trust, 
which are necessary for the functioning of democracies and market economies”861, but also to “restore 
fairness and integrity of their tax systems and the global financial systems more generally”.862 The 
European Commission regards transparency as a tool for tackling tax avoidance and aggressive tax 
practices in the EU.863 NGO’s are scrutinizing the corporate tax structures of multinationals and want to 
see more transparency to make sure that all companies pay their “fair share” of tax where they earn 
their profits.864 Also (institutional) investors865 are becoming more and more interested in the tax 
practices of their (potential) investees in order to evaluate a company’s exposure to certain risks (read 
reputational risks, governance risks, potential earnings risk or broader societal and macroeconomic 
risks). A striking example in this regard is the Dow Jones Sustainability Index (DJSI)866 that focuses on 
questions such as a company's tax strategy, tax reporting and effective tax rate and guidelines for 
investors with regard to tax responsibility and tax transparency.867  
 
The two main examples of global tax transparency requirements and initiatives are: country by country 
reporting providing tax authorities valuable information (Action 13 of the BEPS Action Plan) and the call 
of the European Parliament for public country-by-country reporting of tax information.868 With this 
commitment towards transparency various actors (such as OECD and European Commission) want to 
enhance accountability, fairness and integrity of the (international) tax system as a counter movement 
against a growing mistrust.869 After all, enhanced transparency without realizing justified trust ignores 
the true aims behind transparency (improve tax collection and a more justified balance between groups 
and nations).870 Transparency is in this sense a “means to some other end, rather than a goal in itself”.871 
This approach therefore emphasizes a number of assumed advantages of (tax) transparency and in 
particular with regard to public transparency. 
 

                                                      
861 See: Gurría, A. Openness and Transparency - Pillars for Democracy, Trust and Progress. Retrieved from: 
https://www.oecd.org/unitedstates/opennessandtransparency-pillarsfordemocracytrustandprogress.htm. 
862 OECD. (2013). Secretary-General Report to the G20 Leaders Restoring Fairness to the Tax System. Russia: Sint 
Petersburg. 
863 See: “EU Tax Transparency Tools Prove Effective in the Fight Against Tax Evasion and Tax Avoidance”. Retrieved 
from: https://ec.europa.eu/taxation_customs/news/eu-tax-transparency-tools-prove-effective-fight-against-tax-
evasion-and-tax-avoidance_en. 
864 See: “All in for Tax Justice: What Our Supporters Said”. Retrieved from: 
https://www.taxjustice.net/2019/11/07/all-in-for-tax-justice-what-our-supporters-said/.  
865 See also: GRI launch the first global standard for tax transparency. In: https://www.globenewswire.com/news-
release/2019/12/05/1956600/0/en/GRI-launch-the-first-global-standard-for-tax-transparency.html. 
866 https://www.robecosam.com/csa/indices/?r 
867 Principles for Responsible Investment PRI. (2015). Engagement Guidance on Corporate Tax Responsibility. 
Retrieved from: https://www.unpri.org/download?ac=5601. 
868 European Parliament. (2019). Briefing EU Legislation in Progress; Public country-by-country reporting by 
multinational enterprises 
869 The main sources for this growing mistrust come from various sides. Examples are: the so-called ‘Paradise 
Papers, Panama Papers and Lux Leaks’, the tax rulings, which is often being linked to state aid and aggressive tax 
avoidance and profit shifting by multinationals. Not to mention the major fraud cases (Enron and WorldCom) and 
the financial crisis which also have contributed to this growing mistrust. 
870 Freedman, J. Restoring Trust in the ‘Fairness’ of Corporate Taxation: Increased Transparency and the Need for 
Institutional Reform (January 01, 2018). Available at SSRN: 
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3396775; Gribnau, H., & R. Steenbergen. Handle with Care: 
Transparency as a Means to Restore Trust in Taxation (October 25, 2020). Available at SSRN: 
https://ssrn.com/abstract=3718692 or http://dx.doi.org/10.2139/ssrn.3718692 
871 Oats, L., & Tuck, P. (2019). Corporate Tax Avoidance: Is Tax Transparency the Solution? Accounting and Business 
Research, 49, 5, 565-583. 
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First of all, those in favor of tax transparency argue that enhanced public disclosure of corporate income 
taxes will increase tax compliance. 872 Moreover, this would encourage multinationals towards tax 
ethical behavior resulting in paying their “fair share” and puts pressure on governments to take 
appropriate action. 873 In addition, more transparency produces clarity and insight resulting in more 
certainty874 and equality as we have more information at our disposal and therefore can compare 
different situations with each other. Finally, it would also be more efficient, because it “puts less burden 
on authorities to maintain confidentiality safeguards”.875 Despite these advantages, there are also 
important limitations and disadvantages inherent to (tax) transparency. Oats and Tuck (2019) for 
example claim that an increased tax related information can lead to "dysfunctional consequences", such 
as "additional costs in providing and processing additional information, the prospect of increased 
disputes as new information generates new misinterpretations and uncertainty in determining the final 
tax position”. 876  
 
In addition, according to Christians (2012) increased disclosure of tax information can serve as a 
roadmap and as an incentive for other taxpayers to decrease their own tax burden.877 Freedman (2018) 
also concurs with this statement by warning us for increased transparency and emphasizes that 
transparency should not be seen as a "universal good", since an overload of information can not only 
lead to confusion and uncertainty, but also incentives for dishonesty.878 Building on the extent of 
disclosure, Stohl et al. (2016) refer to "inadvertent opacity," meaning that by publishing large amounts 
of information, relevant information can get snowed under and become invisible.879 Increased 
transparency can thus reduce visibility.880 
 
Another reason against more tax transparency stems from practice. For example, tax directors 
interviewed by VBDO, are reserved with regard to Public country-by-country reporting by stating that 
they will be exposed to sensitive business information being published.881 However based on a report 
of the European Commission a detailed understanding of commercial strategies by interested parties is 
not possible by relying just on information disclosed under public country by country reporting.882  
 

                                                      
872 Forstater, M. (2016). Publishing Corporate Tax Strategies. Tax Journal, 5, 10–12. 
873 European Commission. (2015). Press Release, Commission Launches Public Consultation on Corporate Tax 
Transparency. Brussels. 
874 Christensen, L.T. and Cornelissen, J., (2015). Organizational Transparency as Myth and Metaphor. European 
Journal of Social Theory, 18(2), 132–149. 
875 Lith, G.A. (2015). Europese Fiscale Studies Post-Master Internationaal en Europees Belastingrecht 2015-
Corporate Tax Transparency. EFS: Erasmus. Retrieved from: 
https://www.europesefiscalestudies.nl/upload/Verhandeling%20Gerian%20Lith.pdf. 
876 Oats, L., & Tuck, P. (2019). Corporate Tax Avoidance: Is Tax Transparency the Solution? Accounting and Business 
Research, 49, 5, 565-583. 
877 Christians, A. (2012). Tax Activists and the Global Movement for Development Through Transparency. In: 
Steward, M. and Brauner, Y. eds. Tax Law and Development. Cheltenham, UK/Northampton, MA: Edward 
Elgar Publishing, pp. 316–344. 
878 Freedman, J. (2018). Restoring Trust in the ‘Fairness’ of Corporate Taxation: Increased Transparency and the 
Need for Institutional Reform. In: S. Goslinga, et al., eds. Trust and Taxation. The Hague: Eleven, pp. 121–141. 
879 Stohl, C., Stohl, M. and Leonardi, P.M. (2016). Managing Opacity: Information Visibility and the Paradox of 
Transparency in the Digital Age. International Journal of Communication Systems, 10, 123–137. 
880 Oats, L., & Tuck, P. (2019). Corporate Tax Avoidance: Is Tax Transparency the Solution? Accounting and Business 
Research, 49, 5, 565-583. 
881 VBDO (2015). Tax Transparency Benchmark 2018: A Comparative Study of 64 Dutch Listed Companies.  
882 European Commission (26 June 2013). Report from the Commission to the European Parliament and the 
council. Brussels.  
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However, despite the above disadvantages and limitations, I think we883 should embrace the positive 
sides of tax transparency and work on a strategy to minimize the disadvantages by engaging in dialogue 
with all relevant stakeholders. Having said this, I notice a positive development in this regard since 
research shows that an increasing number of listed companies already and voluntarily publish their tax 
policies and strategies. 884 After all, due to transparency, the discussion with regard to unacceptable 
corporate tax practices (as mentioned in the previous chapter) will be less difficult. A condition for this 
approach, however, is that within this process of more disclosure and transparency we must at the same 
time strive for a good demarcation and definition of aggressive tax planning. Only then information 
which is better tailored to the needs of various parties can be requested and with that the majority of 
the disadvantages and limitations as mentioned above can be tackled. 

 

8.3 Transparency from a Company's Perspective 

 

8.3.1 Transparency to tax administrations in general 
 
Traditionally companies and tax administrations used to meet each other and discuss issues based on 
the tax returns filed by the company. Filing a tax return is a legal requirement; the tax administration is 
the supervisor of the quality of the returns. It has certain legal powers to facilitate its supervisory tasks. 
These usually include the right to ask the company questions to which it must answer and to audit the 
financial accounts of the company. This is often referred to as a vertical relationship between companies 
and tax administrations.  
 
A disadvantage of this approach is that the tax administration reacts at a time when the relevant actions 
have already taken place. This takes usually even more time, if an audit is conducted; often years after 
the relevant financial year. This is often inefficient. In addition, auditing every company at regular 
intervals is very costly, and in times of shrinking budgets not feasible for tax administrations. 
 
In more recent years, an alternative approach has emerged: tax administrations have begun to vary the 
way they work with different companies. Certain companies have been subjected to a more horizontal 
approach in their duty to comply with the tax legislation. This involves more dialogue and transparency 
between companies and tax administrations. For the characteristics, advantages and disadvantages of 
the cooperative compliance program, I refer to chapter 6.8. 
 

8.3.2 Further Legal Obligations to Tax Administrations in terms of Transparency  
 
In recent years, following the BEPS reports of the OECD more legal transparency requirements have 
been imposed upon companies. These concern: 

a. Making master files and local files on all transfer-pricing issues.  

b. Making country-by-country reports containing information of taxes paid, turnover, staff per 

jurisdiction. 

c. Mandatory disclosure of cross-border advice that might be classed as illegal tax evasion (this is 

an obligation of advisors in the first instance, but if they do not report it, it is ultimately the 

company that must provide the information). 

                                                      
883 All stakeholders involved in this process, for example states, investors, NGO’s, multinationals and the society 
in general.  
884 VBDO (2018, 2019, 2020). Tax Transparency Benchmark; he B Team. (2018). A New Bar for Responsible Tax: 
The B Team Responsible Tax Principles; PwC (201). Building Public Trust Through Tax Reporting: Tax Transparency 
to whom and for What Purpose? 
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d. The OECD has issued a report on joint international audits, which will also lead to more 

transparency. 

e. Digital platforms established within or outside the EU will be required to report certain 

information about sellers using the digital platform for their activities based on the adoption of 

the directive on administrative cooperation (DAC7 Directive) introduced by the EU. 885 

Without going into detail about these requirements, it is clear that companies must go to considerable 
lengths to comply with all these reporting obligations. Sometimes this can affect the willingness of 
companies to for example participate in cooperative compliance programs. They see little room for trust 
if there are so many mandatory reporting requirements. On the other hand, most information will be 
available in some form, and thus shared with tax administrations, anyway. For example, some 
information (such as country-by-country reporting BEPS 13) will probably be mandatory for a company’s 
financial accounts as well and so in that sense would not be an added burden.886 
 

8.3.3 Public Transparency  
 
In the previous subsection, I have reviewed the transparency of companies toward one stakeholder: the 
tax administration. The relationship with this stakeholder is a complex one because the tax 
administration is also a supervisor and the relationship is regulated to a large extent by legal rules. The 
rules are not just there to ensure proper supervision. They also protect the fundamental rights of 
companies as taxpayers. One of these rights is that the tax administration must exercise its powers 
prudently (principle of equality, non-détournement de pouvoir, etc.). Another is the fact that in most 
jurisdictions tax matters are regarded as private and are therefore protected by privacy regulations. 
From the perspective of companies, this is reassuring because information about taxation is often 
sensitive from a competitive perspective.  
 
A company must also inform its other stakeholders: primarily its shareholders but also its employees, 
investors, banks, etc. An important means of informing stakeholders is a company’s financial accounts, 
and more broadly its annual report. Through the report, the board of the company is accountable for 
its strategy of the past reporting period. In the report there is much more than just the financial 
statements (although this remains the part with the most information). In the report, the board of the 
company reports and clarifies the reporting period and states its intentions for the future. It also 
identifies risks and opportunities and reports on various other areas, such as corporate social 
responsibility.  
 
There are some rules and regulations concerning the annual report, and more specifically the financial 
statements, but it is far less embedded in regulation than is the mandatory reporting to tax 
administrations. The amount of transparency is therefore to a large extent the choice of the board of 
the company and varies widely between companies and jurisdictions.  
 
Besides the annual report, companies also communicate through other media: members of the board 
appear on television or are interviewed for newspapers. Another important method of communication 
for companies is their website. Indeed, all these other forms usually end up on the website (for instance 
an interview given, an article published, etc.), but the website can also contain its own content. With 
regard to taxation, for many companies this includes their tax principles. These are not to be found in 

                                                      
885 See ‘Fair Taxation: Member States agree on new tax transparency rules on digital platforms’ retrieved from 
https://ec.europa.eu/commission/presscorner/detail/en/ip_20_2253  
886 See: European Commission. (2016). Proposal for a Directive of the European Parliament and of the Council 
amending Directive 2013/34/EU as Regards Disclosure of Income Tax Information by Certain Undertakings and 
Branches. COM/2016/0198 final - 2016/0107 (COD). Retrieved from: https://eur-
lex.europa.eu/legalcontent/EN/TXT/?uri=CELEX:52016PC0198. 
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the (financial) report, although it may contain a reference to them.  Transparency to stakeholders other 
than the tax administration is accomplished by the sum of all information published by the company, 
the most important of which I have described above. 
 

8.4 Transparency and Tax Avoidance from the Perspective of Institutional investors 

 

8.4.1 Introduction 
 

Since the 1980s, institutional investors have increased their assets under management enormously.887 

This trend has been driven by rapidly growing equity markets and the fact that households have 

increasingly shifted from direct stock ownership to holdings via asset managers. Moreover, the 

deregulation and globalisation of financial markets have also contributed to their enormous growth in 

both developed and emerging markets.888 For this reason and others (their purchasing power, their size 

of assets under management and their voting power), institutional investors are vital to the financial 

markets and play a critical role in how markets behave.  

 
In these markets, institutional investors around the world are turning to responsible investments.889 
These investments have evolved, moving “from the sidelines to the forefront of decision-making for 
asset managers and institutional investors”.890 Within these investments, institutional investors 
concentrate on specific sustainability themes such as green bonds, clean tech, low carbon etc. Other 
areas, however, are also receiving increasing attention. Tax is one of them, being one of the 
fundamental ways in which businesses contribute to society. With this in mind, I focus in this section on 
the importance of tax transparency for institutional investors and describe the role institutional 
investors can play to enhance tax transparency.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                      
887 Rutterford, J. and Hannah, L. (2016). The Rise of Institutional Investors. In: Chambers, D. and Dimson, E., ed., 
Financial Market History: Reflections on the Past for Investors Today. New York: CFA Institute Research Foundation, 
pp. 242–263. 
888 Khorana, A., Servaes, H., & Tufano, P. (2005). Explaining the Size of the Mutual Fund Industry Around the World. 
Journal of Financial Economics, 78(1), 145-185. 
889 “Responsible investment is an approach to investing that aims to incorporate environmental, social and 
governance (ESG) factors into investment decisions, to better manage risk and generate sustainable, long-term 
returns”. See https://www.unpri.org/pri/what-is-responsible-investment 
890 The Rise of Responsible Investment KPMG retrieved from: 
https://home.kpmg/au/en/home/insights/2019/03/the-rise-of-responsible-investment-fs.html 
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8.4.2 The importance of tax transparency for institutional investors 
 

Below I will use four main arguments, supported by the relevant literature and practical examples, to 

explain the importance of tax transparency for institutional investors. 891 

 
A. Tax avoidance mechanisms and activities can contain reputational, legal, financial and/or 

governance risks 

Pursuing aggressive tax minimisation strategies (e.g. “establishing a scheme or arrangement with the 
sole or dominant purpose of avoiding tax”)892 could have dire consequences for a firm and therefore for 
the investor who invests in that specific firm.  
 
First, tax-aggressive behaviour can have a negative effect on a company’s reputation.893 Such a damage 
to a company's reputation is detrimental to the relationship and trust with the tax authorities since 
company's transactions and structures not only are more likely to be scrutinized more often, but firms 
also encounter more obstacles in initiating legal business practices.894 Reputational damage can also 
lead to the expense of future licenses and damage existing projects since it also affects the relationship 
with the country in which the company is operating.895 During the past several years various 
multinationals have faced criticism within the (global) media for their tax avoidance efforts and were 
furthermore a matter of considerable public attention.896 For example, Starbucks' aggressive pursuit of 
tax avoidance strategies has been subjected to parliamentary inquiries in UK, has sparked protests 
across the globe, and has led to customer boycotts.897 Eventually Starbucks said it would pay £ 10 million 
on a voluntary basis to the UK Treasury with a purpose to “quell the controversy over its virtually 
nonexistent tax bill”.898 In addition, other firms have also been held accountable for their aggressive tax 
planning strategies resulting in paying hardly any corporate taxes (see Amazon, Apple, Google). 899 
 
Second, an overemphasis on tax minimisation strategies leads to governance issues and regulatory risks, 
threatens earnings and increases the risk of state aid investigations by supervisory authorities.900  

                                                      
891 See for a more detail overview of these arguments: UN Principles for Responsible Investment. (2018). 
Evaluating and Engaging on Corporate Tax Transparency: An Investor Guide. Retrieved from: 
https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-corporate-tax-transparency_Investor-
guide.pdf. 
892 Lanis, R., & Richardson, G. (2012). Corporate Social Responsibility and Tax Aggressiveness: An Empirical Analysis. 
Journal of Accounting and Public Policy, 31, 1, 86-108. 
893 Hanlon, M., & Slemrod, J. (2009). What Does Tax Aggressiveness Signal? Evidence from Stock Price Reactions 
to News About Tax Shelter Involvement. Journal of Public Economics, 93(1-2), 126-141; Wilson, R. (2009). An 
Examination of Corporate Tax Shelter Participants. The Accounting Review, 84(3), 96; Zicari, A., & Renouard, C. 
(2018). A Forgotten Issue: Fiscal Responsibility in the CSR Debate. Critical Studies on Corporate Responsibility, 
Governance and Sustainability, 12, 243-259.  
894 See: “Engagement Guidance on Corporate Tax Responsibility - Why and How to Engage with Your Investee 
Companies.”. Retrieved from: https://www.unpri.org/download?ac=5601.  
895 See: “Engagement Guidance on Corporate Tax Responsibility - Why and How to Engage with Your Investee 
Companies.”. Retrieved from: https://www.unpri.org/download?ac=5601. 
896 Stiglitz, J. (2019). Corporate tax avoidance: it's no longer enough to take half measures. The Guardian. 
897 Houlder, V. (2012). Starbucks to Pay £20m UK Corporate Tax. Financial Times; Barford, V., & Holt, G. (2013). 
Google, Amazon, Starbucks: The Rise of “Tax Shaming.” BBC News Magazine; Chapman, B. (2017). Amazon and 
Starbucks Take Reputation Hit from Tax Avoidance Publicity. Independent. 
898 Munisami, K. (2018). The Role of Corporate Social Responsibility in Solving the Great Corporate Tax Dodge. Fla. 
St. U. Bus. Rev., 17, 55; Barlett, B. (2013). Can Publicity Curb Corporate Tax Avoidance? Financial Times. 
899 Kleinbard, E. (2011). The Lessons of Stateless Income. Tax Law Review, Vol. 65, No. 1, pp. 99-171; Hutchinson, 
J. (2014). Apple’s Tax Falls to $36m in Australia as Sales Hit $6bn. Australian Financial Review. 
900 European Commission. (2017). State Aid: Commission Opens In-Depth Investigation into the Netherlands' Tax 
Treatment of Inter IKEA. available at: http://europa.eu/rapid/press-release_IP-17-5343_en.htm; European 
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Income generated form tax savings as a result from aggressive tax planning activities are exposed to 
enforcement and legislative changes.901 Engaging in excessive tax avoidance strategies may lead to sub-
optimal decision making by the management.902 Think of non-strategic acquisitions or implementing a 
capital structure without a rational and genuine business purpose which may be vulnerable to closure 
of legislative gaps. Finally, more and more tax regulatory loopholes are increasingly closed and 
international tax law mismatches are being addressed by international organizations and governments 
due to growing public concern regarding tax avoidance schemes which may increase the probability of 
tax litigation and disputes for those companies engaging in aggressive tax avoidance activities.903 

 
Finally, questionable tax avoidance activities may be accompanied by other subversive activities carried 
out by the management. Desai and Dharmapala argued that since “tax avoidance demands obfuscation 
and this obfuscation can become the shield for actions that are not in the interests of shareholders ... 
corporate tax avoidance is often linked to acts or managerial malfeasance”.904 By studying a series of 
accounting scandals (such as Xerox, Tyco and Enron) they came to the conclusion that, “the drive to 
improve reported book profits tends to foster tax avoidance and the drive to limit taxes tends to give rise 
to the manipulation of accounting profits and managerial malfeasance”.905  
 
Consequently, this leads to a situation in which investors are not able to accurately and adequately value 
tax avoidance practices in their risk assessment models.906 Thus, it is important that shareholders be 
wary of companies engaging in aggressive tax planning activities and hold company directors 
accountable for their decision to engage in such practices907. Moreover, during the engagement process 
investors should raise the importance of transparency with their investees in order to properly assess 
how the company's tax strategy is being realised in practice.908  
 
 
 

                                                      
Commission. (2019). State Aid: Commission Opens In-Depth Investigation into Tax Treatment of Nike in the 
Netherlands. available at: http://europa.eu/rapid/press-release_IP-19-322_en.htm. 
901 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: An 
Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
corporate-tax-transparency_Investor-guide.pdf. 
902Desai, M. A., & Dharmapala, D. (2006). Corporate Tax Avoidance and High-Powered Incentives. Journal of 
Financial Economics, 79(1), 145-179. 
903 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: An 
Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
corporate-tax-transparency_Investor-guide.pdf. 
904 Desai, Mihir A., and Dharmapala, D. (2006). Corporate Social Responsibility and Taxation: The Missing Link . 
Leading Perspectives. Retrieved from: 
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907 Munisami, K. (2018). The Role of Corporate Social Responsibility in Solving the Great Corporate Tax Dodge. 
Florida State University Business Review, 17, 55. 
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Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
corporate-tax-transparency_Investor-guide.pdf; VBDO (2018). Tax Transparency Benchmark 2018: A Comparative 
Study of 76 Dutch Listed Companies.  

http://europa.eu/rapid/press-release_IP-19-322_en.htm
http://www.people.hbs.edu/mdesai/D+D_BSR.pdf
http://www.people.hbs.edu/mdesai/D+D_BSR.pdf


 
 

146 
 

B. Investors realize that (corporate) tax payments are an important precondition for a business 

environment for generating positive returns. 

Some significant contributions of companies to society and financial markets cannot be denied as 
evidenced by employment, innovation, and production. However one of a company's most essential 
contribution to society lies in its tax payments. 909 Investors recognise the importance of (corporate) 
taxes to society and strong government institutions as being in their interest.910 After all, a society 
characterized by lacking good infrastructure, poor health and social services, unpredictable legal system 
or weak security (in most developed countries all funded by tax revenues) is not able to provide a strong 
framework for its companies and investors to grow, innovate and expand. 911 
 
Institutional investors are increasingly aware of this and know that a lack of these services would have 
an adverse effect on their return on investments.912 The above applies all the more to developing and 
emerging countries, where institutional investors are increasingly active. A confirmation of the latter is 
the OECD's Development Co-Operation Report, which highlights the growth of institutional investors in 
developing and emerging economies.913  
 
Robert Wilson, a research analyst at MFS Investment Management (a US-based global investment 
manager, with $466.9 billion of managed assets as of May 31, 2019), states the following with regard 
to the company’s investments and the important role of taxation for its practice:914  
 
‘Most of the securities we own are looking for growth from emerging economies and if those economies 
don’t have a tax revenue and a tax base to improve infrastructure and social programs like education 
and social healthcare our overall portfolio is going to suffer.’  
 

C. The impact of income tax on a company’s profitability  

For investors it is important to determine whether a firms' future cash flow is generated from a genuine 
business performance, as these inflows also could be attributed to other factors such as dodgy tax 
exploitation scheme or allocated subsidies. 915 Therefore in assessing a company's earnings and 
forecasting its future profits investors must be able to have a clear view on a company’s structure and 

                                                      
909 Tax Justice Network. (2006) Mind the Tax Gap: How Companies Could Help Beat Poverty; Otusanya, O. (2011). 
The Role of Multinational Companies in Tax Evasion and Tax Avoidance: The Case of Nigeria. Critical Perspectives 
on Accounting, 22(3), 316-332.  
910 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: An 
Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
corporate-tax-transparency_Investor-guide.pdf; VBDO (2018). Tax Transparency Benchmark 2018: A Comparative 
Study of 76 Dutch Listed Companies.  
 
911 Stephenson, D., & Vracheva, V. (2015). Corporate Social Responsibility and Tax Avoidance: A Literature Review 
and Directions for Future Research. Available at SSRN 2756640. 
912 Khurana, I., & Moser, W. (2012). Institutional Shareholders’ Investment Horizons and Tax Avoidance. SSRN 
Electronic Journal; UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax 
Transparency: An Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-
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913 OECD. (2014). The Development Assistance Committee: Enabling Effective Development. Paris: OECD Publishing. 
914 See: https://pripodcasts.libsyn.com/corporate-tax-responsibility.  
915 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: An 
Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
corporate-tax-transparency_Investor-guide.pdf. 
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underlying transactions. Tax avoidance structures which are not known can compromise the above-
mentioned assessment mechanism as they may disguise financial flows and transactions. 916 
 
In situations where there is a lack of transparency, investors and analysts will use other means to find 
out whether a company is focused on genuine economic activity or tax planning activities. With regard 
to tax avoidance, the empirical tax research reveals various existing measures. The two most common 
are the Book-Tax difference (BTD) and the Effective Tax Rate (ETR). The ETR is “total income tax expense 
divided by worldwide total pre-tax accounting income”.917 The book-tax difference is “the gap between 
financial accounting income and taxable income918”, which mostly captures temporary differences 
(depreciation is, for example, a traditional driver of book-tax differences).919 Heitzman and Hanlon 
(2010, footnote 50) argue that ETRs and BTDs are ‘closely related’, but that one is a ratio (of some 
measure of tax to a measure of income) and the other a difference (subtracts one measure of income 
from another).920 Which of these measures is better at signalling tax avoidance is under debate in 
academic circles.921 Within this context, analysts and investors will also be interested in what provisions 
have been made for uncertain tax positions (UTP) and disclosures in financial statements. Even with 
regard to a tax position that fails to meet the more likely-than-not threshold (with as result that no 
provision is needed), but which is material for the business, are clarity and disclosure in the financial 
statement of great importance.922 This will, to some extent, give an indication of a company’s level of 
control and how its risk appetite is applied in practice. 
 
However, both book-tax differences and effective tax rates are very noisy proxies to use for obtaining 
precise information about tax avoidance behaviour. Both only give a general indication of corporate tax 
avoidance. For an extensive discussion of the limitations of both measures, see Gebhart (2017), 
Badertscher et al. (2015) and Hanlon & Heitzman (2010).923 In view of these limitations, institutional 
investors can therefore incorrectly interpret certain analyses of the tax behaviour of their investees, 
with adverse consequences for both investor and investee. It is therefore important that institutional 
investors have access to additional tax disclosures in order to gain a more complete and accurate view 
of a firms’ tax-related issues and governance.924  
 
 

                                                      
916 Kanzer, A. (2015). Towards Reform of International Corporate Taxation. New York, NY: Domini Social 
Investments. 
917 Guenther, D. (2014). Measuring Corporate Tax Avoidance: Effective Tax Rates and Book-Tax Differences. SSRN 
Electronic Journal; Hanlon, M., & Heitzman, S. (2010). A Review of Tax Research. Journal of Accounting and 
Economics, 50, 127-178. 
918 Kuo, N. T., & Lee, C. F. (2016). A Potential Benefit of Increasing Book–Tax Conformity: Evidence from the 
Reduction in Audit Fees. Review of Accounting Studies, 21(4), 1287-1326. 
919 Wilson, R. (2009). An Examination of Corporate Tax Shelter Participants. The Accounting Review, 84(3), p. 96.  
920 Hanlon, M., & Heitzman, S. (2010). A Review of Tax Research. Journal of Accounting and Economics, 50, 127-
178. 
921 Desai, M., & Dharmapala, D. (2006). Corporate Tax Avoidance and High-Powered Incentives. Journal of Financial 
Economics, 79(1), 145-179; Seidman, J. (2010). Interpreting the Book-Tax Income Gap as Earnings Management 
or Tax Sheltering. SSRN Electronic Journal. 
922 An important difference in terms of research between the two ratios (as mentioned above) compared to the 
UTP's is that the first two can often be quantified as a model, as opposed to UTP's. This is also one of the main 
reasons why there is much more economic research on the two ratios than on UTP's. 
923 Badertscher, B., Katz, S., Rego, S., & Wilson, R. (2019). Conforming Tax Avoidance and Capital Market 
Pressure. The Accounting Review; Hanlon, M., & Heitzman, S. (2010). A Review of Tax Research. Journal of 
Accounting and Economics, 50, 127-178. 
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Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
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D.  Investors attach great importance to sustainable tax policies of companies that are resistant to 
regulatory change and stakeholder scrutiny  

 
The tax landscape is constantly evolving and even changing at a rapid pace due to various driving forces 
such as increasing transparency requirements across the globe, technological advancements, increased 
globalization and the growing demands of citizens, countries and organizations for a (international) tax 
system which is inclusive, equal and fair. 925 
 
In this constantly evolving tax environment characterized by “higher risks, higher compliance burden 
and higher levels of overall uncertainty”,926 companies are expected to report properly and 
transparently to their stakeholders, and more importantly to provide assurance regarding the 
sustainability of their tax strategies.927 As such, in order to ensure and increase investors’ confidence, it 
is essential for firms to disclose how their tax strategies and structures are managed and how they cope 
with changes in (tax) legislation.928 Increased transparency with regard to firms 'tax practices and 
governance is therefore from investors' perspective and their investment decision making process 
essential. 
 

8.4.3 The role of Institutional Investors in increasing transparency  
 
In the political arena and in media corporate tax avoidance attracts a great deal of attention. 929 A series 
of scandals such as the Lux Leaks930, Panama Papers931, Paradise Papers932, and Mauritius Leaks933, has 
only increased this interest. Most of the structures revealed in these papers have been labelled as 
aggressive. 934 Tax transparency is among other things crucial in combatting such tax structures. 935  
 

                                                      
925 Brown, B., & Demirel, E. (2018). International Tax Landscape. Dla Piper; Deloitte. (2015). Global Tax Reset: The 
Changing World of Tax. Retrieved from: https://www2.deloitte.com/me/en/pages/tax/articles/global-tax-reset-
the-changing-world-of-tax.html. 
926 https://www.ey.com/en_gl/tax/how-changing-tax-landscape-creates-risks-opportunities 
927 Pross, A., Kerfs, P., Hondius, P., & Housden, R. (2016). Turning Tax Policy into Reality - Global Tax Transparency 
Goes Live. International Tax Review, Vol. 27 (2016-2017), No. 10.  
928 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: An 
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corporate-tax-transparency_Investor-guide.pdf; VBDO (2018). Tax Transparency Benchmark 2018: A Comparative 
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931 Simon Bowers, S.,& Dalby, D., Lux Leaks, Panama Papers spur EU to better protect whistleblowers. International 
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papers/lux-leaks-panama-papers-spur-eu-to-better-protect-whistleblowers/. (Accessed 18 July 2019).  
932 Palan, R. (2017). Four Things the Paradise Papers Tell Us About Global Business and Political Elites. The 
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us-about-globalbusiness-and-political-elites-86946. (Accessed 18 July 2019); See also: Paradise Papers leak 
Reveals Secrets of the World Elite's Hidden Wealth. The Guardian, 10 November 2017, available at: 
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Elites. ICIJ. 
934 Van de Vijver, A., Cassimon, D., & Engelen, P. J. (2018). A Real Option Approach to Responsible Tax Behavior. 
IOB Working Papers, 2018(12). 
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Big leaps forward have been made in this area, both on information exchange upon request and also 
more recently based on common reporting standard (CRS) on automatic exchange of information. 
Greater transparency is also playing a key role in closing tax loopholes and fighting base erosion and 
profit shifting, as witnessed by the introduction of CbCR under OECD BEPS Action 13 and the exchange 
of information on tax rulings as part of BEPS Action 5.  
 
The EU is making specific efforts as well: EU regulations adopted so far are addressing tax avoidance 
practices936 and introducing transparency requirements for tax rulings937 and multinationals’ 
activities.938 
 
By urging companies to be more transparent, institutional investors can also play a major role: first, by 
engaging with the company in a way that emphasises tax disclosure and transparency; and second, by 
applying a more system-wide approach in order to enhance transparency. Both initiatives are discussed 
and elaborated upon below. 
 

8.4.4 Company ‘engagement’  
 
As mentioned above, investors are becoming more and more interested in the tax practices of their 
(potential) investees in order to evaluate a company’s exposure to certain risks (read reputational risks, 
governance risks or potential earning risk). When a firm demonstrates a lack of disclosures about its tax 
related issues investors can opt for engagement in order to better appraise risks in their investment 
decisions. 
 
Various initiatives from different organisations have prescribed guidelines with regard to tax 
responsibility and tax transparency, with a strong emphasis on investors’ dialogue and engagement with 
their investees. Examples include the PRI (“Evaluating and Engaging on Corporate Tax Transparency: An 
Investor Guide”); ActionAid (“Tax Responsibility and Investor Guide”); GRI (“Disclosures on Tax and 
Payments to Government”), which complements the PRI guidelines; and VBDO (“Investor Guide 
Integration of Tax in Responsible Investment”).939  
 
A good example is the PRI initiative (an UN-supported network of investors). Since 2015, the 
organisation has been working with global investors on the topic of corporate tax responsibility. This 
collaboration has resulted in the document ‘Engagement guidance on corporate tax responsibility.940 It 
deals with various topics, such as guidance for investor-company dialogue with regard to tax policy, risks 
associated with artificial tax structures and a business case for tax responsibility. In order to strengthen 
corporate income tax disclosure, the document has been supplemented (in 2017) with disclosure 

                                                      
936 European Council. (2016). Directive (EU) 2016/1164: Laying Down Rules Against Tax Avoidance Practices That 
Directly Affect the Functioning of the Internal Market. OJ L 193, 19.7.2016, pp. 1–14. 
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recommendations (from the investors' perspective) with regard to a company's tax policy, governance 
and risk management.941  
 
These initiatives have resulted in a number of explicit recommendations for investors concerning tax 
transparency: 942  

1. discuss the management’s views on corporate income tax and the company’s approach in 

aligning its tax strategy with its business and sustainability strategies; 

2. enter into dialogue with (potential) investees with regard to their definition and management 

of tax related risks;  

3. engage with companies on their views and thoughts with regard to country-by-country 

reporting; and  

4. ask whether a (potential) investee has ongoing dialogue with stakeholders on tax and to what 

extent these interactions have influenced the company’s tax policy. 

In the absence of a tax policy, investors can 1) ask what barriers, challenges and concerns companies 
have in terms of publishing their tax principles, governance mechanisms and control processes; 2) make 
reference to examples of good corporate tax practice and tax policies through peer-to-peer exchanges; 
and 3) communicate to their investees what information would be useful and relevant when publishing 
their tax policy.943 The above initiatives, resulting in more tax transparency and disclosure, not only 
enhance investors' expertise and understanding with regard to the tax issue but also reduce information 
asymmetry which currently exists between investors and investees.944 
 
In addition to engaging with individual companies in order to enhance their corporate tax transparency, 
there is also a system-wide approach to which institutional investors can turn. This is discussed further 
below. 
 

8.4.4 System-wide approach 
 
To be able to exert more influence with regard to tax transparency, institutional investors could adopt 
a more system-wide approach rather than a company ‘engagement’ one. For example, they could use 
their resources and capacity to participate in taskforce groups such as the PRI Tax Working Group and 
other relevant co-operation organisations and groups.945 Another way to exert influence would be to 
embark on discussions with IASB regarding insufficient tax disclosure in annual financial reports. These 
options are discussed in the next Section. In addition, institutional investors can choose to engage in 
dialogue with national, regional and international supervisory bodies on the subject of inadequate tax 
disclosure.  
 
Moreover, proxy advisory firms play an important role for institutional investors with regard to voting 
at shareholder meetings. These entities have an important role to play with regard to proxy votes on a 
firms' annual meeting in which they provide their clients (shareholders / investors) advisory services as 
well as data and research related to a specific case (think of environmental issues, mergers and 
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acquisitions or executive pay packages).946 It is therefore important that investors encourage proxy 
advisory firms to delve deeper into the topic of taxation and inform them about issues such as tax 
transparency, robust governance and risk management frameworks. Finally, it is important to have 
continual discussions about tax transparency and to organise national and international conferences in 
order to enhance awareness of the topic. 
 

8.5 Current company disclosure and investors’ expectations 

 

8.5.1 Disparities between current company disclosure and investor expectations 
 
The information that companies publish is presented under various names (Global Tax Policy and 
Principles of Conduct, Tax Risk Management Strategy, Our Approach to Tax, etc.) and can generally be 
categorised into three groups:947 

1. Tax risk management and governance in the company; 

2. Tax principles in tax planning and compliance; 

3. Taxes paid. Tax costs in financial accounts. 

In the remainder of this section, I will describe each group and explain their associated tax disclosure 

practices (based on guidelines, benchmarks, scorecards and other publicly available information). For 

each group, I also give an overview of investors’ expectations and their vision for disclosure practices. 

 

8.5.1.1 Tax risk management and governance within the company  
 
This area of transparency focuses on the internal organisation of tax processes and responsibilities.948 It 
sets out principles for board- and managerial-level responsibilities. A good example is the design and 
operational effectiveness of the tax control framework.  
 
First, from my analysis of various publications949 I can deduce that most companies generally report on 
tax risks (financial, regulatory and / or reputational risks), but since they do not deal with them 
extensively the information is not particularly revealing.950  
 
While most companies in their tax disclosures outline their tax risk appetite in detail they provide little 
or no insight into which tax practices are allowed and which not.951 From an investor’s perspective, it is 
important that companies report on their tax risk, tax risk appetite and risk response.952 Giving investors 
insight into possible and existing (tax) risks means they can assess the extent to which an organisation 
manages and deals with such risks. 
 

                                                      
946 See: https://www.ft.com/content/1d4fea3d-a250-4325-92fc-955c7444f383. 
947 R. & Van Trigt, J. (2015). Corporate Governance and Taxes. In Russo, R. (Ed.), Tax Assurance (pp. 46). Deventer: 
Wolters Kluwer. 
948 R. & Van Trigt, J. (2015). Corporate Governance and Taxes. In Russo, R. (Ed.), Tax Assurance (pp. 39). Deventer: 
Wolters Kluwer. 
949 As part of this analysis, I have paid particular attention to various guidelines, reports, benchmarks, and 
scorecards developed by professional organizations, business associations, NGOs, non-profit initiatives, and 
intergovernmental organizations. The investigated documents have been identified in section 8.1. 
950 UN PRI. (2017). Investors’ Recommendations on Corporate Income Tax Disclosure. Retrieved from: 
https://www.unpri.org/download?ac=1877. 
951 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: An 
Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-corporate-
tax-transparency_Investor-guide.pdf. 
952 VBDO (2018). Tax Transparency Benchmark 2018: A Comparative Study of 76 Dutch Listed Companies. 
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Second, most companies do not disclose information on tax advocacy, lobbying and whistleblowing. 
This information is valuable to investors as it indicates commitment to tax transparency and tax 
responsibility.953 
 
Third, most companies do not describe their vision for technology and data management, nor what role 
the two have in their tax strategy/policy. From an investor’s viewpoint, it is crucial to have accurate and 
complete tax-relevant data. Technology and data management play a very important role here 
(especially in large, complex organisations) since they can be used to store, analyse and report on tax 
data, which simultaneously contributes to a company’s tax overview. Given the importance of tax data 
management and technology in a digitised world, it is important to have a vision and communicate this 
transparently to investors and other stakeholders. 
 

Fourth, it is essential that a company is in control of its tax processes. The investor must be able to 

assess the risk appetite of the company and the possible extra tax cost it entails. If a company is 

completely in control there will be no such extra cost, but for most companies that is not possible. The 

investor will be interested in what provisions have been made for uncertain tax positions and the 

disclosures thereof in financial statements. This will, to some extent, give an indication of a company’s 

level of control and how its risk appetite is applied in practice. Many potential tax risks may not make 

the materiality threshold and therefore may not appear as such in financial statements. In addition, 

while more transparency can be achieved where companies disclose as much information as possible 

on uncertain tax positions, they are sometimes reluctant to do so because it may harm their competitive 

position. 

 

 

8.5.1.2 Tax principles in tax planning and compliance 
 
Under this heading, organisations elaborate upon their attitudes, view and approach to their tax policy 
and external reporting. The central topics discussed here focus on, for example, compliance, 
relationships with tax authorities, the use of business structures, interpretations of the tax law, etc. 
 

First, the general tendency for most companies is to use a tax policy statement to communicate their 

view on tax to their stakeholders. I believe this is a good development. However, there is still room for 

improvement since few companies articulate the extent to which their tax strategy is aligned with their 

business and sustainability strategies. Transparency about the latter is essential in order to prevent 

investors from seeing a company’s tax activity as an isolated business component. Moreover, it is 

important that a company’s views on tax matters have been discussed and approved by the (executive) 

board and that this process has been reported to investors and other stakeholders in a transparent 

manner. Section 8.5 shows that many companies are aware of this and report accordingly. 

 

Second, the lion's share of companies analysed commit themselves to the spirit of the law when 

implementing their tax planning strategies. In order to adequately realize this goal in an ever-changing 

tax landscape, it is important that an organization fosters a culture of ethics and integrity.954 

 

                                                      
953 VBDO (2019). Tax Transparency Benchmark 2019: A Comparative Study of 77 Dutch Listed Companies. 
954 VBDO (2018). Tax Transparency Benchmark 2018: A Comparative Study of 76 Dutch Listed Companies. 
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Third, companies have become more transparent in their reporting in terms of their relationship and 

position with tax authorities.955 In certain cases, however, disclosures around disputes failed “to specify 

which tax years were open or under audit and in which countries”.956  

 

8.5.1.3 Taxes paid 
 
First, it should be mentioned that a small volume of country-specific data on profits / losses and tax 
payments is provided by companies, despite the fact that investors can draw valuable conclusions from 
these data (insights into intra-group trading across national boundaries, company’s scale of activity, tax 
payments in each country in which they operate, etc.).957 This situation may change in the future, when 
public country-by-country reporting (‘public CBCR’) is adopted by the European Parliament and 
Council.958 In this regard it should be noted that on June 1 2021 the Council of the EU and committees 
of the European Parliament have struck an agreement on the public Country-by-Country Reporting 
proposal.959 However, while some critics believe that the proposal does not go far enough (for example 
with regard to disaggregated vs. aggregated information)960, it is an important first step towards publicly 
avalable information with regard to multinationals' tax information. 

 

Second, many companies provide only a numerical effective tax rate reconciliation in accordance with 

IAS 12.961 This is not always self-explanatory; thus, from an investors’ point of view the data would be 

completer and more useful were companies to add some narrative describing the nature of the 

significant reconciling items in the effective to statutory tax rate reconciliation.962 This would provide 

more context and background information for investors and other stakeholders as well as helping to 

explain the differences between the two rates.963 

 

8.5.2. Recommendations 
 
This study shows that in accordance with the UN PRI report (2017) the current corporate tax disclosures 
are not always in line with institutional investors' expectations. In order to better enable investors to 
gain a good understanding of the quality of a company's earning, companies should be more 

                                                      
955 UN PRI. (2017). Investors’ Recommendations on Corporate Income Tax Disclosure. Retrieved from: 
https://www.unpri.org/download?ac=1877. 
956 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: An 
Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-corporate-
tax-transparency_Investor-guide.pdf. 
957 UN PRI. (2017). Investors’ Recommendations on Corporate Income Tax Disclosure. Retrieved from: 
https://www.unpri.org/download?ac=1877. 
958 European Commission. (2016). Proposal for a Directive of the European Parliament and of the Council 
amending Directive 2013/34/EU as Regards Disclosure of Income Tax Information by Certain Undertakings and 
Branches. COM/2016/0198 final - 2016/0107 (COD). Retrieved from: https://eur-
lex.europa.eu/legalcontent/EN/TXT/?uri=CELEX:52016PC0198 
959 See “Public country-by-country reporting by big multinationals: EU co-legislators reach political agreement” 
retrieved from https://www.consilium.europa.eu/en/press/press-releases/2021/06/01/public-country-by-
country-reporting-by-big-multinationals-eu-co-legislators-reach-political-agreement/ 
960 See “EU agreement fails to deliver on expectations for real corporate tax transparency” retrieved from 
https://www.oxfam.org/en/press-releases/eu-agreement-fails-deliver-expectations-real-corporate-tax-
transparency 
961 “IAS 12 prescribes the accounting treatment for income taxes. Income taxes include all domestic and foreign 
taxes that are based on taxable profits”. Retrieved from: https://www.ifrs.org/issued-standards/list-of-
standards/ias-12-income-taxes/ 
962 VBDO (2019). Tax Transparency Benchmark 2019: A Comparative Study of 77 Dutch Listed Companies. 
963 The B Team. (2018). A New Bar for Responsible Tax: The B Team Responsible Tax Principles. 
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transparent and give more information related to their tax policies, strategies and risks.964 This practice 
also benefits companies themselves as their tax policy will become more sustainable. In this context, a 
sustainable tax policy means adopting a comprehensive tax policy with "the involvement of the entire 
company, including the board of directors"965 while taking two important elements into account: the 
substantive element and the procedural element. While the first component refers to the fair share 
discussion and ethical decision-making within the organization, the second component refers to 
transparency with regard to taxes paid and "being open about the tax values and strategies of the 
corporation".966 
 
Based on the various findings as illustrated in sections 8.4 and 8.5, it can be said that there is still room 
for improvement regarding companies' tax disclosure. My key recommendations for improvement are 
therefore outlined below. Companies should:967 

1. Elaborate in more detail (through publicly available documentation) on their tax risks and 

provisions for uncertain tax positions. This should be accompanied by a detailed description of 

their tax risk appetite and risk response, and the extent to which they manage and deal with 

risks. In this way, companies can give investors insight into possible and existing (tax) risks.  

2. Actively communicate with employees on tax transparency developments through training 

programmes, and explicitly inform them about whistleblowing procedures relating to their tax 

behaviour. 

3. Explain transparently how they use technology to manage the vast amount of data necessary 

in a tax landscape that is fast becoming digitised and is characterised by continually and rapidly 

changing tax transparency reporting requirements.  
4. Show investors that their tax function is an integral part of the business. Companies must 

therefore align their tax strategy with their organisational values and their business and 

sustainability strategies.  

5. Present data on a country-by-country basis, from which it can be determined where value has 

been created and in which jurisdictions taxes are paid. 

6. Add a narrative describing the nature of significant reconciling items in the effective to statutory 

tax rate reconciliation. This will provide more context and background information for investors 

and other stakeholders and can explain, in a more understandable way, the actual differences 

between the two rates.968 
7. Engage in dialogue with various stakeholders with regard to tax values, corporate tax behaviour, 

tax disclosure and their expecations with regard to tax transparenecy.  

 

 

 

                                                      
964 UN PRI. (2017). Investors’ Recommendations on Corporate Income Tax Disclosure. Retrieved from: 
https://www.unpri.org/download?ac=1877. 
965 K. Berlin (2021). ‘Why sustainable tax makes good business sense’, International Tax Review (Mar 31, 2021). 
966 Jallai, A.-G. (March 2020). Good Tax Governance: International Corporate Tax Planning and Corporate Social 
Responsibility – Does One Exclude the Other? Tilburg Law School PhD dissertation. Available at SSRN: 
https://ssrn.com/abstract=3688985 
967 See also: VBDO (2018). Tax Transparency Benchmark 2018: A Comparative Study of 76 Dutch Listed Companies; 
VBDO (2019). Tax Transparency Benchmark 2019: A Comparative Study of 77 Dutch Listed Companies; UN PRI. 
(2017). Investors’ Recommendations on Corporate Income Tax Disclosure. Retrieved from: 
https://www.unpri.org/download?ac=1877. The B Team. (2018). A New Bar for Responsible Tax: The B Team 
Responsible Tax Principles; CSR Europe. (2018). A Blueprint for Responsible and Transparent Tax Behaviour & EPSU 
(2016). Despite Panama Papers. ‘Public CBCR’ proposal falls well short of real transparency. 
968 The B Team. (2018). A New Bar for Responsible Tax: The B Team Responsible Tax Principles. 



 
 

155 
 

8.6 Conclusion & Summary 

 
In this chapter, I first provided an overview of the definitions, logic and theoretical implications of (tax) 
transparency. The term transparency has, as mentioned in this chapter, received various definitions 
from researchers. In this chapter, I have due to the scope of my research focused on transparency from 
the organization and management perspective linked with company disclosure. According to Hale 
(2008), an institution is transparent “if it makes its behavior and motives readily knowable to interested 
parties”. 969 Within the (international) tax system several parties and international organizations have 
called for greater transparency in tax matters to secure "a fairer taxation in the EU and 
internationally".970 
 
Having outlined the advantages, disadvantages and limitations of tax transparency in the following 
section I concluded that stakeholders should embrace the positive sides of tax transparency and work 
on a strategy to minimize the disadvantages by engaging in dialogue with all relevant stakeholders. After 
all, without transparency, the discussion about unacceptable corporate tax avoidance (as mentioned in 
the previous chapter) will become much more difficult. A condition for this approach, however, is that 
we must at the same time strive for a good demarcation and definition of aggressive tax planning. Only 
then information which is better tailored to the needs of various parties can be requested and with that 
the majority of disadvantages and limitations as mentioned above can be tackled. 
 
In the following section I discussed in addition to a number of general legal obligations to tax 
administrations the traditional vertical relationship between companies and tax administrations versus 
the cooperative compliance program which required a shift in thinking for both parties since it was 
introduced: "a relationship that favours collaboration over confrontation, and is anchored more on 
mutual trust than on enforceable obligations”.971 Based on these developments I concluded that despite 
the fact that companies face increasing transparency obligations, compliance burdens are to some 
extent reduced since most information is already available due to previously enacted legislation (think 
of the BEPS 13 implementation package).  
 
In the last two sections, I discussed the importance of tax transparency for institutional investors by 
using four main arguments and describe how institutions can contribute to even greater tax 
transparency. Finally, I revealed certain gaps between current corporate disclosure and investors' 
expectations and provided some key recommendations in order to bridge these gaps.  

 

 

 

 

 

 

 

 

 

                                                      
969 Hale, T. (2008). Transparency, Accountability, and Global Governance. Global Governance, 14(1), pp. 73-94.  
970 European Commission. (2015). Fair and Efficient Corporate Tax System in the European Union: 5 Key Areas for 
Action. Communication from the Commission to the European Parliament and the Council. Brussels: COM (2015) 
302 final. 
971 OECD. (2008). Study into the Role of Tax Intermediaries. Paris: OECD Publishing. Available at http:// 
www.oecd.org/tax/administration/39882938.pdf. 
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SECTION III: Sustainable Investing 

 

 

 

 

 

 
 
 
 
  



 
 

157 
 

Chapter 9: ESG in General 
 

9.1 Introduction 

 
During the last two decades, Socially Responsible Investments (SRI) have grown rapidly around the 
world.972 All kinds of terms such as “socially-responsible investing”, “community investing”, “ethical 
investing”, “environmental, social and governance investing”, “targeted, development and strategic 
investing” are grouped under the umbrella term of responsible investing. 973  
 
According to academic literature there are several reasons why different names have been attributed 
to investment decisions concerning environmental, social and corporate governance considerations. 
First of all, this has to do with the strategy of fund managers to distinguish themselves competitively 
from their peers, with the result that different terms are used (read: green funds, sustainable funds, 
ethical funds etc.). 974 In addition, Eccles and Viviers (2011) show that the different names are related 
to variables such as geographical location, publication date or discipline.975 Moreover, the term is 
explained and claimed differently by different groups of investors, 976 each with their own characteristic 
interests and socially-related sensitivities. 977 
 
Although the abstract definition and choice of a term is important, it is also necessary to determine and 
understand which (investment) practices are associated with which terms. As a result, I distinguish three 
major types of responsible investments below: 

 Socially-responsible investing (SRI), involves the integration of “personal values and societal 

concerns with investment decisions”. 978  

 Sustainable investing (also known as “Environmental, Social and Governance (ESG)-investing”), 

involves “a long-term oriented investment approach, which integrates ESG factors in the 

research, analysis, and selection process of securities within an investment portfolio. It combines 

fundamental analysis and engagement with an evaluation of ESG factors in order to better 

                                                      
972 Renneboog, L., Ter Horst, J., & Zhang, C. (2008). Socially responsible investments: Institutional aspects, 
performance, and investor behavior. Journal of banking & finance, 32(9), 1723-1742; Townsend, B. (2020). From 
SRI to ESG: The Origins of Socially Responsible and Sustainable Investing. The Journal of Impact and ESG Investing, 
1(1), 10-25 
973 Townsend, B. (2020). From SRI to ESG: The Origins of Socially Responsible and Sustainable Investing. The Journal 
of Impact and ESG Investing, 1(1), 10-25; Sparkes, R. (2001). Ethical Investment: Whose Ethics, Which Investment? 
Business Ethics: A European Review, 10(3), 194-205; Wokutch, R.E., Murrmann, K.F. and Schaffer, J.D. (1984). 
Targeted Investing: A Survey of Policies and Practices of State Public Employee Pension Funds. Research in 
Corporate Social Performance and Policy, 6, 93–113.  
974 Chatzitheodorou, K., Skouloudis, A., Evangelinos, K., & Nikolaou, I. (2019). Exploring Socially Responsible 
Investment Perspectives: A Literature Mapping and an Investor Classification. Sustainable Production and 
Consumption, 19, 117-129; Berry, T.C., Junkus, J.C. (2013). Socially Responsible Investing: An Investor Perspective. 
Journal of Business Ethics, 112(4), 707–720. 
975 Eccles, N. S., & Viviers, S. (2011). The Origins and Meanings of Names Describing Investment Practices That 
Integrate a Consideration of ESG Issues in the Academic Literature. Journal of Business Ethics, 104, 3, 389-402. 
976 Sovereign wealth funds; pension funds, mutual funds, private equities, retail investor, to name a few.  
977 The latter (socially-related sensitivities) has been clarified by Chatzitheodorou et al. (2019) by categorizing 
responsible investors into four distinct groups based on their orientation and motivation with regard to investing. 
See Chatzitheodorou, K., Skouloudis, A., Evangelinos, K., & Nikolaou, I. (2019). Exploring Socially Responsible 
Investment Perspectives: A Literature Mapping and an Investor Classification. Sustainable Production and 
Consumption, 19, 117-129. 
978 Berry, T. C., & Junkus, J. C. (2013). Socially Responsible Investing: An Investor Perspective. Journal of Business 
Ethics, 112, 4, 707-720; Statman, M. (2006). Socially Responsible Indexes. Journal of Portfolio Management, 32(3), 
100–109; Shank, T.M., Manullang, D.K., & Hill, R.P. (2005). Is It Better to Be Naughty or Nice? Journal of Investing, 
14(3), 82–88. 
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capture long-term returns for investors, and to benefit society by influencing the behavior of 

companies”.979  

 Impact investing involves, “investments intended to create positive impact beyond financial 

returns.”980 

Although in theory and practice confusion exist around definitions of responsible investing (which will 
be discussed later in this section) I will use the above terms and the associated definition given.  
 
The remainder of this chapter is structured as follows. In section 2, I will describe the roots and origins 
of the three main investment categories as mentioned above. Section 3 takes a look at the differences 
between the two concepts Corporate Sustainability (CS) and Corporate Social Responsibility (CSR) and 
their correlations with financial performance. The two subsequent sections will analyze whether or not 
a business case exists for sustainable investing and explores the various drivers for ESG investing from 
Institutional investors' perspective (section 4 and 5). Section 6 and 7 provide a description of the three 
most used ESG investment strategies and addresses some challenges with regard to sustainable 
investing in general. The last section concludes with a few recommendations and ideas for further 
research (section 8). 
 

9.2 The Rise of Responsible Investment 

 

9.2.1 The rise of Socially-responsible investing (SRI) 
 
The roots of what we now know as socially responsible investments go back to the biblical period, where 
Jewish legislation contained directives for ethically responsible investing.981 However, the introduction 
in the form in which we currently know SRI stems from the colonial era in the US, with Quakers and 
Methodists immigrants (religious movements) refusing to finance war and slavery and withholding 
"sin"982 investments from their investment portfolios.983 Because of the origins, the term SRI was then 
labeled as an “ethical investment”.984  
 
According to Sparkes and Cowton (2004), this term has gradually been replaced by SRI for two reasons. 
Firstly, the term marginalizes in this way other conventional investments as if they are all "unethical" 
and secondly to avoid religious connotations. 985 
 

                                                      
979 Eurosif. (2016). European SRI Study 2016. Retrieved from: https://www.eurosiforg/sri-study-2016/; See also 
https://www.msci.com/esg-investing; UN Principles for Responsible Investment. (2018). ESG in Equity Analysis and 
Credit Analysis: An Overview. Retrieved from: https://www.unpri.org/download?ac=4571. 
980 Saltuk, Y., Bouri, A., & Leung, G. (2011). Insight into the Impact Investment Market. Social Finance Research. p. 
3; See also: Harji, K., & Jackson, E.T. (2012). Accelerating Impact: Achievements, Challenges and What’s Next in 
Building the Impact Investing Industry. New York, NY: The Rockefeller Foundation.  
981 Schueth, S. (2003). Socially Responsible Investing in the United States. Journal of Business Ethics, 43, 189–194. 
982 By excluding alcohol, gambling, tobacco and weapon industries in the investment portfolio. 
983 Chatzitheodorou, K., Skouloudis, A., Evangelinos, K., & Nikolaou, I. (2019). Exploring Socially Responsible 
Investment Perspectives: A Literature Mapping and an Investor Classification. Sustainable Production and 
Consumption, 19, 117-129. 
984 Sparkes, R., & Cowton, C. J. (2004). The Maturing of Socially Responsible Investment: A Review of the 
Developing Link with Corporate Social Responsibility. Journal of Business Ethics, 52, 1, 45-57. 
985 Sparkes, R., & Cowton, C. J. (2004). The Maturing of Socially Responsible Investment: A Review of the 
Developing Link with Corporate Social Responsibility. Journal of Business Ethics, 52, 1, 45-57. 



 
 

159 
 

However, it was not until the 20th century that SRI appeared as a specific investment philosophy with 
the US as its point of departure.986 During the 60s and 70s of the last century, themes such as anti-
Vietnam war movement987, racial equality, women's rights and the environment became the source for 
social responsibility and accountability in the public domain. The investment practices were exercised 
by avoiding products or industries that went against a certain set of moral values (also known as 
negative or avoidance screens).988 
 
Socially concerned investments truly took off in the 1980s and 90s, where millions of people and all kind 
of organizations (such as states, churches, universities and pension funds989) oppose against the system 
of apartheid in South Africa and applied besides "avoidance screens" also "best in class-strategies”.990 
In the case of the latter, companies are evaluated against their peers instead of absolute standards with 
regard to responsible investments.991 Sparkes (2002) articulates the link between the embedment of 
SRI in U.S. and the issue of South Africa as follows:  
 
“If Vietnam unlocked the door to socially responsible investment, South Africa kicked it open”.992 
 
This trend has only continued in the following years, also in other countries such as UK, Australia, Canada 
and Continental Europe and has since then been growing in popularity making it now a mainstream 
investment practice. 993  
 

9.2.2 The rise of Environmental, Social and Governance (ESG)-investing  
 
The term sustainable investing refers to (as stated above) embedding environmental994, social995 and 
governance996 factors “alongside financial factors in the investment decision-making process”.997 
Investors mainly use publicly available information with regard to environmental, social and governance 
issues in their analysis.998 The term ESG was first cited in the publication of "Who Cares Wins" by the UN 
Global Compact. 999 This became the launch pad for sustainable investment practices building on the 

                                                      
986 Caplan, L., Griswold, J. S., & Jarvis, W. F. (2013). From SRI to ESG: The Changing World of Responsible Investing. 
Commonfund Institute.  
987 For example, the Pax World Balanced Fund was established in 1971 with the aim of excluding direct investments 
in the supply chains for Agent Orange. See: Townsend, B. (2020). From SRI to ESG: The Origins of Socially 
Responsible and Sustainable Investing. The Journal of Impact and ESG Investing, 1(1), 10-25.  
988 Townsend, B. (2020). From SRI to ESG: The Origins of Socially Responsible and Sustainable Investing. The Journal 
of Impact and ESG Investing, 1(1), 10-25. 
989 Sparkes, R. (2010). Socially Responsible Investment: A Global Revolution. Chichester: Wiley, p. 53.  
990 The Domini 400 Social Index, was the first index to apply both of these strategies, see: Townsend, B. (2020). 
From SRI to ESG: The Origins of Socially Responsible and Sustainable Investing. The Journal of Impact and ESG 
Investing, 1(1), 10-25. 
991 Eurosif. (2016). European SRI Study 2016. Retrieved from: https://www.eurosiforg/sri-study-2016/. 
992 Sparkes, R. (2010). Socially Responsible Investment: A Global Revolution. Chichester: Wiley. 
993 Sparkes, R. (2010). Socially Responsible Investment: A Global Revolution. Chichester: Wiley, p. 374 
994 Such as energy consumption, climate change, natural resource preservation, pollution, etc. 
995 Such as Human rights, health and safety, stakeholder relations, child and forced labor, etc. 
996 Such as board independence, board diversity, transparency & disclosure, executive compensation, etc. 
997 Eurosif. (2016). European SRI Study 2016. Retrieved from: https://www.eurosiforg/sri-study-2016/; See also: 
https://www.msci.com/esg-investing; UN Principles for Responsible Investment. (2018). ESG in Equity Analysis and 
Credit Analysis: An Overview. Retrieved from: https://www.unpri.org/download?ac=4571. 
998 Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax Journal, 
2017(1), 135-150. 
999 See: “Who cares wins in the brave world of ESG”. Financial Times, 2018. Retrieved from: 
https://www.ft.com/content/64ce9225-0c55-3256-967c-5fae6622c637; Global Compact., & Swiss Federal 
Department of Foreign Affairs. (2004). Who Cares Wins: Connecting Financial Markets to a Changing World: 
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previously discussed SRI approach. However, as opposed to Socially Responsible Investments which are 
characterized by negative screenings and often based on moral and ethical conditions, the ESG strategy 
focuses on "the financial relevance" of ESG factors in realizing enhanced investment returns.1000 
 
With this in mind, interest in the (institutional) investment world with regard to ESG investing was 
increasingly fueled, which can also be supported by a number of statistical data. At the start of 2018, 
the five major markets (as illustrated below in figure 9.1) reached $ 30.7 trillion of sustainable 
investment, which represents an increase of 34 percent compared to 2016.1001  
 
Figure 9.1: Global Sustainable Investing Assets, 2016–20181002 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Furthermore, the vast majority of institutional investors across the globe (80%) have according to a 2017 
State Street global study implemented ESG strategies within their portfolios.1003 The launch of “United 
UN Principles for Responsible Investment (PRI)”1004 was largely responsible for this growth.1005 
Encouraging ESG integration within investors' decision-making process and analyzes in one of the main 
objectives of PRI which it aims to achieve by taking the lead in research analysis, creating engagement 
opportunities, and developing all kind of tools and guidance documentations.1006 Most institutional 
investors have committed themselves to the Principles for Responsible Investment, with what counted 
at the end of September 2019 2,600 signatories, with over 469 asset owner signatories.1007 
 
A further institutionalization of ESG investing is also strengthened by parties who made ESG data 
available to investors to determine which environmental, social and governance factors are material to 

                                                      
Recommendations by the Financial Industry to Better Integrate Environmental, Social and Governance Issues in 
Analysis, Asset Management and Securities. New York: UN Global Compact. 
1000 See: “The Remarkable Rise of ESG”, Forbes, 2018. Retrieved from: 
https://www.forbes.com/sites/georgkell/2018/07/11/the-remarkable-rise-of-esg/?sh=1bba33a16951. 
1001 Alliance, G.S.I. (2018). Global Sustainable Investment Review 2018. Retrieved from: http://www.gsi-
alliance.org/trends-report-2018/. 
1002 Alliance, G.S.I. (2018). Global Sustainable Investment Review 2018. Retrieved from: http://www.gsi-
alliance.org/trends-report-2018/. 
1003 See: “State Street Global Advisors, ESG Institutional Investor Survey: Performing for the Future.” Retrieved 
from: https://www.ssga.com/investment-topics/environmental-social-governance/2018/04/esg-institutional-
investor-survey.pdf. 
1004 See: “What Are the Principles for Responsible investment.” Retrieved from: https://www.unpri.org/pri/an-
introduction-to-responsible-investment/what-are-the-principles-for-responsible-investment 
1005 Reiser, D. B., & Tucker, A. (2019). Buyer Beware: Variation and Opacity in ESG and ESG Index Funds. Cardozo 
L. Rev., 41, 1921. 
1006 See https://www.unpri.org/pri/about-the-pri 
1007 See https://www.unpri.org/pri/about-the-pri 
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financial performance.1008 A number of examples are: Sustainalytics, Bloomberg, Morningstar, 
RobecoSAM, Thomson Reuters and Morgan Stanley Capital International (MSCI).  
 
This staggering growth of ESG investing, however, does not answer why and how institutional investors 
use this fundamental shift in investing and the challenges they face in their endeavors. Later in this 
chapter, I will discuss these questions in more detail.1009 
 

9.2.3 The rise of Impact investing 
 
During an event at The Rockefeller Foundation in 2007 the term “impact investing” was first used and 
introduced to discuss a new global investment industry advocating a coexistence of “both financial 
return and a social and / or environmental impact”.1010 The definition as indicated above (see section 
1.0) focuses on investments that aim to generate “social and environmental impact alongside financial 
return”. 1011 Consequently, impact investment consists two main components: non-financial impact and 
financial return.1012 As a result, impact investment differs on the one hand from purely philanthropic 
objectives and on the other hand from purely conventional investing (the use of financial resources for 
a financial return).1013 In this regard it is furthermore important to point out that impact investing is not 
the same as Program Related Investments (PRI).1014 The latters’ primary purpose is solely to pursue 
objectives of public interest and/or social value and of which no significant purpose is attributed to 
generating income or asset appreciation.1015 By investigating various academic studies and obtaining 
insights from the business practice Hochstadter and Scheck (2015) arrived at the following (most 
commonly) definition for impact investing: 1016 
 
“Impact investing is generally defined around two core elements: financial return and some sort of non-
financial impact. The return of the invested principal appears to be a minimum requirement. Generally, 
however, there are no limitations with regard to the expected level of financial return, that is, whether it 
must be below, at, or above market rates. With regard to the non-financial impact, impact investing is 
typically defined around a social and/or environmental impact. In addition, a number of definitions 
further require that the non-financial return be intentional and measurable or measured, 
respectively”.1017 
 

                                                      
1008 Amel-Zadeh, A., & Serafeim, G. (2018). Why and How Investors Use ESG Information: Evidence from a Global 
Survey. Financial Analysts Journal, 74, 3, 87-103. 
1009 See for more details section “3.0 Drivers for Sustainable Investing” and “4.0 How investors use ESG 
information”. 
1010 Harji, K., & Jackson, E.T. (2012). Accelerating Impact: Achievements, Challenges and What’s Next in Building 
the Impact Investing Industry. New York, NY: The Rockefeller Foundation; Carè, R., & Wendt, K. (2018). Investing 
with Impact: An Integrated Analysis Between Academics and Practitioners. In Social Impact Investing Beyond the 
SIB (pp. 5-45). Palgrave Macmillan, Cham. 
1011 Global Impact Investing Network. (2018). Impact Investing. Global Impact Investing Network: New 
York, NY. Retrieved from: https://thegiin.org/impact-investing/. 
1012 Hochstadter, A.K., & Scheck, B. (2015). What’s in a Name: An Analysis of Impact Investing Understandings by 
Academics and Practitioners. Journal of Business Ethics, 132, 449–475. 
1013 Louche, C., Arenas, D., & van Cranenburgh, K. (2012). From Preaching to Investing: Attitudes of Religious 
Organisations Towards Responsible Investment. Journal of Business Ethics, 110(3), 301–320. 
1014 See https://www.irs.gov/charities-non-profits/private-foundations/program-related-investments  
1015 Hemels, S. J. C. (2006) ‘Nieuwe filantropen en de fiscus’ Nederlands Tijdschrift voor Fiscaal Recht, 34(7) pp. 13. 
1016 Höchstädter, A.K., & Scheck, B. (2015). What’s in a Name: An Analysis of Impact Investing Understandings by 
Academics and Practitioners. Journal of Business Ethics, 132, 2, 449-475. 
1017 Höchstädter, A.K., & Scheck, B. (2015). What’s in a Name: An Analysis of Impact Investing Understandings by 
Academics and Practitioners. Journal of Business Ethics, 132, 2, 449-475. 
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However, since the term is relatively new1018, there are still certain challenges when it comes to 
determining a uniform definition1019 or, for example, establishing the boundaries related to sustainable 
investments (this matter has been extensively covered in Hochstadter and Scheck (2015)). 1020 A crucial 
point which is agreed upon in the literature is that impact investing goes beyond sustainable investing, 
due to greater proactiveness to “solve social and / or environmental challenges rather than improving 
corporate practices” within the framework of ESG criteria.1021 Impact investing thus requires investment 
teams to invest in those businesses which explicitly and measurably are beneficial to the environment 
or society. However, opinions are divided on other points such as whether impact investors need to 
prioritize non-financial factors above financial returns.1022 
 
The 2019 Annual Impact Investor Survey1023 interviewed 266 institutional investors about their impact 
performance and reasons for investing. The report demonstrated that their impact investing assets grew 
with a compound annual growth rate of nearly 17% from USD 37 billion in 2015 to nearly USD 69 billion 
in 2019 with the expectation of strong future growth.  
 
The drivers for the growth of impact investments are diverse. According to Dacin et al. (2011), this 
growth is in line with "a broader movement gaining momentum in contemporary market economies, 
one demanding more ethical and socially inclusive capitalism".1024 Moreover, the “growing awareness 
of social and environmental challenges” has led to a conviction that current resources are not sufficient 
to confront them. Therefore, the investment world reaches out to a combination of social impact and 
financial return.1025 
 
Since the terms SRI, ESG, and impact investing are often used interchangeably (as mentioned in the 
introduction), it was important to briefly explain these terms and their development throughout the 
years. In addition, this explanation contributes to a better understanding of ESG investing as a whole, 
as this concept is one of the main pillars of this study.  
 
In order to determine whether ESG has financial relevance, I will in the following section first explore 
social responsibility and sustainability from a corporate perspective in relation to corporate financial 
performance. The reason these two relationships (ESG and financial performance versus CSR / 
corporate sustainability and financial performance) are dealt with separately is that good business 
performance does not automatically translate into good investments. Section 9.3 and 9.4 will discuss 
both relationships in more detail. 

                                                      
1018 Although the term is new, the concept whereby investors want to achieve positive social impact through 
financial resources, is not. See: Nicholls, A. (2010). The Institutionalization of Social Investment: The Interplay of 
Investment Logics and Investor Rationalities. Journal of Social Entrepreneurship, 1(1), 70–100. 
1019 Walker, O. (2018). Changing Mindsets. Financial Times. 
1020 Höchstädter, A.K., & Scheck, B. (2015). What’s in a Name: An Analysis of Impact Investing Understandings by 
Academics and Practitioners. Journal of Business Ethics, 132, 2, 449-475. 
1021 Freireich, J., & Fulton, K. (2009). Investing for Social & Environmental Impact: A Design for Catalyzing an 
Emerging Industry. Cambridge, MA: Monitor Institute; Höchstädter, A.K., & Scheck, B. (2015). What’s in a Name: 
An Analysis of Impact Investing Understandings by Academics and Practitioners. Journal of Business Ethics, 132, 2, 
449-475.  
1022 Ruttmann, R. (2012). New Ways to Invest for Social and Environmental Impact. In Von Kimakowitz, E. (Eds.). 
Investing for Impact: How Social Entrepreneurship is Redefining the Meaning of Return. Credit Suisse Research 
Institute, 2012(01), 16-17; Höchstädter, A.K., & Scheck, B. (2015). What’s in a Name: An Analysis of Impact 
Investing Understandings by Academics and Practitioners. Journal of Business Ethics, 132, 2, 449-475.  
1023 See: https://thegiin.org/research/publication/impinv-survey-2019.  
1024 Dacin, M.T., Dacin, P.A., & Tracey, P. (2011). Social Entrepreneurship: A Critique and Future Directions. 
Organization Science, 22(5), 1203–1213. 
1025 Athena Capital Advisors. (2017). Impact Investing: History & Opportunity. Retrieved from: 
https://gsgii.org/reports/impact-investing-history-and-opportunity/. 
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9.3 Corporate Sustainability (CS), Corporate Social Responsibility (CSR) and Financial Performance 

 
Corporate social responsibility (CSR) and corporate sustainability (CS) are nowadays often incorrectly 
used as interchangeable terms. Despite the lack of a globally accepted definition of both CS and CSR 
various studies have tried to define both concepts and explore both fields of research and their 
differences.1026 A number of studies argue that from a theoretical point of view CSR is considered as a 
component of CS.1027  
 
There is, as stated above, no universally agreed definition of CSR. David F. Williams however provides a 
very useful description of the concept: 
 
"CSR is defined for this purpose as a manner of doing business that takes into account the economic, 
social and environmental impact of the company's actions (the so-called triple bottom line).”1028 
 
In essence, CSR is a concept in which companies take responsibility that goes beyond legal 
requirements. CS on the other hand has been defined as: “meeting the needs of the present without 
compromising the ability of future generations to meet their own needs”.1029 In order to distinguish the 
two concepts, Wempe and Kaptein (2002) argue by stating that CS should be considered as the ultimate 
goal with CSR as an intermediate stage.1030 CSR is thus a vehicle to achieve sustainability1031. See Figure 
9.2 for the relationship between CS and CSR.1032  
 
 
 
 
 
 
 
 
 

                                                      
1026 Lantos, G. P. (2001). The boundaries of strategic corporate social responsibility. Journal of Consumer 
Marketing, 18(7), 595–632; Grewatsch, S., & Kleindienst, I. (2017). When Does It Pay to Be Good? Moderators and 
Mediators in the Corporate Sustainability–Corporate Financial Performance Relationship: A Critical Review. 
Journal of Business Ethics, 145(2), 383-416; Lee, M. D. P. (2008). A review of the theories of corporate social 
responsibility: Its evolutionary path and the road ahead. International Journal of Management Reviews, 10(1), 53–
73. 
1027 Grewatsch, S., & Kleindienst, I. (2017). When Does It Pay to Be Good? Moderators and Mediators in the 
Corporate Sustainability–Corporate Financial Performance Relationship: A Critical Review. Journal of Business 
Ethics, 145(2), 383-416; Lo, S. F., & Sheu, H. J. (2007). Is corporate sustainability a value‐increasing strategy for 
business? Corporate Governance: An International Review, 15(2), 345-358. 
1028 D.F. Williams, Tax and Corporate Social Responsibility, KPMG 2007 
http://www.kpmg.co.uk/pubs/Tax_and_CSR_Final.pdf.  
1029 United Nations. (1987). Our Common Future: Report of the World Commission on Environment and 
Development. Retrieved from: https://sustainabledevelopment.un.org/content/documents/5987ourcommon- 
future.pdf 
1030 Kaptein, M., & Wempe, J.F.D.B. (2002). The Balanced Company: A Theory of Corporate Integrity. Oxford 
University Press, USA; United Nations (1987). Report of the World Commission on Environment and Development: 
Our Common Future; Van Marrewijk, M. (2003). Concepts and Definitions of CSR and Corporate Sustainability: 
Between Agency and Communion. Journal of Business Ethics, 44(2), 95-105. 
1031 See also: “CSR: a business contribution to Sustainable Development.” Retrieved from: 
https://www.eurofound.europa.eu/observatories/emcc/articles/business/corporate-social-responsibility-a-
business-contribution-to-sustainable-development. 
1032 Kaptein, M., & Wempe, J.F.D.B. (2002). The Balanced Company: A Theory of Corporate Integrity. Oxford 
University Press, USA. 
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The distinction between the two concepts has nicely been captured by Van Marrewijk:1033 
“Associate CSR with the communion aspect of people and organizations and CS with the agency 
principle. Therefore, CSR relates to phenomena such as transparency, stakeholder dialogue and 
sustainability reporting, while CS focuses on value creation, environmental management, 
environmental friendly production systems, human capital management and so forth”.  
 
In the following two subsections I will clarify the relationship between CSR and CS and financial 
performance (hereafter FP) by referring to the concepts and definitions as explained above. 
 
 

9.3.1 Relationship CSR and Financial performance 
 
The way in which companies compete and pursue profit maximization varies. For example, there are 
companies that focus to a certain extent on long-term versus short-term results; place more or less 
emphasis on the shareholders versus stakeholders’ view; focus on minimizing the impact of their 
negative externalities1034 from their operations or pay more or less attention to the ethical foundations 
of their decisions.1035  
 
I have discussed three different theories in Part II subsection 3.1: Neoclassical (shareholder) theory, 
Stakeholder theory and Resource-based theory regarding CSR's relationship with financial results. In this 
section, however, I will highlight a variety of empirical research concerning the relationship between 
CSR and FP based on all sorts of different measures, including accounting measures of performance 
(such as Return on sales (ROS), Return on equity (ROE), Return on assets (ROA) and Net profit margin 
(NPM)) and marketbased measures (such as cumulative abnormal returns (CAR) or Tobin's Q).1036 In the 
majority of these studies, CSR is measured based on The KLD index (Kinder, Lydenberg, and Domini 
database).1037  

                                                      
1033 Van Marrewijk, M. (2003). Concepts and Definitions of CSR and Corporate Sustainability: Between Agency and 
Communion. Journal of Business Ethics, 44(2), 95-105. 
1034 A negative externality refers to a harm or a damage caused by the production of goods and services of a certain 
business to a third party. Pollution is an example of such a negative externality. See: 
https://stats.oecd.org/glossary/detail.asp?ID=3215. 
1035 Eccles, R.G., Loannou, I., & Serafeim, G. (2014). The Impact of Corporate Sustainability on Organizational 
Processes and Performance. Management Science, 60, 11, 2835-2857.  
1036 Flammer, C. (2015). Does Corporate Social Responsibility Lead to Superior Financial Performance? A 
Regression Discontinuity Approach. Management Science, 61, 11, 2549-2568; Margolis J.D., Elfenbein H.A., Walsh 
J.P. (2007). Does It Pay to Be Good? A Meta-Analysis and Redirection of Research on the Relationship Between 
Corporate Social and Financial Performance. Ann Arbor, 1001(48109-1234). 
1037 Khan, M., Serafeim, G., Yoon, A., & Khan, M. (2016). Corporate Sustainability: First Evidence on 
Materiality. Accounting Review, 91, 6, 1697-1724; Derwall, J., Koedijk, K., & Ter, H.J. (2011). A Tale of Values-Driven 
and Profit-Seeking Social Investors. Journal of Banking and Finance, 35, 8, 2137-2147; Kempf, A., & Osthoff, P. 

Figure 9.2 Relationship CS and CSR 
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Empirical studies find mixed results with respect to the relationship between CSR and FP. One 
explanation is, for example, that some studies only use single indicators such as Tobin's Q or Return on 
assets (ROA) and do not elaborate on other profitability measures such as for example the growth rate 
of sales revenue. 1038 In addition, the inconsistencies may have to do with endogeneity problems as the 
real relationship between CSR and FP can also be attributed to unobservable firm characteristics. An 
example according to Flammer (2015) is “that companies engage in CSR because they are more 
profitable or expect their future profitability to be higher. CEOs who implement long-term CSR strategies 
are also those who are more likely to perform well (e.g., since they are more talented)”.  1039 Finally, the 
mixed empirical results also stem from measurement challenges related to both CSR proxies as financial 
performance proxies.1040 Despite these different results, most studies indicate a positive relationship 
between CSR and FP. 1041 In this vein I will discuss a few relevant studies below. 
 
By analyzing more than 95 empirical studies published since 1972 until 2001, Margolis and Walsh (2001) 
found that most studies showed a positive association between firms’ social performance and FP. 

1042Already in 1978 Spicer concluded that higher price to earnings ratios and higher profitability could 
be linked to companies with better pollution control. 1043An additional study which points toward a 
positive correlation between CSR and FP is provided by Cho, Chung and Young (2018) in which they 
analyzed almost 200 listed companies on the Korea Exchange.1044 By using of financial performance 
indicators such as Tobin’s Q and Return on assets (ROA) they provided evidence that CSR activities 
positively affect FP. Numerous other studies have confirmed this outcome. 1045 
 
These studies however all show a correlation between CSR and FP and no causality. However, Flammers’ 
research (2015) is primarily based on providing “empirical evidence on the causal effect of CSR on 
financial performance”.1046 Here, it must be nuanced that Flammers' findings with regard to this 
causality only relate to a positive impact of CSR on sales growth and labor productivity, which therefore 
does not imply that CSR is beneficial to the general performance of a firm. 
 

                                                      
(2007). The effect of socially responsible investing on portfolio performance. European Financial Management, 
13(5), 908-922. 
1038 Cho, S. J., Chung, C. Y., & Young, J. (2019). Study on the Relationship between CSR and Financial Performance. 
Sustainability, 11(2), 343. 
1039 Flammer, C. (2015). Does Corporate Social Responsibility Lead to Superior Financial Performance? A 
Regression Discontinuity Approach. Management Science, 61, 11, 2549-2568. 
1040 Galant, A., & Čadež, S. (2017). Corporate Social Responsibility and Financial Performance Relationship: A 
Review of Measurement Approaches. Ekonomska Istraživanja, 30. 
1041 Galant, A., & Čadež, S. (January 01, 2017). Corporate Social Responsibility and Financial Performance 
Relationship: A Review of Measurement Approaches. Ekonomska Istraživanja, 30. 
1042 Margolis, J.D., & Walsh, J.P. (2001). People and Profits?: The Search for a Link Between a Company's Social and 
Financial Performance. Psychology Press. 
1043 Spicer, B. H. (1978). Investors, Corporate Social Performance and Information Disclosure: An Empirical Study. 
Accounting Review, 94-111. 
1044 Cho, S. J., Chung, C. Y., & Young, J. (2019). Study on the Relationship between CSR and Financial Performance. 
Sustainability, 11(2), 343. 
1045 Bird, R., Hall, A. D., Momentè, F., & Reggiani, F. (2007). What Corporate Social Responsibility Activities Are 
Valued by the Market? Journal of Business Ethics, 76(2), 189-206; Lev, B., Petrovits, C., & Radhakrishnan, S. (2010). 
Is Doing Good Good for You? How Corporate Charitable Contributions Enhance Revenue Growth. Strategic 
Management Journal, 31(2), 182-200; Edmans, A. (2012). The Link Between Job Satisfaction and Firm Value, with 
Implications for Corporate Social Responsibility. Academy of Management Perspectives, 26(4), 1-19; Orlitzky, M., 
Schmidt, F. L., & Rynes, S. L. (2003). Corporate Social and Financial Performance: A Meta-Analysis. Organization 
Studies, 24, 3, 403-441. 
1046 Flammer, C. (2015). Does Corporate Social Responsibility Lead to Superior Financial Performance? A 
Regression Discontinuity Approach. Management Science, 61, 11, 2549-2568. 
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There are however other studies, which have drawn the opposite conclusion. Giuli and Kostovetsky 
(2014) for example found that the level of CSR ratings is negatively correlated with respect to future 
stock returns and a company's operating performances. Their research therefore implies that CSR 
undermines firm value by assigning higher hierarchical rank to stakeholder benefits. 1047 They refer to 
Hong, Kubik, and Scheinkman (2011) by quoting; "Goodness is costly" and "a complement to profits".1048 
Moreover it is also claimed that high level of corporate expenditure on CSR issues has strategic 
disadvantages leading to financial losses.1049  
 
In addition to these studies, there are also scholars who make a distinction between internal and 
external CSR.1050 Internal CSR relates to issues such as (board) diversity, equality opportunities, 
employee health, safety, and development and thus focuses on policies and practices related to the 
internal stakeholders.1051 External CSR mainly concerns the environment, the firm's reputation, 
community development projects or charitable expenditure and focuses on promoting the reputation 
among the firm's stakeholders based on environmental and social practices.1052 In this vein, certain 
studies find evidence that focusing on external CSR, in contrast to internal CSR, negatively impacts short-
term FP.1053 The reason is that such expenditures take certain amount of time before leading to financial 
positive results.  
 
Various reasons can be responsible for both positive and negative relationships between CSR and FP. 
Based on prior literature, CSR can have positive consequences due to brand building1054, increase 
employee satisfaction1055, stimulate the pursuit of more efficient technologies and/or production 

                                                      
1047 Di, G.A., & Kostovetsky, L. (2014). Are Red or Blue Companies More Likely to Go Green? Politics and Corporate 
Social Responsibility. Journal of Financial Economics, 111, 1, 158-180.  
1048 Hong, H.G., Kubik, J.D., & Scheinkman, J.A. (2012). Financial Constraints on Corporate Goodness. Cambridge, 
Mass: National Bureau of Economic Research.  
1049 Chon, M.L., Kim, C.S. (2011). The Effect of Sustaining Corporate Social Responsibility on Relationship Between 
CSR and Financial Performance. Korea Account. Inf. Res. Korea Account. Inf. Assoc, 29, 351–374; Crisóstomo, V. L., 
de Souza Freire, F., & De Vasconcellos, F. C. (2011). Corporate Social Responsibility, Firm Value and Financial 
Performance in Brazil. Social Responsibility Journal. Vol. 7, No. 2, pp. 295-309; McWilliams, A. and Siegel, D. (2001). 
Corporate Social Responsibility and Financial Performance: Correlation or Misspecification? Strategic 
Management Journal, Vol. 21, No. 5, pp. 603-609. 
1050 Verdeyen, V., Put, J., & Van Buggenhout, B. (2004). A Social Stakeholder Model. International Journal of Society 
Welfare, 13, 325–331; Yoon, B., & Chung, Y. (2018). The Effects of Corporate Social Responsibility on Firm 
Performance: A Stakeholder Approach. Journal of Hospitality and Tourism Management, 37, 89-96. 
1051 Verdeyen, V., Put, J., & Van Buggenhout, B. (2004). A Social Stakeholder Model. International Journal of Society 
Welfare, 13, 325–331; Yoon, B., & Chung, Y. (2018). The Effects of Corporate Social Responsibility on Firm 
Performance: A Stakeholder Approach. Journal of Hospitality and Tourism Management, 37, 89-96. 
1052 Verdeyen, V., Put, J., & Van Buggenhout, B. (2004). A Social Stakeholder Model. International Journal of Society 
Welfare, 13, 325–331; Yoon, B., & Chung, Y. (2018). The Effects of Corporate Social Responsibility on Firm 
Performance: A Stakeholder Approach. Journal of Hospitality and Tourism Management, 37, 89-96. 
1053 Theodoulidis, B., Diaz, D., Crotto, F., & Rancati, E. (2017). Exploring Corporate Social Responsibility and 
Financial Performance Through Stakeholder Theory in the Tourism Industries. Tourism Management, 62, 173–
188; Yoon, B., & Chung, Y. (2018). The Effects of Corporate Social Responsibility on Firm Performance: A 
Stakeholder Approach. Journal of Hospitality and Tourism Management, 37, 89-96. 
1054 Golob, U., & Podnar, K. (2019). Researching CSR and Brands in the Here and Now: An Integrative 
Perspective. Journal of Brand Management, 26, 1, 1-8; Lii, Y.-S., & Lee, M. (2012). Doing Right Leads to Doing Well: 
When the Type of CSR and Reputation Interact to Affect Consumer Evaluations of the Firm. Journal of Business 
Ethics, 105, 1, 69-81; Nan, X., & Heo, K. (2007). Consumer Response to Corporate Social Responsibility (CSR) 
Initiatives. Journal of Advertising, 36, 63–74. 
1055 Biswas, M.K., and Suar, D. (2016). Antecedents and Consequences of Employer Branding. Journal of Business 
Ethics, 136(1): 57–72; Skudiene, V., and Auruskeviciene, V. (2012). The Contribution of Corporate Social 
Responsibility to Internal Employee Motivation. Baltic Journal of Management, 7(1): 49–67. 
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processes1056 and builds closer relationships with stakeholders1057. However, there is also empirical 
research pointing towards a negative relationship between CSR and financial performance due to 
managerial entrenchment1058, and additional costs leading to competitive disadvantage1059.  
 

9.3.2 Relationship Corporate Sustainability and Financial Performance  
 
Various studies have produced mixed results with regard to the relationship between corporate 
sustainability and financial performance. For example, there are empirical findings that establish a 
positive relationship1060 between CS and FP, but also negative1061, insignificant1062 and even 
asymmetric1063 correlations have been reported. 1064 For full discussion of these findings I refer to the 
relevant articles. Here too, in addition to endogeneity problems1065, various measurement techniques 
(on both sides: CS and financial performance) play a significant role in the conflicting results (as 
mentioned above). Moreover, Khan, Serafeim, and Yoon (2015) state that the inconsistency in the 
results is also due to the lack of distinction between "sustainability issues that are material for a 
company versus all other less material sustainability issues." 1066  
 
They argue that firms that are highly rated on "material sustainability" issues show a higher profitability 
than firms with poor rating on the same issues. With their findings they suggest that materiality is the 
distinguishing feature in the relationship between CS and financial performance. According to Eccles 
and Serafeim (2013), the identification of what should be regarded as material must be determined per 
firm and industry.1067 For instance, an airline that is passionately trying to minimize its water use does 

                                                      
1056 Konar, S. & Cohen, M.A. (2001). Does the Market Value Environmental Performance? Review of Economics 
and Statistics, 83(2): 281-289; Young, W., & Tilley, F. (2006). Can Businesses Move Beyond Efficiency? The Shift 
Toward Effectiveness and Equity in the Corporate Sustainability Debate. Business Strategy and the Environment, 
15(6), 402-415. 
1057 Cho, S. J., Chung, C. Y., & Young, J. (2019). Study on the Relationship between CSR and Financial Performance. 
Sustainability, 11(2), 343; Porter, M., and Kramer, M. (2011). Creating Shared Value. Harvard Business Review, 89 
(1/2): 62-77. 
1058 Surroca, J., & Tribó, J. A. (2008). Managerial Entrenchment and Corporate Social Performance. Journal of 
Business Finance & Accounting, 35(5‐6), 748-789.  
1059 López, M. V., Garcia, A., & Rodriguez, L. (2007). Sustainable Development and Corporate Performance: A Study 
Based on the Dow Jones Sustainability Index. Journal of Business Ethics, 75(3), 285-300; Jensen, M. C. (2002). Value 
Maximization, Stakeholder Theory, and the Corporate Objective Function. Business Ethics Quarterly, 235-256. 
1060 Ferrell, A., Liang, H., & Renneboog, L. (2016). Socially Responsible Firms. Journal of Financial Economics, 122(3), 
585-606; Orlitzky, M., Schmidt, F.L., & Rynes, S.L. (2003). Corporate Social and Financial Performance: A Meta-
Analysis. Organization Studies, 24(3), 403–441. 
1061 Cheng, H., Hong, H., & Shue, K. (2013). Do Managers Do Good with Other People's Money? (No. w19432). 
National Bureau of Economic Research. 
1062 Surroca, J., Tribo, J.A., & Waddock, S. (2010). Corporate Responsibility and Financial Performance: The Role of 
Intangible Resources. Strategic Management Journal, 31(5), 463–490. 
1063 Jayachandran, S., Kalaignanam, K., & Eilert, M. (2013). Product and Environmental Social Performance: Varying 
Effect on Firm Performance. Strategic Management Journal, 34(10), 1255–1264. 
1064 Grewatsch, S., & Kleindienst, I. (2017). When Does It Pay to Be Good? Moderators and Mediators in the 
Corporate Sustainability–Corporate Financial Performance Relationship: A Critical Review. Journal of Business 
Ethics, 145(2), 383-416. 
1065 See section “2.1 Relationship CSR and Financial performance” for more information.  
1066 Khan, M., Serafeim, G., Yoon, A., & Khan, M. (2016). Corporate Sustainability: First Evidence on 
Materiality. Accounting Review, 91, 6, 1697-1724. 
1067 Eccles, R. G., Serafeim, G., Seth, D., & Ming, C. C. Y. (2013). The Performance Frontier: Innovating for a 
Sustainable Strategy: Interaction. Harvard business review, 91(7), 17-18. 
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not fall into the materiality category in that industry, but innovating as much as possible to be able to 
fly more sustainable is.1068  
Despite these different results, the vast majority the studies underline a positive correlation between 
CS and FP. For instance, a literature study by Oxford University and Arabesque Asset Management 
(Clark, Feiner and Viehs, 2014), analyzed more than 200 newspaper articles, industry reports and 
academic studies, and reported a positive association between CS and FP in 88% of the sources.1069 
Furthermore, by focusing their research on the CS topic in highly ranked academic journals, included in 
studies of journal impact and quality1070, Grewatsch and Kleindienst (2015)1071 also argued that in most 
studies (59%) there is a strong positive association between CS and FP. This is furthermore coinciding 
with previous studies. 1072 
 
Having said this and with the above-mentioned studies in mind this does not mean that further research 
is unnecessary, quite the contrary.  
 
First, due to different findings concerning the relationship between CS/CSR and FP and since within the 
sustainability context businesses itself prefer uniformity I recommend a commonly identified 
measurement approach for both financial and CS/CSR measurement. After all the different approaches 
comes at the expense of comparability and reproducibility.1073 The importance of this recommendation 
is in my opinion heavily associated with the words of Bettis et al. (2014): "Reproducibility of results lies 
at the core of modern science”.1074  
 
Secondly and in accordance with Grewatsch and Kleindienst (2017)1075 I would recommend more 
studies into mediators and moderators of CS/CSR1076 and financial performance. Mediators refer to the 
effect of CS / CSR on financial performance through different means. Examples of mediators: innovation, 
quality of CSR reporting activities, intangible resources, human capital, culture and reputation. 
Moderators (in this context) explore the influence of a firm and context characteristics on the 
relationship between CS / CSR and financial performance. Examples of moderators: firm characteristics, 
managerial characteristics, stakeholder relationship and business environment. 1077 By "exploring the 

                                                      
1068 Materiality “refers to those issues that can have significant repercussions on the company (both positive and 
negative”. See Center for sustainable Business (May 2019). Sustainability Materiality Matrices Explained, pp.2.  
1069 Clark, G.L., Feiner, A., & Viehs, M. (2015). From the Stockholder to the Stakeholder: How Sustainability Can 
Drive Financial Outperformance. Available at SSRN 2508281. 
1070 Podsakoff, P.M., MacKenzie, S.B., Podsakoff, N.P., & Bachrach, D.G. (2008). Scholarly Influence in the Field of 
Management: A Bibliometric Analysis of the Determinants of University and Author Impact in the Management 
Literature in the Past Quarter Century. Journal of Management, 34(4), 641–720. 
1071 Grewatsch, S., & Kleindienst, I. (2017). When Does It Pay to Be Good? Moderators and Mediators in the 
Corporate Sustainability–Corporate Financial Performance Relationship: A Critical Review. Journal of Business 
Ethics, 145(2), 383-416. 
1072 Peloza, J. (2009). The Challenge of Measuring Financial Impacts from Investments in Corporate Social 
Performance. Journal of Management, 35(6), 1518–1541. 
1073 Grewatsch, S., & Kleindienst, I. (2017). When Does It Pay to Be Good? Moderators and Mediators in the 
Corporate Sustainability–Corporate Financial Performance Relationship: A Critical Review. Journal of Business 
Ethics, 145(2), 383-416; Galant, A., & Čadež, S. (2017). Corporate Social Responsibility and Financial Performance 
Relationship: A Review of Measurement Approaches. Ekonomska Istraživanja, 30. 
1074 Ethiraj, S.K., Gambardella, A., & Helfat, C.E. (2016). Replication in Strategic Management. Strategic 
Management Journal, 37, 11, 2191-2192. 
1075 Grewatsch, S., & Kleindienst, I. (2017). When Does It Pay to Be Good? Moderators and Mediators in the 
Corporate Sustainability–Corporate Financial Performance Relationship: A Critical Review. Journal of Business 
Ethics, 145(2), 383-416. 
1076 By this I also refer to CSR, although this term differs from CS as already explained above. 
1077 Grewatsch, S., & Kleindienst, I. (2017). When Does It Pay to Be Good? Moderators and Mediators in the 
Corporate Sustainability–Corporate Financial Performance Relationship: A Critical Review. Journal of Business 
Ethics, 145(2), 383-416. 
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contingencies affecting the CS – CFP (corporate financial performance)1078 relationship", stakeholders 
are able to gain a deeper understanding of both concepts of interest (CS and CSR).  

 

9.4 Is there a Business Case for ESG investing? 

 
In the previous section I have described that corporate sustainability (CS) and corporate social 
responsibility (CSR) can generally have a positive effect on corporate financial performance. The 
question which will be dealt with in this section is whether investors can also benefit from this? As stated 
above, the reason these two questions are dealt with separately is that good business performance 
does not automatically translate into good investments. Below I will examine various empirical studies, 
accompanied by some nuances, in order to get a better understanding of the topic.  
 
The large majority of empirical studies report a positive correlation between ESG investing and 
investment returns. Khan et al. (2016) for example found that portfolios that used a positive screening 
method for relevant1079 ESG issues outperform their peers. In addition, reference can be made to various 
meta-studies about the link between ESG-investing and investment returns. A meta-study by Oxford 
University and Arabesque Partners (2015) analyzing more than 200 sources, including scientific 
research, sector reports, newspaper articles and books, concludes that "80% of the studies show that 
stock price performance is positively influenced by good sustainability practices".1080 Another meta-
study, conducted by Fulton et al. (2012) on behalf of Deutsche Bank, also reports a positive association 
between sustainability and equity returns within a large majority of cases, both for individual stocks and 
for sustainability funds.1081 Finally, Friede, Busch & Bassen (2015) who also conducted a meta-study 
based on 3700 study results confirmed the above-mentioned outcomes and “clearly find evidence for 
the business case for ESG investing”.1082 
 
The impact of these results is clearly reflected in practice with the increasing rise of sustainability 
indexes not only in the Western financial markets, but also elsewhere (for instance Johannesburg’s SRI 
index, the Brazilian Corporate Sustainability Index and Korea Stock Exchange SRI index). 1083 
The mirror image of this assumption has also been demonstrated in empirical studies. Aiming at the fact 
that although there may be a positive effect of sustainability on investment returns, this same effect 
flattens out over time. If market participants come to the conclusion that sustainability characteristics 
are material, it is likely that they will increasingly be included in regular investment decisions. 1084 
 

                                                      
1078 Abbreviation for Corporate Financial Performance.  
1079 The term materiality was defined by the authors as follows: "a substantial likelihood that the disclosure of the 
omitted fact would have been viewed by the reasonable investor as having significantly altered the" total mix "of 
information made available." See: Khan, M., Serafeim, G., Yoon, A., & Khan, M. (2016). Corporate Sustainability: 
First Evidence on Materiality. Accounting Review, 91, 6, 1697-1724. 
1080 Clark, G.L., Feiner, A., & Viehs, M. (2014). From the Stockholder to the Stakeholder: How Sustainability Can 
Drive Financial Outperformance. SSRN Electronic Journal. 
1081 Fulton, M., Kahn, B., & Sharples, C. (2012). Sustainable Investing: Establishing Long-Term Value and 
Performance. Available at SSRN 2222740. 
1082 Friede, G., Busch, T., & Bassen, A. (2015). ESG and Financial Performance: Aggregated Evidence from More 
Than 2000 Empirical Studies. Journal of Sustainable Finance and Investment, 5, 4, 210-233. 
1083 Orsato, R. J., Garcia, A., Mendes-Da-Silva, W., Simonetti, R., & Monzoni, M. (2015). Sustainability Indexes: Why 
Join In? A Study of the ‘Corporate Sustainability Index (ISE)’in Brazil. Journal of Cleaner Production, 96, 161-170; 
Chatzitheodorou, K., Skouloudis, A., Evangelinos, K., & Nikolaou, I. (2019). Exploring Socially Responsible 
Investment Perspectives: A Literature Mapping and an Investor Classification. Sustainable Production and 
Consumption, 19, 117-129. 
1084 Versaevel, M. (2017). Visiestuk: Duurzaamheid, Rendement en de Langetermijnbelegger. PGGM, pp. 1-14; 
Derwall, J., Koedijk, K., & Ter, H.J. (2011). A Tale of Values-Driven and Profit-Seeking Social Investors. Journal of 
Banking and Finance, 35, 8, 2137-2147. 
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To be able to get a holistic image of the relationship between ESG investing and investment returns, it 
is also important to add a number of nuances to the abovementioned studies. First of all, the above 
results should be approached with caution. This is primarily due to the degree of efficiency of the 
financial markets. Although there is some consensus that the financial market does not work perfectly 
and rationally, it has not yet been proven to what extent the financial market operates efficiently.1085 In 
other words, the extent to which sustainability factors or other (relevant) factors are correct, timely and 
/ or fully included in market prices is still a topic of discussion. In view of this observation, it is extremely 
challenging to prove or refute the existence of a direct correlation between ESG investments and 
investment returns.1086  
 
Furthermore, if attempts are made to investigate the relationship between ESG investment and 
investment return, different providers use different selection criteria for ESG leading to different 
research outcomes.1087 Moreover, most studies do not pay attention to differences in investment styles 
(think of negative screening, full integration of ESG into individual stock valuation, positive screening or 
engagement). This approach also generates different research outputs. According to Amel-Zadeh and 
Serafeim (2017) it is important to distinguish the different investment styles used by institutional 
investors with the use of appropriate benchmarks when comparing performances.1088 They argue for 
example that using negative screens produces different results than engagement and therefore 
different investment styles should not be lumped together (as most studies do).1089 
Despite the above-mentioned limits and caveats most researchers who explore the relationship 
between ESG and investment returns refer to a positive association. 1090 
 
As a result, institutional investors in practice are more and more advised to include sustainability 
parameters into their overall investment process.1091 It is then up to researchers and practitioners to 
strive for a further understanding of the ESG criteria and its implications for performance. 
 

9.5 Drivers for Sustainable Investing  

 
According to a survey carried out by FTSE Russell in 2018 a substantial number of asset owners across 
the globe (53%) have already implemented ESG considerations in their investment strategies and 
evaluations. 1092 In addition, a worldwide survey among insurance companies and other large asset 
owners (such as foundations, sovereign wealth entities, public and corporate pensions) showed that 

                                                      
1085 Statman, M. (2010). Efficient Markets in Crisis. SCU Leavey School of Business Research Paper, (10-03). 
1086 Statman, M. (2010). Efficient Markets in Crisis. SCU Leavey School of Business Research Paper, (10-03); Lo, A.W. 
(2004). The Adaptive Markets Hypothesis. The Journal of Portfolio Management, 30, 5, 15-29; Versaevel, M. 
(2017). Visiestuk: Duurzaamheid, Rendement en de Langetermijnbelegger. PGMM, pp. 1-14. 
1087 Townsend, B. (2020). From SRI to ESG: The Origins of Socially Responsible and Sustainable Investing. The 
Journal of Impact and ESG Investing, 1(1), 10-25; “Does ESG Investing Make Financial Sense?”. Retrieved from: 
https://www.evidenceinvestor.com/does-esg-investing-make-financial-sense/. 
1088 Amel-Zadeh, A., & Serafeim, G. (2018). Why and How Investors Use ESG Information: Evidence from a Global 
Survey. Financial Analysts Journal, 74, 3, 87-103.  
1089 Amel-Zadeh, A., & Serafeim, G. (2018). Why and How Investors Use ESG Information: Evidence from a Global 
Survey. Financial Analysts Journal, 74, 3, 87-103. 
1090 Idowu, S. O., & Leal Filho, W. (2009). Global Practices of Corporate Social Responsibility. Berlin: Springer, p. 
353; De Lucia, C., Pazienza, P., & Bartlett, M. (2020). Does Good ESG Lead to Better Financial Performances by 
Firms? Machine Learning and Logistic Regression Models of Public Enterprises in Europe. Sustainability, 12(13), 
5317. 
1091 Clark, G.L., Feiner, A., & Viehs, M. (2014). From the Stockholder to the Stakeholder: How Sustainability Can 
Drive Financial Outperformance. SSRN Electronic Journal. 
1092 Morgan, S. (2019). Sustainable Signals: Growth and Opportunity in Asset Management. Morgan Stanley 
Institute for Sustainable Investing, Bloomberg. Retrieved from: 
https://www.inphilanthropy.org/resources/sustainable-signals-growth-and-opportunity-asset-management. 
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75% of asset owners agree that they are responsible for global sustainability through their 
investments.1093 Because of these findings, the latter study concludes that sustainable investing has 
become a mainstream phenomenon among institutional asset owners and notes that “it has overcome 
past inertia that may have associated the inclusion of ESG criteria with discounted returns”. 1094  
 
Various drivers are at the basis of this heightened focus towards sustainable investing among 
institutional investors. Within this context, however, it is important to keep in mind the heterogeneous 
nature of institutional investors as a group that expresses itself in various investment preferences, 
different beneficiaries, different investment horizons, resources, and monitoring capabilities (see 
Chapter 1 for a detailed review). 1095 
This diversity also entails different approaches of institutional investors with regard to sustainable 
investing and sustainability reporting. 1096 Due to space limitations I will, in this subsection, limit myself 
to the general drivers, responsible for sustainable investing.  
 
Firstly, a substantial body of literature and various studies have confirmed that the main drivers for 
sustainable investing among institutional investors are risk management/risk mitigation and return 
potential. 1097 Investors are increasingly aware of ESG risks that entail unexpected costs, which can hurt 
long-run returns.1098 Gloßner (2017), for example, shows that firms with high ESG risks lead to weaker 
operating performance, lead to more negative earnings surprises and have more negative earnings 
announcement returns than their peers. 1099 That is why institutional investors when compiling their 
portfolios, increasingly take into account companies that are actively engaged in sustainability practices 
with the aim to reduce social, governance and environmental risks as much as possible. 1100 
 

                                                      
1093 See: “Smart beta: 2018 global survey findings from asset owner.”. Retrieved from: 
https://investmentnews.co.nz/wp-content/uploads/Smartbeta18.pdf. 
1094 See: “Smart beta: 2018 global survey findings from asset owner.”. Retrieved from: 
https://investmentnews.co.nz/wp-content/uploads/Smartbeta18.pdf. 
1095 Hoskisson, R. E., Hitt, M. A., Johnson, R. A., & Grossman, W. (2002). Conflicting Voices: The Effects of 
Institutional Ownership Heterogeneity and Internal Governance on Corporate Innovation Strategies. Academy of 
Management journal, 45(4), 697-716; Döring, S., Drobetz, W., El Ghoul, S., Guedhami, O., & Schröder, H. (2021). 
Institutional Investment Horizons and Firm Valuation Around the World. Journal of International Business Studies, 
52(2), 212-244; Fich, E. M., Harford, J., & Tran, A. L. (2015). Motivated Monitors: The Importance of Institutional 
Investors׳ Portfolio Weights. Journal of Financial Economics, 118(1), 21-48. 
1096 García‐Sánchez, I.M., Rodríguez‐Ariza, L., Aibar‐Guzmán, B., & Aibar‐Guzmán, C. (2020). Do Institutional 
Investors Drive Corporate Transparency Regarding Business Contribution to the Sustainable Development Goals? 
Business Strategy and the Environment, 29(5), 2019-2036. 
1097 Stanley, M. (2018). “Sustainable Signals Asset Owners Embrace Sustainability.” Retrieved from: 
https://www.morganstanley.com/assets/pdfs/sustainable-signals-asset-owners-2018-survey.pdf; Saleh, M., 
Zulkifli, N., & Muhamad, R. (2010). Corporate Social Responsibility Disclosure and Its Relation on Institutional 
Ownership: Evidence from Public Listed Companies in Malaysia. Managerial Auditing Journal, 25, 6, 591-613; 
Glooner, S. (2017). ESG Risks and the Cross-Section of Stock Returns. SSRN Electronic Journal; Chatzitheodorou, 
K., Skouloudis, A., Evangelinos, K., & Nikolaou, I. (2019). Exploring Socially Responsible Investment Perspectives: A 
Literature Mapping and an Investor Classification. Sustainable Production and Consumption, 19, 117-129. 
1098 Gibson, R., & Krueger, P. (2017). The Sustainability Footprint of Institutional Investors. SSRN Electronic Journal. 
1099 Glooner, S. (2017). ESG Risks and the Cross-Section of Stock Returns. SSRN Electronic Journal. 
1100 Saleh, M., Zulkifli, N., & Muhamad, R. (2010). Corporate Social Responsibility Disclosure and Its Relation on 
Institutional Ownership: Evidence from Public Listed Companies in Malaysia. Managerial Auditing Journal, 25, 6, 
591-613; Chatzitheodorou, K., Skouloudis, A., Evangelinos, K., & Nikolaou, I. (2019). Exploring Socially Responsible 
Investment Perspectives: A Literature Mapping and an Investor Classification. Sustainable Production and 
Consumption, 19, 117-129. 



 
 

172 
 

Secondly, also the highly concentrated investment industry plays a significant role with regard to 
sustainable investments.1101 Due to the high concentration of the industry, the largest asset owners and 
managers are highly dependent on the global economy and cannot ignore "sustainability" issues.1102 
The result is that large investment firms have no hedge against a global economic crisis or cannot 
mitigate system-level risks by just applying the modern portfolio theory.1103 In the words of Eccles and 
Klimenko (2019) "they have become too big to let the planet fail".1104 In plain words, this means that 
institutional investors are to some extent forced to take sustainability seriously. In this regard, the 
coronavirus pandemic (COVID-19) represents a stark reminder to investors with regard to the 
importance of ESG in business for building an economic resilient and future-fit society.1105 
 
Thirdly, while sustainable investments are becoming more mature, most asset managers and owners 
are increasingly convinced of the strong association of ESG with profitability which in turn leads to more 
attention in investment strategies.1106 By integrating ESG-performance data in their investment policy 
and strategies, institutional investors benefit from new market opportunities in their portfolios, benefit 
from ethical management practices, reduced operating costs and reputation advantageous.1107 And, as 
I have explained above, most scientific studies prove that sustainable investing and economic return 
can go hand in hand. 1108 More and more asset management and asset owners have become convinced 
of this matter.1109 In 2017, for example, Nordea Equity Research found based on their study “Cracking 
the ESG code” that strong ESG performance contribute to both operational and share price 
performance. 1110  
 
There is however a nuance that must be underlined here. Namely, that materiality (relevant ESG issues) 
plays an important role in generating economic return with regard to sustainable investments. In other 
words, sustainability considerations can only have a positive financial contribution if they are focused 
on ESG factors which are “material” for a firm's valuation.1111  
 

                                                      
1101 22.7% of externally managed assets is owned by the top five asset managers and the top 10 holds 35%. See 
https://www.ipe.com/reports/special-reports/top-400-asset-managers/top-400-asset-managers-2018-10-years-
of-asset-growth/10025004.article.  
1102 Eccles, R. G., & Klimenko, S. (2019). The Investor Revolution. Harvard Business Review, 97(3), 106-116. 
1103 Modern Portfolio Theory, which is based on the premise of efficient markets, is an investing strategy developed 
by Harry Markowitz and used to help investors to maximize their returns while minimizing the market risk through 
diversification across different assets. See Rubinstein, M. (2002). Markowitz's" portfolio selection": A fifty-year 
retrospective. The Journal of finance, 57(3), 1041-1045. 
1104 Eccles, R. G., & Klimenko, S. (2019). The Investor Revolution. Harvard Business Review, 97(3), 106-116. 
1105 Future-Fit Business (2020). Business Beyond COVID-19. Maximising Resilience to Extra-Financial Risks. See 
https://futurefitbusiness.org/wp-content/uploads/2020/07/Future-Fit-Business-Beyond-COVID-19.pdf.  
 
1106 Morgan, S. (2019). Sustainable Signals: Growth and Opportunity in Asset Management. Morgan Stanley 
Institute for Sustainable Investing, Bloomberg. Retrieved from: 
https://www.inphilanthropy.org/resources/sustainable-signals-growth-and-opportunity-asset-management. 
1107 Stanley, M. (2019). Sustainable Signals: Growth and Opportunity in Asset Management. Morgan Stanley 
Institute for Sustainable Investing, Bloomberg. Retrieved from: 
https://www.inphilanthropy.org/resources/sustainable-signals-growth-and-opportunity-asset-management. 
1108 See sections “2.2 Relationship Corporate Sustainability and financial performance”” and “2.3 Is there a 
business case for ESG investing?” 
1109 Stanley, M. (2019). Sustainable Signals: Growth and Opportunity in Asset Management. Morgan Stanley 
Institute for Sustainable Investing, Bloomberg. Retrieved from: 
https://www.inphilanthropy.org/resources/sustainable-signals-growth-and-opportunity-asset-management. 
1110 See: https://nordeamarkets.com/wp-content/uploads/2017/09/Strategy-and-quant_executive-
summary_050917.pdf 
1111 For more information, see section: "Relationship Corporate Sustainability (CS) and Financial Performance". 
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Finally, in order to assess a firms' financial performance and in general, to enable investors to make 
better investment decisions, gathering and analyzing ESG data is essential.1112 It enables investors to 
have a better picture of a firm and a more informed view not only from a financial lens but also at how 
a company treats its employees, their engagement with local communities, diversity of management 
and workforce and for example how well a firm handles issues related to its stakeholders etc.1113 These 
“non-financial data” 1114 are essential for a companies' long term performance and therefore useful 
information to investors. 1115  
 
In addition to the above four main drivers, activities of peer organizations, stakeholders demand, 
evolving policy / regulations and mission alignment are also responsible for the adoption of sustainable 
investing among institutional investors. 1116 
Overall, the move towards ESG investing provides more informed investment decisions among 
investors, and reduced information asymmetry. 1117 As a result, institutional investors are better able to 
estimate investment risks and can better analyze the long-term performances of their (potential) 
investees. 1118 The importance institutional investors attach to ESG investing and the insight into the 
drivers are also important for corporate leaders. After all, in their efforts to make their organization 
more attractive to investors, they can take the above-mentioned insights and developments into 
account. 
 

9.6 How investors use ESG information  

 
As described above, the largest and most sophisticated investors in the world have increasingly focused 
on sustainable investments. In their investment selection and portfolio allocation, they exhibit different 
ESG investment styles. 1119 The UN PRI Reporting Framework recognizes four ESG strategies in which 
they refer to as ‘ESG incorporation’. 1120 These four strategies are: “Screening (this is then subdivided 
into negative / exclusionary screening, positive / best-in-class screening and norms-based screening); 

                                                      
1112 García‐Sánchez, I.M., Rodríguez‐Ariza, L., Aibar‐Guzmán, B., & Aibar‐Guzmán, C. (2020). Do Institutional 
Investors Drive Corporate Transparency Regarding Business Contribution to the Sustainable Development Goals? 
Business Strategy and the Environment, 29(5), 2019-2036. 
1113 The 5th Annual Responsible Investing Summit April 9-10, 2019. New York, NY. See: 
https://events.frallc.com/events/5th-annual-responsible-investing-summit-b2068-/event-summary-
ec75c88a1d6846c3a9b99b753ace241c.aspx?dvce=1.  
1114 Five reasons why you should report non-financial information. See: 
https://sustainalize.com/be/nl/2018/10/five-reasons-why-you-should-report-non-financial-information/. 
1115 Dhaliwal, D.S., Radhakrishnan, S., Tsang, A., & Yang, Y.G. (2012). Nonfinancial Disclosure and Analyst Forecast 
Accuracy: International Evidence on Corporate Social Responsibility Disclosure. The Accounting Review, 87(3), 723-
759. 
1116 Stanley, M. (2018). “Sustainable Signals Asset Owners Embrace Sustainability.” Retrieved from: 
https://www.morganstanley.com/assets/pdfs/sustainable-signals-asset-owners-2018-survey.pdf. 
1117 Amel-Zadeh, A., & Serafeim, G. (2018). Why and How Investors Use ESG Information: Evidence from a Global 
Survey. Financial Analysts Journal, 74, 3, 87-103; García‐Sánchez, I.M., Rodríguez‐Ariza, L., Aibar‐Guzmán, B., & 
Aibar‐Guzmán, C. (2020). Do Institutional Investors Drive Corporate Transparency Regarding Business Contribution 
to the Sustainable Development Goals? Business Strategy and the Environment, 29(5), 2019-2036. 
1118 Dyck, A., Lins, K. V., Roth, L., & Wagner, H. F. (2019). Do institutional investors drive corporate social 
responsibility? International evidence. Journal of Financial Economics, 131(3), 693-714; García‐Sánchez, I.M., 
Rodríguez‐Ariza, L., Aibar‐Guzmán, B., & Aibar‐Guzmán, C. (2020). Do Institutional Investors Drive Corporate 
Transparency Regarding Business Contribution to the Sustainable Development Goals? Business Strategy and the 
Environment, 29(5), 2019-2036. 
1119 Amel-Zadeh, A., & Serafeim, G. (2018). Why and How Investors Use ESG Information: Evidence from a Global 
Survey. Financial Analysts Journal, 74, 3, 87-103. 
1120 Defines as: ‘Review and Use of ESG Information in the Investment Decision-Making Process.’ See: 
https://www.unpri.org/Uploads/i/m/z/2019rfcombined_536364.pdf.  
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Sustainability themed investment; Integration of ESG issues; a combination of the above”. See table 
below for a brief definition of these strategies. 1121  

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

In order for UN PRI to ensure standardization and communication they refer to terminology and 
definitions used by the “Global Sustainable Investment Alliance”.1122 While the “Global Sustainable 
Investment Alliance” recognizes the above strategies, it also adds “impact investing” and “corporate 
engagement and shareholder action” to the abovementioned list.1123 In 2018, the Global Sustainable 
Investment Alliance showed the most commonly used ESG strategies among institutional investors by 
analyzing sustainable investments in the most developed financial markets.1124 See Figure 9.3. 
 

                                                      
1121 PRI. (2018). Reporting Framework-Main Definitions. Retrieved from: 
https://www.unpri.org/Uploads/i/m/n/maindefinitionstoprireportingframework_127272_949397.pdf.  
1122 Alliance, G.S.I. (2018). Global Sustainable Investment Review 2018. Retrieved from: http://www.gsi-
alliance.org/trends-report-2018/.  
1123 Alliance, G.S.I. (2018). Global Sustainable Investment Review 2018. Retrieved from: http://www.gsi-
alliance.org/trends-report-2018/.  
1124 Alliance, G.S.I. (2018). Global Sustainable Investment Review 2018. Retrieved from: http://www.gsi-
alliance.org/trends-report-2018/. 



 
 

175 
 

Figure 9.3: SUSTAINABLE INVESTMENT STRATTEGIES BY REGION 2018 

In this section, I will discuss the three most used ESG investment strategies in detail. In addition, I will 
also draw attention to some challenges with regard to sustainable investing an in order to contribute to 
the discussion I will present a number of recommendations.  

 

9.6.1 Negative screening 
 
Negative screening is defined by the “Global Sustainable Investment Alliance” as “the exclusion of 
certain sectors, companies or practices from a fund or portfolio based on specific ESG criteria”.1125 This 
means that investors in their investments leave out, industries and practices that are related to ESG 
controversies. One can think of the “classical Triumvirate of Sin” (gambling, tobacco and alcohol). 1126 
However, the academic literature also mentions other "clusters" of "sin stocks"1127, such as the so called 
'Sextet of Sin portfolio'1128 (nuclear power, adult entertainment, gambling controversial weapons, 
tobacco and alcohol) or the '4Bs portfolio'1129 consisting of alcohol, gambling, controversial weapons, 
and adult entertainment and 'Medical Sins' that focuses on activities such as embryonic stem cells, 
animal testing or abortion. 1130 
 
Among the screening approaches (which in addition to negative screening also include standards-based 
screening and positive / best-in-class screening) negative screening is still the most frequently used, in 
which this strategy is mainly based on ethical considerations and less by economic considerations.  1131 

                                                      
1125 Alliance, G.S.I. (2018). Global Sustainable Investment Review 2018. Retrieved from: http://www.gsi-
alliance.org/trends-report-2018/. 
1126 Hong, H., & Kacperczyk, M. (2009). The Price of Sin: The Effects of Social Norms on Markets. Journal of Financial 
Economics Amsterdam, 93, 1, 15-36. 
1127 These stocks entails shares of companies that are involved or associated with activities considered to be 
unethical or immoral. Usually these include for example alcohol, tobacco and gambling. However, how something 
is "ethical" or "unethical" is a cultural product based on regional and societal expectations and thus varies across 
the globe. See: Amory, Michelle. (2016). Do Different Cultural Values Affect the Excess Return of Sin Stocks? 
Maastricht University. 
1128 Lobe, S., & Walksha¨usl, C. (2011). Vice Versus Virtue Investing Around the World. Unpublished working paper, 
University of Regensburg. 
1129 Ahrens, D. (2004). Investing in Vice: The Recession-Proof Portfolio of Booze, Bets, Bombs, and Butts. New York: 
St. Martin’s Press 
1130 Trinks, P. J., & Scholtens, B. (2017). The Opportunity Cost of Negative Screening in Socially Responsible 
Investing. Journal of Business Ethics, 140, 2, 193-208. 
1131 Amel-Zadeh, A., & Serafeim, G. (2018). Why and How Investors Use ESG Information: Evidence from a Global 
Survey. Financial Analysts Journal, 74, 3, 87-103; Alliance, G.S.I. (2018). Global Sustainable Investment Review 
2018. Retrieved from: http://www.gsi-alliance.org/trends-report-2018/. 
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The question then arises to what extent such a negative screening has an impact on financial 
performances of investors? And how does narrowing down the investment universe, as a result of the 
negative screening, impacts the composition of a portfolio? 
 
With regard to both questions, the academic literature provides mixed evidence. Before I deal with the 
first question, I will briefly discuss the second question. Excluding companies or industries from an 
investment universe comes at the expense of diversification benefits and may have consequences for 
investment returns. However, Ang (2014) and Humphrey & Tan (2014) have proven that the investment 
universe is negligibly impacted by negative screenings and therefore has little effect on expected future 
performance. They explained this by indicating that there are still more than enough companies left to 
invest in. 1132  
 
However, a later study by Trinks & Scholtens (2017) shows that the scope of the investment universe is 
being influenced by a negative screening strategy and results in a significant loss of market capitalization 
and potential diversification opportunities and therefore may have a significant impact on the return 
performances.1133 The difference between these studies would have to do with the definition of ‘sin 
stocks’, where in the first two studies a narrow definition was chosen in contrast to the study of Trinks 
& Scholtens (see the studies for a detail review). The findings also differ with regard to the relationship 
between negative screening and risk-adjusted returns. This can be explained by differences in 
methodologic approaches or that the findings focus on investor characteristics, specific countries or a 
specific time period.1134 
 
For example, by studying the return performance of sin stocks (such as alcohol, tobacco and gambling) 
Hong and Kacperczyk (2009) showed that these stocks (in the period between 1965-2006) outperform 
other stocks by approximately 2 percent a year.1135 Moreover, in their study they showed that mainly 
norm-constrained investors (such as pension funds, foundations, insurance companies, university 
endowments and religious organizations) refrain themselves from these investments. This is mainly 
because these investors are increasingly exposed to public scrutiny. The finding that controversial stocks 
indeed outperform other stocks have been confirmed by other studies.1136 The explanation is as follows; 
“because the above-mentioned norm-constrained investors ignore sin stocks, shareholders of socially 
sensitive companies will be exposed to limited risk sharing due to a smaller shareholder base and 
idiosyncratic risk. The result is, all other things being equal, undervaluation of these stocks and therefore 
higher expected returns”.1137 
 

                                                      
1132 Credit Suisse Group (Zürich). (2015). Global Investment Returns Yearbook 2015. Zürich: Credit Suisse; Ang, A. 
(2014). Asset Management: A Systematic Approach to Factor Investing. Oxford University Press; Humphrey, J.E., 
& Tan, D. T. (2014). Does It Really Hurt to Be Responsible? Journal of Business Ethics, 122(3), 375-386. 
1133 Trinks, P. J., & Scholtens, B. (2017). The Opportunity Cost of Negative Screening in Socially Responsible 
Investing. Journal of Business Ethics, 140, 2, 193-208; See: “Dumping tobacco cost Norwegian oil fund $1.9bn”, 
Financial Times, 18 April 2016. Retrieved from: https://next.ft.com/content/4b24e8a4-0304-11e6-99cb-
83242733f755.  
1134 Hong, H., & Kacperczyk, M. (2009). The Price of Sin: The Effects of Social Norms on Markets. Journal of Financial 
Economics Amsterdam, 93, 1, 15-36. 
1135 Hong, H., & Kacperczyk, M. (2009). The Price of Sin: The Effects of Social Norms on Markets. Journal of Financial 
Economics Amsterdam, 93, 1, 15-36. 
1136 Trinks, P. J., & Scholtens, B. (2017). The Opportunity Cost of Negative Screening in Socially Responsible 
Investing. Journal of Business Ethics, 140, 2, 193-208; Derwall, J., Koedijk, K., & Ter, H.J. (2011). A Tale of Values-
Driven and Profit-Seeking Social Investors. Journal of Banking and Finance, 35, 8, 2137-2147; Fabozzi, F. J., Ma, 
K.C., & Oliphant, B.J. (2008). Sin Stock Returns. The Journal of Portfolio Management, 35(1), 82–94. 
1137 Borgers, A.C.T., Derwall, J.M.M., Koedijk, C.G., & Ter, H.J. (2015). Do Social Factors Influence Investment 
Behavior and Performance? Evidence from Mutual Fund Holdings. Journal of Banking & Finance, 60, 112-126. 
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As mentioned above, the study outcomes with regard to negative screening are mixed, as there are also 
studies that show no outperformance1138 or even negative performance1139 from sin stocks relative to 
industry-comparable stocks. 
 
Due to the wide adoption of negative screening by some major institutional investors also ethical 
questions emerge. The first is related to the much-heard criticism that among investors there is not one 
common set of core values or beliefs and certainly not in diverse societies as we now know. As a result, 
it is impossible to accurately reflect the variety of investors' personal ethics and moral standards 
through a negative screening strategy. 1140 For example, many people are obliged to join a certain 
pension scheme or healthcare plan in which they implement certain negative screens that are not 
representative for all their participants. Secondly, some argue responsible investments (through 
negative screening) may conflict the fiduciary duty1141 of institutional investors in cases where 
controversial portfolios show a better risk-adjusted performance.1142  
 
Thirdly, one of the main goals of responsible investments is to improve firms’ environmental 
performances and enhance its social and ethical conduct. 1143 Some critiques argue therefore that a 
passive approach focused on simple avoidance is not conducive in advancing responsible corporate 
behavior. 1144 De Colle & York voice this concern as follow: 
 
“if the primary goal of SRI is to promote the adoption of CSR and sustainability practices by the corporate 
world, by ‘consciously using their position as company shareholders to work from within to push for 
change and continuous improvement’, and at the same time, ‘traditional ‘sin’ stock categories’ are not 
invested in, how can SRI influence the direction of those firms it deems most harmful”?1145 
 
That is why there is an increasing call in literature and practice to invest more time and energy in 
engagement / activism where investors can use their power to influence corporate behavior. 1146 While 

                                                      
1138 Humphrey, J. E., & Tan, D.T. (2014). Does It Really Hurt to Be Responsible? Journal of Business Ethics, 122(3), 
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1139 Durand, R.B., Koh, S., & Limkriangkrai, M. (2013). Saints Versus Sinners. Does Morality Matter? Journal of 
International Financial Markets, Institutions and Money, 24(4), 166–183. 
1140 De Colle, S., & York, J. G. (2009). Why Wine is Not Glue? The Unresolved Problem of Negative Screening in 
Socially Responsible Investing. Journal of Business Ethics, 85(1), 83-95; de Bruin, B. (2013). Socially responsible 
investment in the alcohol industry: An assessment of investor attitudes and ethical arguments. Contemporary 
Social Science, 8(1), 58-70; Sparkes, R., & Cowton, C. J. (2004). The Maturing of Socially Responsible Investment: 
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208. 
1143 De Colle, S., & York, J. G. (2009). Why Wine is Not Glue? The Unresolved Problem of Negative Screening in 
Socially Responsible Investing. Journal of Business Ethics, 85(1), 83-95. 
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Developing Link with Corporate Social Responsibility. Journal of Business Ethics, 52, 1, 45-57; Richardson, B. J. 
(2013). Socially responsible investing for sustainability: Overcoming Its incomplete and conflicting rationales. TEL, 
2, 311; De Colle, S., & York, J. G. (2009). Why Wine is Not Glue? The Unresolved Problem of Negative Screening in 
Socially Responsible Investing. Journal of Business Ethics, 85(1), 83-95.  
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Socially Responsible Investing. Journal of Business Ethics, 85(1), 83-95. 
1146 Amel-Zadeh, A., & Serafeim, G. (2018). Why and How Investors Use ESG Information: Evidence from a Global 
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this is an attractive proposition, it should be noted that this method requires a lot of time and resources 
which may induce greater costs.1147 In the next subsection, I will discuss institutional investor activism 
and engagement. 
 

9.6.2 Active ownership 
 
Active ownership is a broad phenomenon in which institutional investors use their “rights and position 
of ownership to influence the activity or behavior of investees”. 1148 Some perceive active ownership 
solely as a means of influencing corporations' policies and practices by raising awareness, direct 
attention or change the social or financial performances of their investees.1149 In addition to this ‘explicit 
intent of influencing’1150, there are also others who extend the concept by identifying it as an ongoing 
relationship with their investees.1151 From the latter perspective, the emphasis is on "mutual exchange 
aimed at understanding" in which change-seeking is only part of the process, rather than the process 
itself.1152 
 
Either way from both perspectives, it requires an investor that is active and able to engage (often on a 
long-term basis) with company management. The actions of activist investors can take a number of 
forms, such as shareholder resolutions proposed to company annual meetings, (proxy) voting, direct 
corporate engagement, litigation, publicity campaigns, proxy fights and even hedge fund activism. 1153 
Affecting management decisions through the threat of exit is also (by some scholars) considered as a 
form of active ownership.1154 Around the globe, all of these forms of active ownership have steadily 
increased.1155 
 
Important drivers of this move toward shareholder activism include the growing number of stewardship 
codes1156, principles and guidelines in many jurisdictions after the financial crisis in 2008, with regard to 
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Europe the introduction of Shareholder Rights Directive1157 and the rise of institutional investors in the 
mid-1980s across the globe.1158 For example, the latter public policy initiative emphasizes engagement 
as follows: “effective and sustainable shareholder engagement is one of the cornerstones of the 
corporate governance model of listed companies”. 1159 
 
There are also various explanations from the corporate finance literature for direct shareholder 
intervention. For example, Monks and Minow (1991) argue that the risk of inadequate diversification 
prevents investors from selling their underperforming shares.1160 The alternative is to stimulate better 
performance through activism and engagement. In addition, Black (1992) argues that, in order to 
monitor the management and enhance performance, investors apply shareholders activism as an 
alternative method to external market for corporate control.1161 
 
The question of which firms or type of firms are more likely to be targets by shareholders activism has 
been widely studied and generates mixed results.1162Overall, however, there is a pattern in which 
shareholders proposals and engagement mainly focuses on firms with poor performances as indicated 
by accounting measures (such as market-to-book ratios, growth in operating income and sales growth), 
low stock returns or poor governance structures.1163 Furthermore, with regard to the raised topics, 
attention is increasingly being paid to sustainability issues in addition to the traditional corporate 
governance topics (for example shareholder rights and board composition, effectiveness, and 
remuneration issues).1164 
 
Practical examples of institutional investors’ and asset managers’ advocacy for change and influence of 
firm management are; “the California Public Employees' Retirement System” (CalPERS) with their list of 
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governance and sustainability principles1165, “ABP’s Sustainable and Responsible Investment Policy” 
(2020-2025)1166, “Blackrocks’ Investor Guide on US Corporate Engagement”1167 or “State Streets’ Global 
Proxy Voting and Engagement Guidelines for Environmental and Social Issues”1168 etc. Quoting from 
Forbes magazine on this trend: “Whether large or small, underperforming or a market leader, no firm 
can immunize itself from becoming a target of activist investors”.1169  
 
Despite this increase in shareholder activism past research has found mixed results whether the strategy 
is associated with positive effects. 1170 Several explanations are given for this inconsistency:1171 
 
Different studies emphasizing different types of activism and using different outcome metrics. For 
example, the research by Denes et.al. (2016) (who analyzed 73 studies examining the implications of 
shareholders activism) showed a positive relationship between hedge fund activism and firms 
'profitability, while with regard to shareholders' proposals or even engagements small or negligible 
changes occur. 1172 Although, the latter has been further investigated by other scholars in which they 
argue that shareholder proposals and engagement could lead to positive financial and operational 
performance if it concerns (financial) material issues.1173 In addition, different definitions of 
performance (for example, share value measurement or operating performance changes) lead to 
different outcomes.1174 

1. Different data sources and sample periods. According to Denes et.al. (2016) the research 

findings are closely related to how researches frame their research question and the testing 

period.1175  

2. Identification of investors’ activism, since different activist pursue different objectives. For 

example, various studies argue that, union and government pension funds pursue different and 

even conflicting goals ranging from firm’s corporate governance performance or value 

increasing to "political and negotiation outcomes that favor pension fund members or 
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leaderships”. 1176 On the other hand, hedge funds, for example, are mainly associated with 

targeting a firm with the aim of improving financial performance.1177 

Moreover, in various studies, it has been claimed that shareholder activism is often performed “behind 
the scenes” which makes it challenging to gauge the effectiveness of shareholder activism. 1178 
 
With these caveats in mind, I will now present some other relevant studies with regard to shareholder 
activism. For example, various studies find small but statistically significant share price increases 
associated with shareholder proposals. 1179 Prevost and Rao (2000) however find that shareholder 
proposals by pension funds are associated with negative average share price. 1180 With regard to ESG 
issues Clark et al. (2006) found evidence for a negligible or even negative association between 
shareholder proposals and firms' environmental performance. 1181 
 
With regard to engagement the findings are also mixed. For example, Harmes (2011) concludes that 
some firms are simply not open to engagement or don’t possess the financial means or technical 
resources to change and therefore lacking positive effects. 1182 On the other hand, a comprehensive 
global survey carried out in 2017 has shown that shareholder activism will gain increasing importance 
in the future and that most asset managers prefer this approach to divestment. 1183 They argue that the 
active ownership approach creates a greater incentive than divestment for altering a firms' behavior.1184  
 
All in all, an increasingly broad array of studies finds both positive and negative results with regard to 
shareholders activism. Based on the studies of both Khan et al. (2016) and Denes et.al. (2016) one could 
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argue that shareholders must carefully examine the potential contribution of activist strategies.1185 The 
materiality of each issue, the identity of the activist, different types of activism and targeted firms are 
important factors to take into account 
 

9.6.3 ESG integration 
 
ESG integration is defined by the PRI as “the systematic and explicit inclusion of material ESG factors 
into investment analysis and investment decisions”. 1186 As noted in section 3.0, institutional investors 
who integrate ESG investments in their total portfolio allocation are primarily driven by financial returns 
and risk management considerations. In addition, it is important to note that with regard to investment 
performance, it is essential to have a good understanding of the distinction between material and 
immaterial ESG issues, as these have an enormous impact on financial returns. 1187 Although these two 
main drivers are generally leading among institutional investors, it should be emphasized that there is 
not a “one size fits all” framework with regard to ESG implementation.1188 
 
Therefore, in order to have a useful discussion about ESG integration, I will turn to one of the most 
rigorous analyzes of ESG integration and evaluation to date (both in theory and in practice). The report 
under the name “A Practical Guide to ESG Integration for Equity Investing"1189 provides in-depth 
guidance and case study overviews with regard to the various integration practices. A detailed 
discussion of the technical aspects of the report lies outside the scope of this section. I will, therefore 
limit myself to some key observations and comments regarding the report.  
 
The report consists of the following chapters: 

1. Integration Techniques: this chapter discusses the implementation of various ESG factors in 

several investment strategies (such as passive strategies, smart beta strategies, quantitative 

strategies and fundamental strategies) with associated tools and techniques. For a detail review 

of the various strategies, see the UN PRI Guidance.1190 

2. Sell-Side Research: the goal of this chapter is to give an insight into the ESG-integrated research 

conducted by sell-side analysts, which can be used by investment managers in their investment 

models and/or company Forecasts.1191  

3. Assessing External Managers: this chapter provides guidelines and instructions to asset owners 

in order to assess, identify and hire external investment managers on their ESG integration 

practices. 

4. Impact on Investment Process: integrating ESG issues into an investment process is a complex 

practice, time-consuming, and requires certain necessary resources. To facilitate this process, 
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1187 Khan, M., Serafeim, G., Yoon, A., & Khan, M. (2016). Corporate Sustainability: First Evidence on 
Materiality. Accounting Review, 91, 6, 1697-1724. 
1188 OECD. (2017). Investment Governance and the Integration of ESG Factors. Paris: OECD Publishing. 
1189 See: UN Principles for Responsible Investment. (2016). A Practical Guide to ESG Integration for Equity Investing. 
Retrieved from: https://www.unpri.org/download?ac=10.  
1190 See: UN Principles for Responsible Investment. (2016). A Practical Guide to ESG Integration for Equity Investing. 
Retrieved from: https://www.unpri.org/download?ac=10. 
1191 Sell-side analysts provide their clients (for instance institutional investors) insightful investment ideas and 
recommendations and sell a variety of financial products. See UN Principles for Responsible Investment. (2016). A 
Practical Guide to ESG Integration for Equity Investing. Retrieved from: https://www.unpri.org/download?ac=10. 
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this chapter provides best practice and case studies with regard to some elements within the 

investment process. 

While I think this guideline is solid and useful, it is important to note that the development of the 

guideline should be perceived as a fluid process with continuous efforts to improve the tools, 

techniques and approaches of the various strategies in the future. Furthermore, it is no coincidence 

that this report extensively covers ESG- integration related to listed equities, because most research 

is equitiy focused and therefore most advanced for equity strategies. 1192 However, due to the 

increasing interest in ESG integration across other asset classes and investment styles, guidelines 

are also available for ESG integration on fixed income1193, private equity1194 and hedge fund 

strategies1195. 

Within the listed equity guideline, the UN PRI identifies four stages in the ESG integration model:1196  
 

 
When going through these stages, there are practical and technical challenges that institutional 
investors face. In this subsection, I will focus specifically on the challenges with regard to ESG 
integration.1197 One of the biggest obstacles for institutional investors in their implementation of the 
ESG integration is the lack of useful data, which varies in both quality and scope. 1198 Although more and 

                                                      
1192 OECD (2017). Investment Governance and the Integration of Environmental, Social and Governance Factors. 
Paris: OECD Publishing. 
1193 UN Principles for Responsible Investment. (2019). A Practical Guide to ESG Integration in Sovereign Debt. 
Retrieved from: https://www.unpri.org/download?ac=9696.  
1194 UN Principles for Responsible Investment. (2014). Integrating ESG in Private Equity-A Guide for General 
Partners. Retrieved from: https://www.unpri.org/download?ac=252.  
1195 UN Principles for Responsible Investment. Responsible Investment Due Diligence Questionnaire for Hedge 
Funds. Retrieved from: https://www.unpri.org/download?ac=278.  
1196 UN Principles for Responsible Investment. (2014). A Practical Guide to ESG Integration for Equity Investing. 
Retrieved from: https://www.unpri.org/download?ac=10. 
1197 In the next section I will discuss other challenges with regard to sustainable investing in general and present a 
number of solutions.  
1198 OECD. (2017). Investment Governance and the Integration of Environmental, Social and Governance Factors. 
Paris: OECD Publishing; Stanley, M. (2019). Sustainable Signals: Growth and Opportunity in Asset Management. 
Morgan Stanley Institute for Sustainable Investing, Bloomberg. Retrieved from: 
https://www.inphilanthropy.org/resources/sustainable-signals-growth-and-opportunity-asset-management; 
Williams, J. (2016). Lack of Data Stifling Action on UN Development Goals, Investors Say. IPE magazine. Retrieved 
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more ESG data is becoming available through various sustainable reporting standards1199 and data 
providers1200, in my opinion this is not enough. Firstly, because most sustainability reports are not 
specifically aimed at investors, but also toward other stakeholders. As a result, the disclosed information 
does not fully cover investors' expectations. 1201 Moreover, Eccles and Klimenko argue that the 
assessment of ESG performance by data providers is only “a poor substitute for comprehensive ESG 
information reported directly by the company”. 1202 As a result, this lack of useful data within the 
investment process limits the reliability and comparability, of the reported information.1203 
 
Another important impediment to ESG integration is that the majority of financial models are 
constructed using historical analysis of a company, which are of little value with respect to ESG 
predictions in the future.1204 After all, what had no material impact on financial markets in the past may 
become material in the future. This is difficult to demonstrate with studies based on historical data. 
Climate change for example has within certain sectors and industries, long-term material effects on 
business performance.1205 However, it is difficult to predict exactly when physical, technological and 
policy consequences of climate change will have a material impact on financial markets in the future.1206  
Finally, the OECD (2017) report, “Investment governance and the integration of environmental, social 
and governance factors”, expresses concerns about implications with regard to valuation techniques 
used by investors. 1207 Investors can adjust their forecasted financials for the expected impact of ESG 
factors in various ways. 1208 Here it is often difficult to estimate to what extent, for example, a specific 
ESG risk has an impact on the discounted cash flow model. Also, double counting issues may rise in 
calculations with regard to multiples as Price-To-Book and Price-to-Earnings ratio, especially when the 
market has already partially priced ESG features.1209  
 

9.7 Other practical challenges with regard to sustainable investing and some recommendations 

 
In theory, a sustainable investment strategy on paper is simple, but implementing that strategy entails 
all kinds of challenges. Below I will, in addition to what has already been discussed above, discuss some 
other implications with regard to ESG investing.  

                                                      
from: https://www.ipe.com/news/esg/lack-of-data-stifling-action-on-un-development-goals-investors-
say/10012449.article.  
1199 (GRI) Global Reporting Initiative, SASB (Sustainability Accounting Standards Board), TCFD (Task Force on 
Climate-related Financial Disclosures), IIRC (International Integrated Reporting Council) and CDP (Carbon 
Disclosure Project), The Principles of Responsible Investment or International Integrated Reporting Council's 
integrated reporting framework etc.  
1200 Examples are Morningstar, Sustainalytics, Bloomberg, RobecoSAM, Thomson Reuters and Eiris. 
1201 Eccles, R. G., & Klimenko, S. (2019). The Investor Revolution. Harvard Business Review, 97(3), 106-116. 
1202 Eccles, R. G., & Klimenko, S. (2019). The Investor Revolution. Harvard Business Review, 97(3), 106-116. 
1203 According to International Financial Reporting Standards (IFRS) and US Generally Accepted Accounting 
Principles (GAAP), all these three components (comparability, timeliness and reliability) are of great importance 
in order to make qualitative investment decisions. 
1204 Morgan, J.P. (2019). Institutional Investor Survey. J.P. Morgan’s Capital Advisory Group. Retrieved from: 
https://www.jpmorgan.com/content/dam/jpm/cib/complex/content/prime-services/institutional-investor-
survey-2019/pdf-0.pdf. OECD. (2019). Investment Governance and the Integration of Environmental, Social and 
Governance Factors. Paris: OECD Publishing; Versaevel, M. (2017). Visiestuk: Duurzaamheid, Rendement en de 
Langetermijnbelegger. PGGM, pp. 1-14. 
1205 Versaevel, M. (2017). Visiestuk: Duurzaamheid, Rendement en de Langetermijnbelegger. PGGM, pp. 1-14. 
1206 Versaevel, M. (2017). Visiestuk: Duurzaamheid, Rendement en de Langetermijnbelegger. PGGM, pp. 1-14. 
1207 OECD. (2019). Investment Governance and the Integration of Environmental, Social and Governance Factors. 
Paris: OECD Publishing. 
1208 UN Principles for Responsible Investment. (2014). A Practical Guide to ESG Integration for Equity Investing. 
Retrieved from: https://www.unpri.org/download?ac=10. 
1209 OECD. (2019). Investment Governance and the Integration of Environmental, Social and Governance Factors. 
Paris: OECD Publishing. 
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Another challenge that institutional investors face in their sustainable investment strategy is the 
insufficient and inadequate human capital or skills within their own organization. It is important to gain 
knowledge and relevant experience with regard to ESG factors in relation to long-term economic forces 
driving individual firms and entire sectors.  A vast majority of investors recognizes this deficiency.1210 In 
order to resolve this issue, more and more investors put a lot of time and effort in improving their ESG 
expertise and knowledge. 1211 I believe this is a positive development. This process of gaining knowledge 
and expertise can be achieved in different ways: compulsory ESG training for employees, invest in 
conviction or determination of employees with regard to ESG strategy and preserve and / or transfer 
skills over the duration of the investments (due to the long-term nature of the strategy).1212 
Furthermore, investors who do not have the resources or scales can collaborate with other investors to 
increase their impact in this area. 
 
Another challenge is the lack of a standard definition and clarity around main ESG concepts.1213 This 
shortage is a barrier to more widespread application of ESG analysis and implementation strategies, 
which creates not only divisions within the investment communities but also across jurisdictions. For 
instance, according to the report “Sustainable Signals: Growth and Opportunity in Asset Management” 
70% of the respondents believe there is no standard definition for ESG.1214 This lack of clarity means 
that ESG data and ESG metrics across companies are interpreted and reported differently, which is 
unfavorable for measurability and comparability. The lack of clarity also undermines investor confidence 
with regard to ESG investing. In order to meet these challenges, it is necessary to introduce an 
internationally accepted ESG definition and create standard industry metrics to measure non-financial 
performance.1215 
 
Another challenge that deserves attention is the use of short-term performance benchmarks by 
institutional investors. Although institutional investors are characterized by the long-term nature of 
their liabilities, the performance and remuneration of their asset managers are evaluated against short-
term goals.1216 In addition, capital markets are predominantly short-term oriented, encouraged among 

                                                      
1210 Morgan, S. (2019). Sustainable Signals: Growth and Opportunity in Asset Management. Morgan Stanley 
Institute for Sustainable Investing, Bloomberg. Retrieved from: 
https://www.inphilanthropy.org/resources/sustainable-signals-growth-and-opportunity-asset-management; UN 
Principles for Responsible Investment (2015). Fiduciary Duty in the 21st Century. Retrieved from: 
https://www.unpri.org/download?ac=1378. 
1211 Stanley, M. (2018). “Sustainable Signals Asset Owners Embrace Sustainability.” Retrieved from: 
https://www.morganstanley.com/assets/pdfs/sustainable-signals-asset-owners-2018-survey.pdf. 
1212 Herringer, A., Firer, C., & Viviers, S. (2009). Key Challenges Facing the Socially Responsible Investment (SRI) 
Sector in South Africa. Investment Analysts Journal, 38(70), 11-26. 
1213 Eurosif. (2016). Summary of the Responses to the Public Consultation on Long-Term and Sustainable 
Investment. Retrieved from: https://ec.europa.eu/information_society/newsroom/image/document/2016-
44/feedback_final_pc_30068_en_19173.pdf; Anderson, K.M., van der Zwan, N., Wiß, T. (2019). Pension Funds and 
Sustainable Investment: Comparing Regulation in the Netherlands, Denmark, and Germany. Working Paper. 
Netspar Academic Series (DP 05/2019-023). Retrieved from: 
https://www.netspar.nl/assets/uploads/P20190506_DP023_Zwan.pdf. 
1214 Morgan, S. (2019). Sustainable Signals: Growth and Opportunity in Asset Management. Morgan Stanley 
Institute for Sustainable Investing, Bloomberg. Retrieved from: 
https://www.morganstanley.com/auth/content/dam/msdotcom/en/assets/pdfs/2415532-
Sustainable_Signals_Asset_Mgmt-FINAL.pdf.  
1215 OECD. (2019). Investment Governance and the Integration of Environmental, Social and Governance Factors. 
Paris: OECD Publishing. 
1216 Kay, J. (2012). The Kay Review of UK Equity Markets and Long-Term Decision Making. Final Report, 9, 112; See: 
Edwards, P. (2020). “Long-Term Investors Using Short-Term Strategies. Retrieved from: 
https://www.top1000funds.com/2019/09/hiding-behind-diversification/. 
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other things by quarterly earnings guidance and reporting among firms and investors.1217 These short-
term vagaries of the market are at odds with sustainable investments since this strategy can only yield 
a positive result by applying a long-term approach. This challenge could be addressed through a wider 
definition of institutional investor responsibility by emphasizing long-term investment approach and 
enabling incentives to realize this. 1218 The following comment by OECD (2017) eloquently sum up the 
link between long-term investment and sustainable investment: 
 
“The longer the investor's time horizon, the less likely it is that there will be a conflict between ESG 
integration and investment returns, providing additional support for existing efforts by regulators in 
several jurisdictions to encourage long-term investing.”1219 
 
The institutional investors' responsibility also touches upon the concept of fiduciary duty, which 
according to PRI (2015) has often been mentioned by asset owners as an obstacle for sustainable 
investments. 1220 In this thesis, the concept of fiduciary duty has been discussed a number of times.1221  
 
Fiduciary duty of institutional investors mainly occurs in common law jurisdictions, but equivalent 
obligations also exist in civil law jurisdictions in the form of contractual relationship between the 
institutional investor and its beneficiaries. 1222 How the fiduciary duty is explained and applied varies 
across jurisdictions with the result that there is no universal definition of the term.1223Despite the lack 
of a uniform definition there are some common elements involving;  
 

1. Acting in “good faith” and loyal to the interests of beneficiaries.1224  

2. Discharging duties with the necessary prudence and care in managing investments, 

diversification and risks.1225 

3. The implementation of an in-depth due diligence within the investment process. 1226 

4. The interpretation of fiduciary duty is subject to change over time.1227  

 

                                                      
1217 See: “New Paradigms in Money and Finance?” Brussels, May 2011. See: 
https://www.suerf.org/docx/r_c88d8d0a6097754525e02c2246d8d27f_1549_suerf.pdf; See: Bny Mellon. (2019). 
Institutions for Occupational Retirement Provision II: Challenges and Opportunities. Retrieved from: 
https://www.bnymellon.com/content/dam/bnymellon/documents/pdf/emea/iorp-ii-challenges-and-
opportunities.pdf.coredownload.pdf. 
1218 Guyatt, D. J. (2006). Identifying and Overcoming Behavioural Impediments to Long Term Responsible 
Investment: A Focus on UK Institutional Investors. SSRN Electronic Journal; OECD. (2019). Investment Governance 
and the Integration of Environmental, Social and Governance Factors. Paris: OECD Publishing. 
1219 OECD. (2019). Investment Governance and the Integration of Environmental, Social and Governance Factors. 
Paris: OECD Publishing. 
1220 UN Principles for Responsible Investment. (2015). Fiduciary Duty in the 21st Century. Retrieved from: 
https://www.unpri.org/download?ac=1378. 
1221 See also chapter 2.3 and section 12.3.1.  
1222 UN Principles for Responsible Investment. (2015). Fiduciary Duty in the 21st Century. Retrieved from: 
https://www.unpri.org/download?ac=1378. 
1223 Johnson, K. (2014). Introduction to Institutional Investor Fiduciary Duties. International Institute for 
Sustainable Development Report. 
1224 UN Principles for Responsible Investment. (2015). Fiduciary Duty in the 21st Century. Retrieved from: 
https://www.unpri.org/download?ac=1378. 
1225 Johnson, K. (2014). Introduction to Institutional Investor Fiduciary Duties. International Institute for 
Sustainable Development Report. 
1226 OECD. (2007). Guidelines on Pension Fund Asset Management. Paris: OECD Publishing. 
1227 OECD. (2019). Investment Governance and the Integration of Environmental, Social and Governance Factors. 
Paris: OECD Publishing. 
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This fiduciary duty (or the equivalent obligation in other jurisdictions) coexists with other specific 
constraints imposed contractually or by regulation. According to PRI (2015) there are still legal advisers, 
investment consultants and asset owners who support a narrow interpretations of fiduciary duty.1228 
One of the main reasons why actors within the institutional investment community still adhere to a 
narrow definition of fiduciary duty is a lack of regulatory clarity with regard to its definition and its 
application.1229 
 
The narrow definition means that investors focus exclusively on financial returns in which ESG factors 
are considered to be nonfinancial and the conviction that ESG issues will have a negative impact on 
investment returns. As noted in this chapter, this has changed somewhat over time. There is growing 
evidence showing that sustainable investment is positively linked to financial performance. In addition, 
various policy measures and voluntary initiatives worldwide (think of stewardship codes and sustainable 
reporting standards) have encouraged ESG integration. Finally, reports such as the Freshfields 
(2005)1230, PRI (2015)1231, and OECD (2017)1232 have explicitly acknowledged that integrating ESG factors 
into investment research and processes is clearly permissible and even required as a part of the fiduciary 
duty of institutional investors toward their beneficiaries. The following comment by the managing 
director of PRI, Fiona Reynolds illustrates this:  
 
“Recent studies have broadened the interpretation of fiduciary duty away from the narrow confines of 
past definitions, and have emphasized that there is no conflict between fiduciary duty and ESG 
considerations – there is a growing recognition that ESG issues are in fact financially material to a 
portfolio. Using the status quo as a reason for not integrating ESG is no longer acceptable”.1233 
 
A detailed analysis of all the specific challenges with regard to sustainable investment is beyond the 
scope of this research. However, below, I will give a brief overview of the remaining challenges with 
regard to sustainable investments in addition to the ones already discussed above (see table 9.1). 
 

                                                      
1228 UN Principles for Responsible Investment. (2015). Fiduciary Duty in the 21st Century. Retrieved from: 
https://www.unpri.org/download?ac=1378. 
1229 OECD. (2019). Investment Governance and the Integration of Environmental, Social and Governance Factors. 
Paris: OECD Publishing. 
1230 UN Principles for Responsible Investment. (2005). A Legal Framework for the Integration of Environmental, 
Social and Governance Issues into Institutional Investment. Retrieved from: 
https://www.unepfi.org/fileadmin/documents/freshfields_legal_resp_20051123.pdf. 
1231 UN Principles for Responsible Investment. (2015). Fiduciary Duty in the 21st Century. Retrieved from: 
https://www.unpri.org/download?ac=1378. 
1232 OECD. (2019). Investment Governance and the Integration of Environmental, Social and Governance Factors. 
Paris: OECD Publishing. 
1233 See Reynolds, F. et al. (2015). “Fiduciary Duty: Great Power, Great Responsibility.” Available at: 
https://www.top1000funds.com/2015/05/fiduciary-duty-great-power-great-responsibility/.  
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Table 9.1: Challenges for Sustainable investing1234 

 
With sustainable investment increasing, it is more critical than ever to be fully aware of the various 
barriers and challenges as identified above.1235 There is a long path ahead of us (governments, 
academics, investors, companies, asset owners, asset managers, NGO’s and other stakeholders) and 
important steps must be taken towards addressing these challenges. 
 
To do this, stakeholders should continue to work together intensively on better education, tools and 
information with regard to sustainable investing at all levels within the investmentchain. Furthermore, 
various parties (investors, companies and legislators) should stimulate and strengthen the 
implementation of legislation and codes with regard to ESG issues, including improved reporting 
standards, reliable metrics and transparent guidelines.  
 
 
 
 
 

                                                      
1234 Amel-Zadeh, A., & Serafeim, G. (2018). Why and How Investors Use ESG Information: Evidence from a Global 
Survey. Financial Analysts Journal, 74, 3, 87-103; Morgan, S. (2019). Sustainable Signals: Growth and Opportunity 
in Asset Management. Morgan Stanley Institute for Sustainable Investing, Bloomberg. Retrieved from: 
https://www.morganstanley.com/auth/content/dam/msdotcom/en/assets/pdfs/2415532-
Sustainable_Signals_Asset_Mgmt-FINAL.pdf.  
1235 Loepker, P. & Board of Governors. (2018). Journal of Investment Advisory Solutions-Volume 2-Number 1-
Second Quarter 2018. Money Management Institute. Retrieved from: 
https://www.mminst.org/sites/default/files/file_attach/2018-Q2-Journal-of-Investment-Advisory-Solutions-
FINAL.pdf. 



 
 

189 
 

9.8 Conclusion & Summary 

 
In this chapter I looked into the various definitions associated with responsible investment, explored 
the roots and origins of the three main categories of responsible investing with (bearing the scope of 
this research in mind) a more in-depth analysis of ESG investment. While Socially-responsible investing 
(SRI) focuses on the implementation of personal values and societal concerns within investment 
decisions, ESG is founded on the idea that the ESG factors have financial relevance. Impact investing 
involves, "investments intended to create positive impact beyond financial returns"1236 with great 
proactiveness to solve social and / or environmental challenges.  
 
Before analyzing the differences between the two concepts Corporate Sustainability (CS) and Corporate 
Social Responsibility (CSR) and their correlation with financial performance, I first described the different 
drivers for the rise of the three main investment categories. Furthermore, after having clarified both 
concepts (CSR and CS) I concluded that although the findings in empirical research regarding the 
relationship between CS / CSR and financial performance are mixed, the vast majority of studies point 
to a positive association between the two. However, to harmonize the several empirical studies and in 
order to provide more convincing evidence on the relationship between CSR / CS and financial 
performance I recommended a commonly identified measurement approach for both financial and 
CS/CSR measurement. After all the different approaches come at the expense of comparability and 
reproducibility. Secondly and in accordance with Grewatsch and Kleindienst (2017) I recommended 
more studies into mediators and moderators of CS/CSR and financial performance relationship. After 
all, by "exploring the contingencies affecting the CS – CFP (corporate financial performance) 
relationship", stakeholders are able to gain a deeper understanding of both concepts of interest (CS and 
CSR).  
 
Since good business performance does not automatically translate into good investments, I also chose 
to investigate the relationship between ESG investing and investment returns. Here I concluded that 
the large majority of empirical studies report a positive correlation between ESG investing and 
investment returns. However, I concluded that these results should be viewed with caution due to a 
number of caveats: the imperfection of the financial markets, different providers use different selection 
criteria for ESG leading to different research outcomes, most studies do not pay attention to differences 
in investment styles. Thus, it is up to researchers and practitioners to strive for a further understanding 
of the ESG criteria and its implications for performance. 
 
The general drivers, responsible for sustainable investing were also discussed in this chapter. Risk 
management/risk mitigation and return potential, new market opportunities, reduced operating costs, 
more informed investment decisions among investors and reputation consideration are some relevant 
drivers. 
 
In the remainder of the chapter, I discussed the three most used ESG investment strategies (negative 
screening, active ownership, and ESG integration). In addition, I also draw attention to some challenges 
with regard to sustainable investing, and in order to contribute to the discussion, I presented a number 
of recommendations to address these challenges (see section 7 for more elaboration on these topics). 
In order to overcome these challenges and implement the discussed recommendations, all parties 
(governments, academics, investors, companies, asset owners, asset managers, NGOs, and other 
stakeholders) should continue to work together intensively on better education, tools, and information 
with regard to sustainable investing at all levels in the investment chain. Furthermore, authorities and 
the business community must among other things strengthen the implementation of legislation and 

                                                      
1236 Saltuk, Y., Bouri, A., & Leung, G. (2011). Insight into the Impact Investment Market. Social Finance Research. 
p. 3; See also: Harji, K., & Jackson, E.T. (2012). Accelerating Impact: Achievements, Challenges and What’s Next in 
Building the Impact Investing Industry. New York, NY: The Rockefeller Foundation.  
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codes with regard to ESG issues, including improved reporting standards, reliable metrics, provide more 
clarity around the interpretation of fiduciary duty, and provide transparent guidelines on what ESG 
means in practice. 
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Chapter 10: ESG and tax 
 

10.1 Introduction 

 
According to a study by the "Institute on Taxation & Economic Policy", 91 firms within the Fortune 500 
companies (such as IBM, Halliburton, Chevron, and Amazon) have actively avoided paying any federal 
corporate tax on their 2018 U.S. income. 1237 In addition, other relevant studies1238 have revealed that 
governments worldwide lose a total of between USD 500 and 650 billion in income per year through tax 
avoidance, of which about one-third is related to developing countries. However, tax avoidance is not 
only a source of concern for governments, it is also gaining increased attention from institutional 
investors. 1239 
 
In this chapter, I will based on publicly available information explore to what extent institutional 
investors are concerned with the responsible tax issue as part of their ESG agenda. To investigate this, I 
turn to two important actors within the investment value chain: ESG rating agencies and asset 
managers. For a detailed explanation and justification of this approach see section 4.  
 
The structure of this chapter is as follows. In section 2, I set out the various drivers for institutional 
investors with regard to sustainable taxation. Section 3 investigates whether responsible tax matters 
are included in institutions' ESG agenda by analyzing various initiatives within the investment 
community. Section 4 takes a closer look at the two mentioned actors (ESG rating agencies and asset 
managers) in the investment value chain and their activities in practice in implementing responsible 
taxation in their ESG agendas. Section 5 and 6 shall provide key findings (see appendix, table 10.1) and 
brief concluding remarks.  
 

10.2 Key drivers for sustainable taxation 

 
In this section, I will, in addition to the different drivers that underlie this increased focus by investors, 
also describe the current relationship between ESG and tax from institutional investors’ perspective by: 
1) examining different institutional investors in their approach towards ESG and tax; and 2) studying 
relevant research reports and publications regarding the subject. 
 
A sustainable society is according to Bird and Nozemack (2016) 1240, characterized by an efficient and 
fair relationship between its actors and institutions which in turn is supported by three essential 
"commons"; public, regulatory, and organizational commons. 1241 They argue that these three commons 
are being undermined and eroded by (corporate) tax avoidance practices. First of all, public commons 

                                                      
1237 See: “Corporate Tax Avoidance in the First Year of the Trump Tax Law December.” Retrieved from: 
https://itep.org/corporate-tax-avoidance-in-the-first-year-of-the-trump-tax-law/.  
1238 N. Shaxson, ‘Tackling Tax Havens’, Finance & Development, Sept 2019, p. 6-10; 
https://www.imf.org/external/pubs/ft/fandd/2019/09/pdf/tackling-global-tax-havens-shaxon.pdf; A. Cobham & 
P. Janský, Global distribution of revenue loss from tax avoidance. Re-estimation and country results, United Nations 
University, WIDER Working Paper 2017/55 
1239 See “A new global standard for public reporting on tax”. Retrieved from: 
https://www.globalreporting.org/standards/standards-development/topic-standard-project-for-tax/ 
1240 Bird, R., & Davis-Nozemack, K. (2018). Tax Avoidance as a Sustainability Problem. Journal of Business 
Ethics, 151, 4, 1009-1025.  
1241 There is not a uniform definition of the term commons. For the purpose of this chapter, some general features 
can be assigned to the term. A common stem from a situation in which a community decides to "govern or manage 
a resource in a collective manner, with the special regard for equitable access or use and sustainability of the 
resource". These common resources could relate to material goods (for instance land, water, natural resources or 
the sea) as well as intangible goods (legislation, culture, knowledge or taxes). See: Bollier, D. (2014). Think Like a 
Commoner: A Short Introduction to the Life of the Commons. United States: Post Hypnotic Press. p. 15.  
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are adversely affected by tax avoidance practices since it deprives governments of much-needed 
income to invest in jobs, education, healthcare, security, and other public services which are essential 
for a resilient and good functioning society. 1242 In addition, tax avoidance has adverse consequences for 
regulatory commons, as it can lead to mistrust between the tax authorities and taxpayers, which in turn 
can lead to growing and more complex legislation, resulting in rising transaction costs for all market 
participants. Finally, tax avoidance has adverse effects on the culture of a company (“organizational 
commons”). Companies that aggressively avoid tax payments run the risk (according to several studies) 
of promoting a culture with less respect for laws and regulations. 1243 Institutional investors, who play 
an important role in the financial markets, 1244 are thus extremely dependent on the above-mentioned 
commons for their success and returns.  
 
In addition, UN PRI (2018) shows in an overview a number of direct consequences of tax avoidance for 
institutional investors and at the same time drivers for investors to take investees’ corporate tax 
practices into account while managing their investments: 1245 

1. Tax avoidance mechanisms and activities can contain reputational, legal, financial and/or 

governance risks. 

2. Investors realize that (corporate) tax payments are an important precondition for a business 

environment for generating positive returns. 

3. The impact corporate income tax can have on a company’s profitability. 
4. Investors attach great importance to sustainable corporate tax policies of companies that are 

resistant to regulatory change and stakeholder scrutiny. 

5. Taxpayers not paying their fair share also leads to inequality of income and wealth by shifting 

the tax burden to other members of society resulting in the "erosion of social cohesion, 

democratic legitimacy, and public trust".1246 

The above-mentioned drivers essentially boil down to the growing number and variety of risks 
institutional investors will be exposed to in the case of tax avoidance by their investees. 1247 These risks 
are a direct consequence of institutional and reputational pressure as described by Pardo and De la 
Cuesta-González (2020). 1248 With institutional pressure, the authors aim at the increasing call for greater 
corporate tax responsibility through rising pressure from governments, policymakers and investors in 
the form of various initiatives such as: the launch of the BEPS project by the OECD1249, Engagement 

                                                      
1242 Think of infrastructure, education, health care, enforcement of laws and regulations, etc. 
1243 Fisher, J. (2014). Fairer Shores: Tax Havens, Tax Avoidance, and Corporate Social Responsibility. Boston 
University Law Review, 94(1), 337-365. 
1244 Young, S., & Gates, S. (2013). Institutional Investors’ Power to Change Corporate Behavior: International 
Perspectives. Emerald Group Publishing Limited. 
1245 See UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax 
Transparency: An Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-
engaging-on-corporate-tax-transparency_Investor-guide.pdf. For a further discussion of these points I refer the 
reader to chapter 8.4.2.  
1246 Gribnau, H. (2019). Why Social Responsible Corporations Should Take Tax Seriously. Fair Taxation and 
Corporate Social Responsibility, Copenhagen: Ex Tuto Publishing. 
1247 FACT Coalition. (2018). Investors Increasingly at Risk from Lack of Disclosures about Corporate Tax Practices. 
Muddled Markets; UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax 
Transparency: An Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-
engaging-on-corporate-tax-transparency_Investor-guide.pdf 
1248 Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax Responsibility: Do Investors Care? In Responsible 
Business in a Changing World (pp. 17-31). Cham: Springer; VBDO (2018). Tax Transparency Benchmark 2018: A 
Comparative Study of 76 Dutch Listed Companies.  
1249 See: “Closing tax gaps - OECD launches Action Plan on Base Erosion and Profit Shifting.” Retrieved from: 
https://www.oecd.org/newsroom/closing-tax-gaps-oecd-launches-action-plan-on-base-erosion-and-profit-
shifting.htm. 



 
 

193 
 

Guidance on Corporate Tax Responsibility By UN PRI1250, the Anti-Tax-Avoidance Directives (ATAD I and 
ATAD II) by the EU1251, etc. With the term reputational pressure the authors are referring to the 
increasing social awareness of, and even public outrage over, corporate tax avoidance practices, 
threatening a company’s success and value and consequently also investors’ return. 1252 
 
As mentioned briefly in chapter 5.6.4, tax avoidance may have a negative impact on capital costs, firm 
value, future profitability, stock prices, a company’s reputation and corporate transparency. In spite of 
the fact that I have dealt with a large number of these points in detail in chapter 8.4, I will nevertheless 
elaborate on these matters here as well briefly, since they correspond with the topic of this section. 
Without being exhaustive, (aggressive) tax avoidance may have a negative impact on some important 
data points for investors: 

- Capital costs: Sikes and Verrecchia (2014) show that whenever in a certain economy a 

substantial amount of companies use (aggressive) tax avoidance practices, this not only leads 

to idiosyncratic risk at firm level, but also systematic risk for all firms in the economy by 

increasing a firm’s capital costs as a consequence. This is explained by the fact that (aggressive) 

tax avoidance strategies expose both the market cash flows and firms’ cash flow and to various 

risks (think of compliance and reputation risks or financial and governance risks). 1253 

- Firm value: with regard to the relationship between (aggressive) tax avoidance and firms’ 

financial performance there are two competing views.1254 On the one hand, there is supporting 

evidence for a positive relationship between tax avoidance and firm value. The explanation for 

this is that (aggressive) tax avoidance increases shareholder value since wealth “transfers from 

the state to shareholders”. 1255 On the other hand, there is the view in which one states that 

agency problems (aggressive tax avoidance is used as a shield for managers’ rent-seeking 

behaviour) and increased firm risk have a negative impact on firm value. 1256  

- Future profitability: Savings as a result of (aggressive) tax avoidance practices could be diverted 
by managers “towards perquisite consumption, rent extraction, and value-destroying projects”, 
hurting the future profitability of the firm. 1257  

- Stock prices: Since aggressive tax planning strategies can be subject to penalties and also entail 
reputational costs, news about companies’ tax practices can be viewed negatively on the 
market and therefore may lead to negative stock market reactions. 1258 

 

                                                      
1250 See: “Engagement Guidance on Corporate Tax Responsibility - Why and How to Engage with Your Investee 
Companies.”. Retrieved from: https://www.unpri.org/download?ac=5601 
1251 European Council. (2016). Directive (EU) 2016/1164 of 12 July 2016 (ATAD 1) and Council Directive (EU) 
2017/952 of 29 May 2017 (ATAD II).  
1252 Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax Responsibility: Do Investors Care? In Responsible 
Business in a Changing World (pp. 17-31). Cham: Springer; VBDO (2018). Tax Transparency Benchmark 2018: A 
Comparative Study of 76 Dutch Listed Companies.  
1253 See Sikes, S.A., & Verrecchia, R.E. (2014). Externalities of Corporate Tax Avoidance. University of Pennsylvania; 
Cook, K. A., Moser, W. J., & Omer, T.C. (2017). Tax avoidance and ex ante cost of capital. Journal of Business Finance 
& Accounting, 44(7–8), 1109–1136. 
1254 Park, J., Ko, C.Y., Jung, H., & Lee, Y. S. (2016). Managerial Ability and Tax Avoidance: Evidence from Korea. Asia-
Pacific Journal of Accounting & Economics, 23(4), 449-477. 
1255, L.L., Hsiao, F.D., & Tsai, Y.C. (2013). Earnings, Institutional Investors, Tax Avoidance, and Firm Value: Evidence 
from Taiwan. Journal of International Accounting, Auditing and Taxation, 22(2), 98–108. 
1256 Chang, L.L., Hsiao, F.D., & Tsai, Y.C. (2013). Earnings, Institutional Investors, Tax Avoidance, and Firm Value: 
Evidence from Taiwan. Journal of International Accounting, Auditing and Taxation, 22(2), 98–108. 
1257 Katz, S., Khan, U., & Schmidt, A.P. (2013). Tax Avoidance and Future Profitability. SSRN Electronic Journal. 
1258 Hanlon, M., & Slemrod, J. (2009). What Does Tax Aggressiveness Signal? Evidence from Stock Price Reactions 
to News About Tax Shelter Involvement. Journal of Public Economics, 93(1-2).  
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- Corporate transparency: various studies have illustrated the association between aggressive tax 
planning and lower corporate transparency. Aggressive tax planning structures are becoming 
more and more sophisticated, resulting in financial and organizational complexity which will 
(without providing supplemental disclosure) lead to firms having a less transparent information 
environment.1259 

- Reputation: Aggressive tax planning exposes firms to reputational risks that can come from 
negative publicity or jeopardize relationships with governments, which in turn is bad for 
business. 1260 

 
The presence of these risks could consequently prompt institutional investors to assign less value to a 
specific company in their discount cash flow (DCF) analysis, since the cash flow of that specific 
investment is at risk1261, despite the fact that the tax strategy used by the specific company technically 
falls within the boundaries of the law1262  
 
Within the investment community, leading research analysts also view corporate taxes as a significant 
concern. For example, analysts at Goldman Sachs recommended to their customers in May 2016 to 
“[buy stocks with high U.S. sales and high effective tax rates and avoid firms with high foreign sales and 
low tax rates”. 1263 This advice was in accordance with the FACT Coalition Report (November 2018), 
based on the identification of governance and operational risks arising from regulatory changes and 
enforcement actions.1264 
 
In addition to the risks associated with tax avoidance, investors are also increasingly interested in how, 
and to what extent, companies allocate their resources. Although aggressive tax strategies lead to lower 
tax expenses (short term anyway), which means a lower effective tax rate and increased earnings, the 
income earned (due to tax planning) will most likely be allocated to jurisdictions with a low tax rate 
rather than allocating the same capital to profitable investment projects. 1265 This is neither a favorable 
situation for the investors nor for the companies in question. 
 
 
 
 
 
 

                                                      
1259 Desai, M.A., and Dharmapala, D. (2009). Corporate Tax Avoidance and Firm Value. The Review of Economics 
and Statistics, 91(3): 537-546; Balakrishnan, K., Blouin, J. L., & Guay, W. R. (2019). Tax aggressiveness and 
corporate transparency. The Accounting Review, 94(1), 45-69; Li, C., Ma, M. S., Omer, T. C., & Sun, K. (2017). How 
Does Tax Avoidance Affect Corporate Transparency? Working Paper, Singapore Management University. 
1260 HJI, P.C. (2015). Is Aggressive Tax Planning Socially Irresponsible? Intertax, 43, 10, 544-558; PWC. (2013). Tax 
Strategy and Corporate Reputation: A Business Issue. 16th Annual Global CEO Survey. Retrieved from: 
https://www.pwc.com/gx/en/tax/publications/assets/pwc-tax-strategy-and-corporate-reputation-a-tax-issue-a-
business-issue.pdf; McGarry, J. (2018). Smart or Shirking? The Effect of Aggressive Tax Avoidance on Corporate 
Reputation. Dissertation. DePaul University. 
1261 Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax Journal, 
2017(1), 135-150. 
1262 For a further discussion of these specific risks I refer the reader to chapter 7.3.2.  
1263 “New Bill Would Bring Transparency to World of Offshore Tax Avoidance.” See: https://www.ctj.org/new-bill-
would-bring-transparency-to-world-of-offshore-tax-avoidance/.  
1264 FACT Coalition. (2018). Investors Increasingly at Risk from Lack of Disclosures about Corporate Tax Practices. 
Muddled Markets.  
1265 FACT Coalition. (2018). Investors Increasingly at Risk from Lack of Disclosures about Corporate Tax Practices. 
Muddled Markets. 
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10.3 Is corporate tax a critical part of ESG?  

 
As discussed in section II 3.3, the controversial element of corporate taxation is closely associated with 
the so-called “nature of the firm debate” (which is still unresolved). 1266 For example, if one applies the 
aggregate theory of a firm, which, according to Avi-Yonah, “is the dominant view amongst contemporary 
corporate scholars” 1267 in relation to the traditional interpretation of the fiduciary duty (discussed in 
chapter 2.3), then shareholder profit maximization is the ultimate goal in which minimizing taxes to the 
maximum extent would be allowed, since tax is being perceived as a cost like any other. 1268  
 
However, increasingly, and mainly under the influence of the above-mentioned drivers (institutional 
pressure and reputational pressure) 1269 tax avoidance and aggressive tax planning has been perceived 
by institutional investors as a risk rather than an opportunity to enhance returns. The question that then 
arises is whether the investment practice goes so far as to give “tax” a prominent place within the ESG 
universe. Below I will answer this question affirmatively, on the basis of my research by offering some 
examples.  
 
The fact that tax matters are included in the ESG agenda comes from various sources and initiatives. 
First, there is the recognition from the UN PRI (with more than 2300 signatories and managing $86 
trillion) that classifies tax as an ESG issue through the publication of their report on how investors could 
engage with their investees on the corporate tax responsibility topic. 1270 Second, the United Nations 
assign an important role to responsible tax behaviour and well-functioning tax systems in achieving the 
Sustainable Development Goals (SDGs), also from an ESG perspective. 1271 
 
Third, there is overwhelming support from the investment community for the reporting standard 
focused on corporate tax responsibility launched by the Global Reporting Initiative (GRI) in December 
20191272 which is an independent international organization that has been a pioneer in sustainability 
reporting since 1997. The GRI Sustainability Reporting Framework is used by 75% of the 250 largest 
multinationals in the world, spread over 68 countries. 1273 “GRI 207: Tax 2019” responds to the growing 
call from various stakeholders (such as investors, governments and civil society organizations) for more 
corporate tax transparency.1274 The document seeks to gain insight into organizations’ tax practices by 

                                                      
1266 Zicari, A.P., & Renouard, C. (2018). A Forgotten Issue: Fiscal Responsibility in the CSR Debate. Critical Studies 
on Corporate Responsibility, Governance and Sustainability, 12, 243-259; Avi-Yonah, R. S. (2014). Corporate 
Taxation and Corporate Social Responsibility. NyUJl & BUs., 11, 1. 
1267 Avi-Yonah, R.S. (2014). Just Say No: Corporate Taxation and Corporate Social Responsibility. U of Michigan 
Public Law Research Paper, (402), 14-010. 
1268 Friedman, M. (1970). The Social Responsibility of Business Is to Increase Its Profits. In Corporate ethics and 
corporate governance (pp. 173-178). Heidelberg: Springer. 
1269 See section 2.  
1270 UN Principles for Responsible Investment. (2015). Engagement Guidance on Corporate Tax Responsibility: Why 
and How to Engage with Your Investee Companies. Retrieved from: 
https://www.unpri.org/Uploads/w/c/g/pri_taxguidance2015_550023.pdf. 
1271 Roadmap for Financing the 2030 Agenda for Sustainable Development. Retrieved from: 
https://www.un.org/sustainabledevelopment/wp-content/uploads/2019/07/EXEC.SUM_SG-Roadmap-Financing-
SDGs-July-2019.pdf.  
1272 See “A new global standard for public reporting on tax.” Retrieved from: 
https://www.globalreporting.org/standards/standards-development/topic-standard-project-for-tax/.  
1273 GRI Standards. (2021). Program with Strategic Partners. Retrieved from: 
https://www.globalreporting.org/information/about-gri/strategic-partnerships/Pages/strategic-
partnerships.aspx. 
1274 GRI Standards. (2019). GRI 207: TAX 2019. Retrieved from: 
https://www.globalreporting.org/media/sfcpcrt4/gri-207-tax-standard-2019-factsheet.pdf?id=1616 and 
https://www.globalreporting.org/how-to-use-the-gri-standards/questions-and-answers/gri-207-tax-2019/.  
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exploring three management approach disclosures: A) Approach to tax; B) Tax governance, control and 
risk management; and C) Stakeholder engagement and management concerns related to tax) and 
disclosure requirements for country-by-country reporting. 1275 
 
To complement the above-mentioned collective initiatives, the International Business Council (IBC) 1276 
introduced at the World Economic Forum (WEF) in January 2020 an “international framework for the 
reporting of material aspects of ESG and other relevant considerations for long‑term value creation”.1277 
These sets of core metrics and recommended disclosures are in alignment with the ESG domains and 
the UN Sustainable Development Goals (SDGs). The main goal is to achieve consistency and 
comparability of metrics, which is now lacking due to a variety of reporting frameworks and ESG 
measurement techniques. The sets of metrics consist of 22 core metrics (tax reporting included) and 34 
recommended metrics. This initiative thus also demonstrates why tax matters in the ESG arena. 1278  
 
Other initiatives worth mentioning are: 

1. Norges Bank Investment Management (NBIM): a big financial investor entrusted with the task 

of managing the Norwegian Government Pension Fund that has set out expectations towards 

companies with regard to tax transparency based on three main principles: 1) (corporate) tax 

should be paid where value is created; 2) the boards’ responsibility with regard to corporate tax 

policies and practices; 3) public country-by-country reporting. 1279 

2. The Local Authority Pension Fund Forum (LAPFF) in the UK engaging investee companies in their 

tax practices with the aim of enabling investors to assess their investment risks. 1280  

3. Dutch companies are being ranked on their tax transparency by the “Tax Transparency 

Benchmark of the Dutch Association of Investors for Sustainable Development” (VBDO).1281  

4. The Fair Tax Mark certification with the aim of certifying businesses “that pay the right amount 

of corporation tax at the right time and in the right place”. 1282 The certifications will be extended 

to businesses outside the UK in 2021. 

5. Other financial institutions, companies and data providers who consider or capture material 

tax-related data in their corporate sustainability assessments. Examples include: MSCI (Morgan 

Stanley Capital International),1283 Sustainalytics1284, RobecoSAM and the Dow Jones 

Sustainability Index (DJSI). 1285  

                                                      
1275 GRI Standards. (2019). GRI 207: TAX 2019. Retrieved from: 
https://www.globalreporting.org/media/sfcpcrt4/gri-207-tax-standard-2019-factsheet.pdf?id=1616. 
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1277 See: “Toward Common Metrics and Consistent Reporting of Sustainable Value Creation.” Retrieved from: 
http://www3.weforum.org/docs/WEF_IBC_ESG_Metrics_Discussion_Paper.pdf.  
1278 See: “Toward Common Metrics and Consistent Reporting of Sustainable Value Creation.” Retrieved from: 
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There are many other examples in the investment community in which the “tax strategy” of the investee 
is incorporated in new assesment criteria.1286 Moreover, this trend of implementing responsible tax in 
sustainability frameworks is increasingly welcomed by scholars. 1287 This is a development that follows 
the plea of various scholars to see taxation as a corporate social responsibility (see chapter 7.5). 
 
With regard to the link between taxation and sustainability, Bird and Davis-Nozemack (2017), for 
example, claim that a good way to reduce and prevent tax avoidance is to integrate "sustainability 
principles, in conjunction with important extant work on corporate social responsibility and taxation”. 
They mainly appeal to the complementary effect and distinct perspective of sustainability: 1288  
 
“Whereas CSR is grounded in engagement from the firm’s viewpoint, sustainability places a primary 
emphasis on preservation of the resources impacted by firm activity. This resource-first view invokes a 
stronger call for common and shared resources to have value in their own right. That value is for the 
benefit of those who cannot currently advocate for the preservation of the resource. Furthermore, 
sustainability places value in common resources that is largely independent of the economic concerns of 
those who impact them. Whereas the scope of a firm’s ethical commitments may wane under financial 
duress, common resources remain worthy of conservation through economic cycles and over time.”  
 
I am a supporter of this approach since I believe that sustainability, just like taxation, covers several 
common topics, such as inequality, poverty, social justice and preservation of resources over time for 
the benefit of others. 1289 By including both concepts in a common framework, the above-mentioned 
issues can also be tackled more effectively. 1290 And just like any other sustainability issue, the taxation 
issue requires (law) enforcement, cooperation, responsibility and transparency.  

 

10.4 Relevance or weight of corporate tax on the ESG agenda  

 
The previous two sections highlighted and confirmed the materiality of responsible corporate tax 
payments as an investment criteria within the ESG framework by investors.1291 The question then arises 
what the effect, relevance or weight of those tax issues are on the ESG agenda. It is thus important to 
find out how tax matters are being explored and analysed within the ESG framework and to what extent 
they influence investment decisions and monitoring activities by institutional investors. Therefore, the 
aim of this section will be to find out how investors within their ESG framework take tax issues into 

                                                      
1286Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax Responsibility: Do Investors Care? In Responsible 
Business in a Changing World (pp. 17-31). Cham: Springer; VBDO (2018). Tax Transparency Benchmark 2018: A 
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151(4), 1009-1025. 
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consideration when making their investment analysis and what role it plays in their investment decisions 
and monitoring activities. 
 
In order to answer this question properly I will use the following approach. Since investors, to some 
extent, are dependent on their data suppliers for their ESG analysis1292, I will first analyse a number of 
international rating agencies, also known in this context as extra-financial rating agencies. 1293 These 
extra-financial rating agencies have also increasingly focused on the topic of aggressive tax optimization, 
focusing primarily on companies’ tax transparency, the effective tax rate of companies and statistical 
analysis of the media controversy on the subject. 1294 As I do not have access to the internal documents 
of these rating agencies, I will focus on their external documents on their websites, their annual reports, 
sustainability reports, investor presentations, specialized academic papers, and global and local media 
on these rating agencies regarding the topic. This will be the external model that investors use in their 
ESG analyses.  
 
To refine this external model and to double-check the quality of the data, institutional investors often 
have their own internal models in order to tighten the applied criteria and make sense of the flow of 
information. 1295 To get a better sense of this process in practice I have chosen to analyse the following 
two large asset managers (who are also responsible for managing pension funds’ assets):  
 
NBIM (Norges Bank Investment Management): “The Norwegian Government Pension Fund Global”, 
which is the largest pension fund in Europe, is being managed by Norges Bank Investment Management. 
NBIM is thus a long-term investor with the aim “of safeguarding the fund’s value and building financial 
wealth for future generations.”1296  
 
Amundi: This is the largest of Europe’s asset managers by assets under management and engages in 
investments “across the active, passive and real assets investment universes” worldwide. 1297 
 
The reason for choosing these two asset managers is that they are large forerunners in the field of 
sustainability1298 , and/or compared to other asset managers they are fairly transparent as to the extent 
to which they take tax as an ESG issue into account in their investment policy. Both asset managers also 

                                                      
1292 See: “The Importance of Knowing Your Investors and How They Use ESG Rating Agencies.” See: 
https://www.lexology.com/library/detail.aspx?g=926b9f05-92a9-472b-a1be-38c2bd51ea4a. 
1293 Champagne, C., Coggins, F., & Sodjahin, A. (2021). Can extra-financial ratings serve as an indicator of ESG risk? 
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1295 See: “Aggressive Tax Optimization: What is the Best ESG Approach? Retrieved from: https://nordsip.com/wp-
content/uploads/2018/08/2018.03-DP031_Aggressive-tax-optimisation-what-is-the-best-ESG-approach-EN.pdf.  
1296 See: https://www.nbim.no/en/organisation/governance-model/policies/responsible-investment-
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1297See: https://about.amundi.com/Discover-Amundi 
1298 Se: https://www.amundi.lu/professional/ESG ; See also Schwartz, K. (2019). Hoe het Noorse Staatsfonds naar 
een Duizelingwekkende 1 Biljoen Euro Groeide. De Trouw. Retrieved from: https://www.trouw.nl/nieuws/hoe-
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represent large pension funds that wish to take corporate income tax into account as a relevant ESG 
metric.1299 
 
This section is structured as follows. First, I will give a brief description of ESG rating agencies with their 
accompanying pros and cons. I will then explore the ESG practices related to tax and transparency of 
two large rating agencies (Vigeo and MSCI). After this I will shed light on the investment and ESG policies 
of Amundi and NBIM and the integration of tax within their framework. In the last section I will conclude 
with the main results and findings. 

 

10.4.1 ESG rating agencies  
 
During the last decade, ESG rating agencies have flourished due to growing demand by investors (who 
are more focused on sustainability) 1300 and regulators (for example: EU agreement on sustainable 
investment disclosure rules). 1301 Craig Huber (an equity analyst from Huber Research Partners) 
estimates the global market for ESG ratings to have a value of $200 m (currently: 2020) with the forecast 
that this value will rise to $500 m by 2025. 1302 The leading ESG rating agencies include MSCI, 
Sustainalytics and Vigeo Eiris (Moody’s). 1303 
 
These ESG rating agencies examine companies on the basis of three pillars: environmental, social and 
governance (ESG framework). 1304Each pillar is then assessed on the basis of various criteria (such as 
climate change, product liability, natural resources, pollution and waste, corporate behaviour, etc.) and 
internationally recognized standards (for instance OECD Guidelines for Multinational Enterprises, UN 
Guiding Principles on Business and Human Rights, UN Global Compact and G20/OECD Principles of 
Corporate Governance, etc.)1305 With the aim of arriving at an aggregate ESG score, these criteria are 
then projected onto the companies’ policies, the implementation of these policies and initiatives taken, 
the reporting on each of the issues and their performances. The rating agencies use various sources for 
conducting these analyses: company annual reports and accounts, broker reports, stakeholder reports, 
global and local news sources, published research literature, etc. 1306  
 
The benefit of ESG rating agencies is that it helps investors to gain an idea of the sustainability of the 
business model of a certain company. This in turn can have consequences for the allocated capital of, 
for example, index providers and fund managers. 1307 At the same time, these agencies also exert 
enormous influence on companies’ strategic decisions. According to a report by Oekom Research in 
2013, around 33% of the companies surveyed confirmed that rating agencies “have an influence on the 
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1305 NBIM. (2018). Responsible Investment Government Pension Fund Global. Retrieved from: 
https://www.nbim.no/contentassets/e1632963319146bbb040024114ca65af/responsible_investment_2018_we
b.pdf. 
1306 Sustainable Insight. (2016). Who are the ESG rating agencies? Retrieved from: 
https://www.sicm.com/docs/who-rates.pdf.  
1307 Thompson, J. (12 May 2019). ESG rating agencies fulfil the need for knowhow. Financial Times. 



 
 

200 
 

company’s overall strategy”.1308 In addition, companies attach great importance to a positive 
sustainability rating, which can be based on all kinds of different motives: the “war for talent”, 
reputational concerns or reducing capital costs. 1309 
 
However, concerns have also been expressed with regard to ESG rating agencies. The most often heard 
criticism is the lack of standardization and therefore inconsistency in ESG scores. Different ESG rating 
agencies arrive at different scores, which can be confusing for investors. According to Berg et al. (2020), 
this can be explained because the different analyses are based on “different scopes of categories, 
different measurements of categories, and different weights of categories”. 1310  
 
Michael Jantzi, chief executive of Sustainalytics1311, argues however that a range of views is better and 
rejects a unified rating system. He phrases this as follows: “I don’t understand why people feel it’s a bad 
thing to have a variety of ratings. We compete on brain power [and] we have different approaches to 
evaluating things.” 1312  
 
While this certainly may be the case, in my opinion it's important to underline that this argument can 
only be convincing if the underlying data used by the providers are similar or the quality of the data 
sources used by the rating agencies is adequate. However, both are seriously questioned by critics.1313 
These two limitations also result in "measurement divergence" as illustrated by Berg et al. (2020). 1314 
Measurement divergence refers to “the situation where rating agencies measure the same attribute 
using different indicators”.1315 
 
Another major point of criticism is the inaccuracy of the score, since the environmental, social and 
governance metrics are combined into a single ESG rating. As stated by the director of index solutions 
at Axioma, Anthony Renshaw: 
 
"Portfolio managers may be better served using more granular scores [for each part of E, S and G, as 
well as further breakdowns] than a composite ESG score. With the granular scores, portfolio managers 
can ensure that the ESG characteristics most important to them and their firms are correctly reflected in 
their portfolios.” 1316 
 
This criticism, which is also persistent among investors, has been labelled by scholars as the “aggregate 
confusion”. 1317 

                                                      
1308 OEKOM Research (2013). The Impact of SRI – An Empirical Analysis of the Impact of Socially Responsible 
Investments on Companies. 
1309 OEKOM Research (2013). The Impact of SRI – An Empirical Analysis of the Impact of Socially Responsible 
Investments on Companies. 
1310 Berg, F., Koelbel, J. F., & Rigobon, R. (2019). Aggregate confusion: The divergence of ESG ratings. MIT Sloan 
School of Management. 
1311 Sustainalytics is a global leader in providing investors sustainability research and ratings. See 
https://www.sustainalytics.com/esg-research 
1312 Thompson, J. (12 May 2019). ESG rating agencies fulfil the need for knowhow. Financial Times. 
1313 Sustainable Insight. (2016). Who are the ESG rating agencies? Retrieved from: 
https://www.sicm.com/docs/who-rates.pdf.  
1314 Berg, F., Koelbel, J. F., & Rigobon, R. (2019). Aggregate confusion: The divergence of ESG ratings. MIT Sloan 
School of Management. 
1315 Berg, F., Koelbel, J. F., & Rigobon, R. (2019). Aggregate confusion: The divergence of ESG ratings. MIT Sloan 
School of Management. 
1316 Thompson, J. (12 May 2019). ESG rating agencies fulfil the need for knowhow. Financial Times. 
1317 Berg, F., Koelbel, J. F., & Rigobon, R. (2019). Aggregate Confusion: The Divergence of ESG Ratings. MIT Sloan 
School of Management; See: “SEC chair warns of risks tied to ESG ratings”. Retrieved from: 
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Finally, ESG rating agencies are being criticized for the fact that their rating methodology is not 
transparent, which can lead to a loss of credibility among companies and investors. 1318 After all, it often 
happens that a certain company has been rated poorly at one ESG firm but highly at another. 1319 The 
providers defend themselves by arguing that their research methodology is commercially valuable and 
needs to be kept secret. 1320 
 
In my opinion, one should recognize the value and usefulness of the ESG data without denying the above 
concerns. I think it would be worrying if investors based their investments only on one single data point 
from one or two ESG rating providers. Therefore, data from ESG providers should, in my opinion, be a 
starting point that gives an indication of a certain situation that does not reflect the overall picture. In 
the same vein, it may also be fruitful if investors are aware of the strengths and limitations of the 
organizations that are responsible for supplying the data. 1321 Furthermore, initiatives have been taken 
to arrive at a harmonized set of principles and performance indicators with regard to sustainability 
ratings. A good example of this is the GISR (Global Initiative for Sustainability Ratings).1322 This initiative 
was launched in 2011 with the aim of arriving at an internationally harmonized rating standard and to 
remedy the above shortcomings (such as inconsistency and lack of transparency). I welcome such a 
platform because, in addition to providing greater quality, more transparency and comparability of 
information, such an initiative also introduces a common language in the field of sustainability ratings 
among investors, NGOs, governments, companies and other stakeholders.1323 
 
Enriched with these insights, I will take a closer look below at two ESG rating agencies (MSCI and Vigeo 
Eiris) and describe how they deal with the tax element in their ESG analyses. The choice of these 
agencies depended solely on the availability of public information about the topic. Both agencies have 
briefly explained their vision and methodology regarding the tax issues, without being completely 
transparent. 

 

I. MSCI ESG Research 

 
With over 1400 clients worldwide, MSCI ESG Research provides institutional investors with ESG analyses 
and ratings in order to help them to implement their ESG investment objectives. 1324 Below I will give a 
brief overview of the MSCI ESG ratings methodology. 1325 Then I will focus on the tax issue within their 
framework. 
 

                                                      
https://www.ft.com/content/2c662135-4fd3-4c1b-9597-2c6f8f17faed. See also: 
https://mitsloan.mit.edu/sustainability-initiative/aggregate-confusion-project  
1318 SustainAbility (2011). Rate the Raters Phase Three Uncovering Best Practices. 
1319 Sustainable Insight. (2016). Who are the ESG Rating Agencies? Retrieved from: 
https://www.sicm.com/docs/who-rates.pdf.  
1320 Sustainable Insight. (2016). Who are the ESG Rating Agencies? Retrieved from: 
https://www.sicm.com/docs/who-rates.pdf.  
1321 Sustainable Insight. (2016). Who are the ESG Rating Agencies? Retrieved from: 
https://www.sicm.com/docs/who-rates.pdf.  
1322 See: www.ratesustainability.org.  
1323 White, L. A. (2012). Redefining Value: The Future of Corporate Sustainability Ratings, Private Sector Opinion–
A Global Corporate Governance Forum Publication, n 29. International Finance Corporation, Washington. 
1324 See for more information their website: https://www.msci.com/esg-ratings.  
1325 Investors integrate ESG factors and scores into financial values in different ways. For example, UN PRI provides 
an overview of various ways in which ESG scores are included in valuation models. By: 1. integrating ESG factors 
into an economic profit model; 2. indirectly adjusting the discount rate via adjustments to the beta or the equity 
risk premium (ERP); 3. directly adjusting the discount rate. See: UN PRI. (2013). Integrated Analysis How Investors 
Are Addressing Environmental, Social and Governance Factors in Fundamental Equity Valuation 
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MSCI ESG Research focuses in its analyses and ratings on both equity and fixed income issuers and uses 
the following approach in its methodology (Figure 10.1): 1326  
 
 
 
 
Without going into too much detail on every part of the framework, it boils down to MSCI identifying 
key issues in the ESG ratings per industry. Subsequently, in addition to measuring risk exposure for each 
of these key issues, MSCI also focuses on measuring the risk management for each of the issues. During 
this process, the assessment of opportunities within each industry and company is also taken into 
account. According to the MSCI report, an opportunity is material to an industry “when it is likely that 
companies in a given industry could capitalize on it for profit”.1327 
 
By aggregating the weighted average of the “Key Issue Scores” and normalizing “companies’ scores by 
their industries”, MSCI finally arrives at a final score on an AAA-CCC scale. The score is therefore not an 
absolute score, but a score that is related to “the standards and performance of their industry peers”.1328 
 
As stated in section 9.6, these ESG ratings and scores have a financially significant impact on risk, 
valuation and profitability, which are ultimately used by investors in portfolio constructions and 
investment analysis. This raises the question of what role tax issues play in the MSCI Rating Framework. 
 
MSCI is aware of the rapid pace at which the regulatory environment around international tax avoidance 
is changing and is convinced that regulators are increasingly trying to close the loopholes with regard to 
tax avoidance.1329 As a result, companies that use aggressive tax planning (even when these 
schemes/constructions are perfectly legal) could be viewed as a potential trigger for scrutiny by activists, 
politicians, the public, investors or the media. For this reason, MSCI has addressed the tax transparency 
issue in their ESG Ratings Framework under the corporate behaviour theme. 1330 
 
In their approach, MSCI indicates that it is very challenging to identify instances of aggressive profit 
shifting due to the limited disclosure by companies. This is mainly because companies bring their 
geographical segments together in larger regions that represent consolidated fiscal data rather than 
providing a country-by-country breakdown of the relevant financial metrics.  
 
Despite this limitation, MSCI tries to flag those companies that are dealing with a “high tax gap”, which 
is the gap between actual tax rate paid as reported versus average statutory corporate tax rate of the 
jurisdictions in which the company generates revenues.1331 Their study shows that the information 

                                                      
1326 MSCI. (2019). ESG Ratings Methodology-Executive Summary. MSCI ESG Research. Retrieved from: 
https://www.msci.com/documents/1296102/14524248/MSCI+ESG+Ratings+Methodology+-
+Exec+Summary+2019.pdf. 
1327 MSCI. (2019). ESG Ratings Methodology-Executive Summary. MSCI ESG Research. Retrieved from: 
https://www.msci.com/documents/1296102/14524248/MSCI+ESG+Ratings+Methodology+-
+Exec+Summary+2019.pdf. 
1328 MSCI. (2019). ESG Ratings Methodology-Executive Summary. MSCI ESG Research. Retrieved from: 
https://www.msci.com/documents/1296102/14524248/MSCI+ESG+Ratings+Methodology+-
+Exec+Summary+2019.pdf. 
1329 Sayani, A. (2017). The Tax Gap: Regulatory Responses and Implications for Institutional Investors. Retrieved 
from: https://www.msci.com/documents/10199/93765fb6-7685-4a04-b124-d71d4f6195a2. 
1330 Sayani, A. (2017). The Tax Gap: Regulatory Responses and Implications for Institutional Investors. Retrieved 
from: https://www.msci.com/documents/10199/93765fb6-7685-4a04-b124-d71d4f6195a2. 
1331 With "high" MSCI refers to companies where the tax gap is 10 percentage points or more. See: Sayani, A. 
(2017). The Tax Gap: Regulatory Responses and Implications for Institutional Investors. Retrieved from: 
https://www.msci.com/documents/10199/93765fb6-7685-4a04-b124-d71d4f6195a2. 

Figure 10.1: ESG Rating Framework and Process 
Overview 
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technology and health-care sectors have the highest tax gap. Moreover, their research shows that most 
companies that are domiciled in countries with a low statutory tax rate (such as Hungary and Ireland) 
or characterized by favorable tax regulations and treaties (such as the Netherlands) or domiciled in tax 
havens (such as Mauritius and Panama) have a large tax gap. 
 
Based on the calculated tax gap of a specific company, a score is assigned that is subsequently adjusted 
according to: a) the degree of tax transparency around the country-by-country reporting; b) whether a 
company is predominantly domestic; and c) the involvement in tax-related controversies. See below an 
example of a top ranking and a bottom ranking in the MSCI Ratings Framework:1332 
 
 

 
According to MSCI, the larger net income advantage of high tax gap companies in relation to their peers 
could most probably be attributed to the tax strategy used. 1333 On the one hand, investors can approve 
this strategy and embrace the fact that these companies have achieved a higher net income than they 
might have otherwise. On the other hand, investors can take a critical position with regard to the higher 
net income in relation to the tax strategy used, if the latter is not or is hardly related to the company’s’ 
core business operations.1334 In that case, the net income advantage is not so much the result of the 
business model of the company, but is more attributable to the company’s creative and innovative way 
of reducing its tax burden with all its consequences. 1335 
 
Based on the above methodology, it is (as mentioned above) difficult to identify instances of aggressive 
profit shifting, but the approach may reveal certain types of companies that need further due diligence 
or require engagement regarding their tax matters due to a high tax gap, low tax transparency and 
involvement in tax-related controversies. 

                                                      
 
1332 Sayani, A. (2017). The Tax Gap: Regulatory Responses and Implications for Institutional Investors, pp. 11. 
Retrieved from: https://www.msci.com/documents/10199/93765fb6-7685-4a04-b124-d71d4f6195a2. 
1333 Sayani, A. (2017). The Tax Gap: Regulatory Responses and Implications for Institutional Investors. Retrieved 
from: https://www.msci.com/documents/10199/93765fb6-7685-4a04-b124-d71d4f6195a2. 
1334 Sayani, A. (2017). The Tax Gap: Regulatory Responses and Implications for Institutional Investors. Retrieved 
from: https://www.msci.com/documents/10199/93765fb6-7685-4a04-b124-d71d4f6195a2. 
1335 Think of regulatory, legal and reputational risks. See chapter 8.4.2.  
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II. Vigeo Eiris  

 
Another global frontrunner when it comes to environmental, social and governance (ESG) research1336 
to investors is Vigeo Eiris, which in addition to this service also helps organizations (of all sizes) to 
implement ESG criteria in their business functions and strategic operations. 1337 
 
Vigeo Eiris uses an ESG framework which is based on international standards and consists of 38 
sustainability criteria that are within six assessment domains (human resources, governance, human 
rights, business behavior, community involvement and environment).1338 Their methodology “measures 
the relevance of companies’ and organizations’ commitments, the efficiency of their managerial 
systems, their ability to manage risks, and their performance in all environmental, social and governance 
responsibility factors”. 1339 
 
With regard to the tax issue, Vigeo Eiris has focused on “tax transparency”, which they place within the 
“community involvement” domain under the sustainability driver “contribution to social and economic 
development”. 1340 They are of the opinion that preventing tax avoidance and reporting transparently 
on tax is a fiduciary duty of businesses and that this responsibility should be included in risk management 
frameworks and corporate responsibility processes. 1341  
 
They assess tax transparency by looking at companies’ 1) (detailed) information on their tax payments 
and operational activities, and 2) whether the companies justify the presence of their assets or physical 
presence in tax havens or offshore financial centers. Within these two criteria, companies are then 
ranked according to the level of transparency: 1342 
 

 

                                                      
1336 Their research/services include offering databases, ratings, benchmarks and portfolio screening to investors.  
1337 See for detail overview of their services: http://vigeo-eiris.com/about-us/.  
1338 See: “To what extent do companies report on their tax payments?” Retrieved from: https://www.vigeo-
eiris.com/wp-content/uploads/2017/10/Vigeo-Eiris-Focus-on-Corporate-Tax-Payments.pdf.  
1339 See: http://vigeo-eiris.com/about-us/methodology-quality-assurance/.  
1340 See: “To what extent do companies report on their tax payments?” Retrieved from: https://www.vigeo-
eiris.com/wp-content/uploads/2017/10/Vigeo-Eiris-Focus-on-Corporate-Tax-Payments.pdf. 
1341 See: “To what extent do companies report on their tax payments?” Retrieved from: https://www.vigeo-
eiris.com/wp-content/uploads/2017/10/Vigeo-Eiris-Focus-on-Corporate-Tax-Payments.pdf. 
1342 Vigeo Eiris (2017). To what extent do companies report on their tax payments? pp. 6. Retrieved from: 
https://www.vigeo-eiris.com/wp-content/uploads/2017/10/Vigeo-Eiris-Focus-on-Corporate-Tax-Payments.pdf. 
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Within this framework, Vigeo Eiris also investigates controversial cases that have been revealed by the 
media or NGOs or scrutinized by regulators and the implications of these controversies not only for the 
company’s reputation but also for their financial and legal operations and the scale of impact on their 
stakeholders. These controversies include, for example, disputed dividends, interest and royalty 
payments or significant and non-justified presence in tax havens.  
 
Both the Vigeo Eiris and the MSCI methodology may reveal some elements about their tax approach, 
but despite this information many questions remain unanswered. For example, it is not clear from the 
external documents how heavily the tax transparency variable weighs in the aggregate ESG score. After 
all, if the weight of the tax transparency variable becomes clear, one knows how much value they (rating 
agencies) actually attach to this part of their analysis. An example is the DJSI (Dow Jones Sustainability 
Index), of which out of the 20 sustainability criteria listed within the ESG framework, the lowest weight 
is assigned to a company's tax approach. 1343 
 
In addition, there is no transparency from either data provider about how the degree of severity of 
controversies is measured and how this outcome has an impact on the tax transparency score (scale 1 
to 4).  
 
A further point to be emphasized is that Vigeo Eiris has not clarified the term “tax haven” in their publicly 
available sources. However, there is to date no uniform consensus among the international community 
on the term “tax haven” .1344 That is why Oxfam Novib also advocates the following: 
 
“It is absolutely critical that the world establishes a clear list of the worst tax havens, based on objective 
criteria, and free from political interference. This could be done by the UN or another independent body 
on an annual basis.” 1345 
 
Despite these concerns, I believe it is important that companies account for tax transparency in their 
annual reporting, risk management and corporate responsibility programmes as they are increasingly 
targeted by rating agencies.  
 

10.4.2 Asset managers 
 

I. Amundi 

 
Amundi is ranked in the top 10 asset managers worldwide1346 and strives to take ESG metrics into 
account in their investment policies in addition to their financial analysis. In fact, in their reports, Amundi 
underlines that ESG is one of the four founding pillars of the firm, together with quality of client 
relationships, product performance and transparency and organizational efficiency. 1347 
 
When setting up their ESG policies, they take into account major texts and international standards such 
as the Rio Declaration on Environment and Development, the Universal Declaration of Human Rights, 

                                                      
1343 Bird, R., & Davis-Nozemack, K. (2018). Tax Avoidance as a Sustainability Problem. Journal of Business 
Ethics, 151(4), 1009-1025. 
1344 Kerste, M., Baarsma, B. E., & Weda, J. (January 01, 2019). Tax Avoidance — Methodology for Quantification 
and the Case of the Netherlands. International Journal of Law and Public Administration, 2, 1, 40-54. 
1345 See “Tax Battles: the dangerous global race to the bottom on corporate tax”. Retrieved from: 
https://www.oxfam.org/en/research/tax-battles-dangerous-global-race-bottom-corporate-tax.  
1346 See: https://www.ipe.com/Uploads/k/x/x/Top-400-Ranking.pdf.  
1347 AMUNDI. (2015). Socially Responsible Investment Amundi’s Approach-Principles of Dialogue with Issuers. 
Retrieved from: https://reporting.unpri.org. 
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the ILO Declaration on Fundamental Principles and Rights at Work, the OECD Principles of Corporate 
Governance, the UN Principles for Responsible Investment and Global Compact, etc. 1348 
Amundi uses a best-in-class approach strategy for the companies analysed. They arrive at a certain score 
(on a scale of A (highest) to G (lowest)) by comparing the company's ESG rating with the ESG rating of 
its business sector. 
 
Depending on the difference (calculated as the number of standard deviations) between the company’s 
ESG rating and the ESG rating of its business sector, the company is awarded a rating of A to G. Then 
those companies that are rated E, F and G are excluded from their investments. This so-called “filtering 
process” can be presented as follows: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The question then arises as to how Amundi measures tax risk exposure and how it integrates this issue 
into its ESG framework. 
 
Amundi recognizes and is aware of the associated risks (governance, reputation, legal and financial risks) 
with regard to aggressive tax planning practices for both companies and investors. 1349 In this view and 
the fact that the ESG strategy is based on the assumption that ESG factors have financial relevance, 
Amundi sees it as a fiduciary duty to include the risks associated with tax optimization in their 
investment decisions. 1350 
 

                                                      
1348 AMUNDI. (2015). Socially Responsible Investment Amundi’s Approach-Principles of Dialogue with Issuers. 
Retrieved from: https://reporting.unpri.org. 
1349 AMUNDI. (2018). Aggressive Tax Optimisation: What is the Best ESG Approach? Retrieved from: 
https://nordsip.com/wp-content/uploads/2018/08/2018.03-DP031_Aggressive-tax-optimisation-what-is-the-
best-ESG-approach-EN.pdf. 
1350 AMUNDI. (2018). Aggressive Tax Optimisation: What is the Best ESG Approach? Retrieved from: 
https://nordsip.com/wp-content/uploads/2018/08/2018.03-DP031_Aggressive-tax-optimisation-what-is-the-
best-ESG-approach-EN.pdf. 

Source: Socially Responsible Investment. Amundi’s approach 
Principles of dialogue with issuers (2018) 
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In addition, Amundi notes that factoring risks in their investment decisions associated with aggressive 
tax optimization are increasingly required by their clients (such as large pension funds), similarly to the 
request of many of their clients to exclude alcohol, tobacco or defence industries from their portfolios.  
 
Amundi uses both an external and an internal model to factor tax risks into their ESG analysis. The 
external model uses data from data suppliers (such as Vigeo and MSCI) that disclose information about 
the question of aggressive tax planning strategies based on tax transparency reports of certain sectors 
and more than 2,000 companies. In doing so, they came to the conclusion that sectors in the software 
and pharmaceutical industries have the worst practice with regard to tax optimization and are therefore 
most exposed to tax risks. 1351 Subsequently, Amundi uses its own internal model to refine these data, 
based on media noise around aggressive tax planning strategies of companies and “the geographic 
distribution of companies’ revenue” in tax havens. 1352  
 
Since there is no consensus on the definition of a tax haven, Amundi uses three sources, each with their 
own perspective on what a tax haven is (the “Moscovici” list of the European Commission1353, the list 
put together by Oekom1354 and the list used by Tax Justice Network1355 in 2009). 
 
Ultimately, this method leads to the identification of a number of companies that will be subjected to a 
more detailed qualitative analysis. In general, the qualitative analysis includes, among other things, 
meeting companies for more clarity on a certain topic, voting at general shareholders meetings, pre-
meeting dialogues or even engagement "for influence" on a specific theme.1356 How this analysis is 
performed specifically with regard to the tax issue and what weight the outcome of the analysis will 
have in Amundis’ESG investments has not been made public. There is furthermore ongoing monitoring 
within their portfolio based on controversy tax news or alerts and whether Amundis’ ESG methodology 
is up-to-date with developments in tax regulation and regulation.1357  
 

II. NBIM  

 
Norges Bank Investment Management (NBIM) is entrusted with the task of managing The Norwegian 
Government Pension Fund Global with the aim of safeguarding “the fund’s value and building financial 
wealth for future generations”. 1358 NBIM is one of the most influential investors in the world with stakes 
in more than 9000 companies worldwide and an average participation of 1.3% in all listed equities and 

                                                      
1351 This makes sense since these sectors are extremely dependent on intellectual property rights (trademarks, 
patents and intangible assets) which can easily be transferred across different jurisdiction.  
1352 AMUNDI. (2018). Aggressive Tax Optimisation: What is the Best ESG Approach? Retrieved from: 
https://nordsip.com/wp-content/uploads/2018/08/2018.03-DP031_Aggressive-tax-optimisation-what-is-the-
best-ESG-approach-EN.pdf. 
1353 See “Listing of tax havens by the EU”. Retrieved from: 
https://www.europarl.europa.eu/cmsdata/147404/7%20-%2001%20EPRS-Briefing-621872-Listing-tax-havens-
by-the-EU-FINAL.PDF  
1354 AMUNDI. (2018). Aggressive Tax Optimisation: What is the Best ESG Approach? Retrieved from: 
https://nordsip.com/wp-content/uploads/2018/08/2018.03-DP031_Aggressive-tax-optimisation-what-is-the-
best-ESG-approach-EN.pdf. 
1355 See “Identifying Tax Havens and Offshore Finance Centres”. Retrieved from: 
https://www.taxjustice.net/cms/upload/pdf/Identifying_Tax_Havens_Jul_07.pdf  
1356 AMUNDI. (2015). Socially Responsible Investment Amundi’s Approach-Principles of Dialogue with Issuers. 
Retrieved from: https://reporting.unpri.org. 
1357 AMUNDI. (2015). Socially Responsible Investment Amundi’s Approach-Principles of Dialogue with Issuers. 
Retrieved from: https://reporting.unpri.org. 
1358 See: https://www.nbim.no/contentassets/457179e0842a4bbebcab23497a9c58df/policy---tax-
management.pdf  
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2.5% of all European equities. 1359 In addition, NBIM has a worldwide pioneering role with regard to 
sustainable investments and is globally one of the largest ethical investors. 1360 To illustrate this, NBIM 
included Walmart as early as 2006 in its investment blacklist on ethical grounds (human rights violation) 

1361 while ABP (the largest pension fund in the Netherlands) only banned Walmart in 2012. 1362 
 
As regards the tax issue, NBIM emphasizes that the current international tax framework is more or less 
defenceless against the growth of cross-border tax avoidance practices by multinationals. 1363 This is 
because more and more companies are trying to exploit arbitrage opportunities between different 
jurisdictions to minimize their tax liability. Just like the aforementioned parties (Amundi, Vigeo and 
MSCI), NBIM associates aggressive tax planning practices with various risks. 1364 
 
NBIM responds to these risks by laying down their expectations toward companies with regard to tax 
and transparency in a public expectation document. 1365 These expectations are based on the G20/OECD 
Principles of Corporate Governance, the OECD Guidelines for Multinational Enterprises and OECD BEPS 
initiatives and consist of three main principles: 1366 

1. Tax should be paid where value is created. 

2. Corporate tax strategy and tax risk management is a board responsibility. 

3. Public country-by-country reporting should be an essential part of corporate tax disclosure.  

These three main principles are then explained in more detail in their public expectation document. 
Here it is worth noting that NBIM does not impose any consequences for non-compliance with these 
principles by their (potential) investees. In other words, their ESG investments do not yet include the 
tax element in their investment analyses. For example, no action is taken against companies such as 
Apple or Alphabet, while they are criticized in the media or NGOs for massive tax avoidance practices.  
 
The CEO of NBIM Yngve Slyngstad told Reuters (end of 2017) the following: 
“This is a question for the very long run. We are not likely to put any shareholder proposal to any AGM 
on this issue.” 

                                                      
1359 See: “Norway's wealth fund turns spotlight on company tax and pay”. Retrieved from: 
https://cn.reuters.com/article/us-norway-swf-tax/norways-wealth-fund-turns-spotlight-on-company-tax-and-
pay-idUSKBN1790UA 
1360 See: “Hoe het Noorse staatsfonds naar een duizelingwekkende 1 biljoen euro groeide”. Retrieved from: 
https://drimble.nl/dossiers/overige/63688470/hoe-het-noorse-staatsfonds-naar-een-duizelingwekkende-1-
biljoen-euro-groeide.html  
1361 Two companies - Wal-Mart and Freeport - are being excluded from the Norwegian Government Pension Fund 
- Global’s investment universe; NBIM. (2016). Decision to Revoke Exclusion of Companies from the Government 
Pension Fund Global. Retrieved from: https://www.nbim.no/en/the-fund/news-list/2016/decision-to-revoke-
exclusion-of-company-from-the-government-pension-fund-global. In this last article, NBIM decides to invest again 
in Wall-Mart from 2019 since “the grounds for exclusion are no longer present”.  
1362 Bloem, E. (2012). Pensioenfonds ABP wil niets meer te maken hebben met Wal-Mart. De Volkskrant. Retrieved 
from: https://www.volkskrant.nl/nieuws-achtergrond/pensioenfonds-abp-wil-niets-meer-te-maken-hebben-
met-wal-mart~bf736582/?referrer=https%3A%2F%2Fwww.google.com%2F. 
1363 Fouche, G. & Solsvik, T. (2017). Norway's Wealth Fund Turns Spotlight on Company Tax and Pay. Reuters. 
Retrieved from: https://www.reuters.com/article/us-norway-swf-tax-idUSKBN1790UA. 
1364 NBIM. (2019). Tax Management. Retrieved from: https://www.nbim.no/en/organisation/governance-
model/policies/tax-management/.  
1365 NBIM. (2017). Tax and Transparency Expectations towards Companies. Retrieved from: 
https://www.nbim.no/contentassets/48b3ea4218e44caab5f2a1f56992f67e/expectations-document---tax-and-
transparency---norges-bank-investment-management.pdf. 
1366 NBIM. (2017). Tax and Transparency Expectations towards Companies. Retrieved from: 
https://www.nbim.no/contentassets/48b3ea4218e44caab5f2a1f56992f67e/expectations-document---tax-and-
transparency---norges-bank-investment-management.pdf. 
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Moreover, when asked about NBIM’s definition of aggressive tax planning, Yngve Slyngstad replied in 
Aftenposten (Norway’s largest printed newspaper) that “tax behaviour must be within acceptable, 
normal practice and what the countries (where revenues are generated) believe are reasonable means 
of handling tax questions”'. 
 
While I am positive about the NBIM expectation document, I think that a material change in 
multinational tax practices could be achieved if NBIM (as one of the largest investors in the world) 
actually translated their three main principles into their investment analysis. A well-defined definition 
of aggressive tax planning would also be of added value in this process. In the next subsection I will 
further analyse the tax approach of NBIM and Amundi with an extension of my research sample by five 
other candidates for a more representative representation of the practice.  
 

10.5 Key findings 

 
Below I will present my findings regarding the way in which institutional investors take taxation into 
account while managing their ESG practices. In order to obtain a more acceptable and representative 
overview of this landscape, I will in addition to the already studied organizations in the previous section 
(Amundi and NBIM) also focus on the following asset managers (with pension funds as one of their 
institutional clients): Robeco, BNP Paribas Asset Management, L&G Investment Management MFS and 
ALIANCE Trust. I will assess the research subjects based on the criteria as shown in table 10.1 (see 
appendix)1367 and present my findings and reflections upon the matter below. 
 
What this group of investors have in common is that they are all UN PRI signatories through which they 
have committed themselves to responsible investment, who have in addition to formalized ESG 
guidelines also mechanisms for implementing responsible investments. The sample is not guided by the 
total amount of assets under management, but mostly because they are highly ranked in their 
sustainability approach1368 or/and their transparency with regard to the connection between Tax and 
ESG. 
 
First, based on my findings, I noticed that investors in general are very vague and unclear in what they 
expect from (potential) investees with regard to tax transparency or tax reporting. Moreover, although 
the majority of investors welcome the change to more tax transparency and accountability in corporate 
tax, they are reluctant to take a position in: 1369 

1. what the tax reporting format/framework should look like and;  

                                                      
1367 These questions and remarks in this table are extracted from the following sources: Pardo, E., & de la Cuesta-
González, M. (2020). VBDO (2018). Tax Transparency Benchmark. In Responsible Business in a Changing World 
(pp. 17-31). Cham: Springer; Bird, R., & Davis-Nozemack, K. (2018). Tax Avoidance as a Sustainability 
Problem. Journal of Business Ethics, 151(4), 1009-1025; UN Principles for Responsible Investment. (2015). 
Engagement Guidance on Corporate Tax Responsibility: Why and How to Engage with Your Investee Companies. 
Retrieved from: https://www.unpri.org/Uploads/w/c/g/pri_taxguidance2015_550023.pdf; UN Principles for 
Responsible Investment. (2017). Investors’ Recommendations on Corporate Income Tax Disclosure. Retrieved 
from: https://www.unpri.org/download?ac=1877; GRI Standards. (2019). GRI 207: TAX 2019. Retrieved from: 
https://www.globalreporting.org/media/sfcpcrt4/gri-207-tax-standard-2019-factsheet.pdf?id=1616; Knuutinen, 
R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax Journal, 2017(1), 135-150; 
European Parliament Think Tank. (2016). Bringing Transparency, Coordination and Convergence to Corporate Tax 
Policies in the European Union. Retrieved from: 
https://www.europarl.europa.eu/thinktank/en/document.html?reference=EPRS_STU%282016%29558776;Barb
er, B.M., Morse, A., and Yasuda, A. (2019). Impact Investing. SSRN Electronic Journal.  
1368 Kenway, N. (2020). Which Asset Managers Rank the Highest for ESG? Retrieved from: 
https://esgclarity.com/which-asset-managers-rank-the-highest-for-esg/.  
1369 See appendix (table 10.1). 
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2. how tax disclosures are used in their ESG and investment analysis and how this is monitored 

during the investment cycle. They (with some exceptions, which I will discuss below) thus 

provide little or no information about their internal approaches and methods for analysing, 

measuring and comparing the tax-relevant data within their investment decision framework. 

Furthermore, based on the research material used, most investors do not assess the used criteria with 
regard to tax and transparency coherently.1370 For example, certain investors have extensive 
requirements for the tax strategy and governance of a certain organization, without paying thorough 
attention to information on actual taxes paid and their performance regarding tax in practice (think of 
country-by-country reporting, firms’ inter-company debt balances, the primary drivers of the” tax gap” 
or financially material tax incentives). 1371  
 
Overall, I can deduce from the above that neither a common standard nor a common language is 
available with regard to the presentation of tax information among investors. 1372 In addition, most 
investors have no policy or give little or no insight into the relevance, weight or effect of tax issues in 
their (ESG) investment and ownership decisions. 1373  
 
A common public tax-reporting standard is not appreciated by everyone. For example, The B Team 
argues that the use of a common standard is at the expense of valuable experiments by organizations 
in the field of tax reporting, since it involves an “all or nothing” choice in the case when they “view tax 
as a material enough issue to include in their sustainability reporting”. 1374 
 
In my opinion, a tax standard that provides consistent reporting requirements is valuable as it enhances 
comparability and reduces the risks of confusion from multi-interpretable interpretation. 1375 The 
existence of such a standard does not (contrary to what The B Team suggests) have to exclude 
continuous evaluation and mutual discussion between different stakeholders in order to move towards 
a better and more evolved version.  
 
One of the most recent initiatives for such a global standard is the GRI 207: Tax 2019 of the Global 
Reporting Initiative (GRI). 1376 This initiative is seen by various stakeholders (including investors) as a 
good step towards effectively combatting tax avoidance, which, as mentioned, is increasingly seen as a 
(financial) risk by investors. 1377 However, most investors still have not used such a standard as a 
requirement or a criteria when making their ESG analysis or investment decisions. 
 

                                                      
1370 See appendix (table 10.1). 
1371 Pardo, E., & de la Cuesta-González, M. (2020). Corporate Tax Responsibility: Do Investors Care? In Responsible 
Business in a Changing World (pp. 17-31). Cham: Springer; VBDO (2018). Tax Transparency Benchmark 2018: A 
Comparative Study of 76 Dutch Listed Companies; UN Principles for Responsible Investment. (2017). Investors’ 
Recommendations on Corporate Income Tax Disclosure 
1372 Although the "GRI 207: Tax 2019" is an impetus for standardization and consistent information with regard to 
tax and payments to government, by most investors it has not been announced as a source upon which ESG 
analyzes or investments are taking place. See: https://www.globalreporting.org/standards/work-program-and-
standards-review/development-of-gri-207-tax-2019/; GRI Standards. (2019). GRI 207: TAX 2019. Retrieved from: 
https://www.globalreporting.org/media/sfcpcrt4/gri-207-tax-standard-2019-factsheet.pdf?id=1616.  
1373 See appendix (table 10.1) 
1374 The B Team. (2020). Response to the GRI Consultation on the draft standard on Tax and Payments to 
Governments. Retrieved from: https://www.globalreporting.org/standards/media/2198/letter-from-the-b-
team.pdf. 
1375 VBDO (2017). Tax Transparency Benchmark 2017: A Comparative Study of 76 Dutch Listed Companies.  
1376 GRI Standards. (2019). GRI 207: TAX 2019. Retrieved from: 
https://www.globalreporting.org/media/sfcpcrt4/gri-207-tax-standard-2019-factsheet.pdf?id=1616. 
1377 First global standard for tax transparency 05 December 2019 
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Second, according to my findings, institutional investors do not approach the tax issue through impact 
investing. 1378 In chapter 9.2, I discussed the rise and definition of impact investing. As discussed there, 
impact investing goes beyond ESG investing, as it does not focus so much on improving corporate 
practices, but is rather characterized by a proactive approach to solve environmental and / or social 
challenges. 1379 A subject such as tax lends itself well to this approach as it for instance plays a “vital role 
in achieving the Sustainable Development Goals”. 1380 
 
However, I cannot conclude from the analysis of the published documents that investors have played a 
proactive role in altering the tax behavior or tax approaches of their (potential) investees. On the 
contrary, the tax issue has recently entered the ESG domain of investors and (still) plays a modest role. 

1381 This is probably due to the insufficient information in the company’s public disclosures, as a result 
of which investors cannot pursue a good policy on the issue (insufficient tax expertise), but also because, 
as Knuutinen and Pietiläinen (2017) argue, “no exact benchmark exists yet on how influencing should 
be implemented”.1382  
 
Another reason may be due to capacity considerations. Both my case studies (which I will discuss in 
chapter 11) and a Finish study1383 confirm this reason, without it being explicitly mentioned in the 
published documents by investors. After all, assessing and analysing a corporate tax structure is time-
consuming, as it requires an extensive study of the value chain of the organization, the organizational 
set-up, the region’s tax legislation practices, etc. An example of this method has been illustrated by MFS 
(see Figure 1). 1384 
 
The strategies used by investors with regard to firms’ corporate tax policy and performance are mainly 
limited to exclusion, voting and engagement. 1385 However, institutional investors only rarely use 

                                                      
1378 See appendix (table 10.1) 
1379 Freireich, J., & Fulton, K. (2009). Investing for Social & Environmental Impact: A Design for Catalyzing an 
Emerging Industry. Cambridge, MA: Monitor Institute; Höchstädter, A.K., & Scheck, B. (2015). What’s in a Name: 
An Analysis of Impact Investing Understandings by Academics and Practitioners. Journal of Business Ethics, 132, 2, 
449-475  
1380 International Chamber of Commerce. (2018). Tax and the United Nations Sustainable Development Goals. 
Retrieved from: https://cdn.iccwbo.org/content/uploads/sites/3/2018/02/icc-position-paper-on-tax-and-the-un-
sdgs.pdf. 
1381 Robeco. (2019). Five Years of Pushing for Change: Assessing Corporate Tax Strategies. The Sustainability 
Yearbook 2019. Retrieved from: 
https://www.robeco.com/media/b/3/c/b3c6b4383cbe3d9c26e24fc9fb829a5b_201907-assessing-corporate-tax-
strategies_tcm21-20444.pdf; KPMG. (2019). Corporate Tax: A Critical Part of ESG. Retrieved from: 
https://assets.kpmg/content/dam/kpmg/xx/pdf/2019/03/corporate-tax-a-critical-part-of-esg.pdf; Paul, D.L. & 
Stange, T.E. (2020). Tax and ESG. Harvard Law School Forum on Corporate Governance Tax and ESG. Retrieved 
from: https://corpgov.law.harvard.edu/2020/02/22/tax-and-esg/. 
1382 Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax Journal, 
2017(1), 135-150. 
1383 Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax Journal, 
2017(1), 135-150. 
1384 United Nations Global Compact. (2016). Corporate Tax Responsibility: A Dialogue Between Companies and 
Investors. Retrieved from: https://www.unglobalcompact.org/take-action/events/771-corporate-tax-
responsibility-a-dialogue-between-companies-and-investors. 
1385 AMUNDI. (2018). Aggressive Tax Optimisation: What is the Best ESG Approach? Retrieved from: 
https://nordsip.com/wp-content/uploads/2018/08/2018.03-DP031_Aggressive-tax-optimisation-what-is-the-
best-ESG-approach-EN.pdf; United Nations Global Compact. (2016). Corporate Tax Responsibility: A Dialogue 
Between Companies and Investors. Retrieved from: https://www.unglobalcompact.org/take-action/events/771-
corporate-tax-responsibility-a-dialogue-between-companies-and-investors; UN Principles for Responsible 
Investment. (2014). A Practical Guide to ESG Integration for Equity Investing. Retrieved from: 
https://www.unpri.org/download?ac=10 
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exclusion as a strategy for aggressive tax planning schemes, unless such a structure persists over a long 
period of time. In all other cases, the suspicion of aggressive tax planning structures or lack of sufficient 
tax disclosure is a reason for some investors to: 1386 

1. address the situation through the use of voting rights during the annual general meetings 

(AGMs); 

2. discuss the specific issue with the investee company through engagement and dialogue; or 

3. increase the investments' risk premium. 

Moreover, the above analysis shows that institutional investors in general do not feel compelled to act 
actively against the negative consequences of aggressive tax planning. 1387 They see this role as being 
explicitly reserved for regulators and policymakers. What they are mainly interested in is evaluating tax 
information in their ESG analyses to appropriately assess and reduce the risks related to the companies 
concerned. 1388  
 
Third, the approach of all investigated investors is uniform with respect to tax evasion or tax fraud (“the 
illegal practice of partial or non-payment of taxes due”). 1389 In their policies and reports, investors 
indicate that any form of tax evasion is unacceptable and that investments in these cases will not occur. 
However, the approach towards the emergence of tax evasion with regard to already existing 
companies across their portfolios is not discussed.  
 
Fourth, what I think is a positive element in the observations is that most institutional investors look at 
the effective tax rate (ETR) of their (potential) investees. 1390 In addition to the fact that such information 
is a critical input for the valuation of companies, it is also an important indicator for identifying risks 
linked to tax optimization. Some investors go a step further in their analysis by looking at the “difference 
between the effective tax rate on a company’s income statement and the weighted average of statutory 
rates based on the firm’s geographic sales mix”1391 (tax gap; see figure 10.2).  
 
 
 
 
 
 
 
 

                                                      
1386 United Nations Global Compact. (2016). Corporate Tax Responsibility: A Dialogue Between Companies and 
Investors. Retrieved from: https://www.unglobalcompact.org/take-action/events/771-corporate-tax-
responsibility-a-dialogue-between-companies-and-investors; UN Principles for Responsible Investment. (2014). A 
Practical Guide to ESG Integration for Equity Investing. Retrieved from: https://www.unpri.org/download?ac=10 
1387 In most documents, investors do not give an example of how they plan to combat aggressive tax planning 
activities in their listed equity portfolios. See: Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: 
Taxes and Paradoxes. Nordic Tax Journal, 2017(1), 135-150; Pardo, E., & de la Cuesta-González, M. (2020). 
Corporate Tax Responsibility: Do Investors Care? In Responsible Business in a Changing World (pp. 17-31). Cham: 
Springer; VBDO (2018). Tax Transparency Benchmark 2018: A Comparative Study of 76 Dutch Listed Companies.  
1388 FACT Coalition. (2018). Investors Increasingly at Risk from Lack of Disclosures about Corporate Tax Practices. 
Muddled Markets 
1389LexGO. (2019). The New Anti-fraud and Anti-abuse Assessment for Cross-border Conversions, Mergers and 
Divisions. Retrieved from: https://www.lexgo.lu/en/papers/commercial-company-law/financial-law/the-new-
anti-fraud-and-anti-abuse-assessment-for-cross-border-conversions-mergers-and-divisions,131879.html; See 
appendix (table 10.1) 
1390 See appendix (table 10.1) 
1391 “Why Investors are Joining Consumers and NGOs on Tax Evasion.” See: https://changeincontext.com/why-
investors-are-joining-consumers-and-ngos-on-tax-evasion/.  
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Figure 10.2: Assessing tax risks (tax gap as an indicator)1392 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

These two indicators (ETR and tax gap) are valuable but still say too little about the existence of an 
aggressive tax structure. After all, there may be reasonable explanations for a low effective tax rate or 
a high tax gap due to legitimate depreciations, deductions and allowances.  
 
Some investors use an industry-adjusted effective tax rate in which companies with large deviations 
from the average are approached for further explanation through engagement. 1393 I believe that the 
above approach is positive as companies are assessed in this way not only on their tax policy on paper 
but also on performance. In addition, engagement helps to achieve a change of behaviour. Here, care 
must be taken to prevent investors or companies for equating the effective tax rate automatically with 
paying a “fair share of tax”. 1394 This would be worrying since effective tax rates apply to corporate 
income taxes, while this is “often a small fraction of the total taxes” that companies are responsible 
for.1395 
 
By exploring the public documents, I further found that most institutional investors integrate media 
coverage of controversial tax practices and government inquiries in their investment practices. 1396 This 
means that they are alert with regard to those companies that are covered in the media. Research from 

                                                      
1392 UN Principles for Responsible Investment. (2015). Engagement Guidance on Corporate Tax Responsibility: Why 
and How to Engage with Your Investee Companies. Retrieved from: 
https://www.unpri.org/Uploads/w/c/g/pri_taxguidance2015_550023.pdf; United Nations Global Compact. 
(2016). Corporate Tax Responsibility: A Dialogue Between Companies and Investors. Retrieved from: 
https://www.unglobalcompact.org/take-action/events/771-corporate-tax-responsibility-a-dialogue-between-
companies-and-investors. 
1393 Robeco. (2019). Five Years of Pushing for Change: Assessing Corporate Tax Strategies. The Sustainability 
Yearbook 2019. Retrieved from: 
https://www.robeco.com/media/b/3/c/b3c6b4383cbe3d9c26e24fc9fb829a5b_201907-assessing-corporate-tax-
strategies_tcm21-20444.pdf; AMUNDI. (2018). Aggressive Tax Optimisation: What is the Best ESG Approach? 
Retrieved from: https://nordsip.com/wp-content/uploads/2018/08/2018.03-DP031_Aggressive-tax-
optimisation-what-is-the-best-ESG-approach-EN.pdf. 
1394 VBDO (2019). Tax Transparency Benchmark 2019: A Comparative Study of 77 Dutch Listed Companies.  
1395 VBDO (2019). Tax Transparency Benchmark 2019: A Comparative Study of 77 Dutch Listed Companies. 
1396 See appendix (table 10.1) 
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RobecoSAM shows the importance of this approach. 1397 Their research shows that companies that have 
been the subject of tax-related media controversies in the past five years score a lower effective tax 
rate on a new measurement compared to the group of companies that have been spared from media 
coverage.  
There is, however, a lack of a clear policy on how to deal with those controversies situated between 
“acceptable” and “harmful” tax practices.1398 In fact, most investors do not have a clear view or are not 
transparent with regard to: 

A) the boundaries of aggressive tax planning structures (those structures that comply with “the 

letter of the law” but go against the “spirit of the law”); and 

B) how to deal with tax avoidance schemes that are within the legal boundaries but which could 

be challenged by anti-avoidance rules. 

There is thus among investors an undefined boundary between acceptable and unacceptable tax 
avoidance, which is important to clarify as this will contribute to a better ESG policy. 
In the same vein, it is important to note that media coverage has been put in perspective by investors. 

1399 Firstly, most investors point out that media coverage can give a distorted or simplified picture of 
reality and must therefore be properly assessed in terms of the quality of the information provided. 
Second, investors indicate that media coverage is mainly focused on the largest companies, while the 
vast majority of companies in the investment universe remain underexposed. 
 
Another point requiring attention is the fact that some investors expect companies to have a responsible 
approach to tax, which they generally define as “responsibility beyond legal compliance” 1400 or “acting 
within the spirit of the law”. 1401 However, most investors do not clarify how this responsibility should 
be interpreted. Does beyond compliance, for example, mean voluntary disclosures beyond statutory 
obligations or 2) paying more taxation? Knuutinen and Pietiläinen (2017) label this ambiguity as a 
“paradox”. 1402 After all, if this responsibility means that companies have to pay more taxation, this will 
result in a lower return for investors. On the other hand, if responsibility is focused on more and 
improved information, investors have not yet been able to identify the optimal level of transparency. 
Here they argue that “even though taxation seems to be part of the ESG agenda, its role is still 
unspecified, and on occasion even contradictory and paradoxical”. 1403  
 

                                                      
1397 Robeco. (2019). Five Years of Pushing for Change: Assessing Corporate Tax Strategies. The Sustainability 
Yearbook 2019. Retrieved from: 
https://www.robeco.com/media/b/3/c/b3c6b4383cbe3d9c26e24fc9fb829a5b_201907-assessing-corporate-tax-
strategies_tcm21-20444.pdf. 
1398 See also: Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax 
Journal, 2017(1), 135-150. 
1399 See appendix (table 10.1) 
1400 Boerrild, T., Kohonen, M., Sarin, R., Stares, K., & Lewis, M. (2015). Getting to Good: Towards Responsible 
Corporate Tax Behaviour. Retrieved from: https://www-cdn.oxfam.org/s3fs-public/file_attachments/dp-getting-
to-good-corporate-tax-171115-en.pdf; Robeco. (2019). Five Years of Pushing for Change: Assessing Corporate Tax 
Strategies. The Sustainability Yearbook 2019. Retrieved from: 
https://www.robeco.com/media/b/3/c/b3c6b4383cbe3d9c26e24fc9fb829a5b_201907-assessing-corporate-tax-
strategies_tcm21-20444.pdf. 
1401 Eumedion. (2019). Position Statement on Corporate Tax Policy and Tax Transparency. Retrieved from: 
https://www.eumedion.nl/clientdata/215/media/clientimages/2019-01-eumedion-tax-position-statement-
20191.pdf?v=191127085007; ACSI. (2017). Tax and Payments to Governments. Retrieved from: 
https://www.globalreporting.org/standards/media/2175/tax-information-flyer.pdf. 
1402 Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax Journal, 
2017(1), 135-150. 
1403 Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax Journal, 
2017(1), 135-150. 
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Finally, although institutional investors are increasingly interested in companies’ tax policy/strategy, the 
vast majority of them refrain from indicating which substantive elements they scrutinize for the purpose 
of their ESG analysis. Here it needs to be pointed out that companies themselves (due to regulatory 
change and the debate on tax transparency and tax responsibility) increasingly communicate their view 
on tax via a tax strategy and/or tax policy. There are, however, regional differences. For example, North 
American firms perform relatively poorly on tax reporting and disclosure of their tax policies and 
strategies compared to European companies. 1404 My observation is that despite the institutional 
investors’ interest in the companies’ tax policy and strategy, they don’t delve deeper into the topic. 
Think of considerations such as 1) (executive) board signing of the tax policy/strategy, 2) the alignment 
of the tax policy with the business strategy, or 3) clarity around the implementation, execution and 
monitoring of these strategies. All these factors clarify the organizational approach to tax and provide 
an insight into the extent to which the company is in control with regard to its tax matters. After all, 
general public statements about the tax strategy and policies provides little information about the 
quality of the governance and controls in an organization.  
 
Although the above findings focus only on my research sample which gives only a general view of the 
institutional investors’ approach with regard to the tax issue, there are also investors who think and act 
more thoroughly and in a more detailed way on the tax issue with regard to the companies they are 
investing in. One such example is MFS Investment Management. Robert M. Wilson (Investment Officer 
of MFS) highlights the relevance of the tax issue in their investment practice by stating the following: 

1405 
“Corporate tax practices are highly relevant for investors. An understanding of a company’s tax practices 
can help an investor to better understand earnings risk and opportunity. At the same time, a firm’s 
approach to taxation also provides important signals regarding its governance, by putting a spotlight on 
a management team’s and a board’s risk tolerance.” 
 
In their investment practices MFS is monitoring the following tax factors and considers these to be part 
of their ESG analyses (see Figure 10.3): 1406 
 
 
 
 

                                                      
1404 See: “Five Years of Pushing for Change: Assessing Corporate Tax Strategies.” Retrieved from: 
https://www.spglobal.com/esg/csa/insights/assessing-corporate-tax-strategies. 
1405 See: “First Global Standard for Tax Transparency.” Retrieved from: https://www.globalreporting.org/about-
gri/news-center/2019-12-05-first-global-standard-for-tax-transparency/. 
1406 United Nations Global Compact. (2016). Corporate Tax Responsibility: A Dialogue Between Companies and 
Investors. Retrieved from: https://www.unglobalcompact.org/take-action/events/771-corporate-tax-
responsibility-a-dialogue-between-companies-and-investors. 



 
 

216 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
In addition, MFS analyses companies’ approach to governance by assessing board culture and risk 
tolerance. If a poor state of tax disclosure follows from their analysis, MFS will enter into dialogue with 
the organization concerned by requesting additional information. However, if their risk assessment 
research identifies companies that can be classified as potential high risk, they will incorporate this in 
the discount cash flow (DCF) model by assigning less value to the specific company. 1407 They also take 
the tax issue into account in their monitoring processes. However, here too it is not clearly indicated 
how large the weight of tax in the ESG analyses is. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                      
1407 See for a detail overview of how MFS considers tax as an ESG issue the following sources: UN Principles for 
Responsible Investment. (2016). A Practical Guide to ESG Integration for Equity Investing. Retrieved from: 
https://www.unpri.org/download?ac=10; United Nations Global Compact. (2016). Corporate Tax Responsibility: A 
Dialogue Between Companies and Investors. Retrieved from: https://www.unglobalcompact.org/take-
action/events/771-corporate-tax-responsibility-a-dialogue-between-companies-and-investors. 
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10.6 Conclusion & Summary 

 
This chapter described the different drivers responsible for the increased focus of institutional investors 
with regard to investees' responsible tax behavior. In this respect, I first explained (backed by relevant 
literature) "how tax avoidance has the potential to deplete three common resources that provide value 
to society" which consequently may harm institutional investors’ investment returns.1408 In this vein, 
attention was also paid to UN PRI (2018) document illustrating a number of direct consequences of tax 
avoidance for institutional investors and at the same time drivers for investors to take investees’ 
corporate tax practices into account while managing their investments. Finally, numerous issues (such 
as capital costs, firm value, future profitability, stock prices, a company's reputation, and transparency) 
with regard to tax avoidance were briefly mentioned which could be relevant to institutional investors' 
investment decisions. 
 
In the remainder of the chapter, I also discussed the relationship between ESG and responsible tax and 
concluded that within literature and due to various initiatives corporate taxation has been accepted as 
a critical part of institutional investors' ESG agenda. 
 
In the following sections, I investigated how tax matters are being explored and analyzed within 
investors’ ESG framework and to what extent they influence investment decisions and monitoring 
activities of institutional investors. For the key findings, I refer to section 5. 
 
All in all, the following conclusion can be drawn. Although institutional investors are increasingly 
concerned with the tax issue as part of their ESG analyses, there are still important steps to be taken in 
this area. For example, investors do not yet have a uniform approach with regard to transparency 
requirements, which hinders comparability and can be a source of confusion among investee 
companies. To date, I have not yet identified any investor who has included the GRI Tax Standards as a 
requirement in their ESG analysis. This could be a promising step in tackling this challenge. 
 
In addition, it is noticeable that investors do not exhibit an active attitude in altering their investees’ tax 
strategy or policy and have not yet been able to realize a clear boundary between acceptable and 
unacceptable tax avoidance practices. Finally, although investors are increasingly seeking confirmation 
of whether companies have published a tax policy or tax strategy, they (with some exceptions) do not 
go further in their analysis by assessing whether they also have appropriate governance systems and 
controls in place. 

 
 
 
 
 
 
 
 
 
 
 
 

                                                      
1408 Bird, R., & Davis-Nozemack, K. (2018). Tax Avoidance as a Sustainability Problem. Journal of Business Ethics, 
151(4), 1009-1025. 
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Appendix 
 
Table 10.1: Tax issues in institutional investors' ESG analysis (key findings). 
- Identifying Red Flags  
- Tax Risks, Tax Strategy and Performance  
- Other Relevant Topics 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Identifying Red Flags  



 
 

219 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 
  

Other Relevant Topics  

Tax Risks, Tax Strategy and Performance  
 



 
 

220 
 

 
  



 
 

221 
 

Chapter 11: Case Study Asset Manager X 

11.1 Introduction 

 
In the previous chapter I analyzed and studied some major asset managers and data providers with 
regard to the link between taxation and responsible investment. In this chapter I will delve deeper into 
the matter by conducting a case study on a major asset manager. The institution subjected to this case 
study and the involved interviewees within the organization were assured anonymity in order to 
encourage an in-depth and open dialogue during the research process. For this reason, I will refer to 
the involved organization as Asset Manager X and will not provide detailed characteristics of the 
institution. However, in this regard it can be said that the case study institution is one of Europe's largest 
institutional investors with responsible investment high on the agenda. 
 
I will explore how asset manager X, which is committed to responsible investment, views the responsible 
tax issues on their ESG agenda and which relevance or weight it attaches to the relationship between 
responsible investment and taxation. The aim of this study is thus to find out how in a specific case tax 
matters are being explored and analyzed within the ESG framework and to what extent they influence 
investment decisions and monitoring activities. More specifically I will answer the following research 
question:  
 
How does Asset Manager X view the role of taxation in their ESG framework, how is this implemented 
and what are the concrete effects on their investment decisions, engagement activities and/or 
monitoring activities? 
 
The remainder of this chapter is organized as follows. First, I will provide a methodological description 
of the case study (sect drivers for companies to engage in CSR activities. In the following ion 2). Second, 
I will explore and study the general approach of Asset Manager X with respect to responsible investment 
(section 3). Third, which is the main section before the conclusion, I will analyze and describe how Asset 
Manager X approaches the relationship between taxation and responsible investment (section 4). In the 
last section I will conclude with the findings and results of the empirical research (section 5). 
 

11.2 Methodology 

 
The aim of this empirical research is to ascertain whether or to what extent Asset Manager X takes 
taxation into account in their investment decisions and monitoring activities. In the context of this 
subsection, I will first present the data collection, followed by the data analyzes and the motivation for 
appointing Asset Manager X as a research subject. 
 

11.2.1 Data collection 

 
The case study which is based on a qualitative research method1409 was carried out over a period of 12 
months with four key decision makers within the organization. The choice for key decision makers stems 
from the fact that this group is most associated with being knowledgeable about organization-level 
information. 1410 Before discussing the details of the topic and diving deep into the matter, I had three 
unstructured exploratory meetings over a period of 6 months. During these meetings I thoroughly 

                                                      
1409 Bloor, M. (1997). Techniques of Validation in Qualitative Research: A Critical Commentary. In Miller, G. and 
Dingwall, R. (eds). Context and Method in Qualitative Research. London: Sage, pp. 37-50; Seale, C. (1999). The 
Quality of Qualitative Research. London: Sage; Silverman, D. (2001). Doing Qualitative Research: A Practical 
Handbook. London: Sage Publications.  
1410 Sievänen, R. (2014). Practicalities Bottleneck to Pension Fund Responsible Investment? Business Ethics: A 
European Review, 23(3), 309-326; Norburn, D., & Birley, S. (1988). The top management team and corporate 
performance. Strategic Management Journal, 9(3), 225-237. 



 
 

222 
 

explained the scope of my research in order to zoom into the project and to be able to identify the right 
people to interview within the organization. 
 
The interviews had a semi structured approach1411 which provided the interviewees the freedom to 
share their own opinion and / or story about the topic. In addition, as mentioned above anonymity was 
offered so that the participants could openly talk about the opportunities, challenges and difficulties 
they encountered with regard to the topic since it has been perceived as a sensitive issue to discuss, 
with the outside world. 
 
The average duration of the interviews was between 2, 5 and 3 hours accompanied with extensive notes 
to be able to analyze the acquired information thoroughly afterwards. One of the interviews was face-
to-face and three by phone. At the beginning of each interview, the interviewees were informed of the 
aim of the study and asked about their position, experience and responsibility within the organization. 
Other communication such as coordination activities and document sharing occurred by e-mail. 
 
The “interview guide” (see Appendix 2) was structured around the general stance of Asset Manager X 
toward ESG1412 and more specifically with regard to taxation and was furthermore divided into: Policy 
and Processes, Roles and Responsibilities, Performance Management & Monitoring, (Tax) Reporting and 
General Questions.  
 
In addition to the interviews, I have also studied relevant internal and external documents of Asset 
Manager X1413 and relevant (academic) literature with regard to the linkage between ESG and taxation. 
 

11.2.2 Data Analysis 

 
In order to analyze the interview material in an objective and quantifiable way the content analysis 
method has been used through the following steps: Condensation, Code, Category and Theme. 1414 The 
identified themes can as a result of this research be summed up as follows: impact investing, 
(aggressive) tax avoidance, tax evasion, tax transparency, engagement, influence, risk and reputation.  
 
There are two main challenges associated with a qualitative research method: validity and reliability.1415 
Validity deals with the truth or to what extent the accuracy of a description corresponds with reality. 
Reliability on the other hand deals with consistency; whether the analysis of a similar research material 
by the same or different observer offers the same outcome.1416  

                                                      
1411 Newcomer, K.E., Hatry, H.P., & Wholey, J.S. (2015). Conducting Semi-Structured Interviews. Handbook of 
Practical Program Evaluation, 492. 
1412 In principle, the terms responsible investment and ESG will be used interchangeably within this section. 
However, if necessary, I will point out the fundamental difference between the two (as explained in the academic 
literature) as the responsible investment approach fundamentally differs from the ESG approach. The former is 
derived from moral and ethical considerations, while the latter is characterized by a business-driven approach. 
See chapter 9.2. 
1413 Such as their annual reports, sustainability reports, investor presentations, specialized academic papers, and 
global and local media on the organization. 
1414 See: Silverman, D. (2001). Doing Qualitative Research: A Practical Handbook. London: Sage Publications, p. 
175; Guyatt, D. J. (2006). Identifying and Overcoming Behavioural Impediments to Long Term Responsible 
Investment: A Focus on UK Institutional Investors. Available at SSRN 1911821. 
1415 See: Silverman, D. (2001). Doing Qualitative Research: A Practical Handbook. London: Sage Publications, p. 
175; Guyatt, D. J. (2006). Identifying and Overcoming Behavioural Impediments to Long Term Responsible 
Investment: A Focus on UK Institutional Investors. Available at SSRN 1911821. 
1416 See: Silverman, D. (2001). Doing Qualitative Research: A Practical Handbook. London: Sage Publications, p. 
175; Guyatt, D.J. (2006). Identifying and Overcoming Behavioural Impediments to Long Term Responsible 
Investment: A Focus on UK Institutional Investors. Available at SSRN 1911821. 
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As a solution to both of these challenges, I took the following measures. First, I triangulated the 
interview findings with the research participants by asking for permission to cite them and allowing 
them to give feedback (member validation) on the interview results.1417 Triangulation is a technique in 
qualitative studies in which more than one method is applied to collect data on the same topic.1418 
Second, a transcript of all interviews was handed out for verification. Finally, in line with R. Sievänen I 
"focused on what the interviewees said rather than on interpretations".1419 
 
However, despite these measures and as with any empirical study, my findings are subject to a number 
of caveats. Most notably, given the nature of the research design, which includes a comprehensive 
literature review and a case study, it is not possible to provide generality of the findings among all 
institutional investors. Furthermore, the study is conducted through the observation and perception of 
the researcher. Therefore, the data and results collected may be subjective. 
 

11.2.3 Selection Process 

 
One of the challenges I faced during the empirical research was to find an institutional investor who was 
willing to be open and transparent about participating in my research project. The focus needed to be 
on institutional investors who already implemented some form of responsible investment policy and 
could enrich the research with their experiences. Moreover, it was important to find a candidate that 
was publicly transparent about their ESG implementation (for instance on their website or annual 
reports) with mutual communication and transparent provision of information as an important 
condition for the collaboration. 
 
With these conditions in mind, I found Asset Manager X and convinced them of my project through 
extensive conversations (in collaboration with my supervisors). As part of our arrangement to contribute 
to this study, I gained access to their relevant internal documents. Asset Manager X is one of Europe's 
largest institutional investors which is committed to the integration of ESG factors in their investment 
process. The main aim of the case study is to explore the investment practice in more detail by zooming 
in on the main research question of this dissertation: what is the relevance of the tax issue within 
institutional investors’ ESG analysis and how does this analysis affect their investment decisions and/or 
monitoring activities? Although not fully representative for the investment community, their 
participation was nevertheless highly valuable in bringing theory and practice together. 
 

11.3 Asset Manager X and ESG investment 

 
Asset Manager X applies a broad definition of ESG integration by describing the term as follows: 
"Systematic and structural consideration of ESG issues in existing investment processes”. Such a broad 
interpretation is also confirmed in the interviews with Asset Manager X where one interviewee refers 
to 1) the three stages in each investment category which makes ESG an integral part of Asset Manager 
X's investment decision making process and 2) their responsible investment implementation framework 
which includes the following implementation guidelines: Exclusions, ESG Integration, Engagement, 

                                                      
1417 Sievänen, R. (2014). Practicalities Bottleneck to Pension Fund Responsible Investment? Business Ethics: A 
European Review, 23(3), 309-326. 
1418 See: Sievänen, R. (2014). Practicalities Bottleneck to Pension Fund Responsible Investment? Business Ethics: A 
European Review, 23(3), 309-326; Williamson, K. (2018). Ethnographic Research. Research Methods, pp. 311-335; 
Brender, J. (2006). Framework for Meta-Assessment of Assessment Studies. Handbook of Evaluation Methods for 
Health Informatics, pp. 253-320.  
1419 Sievänen, R. (2014). Practicalities Bottleneck to Pension Fund Responsible Investment? Business Ethics: A 
European Review, 23(3), 309-326. 
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Voting, Legal Proceeding and Classification and Allocation to Sustainable Development Investments 
(SDIs). 
 
With regard to the first reference, the three stages can be described as follows: 

1. Mapping out an ESG framework for each investment category: this framework provides clarity 

by determining the materiality of each ESG factor for the financial performance of underlying 

investments. The process will be revised periodically. 

2. Integration in the investment decision: this stage addresses the question to what extent ESG 

together with other financial factors plays a role in the overall investment selection process. 

This may concern a thorough ESG analysis during the investment screening, due diligence, 

selection and approval of a certain investment and their role and impact in the valuation 

models.  

3. Monitoring and reporting tools: both internal and external investment manager's ESG 
integration practices are assessed in this stage and targets and KPIs are discussed. In addition, 
reports are submitted to asset owners based on the agreed ESG policies and practices. 

 
The relevance, weight or effect of an ESG factor in each of the three above stages differs per investment 
category, which depends on a number of issues. Firstly, the influence which Asset Manager can exert 
on the actual investment (think of internal versus external management). In addition, it is important to 
take into account the extent to which ESG factors have an effect on a particular investment category 
with regard to risk reduction or financial return on investments. Finally, the relevance or weight of an 
ESG factor is influenced by the applied investment strategy; active versus passive investing. 
 
The second reference mainly refers to the 'Responsible Investment Implementation Framework' of Asset 
Manager X in which six instruments are applied for the purpose of 1) excluding companies with practices 
which are not compatible with “the standards and values of ASSET MANAGER X, its clients and their 
beneficiaries” 2) encouraging companies and markets to be more sustainable throughout ESG 
integration and active ownership strategies 3) strengthening economic and societal development by 
contributing to the Sustainable Development Goals created by the United Nations (UN) in 2015.  
 
Within this process of responsible investment implementation, Asset Manager X complies in addition to 
mandatory laws and regulations1420 also to the standards and principles of various organizations: 

1. The principles of the UN Global Compact 

2. The active share ownership principle of the Principles for Responsible Investment (PRI) 

3. The Global Reporting Initiative (GRI) 

4. The OECD Guidelines for Multinational Enterprises 

5. The United Nations Guiding Principles on Business and Human Rights (UNGP) 

 
During the interviews and document analyzes of Asset Manager X, I noticed a number of things relating 
to ESG integration which are worthy of attention.  
 
My first observation is the fact that Asset Manager X does not see ESG risks as a separate set of non-
financial factors, but approaches it as non-traditional sources of financial risk. ESG criteria are thus from 
this view a serious factor for analyzing long-term financial risks without being labeled as an issue of 
secondary significance. In addition, while this view applies to Asset Manager X's entire investment 
process, Asset Manager X acknowledges that it does not make any concessions to its financial results in 
favor of positive social and environmental impact. The primary task is according to all interviewees 

                                                      
1420 Some examples are: The EU Shareholders' Rights Directive (SRD II), MiFID II (Markets in Financial Instruments 
Directive), Wet op het financieel toezicht (Wft), Dutch corporate governance code, Dutch Stewardship Code, etc.  
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“ensuring a good pension and therefore a good financial return at an acceptable risk”, while having a 
positive social and environmental impact.  
 
Moreover, several interviewees responded that (as discussed in the theoretical part of this thesis)1421 
they experience difficulties in various ways with regard to integrating ESG factors in the investment 
process. Some examples are the lack of data regarding ESG issues, but also according to the 
interviewees, the fact that the provided data is raw and still needs to be shaped, processed and 
interpreted in order to convert it to useful information so that it can be used in valuation models. Other 
challenges mentioned by the interviewees are the comparability of ESG data, changing the mindset 
within the organization and acquiring the necessary skills about ESG.  
 
Another observation lies in the contradiction between ESG themes within a company and the way in 
which Asset Manager X deals with this situation in their investment decisions. For example, A company 
can contribute to one ESG theme (for example good corporate governance), but damage another (for 
example excessive CO2 emissions) at the same time. One interviewee mentioned that in such a situation 
Asset Manager Xis first of all guided by the ambitions and preferences of their clients consistent with 
their profile: “it is Asset Manager’s X primary responsibility to provide their participants with a good and 
stable pension”. In a situation where both ESG themes fall within the profile of their client, the 
investment decisions are then assessed case by case, with ultimately financial return as priority.  
 

 11.4 Asset Manager X: Tax and ESG 

 
To answer the research question as stated in the introduction from Asset Manager X's perspective it is 
important to make a distinction between: 
1) Asset Manager X's own tax behavior and the way in which they structure their investments, directly 
and indirectly, in a socially responsible manner for tax purposes and; 
2) Asset Manager X's expectations with regard to responsible tax behavior of the (listed) companies in 
which the asset manager invests (the scope of this case study). 
 
To give shape to the first issue Asset Manager X is guided by an internal document, in which value is 
attached to, among other things; a good working relationship with tax authorities based on mutual 
understanding, trust, and transparency, acting in accordance with the letter and the spirit of the law, 
manageable and understandable investment structures, avoiding double taxation for the clients and 
beneficiaries within the context of socially responsible behavior, applying tax structures which follow 
investment activities and not vice versa etc. 
 
For the monitoring and implementation of these tax principles and more, Asset Manager X uses a Tax 
Risk Management System, which is periodically revised. The entire process has been carefully drawn up 
by Asset Manager X, more specifically by “The tax, Legal and Regulatory” team.  
 
In contrast to the first issue (Asset Manager X's own tax behavior), no such extensive documentation or 
system is currently set up with regard to the second issue: a responsible tax policy which formulates 
Asset Manager X's expectations with regard to listed investee companies. This has been confirmed 
during the interviews as one of the interviewees mentioned the following related to the tax technical 
aspects of the investee companies:  
 
“At the moment we have not adopted a structural approach about this topic with regard to investee 
companies. Asset Manager X initial focus in the last years has been on developing further its own social 
responsible tax behavior. We believe that you need to start with yourself. ASSET MANAGER Xis however 
working on an additional sustainable tax policy with regard to external fund managers and investee 

                                                      
1421 See chapter 10.  
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companies. However, with regard to investments we have (much) less influence on external fund 
managers and (listed) companies in which we invest”. 
 
However, the lack of a detailed and clear policy regarding the above-mentioned issue does not mean 
that Asset Manager X is not concerned or engaged with the tax behavior of (potential) companies in 
which they invest.  
 
First, (as mentioned before) Asset Manager X is in the process of developing an extensive tool or ESG 
checklist with regard to taxation and thus is in the process of developing a specific tax policy for investee 
companies. 
 
Second, all interviewees emphasized that tax should be part of ESG analysis. How far tax as an ESG issue 
should be taken into account in the investment processes and activities depends according to the 
interviewees on numerous factors, such as: the client’s preferences, the influence Asset Manager X can 
exert on the actual investment (the level of control) or the applied investment strategy; active versus 
passive investing. 
 
Third, one of the interviewees emphasized that during their screening, due diligence, or monitoring 
process, Asset Manager X examines whether or not a companies' effective tax rate (ETR) seems 
reasonable, both in the aggregate and by jurisdiction. However, a definition of what 'reasonable' means 
was not given. Furthermore, Asset Manager X, like other asset managers also looks at media coverage 
of controversial tax practices, government inquiries and data form service providers (for example 
Sustainalytics). This flow of information is used as background information in their analysis, where the 
nuances, quality and validation of the information are internally reassessed. 
 
If in this respect uncertainties or suspicions of aggressive tax planning or lack of tax information are 
detected, Asset Manager X will request additional information. In addition, one interviewee mentioned 
the following on the matter:  
 
“We consider transparency in this regard important since we are aware of the complexity of the tax 
issue. We shall request companies to provide us with the necessary information if tax risks are identified. 
However, if there is no response, we will include the lack of this information in our decisions. In addition, 
we can always engage with our portfolio companies on the subject if necessary or we will use our voting 
rights to highlight the matter. Exclusion is not a strategy we will be using on this matter anytime soon.” 
 
Finally, all interviewees were unanimous with respect to tax evasion or tax fraud (the illegal practice of 
partial or non-payment of taxes due).1422 They all indicated that any form of tax evasion is unacceptable 
and that investments in these cases will not occur. Finally, one interviewee reported and emphasized 
the importance of companies’ (additional) tax-related details with regard to Asset Manager X's 
investments in order to assess several types of risks: reputational risk, risks of law and regulatory 
changes and financial and operational risks. 
 
 
The above observations illustrate that Asset Manager X does take tax-related factors into account in 
their investment or monitoring activities, even in situations in which companies' tax structure or 
behavior is not a violation of the regulatory rules. The consequence of this observation is that Asset 
Manager X therefore applies a standard above the minimum requirement (tax payments based on the 

                                                      
1422 “The New Anti-fraud and Anti-abuse Assessment for Cross-border Conversions, Mergers and Divisions”, 
Retrieved from: https://www.lexgo.lu/en/papers/commercial-company-law/financial-law/the-new-anti-fraud-
and-anti-abuse-assessment-for-cross-border-conversions-mergers-and-divisions,131879.html. 
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relevant tax legislations). However, I was unable to find out what specific or detailed expectations or 
requirements these are during the interviews.  
 
In line with the study of Knuutinen and Pietiläinen (2017), the interviewees at Asset Manager X also 
indicate that no general description can be given about “the optimal level, as opposed to the minimum 
level, for tax planning measures or with regard to taxes more generally”.1423 One interviewee mentioned 
that each tax assessment is company specific, which makes it difficult to describe a general "optimal tax 
level" and thus must be approached in an ad hoc manner.  
 
Throughout the research the interviewees also referred to the undefined boundary between acceptable 
and unacceptable tax avoidance within the legislative framework. Here several interviewees mentioned 
that Asset Manager X doesn't apply or could not give an unambiguous, clearly outlined definition of 
aggressive tax planning. In order to adhere to a specific policy, most interviewees referred to the 
definition of aggressive tax planning of the OECD1424 and clarified furthermore that within the active 
portfolio strategies Asset Manager X would apply strategies such as voting or engagement with regard 
to companies who establish a scheme or arrangement with the sole or dominant purpose of avoiding 
tax.1425 This issue was subsequently dealt with extensively by one of the interviewees: 
 
“We try to stay away from a definition of aggressive tax planning as this will create confusion not only 
among investors but also investee companies. First of all, the subject is so complex that it is not always 
easy to distinguish right from wrong tax planning by means of a single definition (tax evasion excluded). 
Moreover, if each investor or asset manager uses his own definition, one will create multiple definitions 
and expectations in the market, which could be inconsistent, may create confusion and could trigger 
extra work for a company if they want to be compliant with these. We therefore try to adhere to 
definitions in line with international organizations and standards and generally apply two main concepts 
/ criteria for assessing companies tax structures: 1) The Principal purpose test1426 and 2) whether 
companies respect and comply with the “letter and spirit” of (international) tax laws and regulations.” 
 
Although such an approach seems to be logical given the reasons stated, it cannot be ignored that the 
content of for example the spirit of the law is still a subject of much debate among academics, 
economists, lawyers and business experts.1427 From the legal positivists' perspective one will end up in 
the arena of moral norms and ethical convictions which are subject to various interpretations.1428 With 
respect to the discussion concerning "the spirit of the law" the same interviewee mentioned the 
following: 
 
" Asset Manager X also tries to stay away from this discussion by having a more limited approach to the 
“spirit of the law”, which should be interpreted as giving consideration to the intent, object, and purpose 
of the relevant legislation, based on parliamentary proceedings, legislative history, and case law. We 
believe the legislator has also a responsibility in this respect, namely to make clear what the intent is of 
the legislation in general and specific provisions as well. However, structures that are clearly artificial in 
common opinion could also be considered not in line with the “spirit of the law”. I think that legal 

                                                      
1423 Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax Journal, 
2017(1), 135-150. 
1424 See chapter 7.3.2.  
1425 See also: Lanis, R., & Richardson, G. (2011). The Effect of Board of Director Composition on Corporate Tax 
Aggressiveness. Journal of Accounting and Public Policy, 30(1), 50-70. 
1426 Elliffe, C. (2019). The Meaning of the Principal Purpose Test: One Ring to Bind Them All? World Tax Journal, 
11(1). 
1427 See chapter 7.4.1.  
1428 See chapter 7 and Piantavigna, P. (2018). The Role of the Subjective Element in Tax Abuse and Aggressive Tax 
Planning. World Tax Journal, 10(2), 193–232.  
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positivists cannot deny legislative history. This means, however, that the legislator does need to do more 
in this area than this has been the case in the past years. Especially in the field of tax treaties." 
 
Moreover, just like the other asset managers described in chapter 10, I found that Asset Manager X 
does not approach the tax issue through impact investing. Although Asset Manager X strives to evaluate 
tax information from an ESG perspective in their investment screening and monitoring, it does not have 
an active policy in which they aim to change or influence the tax practices of their investees (for 
example: tax policy, tax governance, tax reporting, or other material tax issues). However, the 
interviewees emphasized that, within the context of socially responsible tax behavior, they collaborate 
with other institutional investors and market participants on tax related (legislative) initiatives and 
discussions relevant for Asset Manager X and their investments.1429 
 
In addition, through the interviews I was not able to detect an exact picture of the transparency 
requirements expected from (potential) investees by Asset Manager X. Although on the one hand all 
interviewees welcomed the change to more tax transparency and accountability, on the other hand 
they were not specific about the tax reporting format or framework of investees. In addition, Asset 
Manager X did not adequately specify which elements of investees' tax strategy, tax policy or tax 
footprint they currently use in their ESG analysis1430 and how these issues are compared with each other 
with regard to different companies.1431 One reason for this may be because Asset Manager X is in the 
process of developing an extensive tool or ESG checklist with regard to taxation (as stated before). 
Another reason may be related to inadequate and fragmented tax disclosures of companies. 
 
In this context, however, one of the interviewees explicitly referred to a positive development: The GRI 
207: Tax 2019:  
 
“We are in this respect beginning to see a glimmer of light with the GRI Tax initiative, which can boost 
companies’ tax transparency and tax fairness and would be a proper platform for us as investors to use 
in our risk assessment approach”.1432  
 
In Appendix 1 I have set out all my (other) findings off Asset Manager X with regard to the relationship 
between taxation and ESG. 
 
All in all, although Asset Manager X takes tax risks into account in its financial models, it is less adept 
from an ESG perspective on the topic with regard to listed equity investments. Since tax authorities 
around the world are increasingly asking companies for their tax policy and strategies to be 
published1433, as well as an increased attention from policymakers and society in general for tax as an 
ESG issue1434, it is understandable that Asset Manager X is developing extensive policies for this matter 
(read: listed equity investments).  
 

                                                      
1429 Some examples are: the Position Statement on corporate tax policy and tax transparency (EUMEDION); 
participation in various OECD working groups with regard to the BEPS project and round the table sessions with 
Danish Pension Federation on aggressive tax planning and awareness about tax avoidance.  
1430 Other than the Effective Tax Rate, Principle Purpose Test and the “spirit of the law” mentioned before.  
1431 See also: Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax 
Journal, 2017(1), 135-150. 
 
1433 EY – Tax Insights for business leaders (2018) 
1434 KPMG. (2019). Corporate Tax: A Critical Part of ESG. Retrieved from: 
https://assets.kpmg/content/dam/kpmg/xx/pdf/2019/03/corporate-tax-a-critical-part-of-esg.pdf; KPMG. (2019). 
Diversity and Tax Become Key Components of ESG. Retrieved from: 
https://home.kpmg/xx/en/home/insights/2020/05/diversity-and-tax-become-key-components-of-esg.html.  
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Nevertheless, the subject within the investment community is still in the early stages since most 
institutional investors (as described in the previous chapter) don't have any specific policy or system in 
place on the tax issue within their ESG framework or don't specify the role and weight of the tax element 
within their ESG investments. Moreover, the very small group of investors who do have a (published) 
policy on tax and ESG are still diligently in the process of crystallizing important concepts and terms 
within their ESG framework (such as defining the “fair share” concept, identifying boundaries of 
aggressive tax planning or describing expectations toward investee companies with regard to tax 
transparency). Therefore, while with regard to the tax issue some analysis of the portfolio is carried out 
together with some engagement activities on a very small scale, the activities altogether are not 
significant if you offset these against the whole portfolio. 
 
However, developing a mature system in which the tax element is embedded within the ESG framework 
takes time, resources, cooperation, commitment and effort. One of the interviewees elaborates this as 
follows: 
 
“To develop such a framework takes time and we needed to discuss this with our largest client first. In 
2019/2020 our largest client had other priorities in the field of ESG. Given the external developments of 
the last years, I think now is the moment to focus more on ESG and tax in relation to investee companies. 
We are probably then still considered an early adapter.” 
 

11.5 Conclusion & Summary  

 
With regard to their own behavior Asset Manager X has adopted sustainable tax principles as part of a 
wide ESG program. This is essential given the fact that the institution actively is involved in structuring 
private market deals. However, such a comprehensive ESG program for tax purposes is not applied in a 
structured manner with regard to the tax behavior of (listed) companies within the managed portfolios. 
 
Concerning the latter and based on the interviews and the internal and external documentation of Asset 
Manager X I found that the organization applies a standard above the minimum requirement (tax 
payments based on the relevant tax legislations). However, I was unable to find out what specific or 
detailed expectations or requirements these are during the interviews, other than that each situation 
has his own ad-hoc approach or solution.  
 
In addition, Asset Manager X has deliberately not defined or specified the boundaries of the 
phenomenon aggressive tax planning, which falls within the limits of the legislative framework, due to 
the complexity it entails. However, by using concepts such as the principal purpose test and "the spirit 
of the law" in ad hoc situations, Asset Manager X tries to avoid investing in companies with aggressive 
tax behavior in its actively managed portfolio. If suspicious cases are identified in its passive portfolio as 
a result of these assessments, Asset Manager X will use strategies such as voting or engagement to 
affect the tax issue in their managed portfolio. 
 
I also found that Asset Manager X does not impose any specific requirements in advance on companies 
regarding their tax disclosures or doesn’t have any specific policy about which substantive elements 
they scrutinize for the purpose of their ESG analysis for tax purposes (for instance: companies' tax policy 
/ strategy, disputes with tax authorities, country-by country activities etc.). However, Asset Manager X 
is in the process of developing such a strategy. Finally, according to my findings, Asset Manager X does 
not approach the tax issue through impact investing just like all other asset managers in section 10.5. 
 
In the next section I will explore how tax as an ESG issue can best be integrated into the analysis of listed 
equity investments taking into account all the challenges associated with the process. 
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Appendix 1  

Identifying Red Flags1435

 

                                                      
1435 The content of this table is extracted from the following sources: UN Principles for Responsible Investment. 
(2017). Investors’ Recommendations on Corporate Income Tax Disclosure. Retrieved from: 
https://www.unpri.org/download?ac=1877; UN Principles for Responsible Investment. (2015). Engagement 
Guidance on Corporate Tax Responsibility - Why and How to Engage with Your Investee Companies. Retrieved 
from: https://www.unpri.org/Uploads/w/c/g/pri_taxguidance2015_550023.pdf; UN Principles for Responsible 
Investment. (2017). Explanatory Notes - Investors’ Recommendations on Corporate Income Tax Disclosure. 
Retrieved from: https://www.unpri.org/download?ac=4655; GRI Standards. (2019). GRI 207: TAX 2019. Retrieved 
from: https://www.globalreporting.org/media/sfcpcrt4/gri-207-tax-standard-2019-factsheet.pdf?id=1616; 
European Parliament Think Tank. (2016). Bringing Transparency, Coordination and Convergence to Corporate Tax 
Policies in the European Union. Retrieved from: 
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https://www.europarl.europa.eu/thinktank/en/document.html?reference=EPRS_STU%282016%29558776; GIIN. 
(2021). What You Need to Know about Impact Investing. Retrieved from: 
https://thegiin.org/impact-investing/need-to-know/#what-is-impact-investing. 
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Appendix 2  

The interview guide1436 
ESG implementation

 

 

                                                      
1436 The questions in this interview guide are based on and largely taken over literally from the following sources: 
Verstappen, R. et al. (2017). VBDO Investor Guide: Integration of Tax in Responsible Investment: Practical Steps to 
Design and Implement a Responsible Tax Strategy for Investors. VBDO & PwC; CWC. (2013). Investor Brief on Tax 
Evasion and Avoidance. Retrieved from: http://www.workerscapital.org/IMG/pdf/2015-11-cwc_investor_brief-
tax_evasion_avoidance.pdf; UN Principles for Responsible Investment. (2017). Investors’ Recommendations on 
Corporate Income Tax Disclosure. Retrieved from: https://www.unpri.org/download?ac=1877; UN Principles for 
Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: An Investor Guide. 
Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-corporate-tax-
transparency_Investor-guide.pdf; UN Principles for Responsible Investment. (2015). Engagement Guidance on 
Corporate Tax Responsibility: Why and How to Engage with Your Investee Companies; VBDO. (2016, 2017, 2018, 
2019). Tax Transparency Benchmark; Schuil, G. et al. (2014). Good Tax Governance in Transition: Transcending the 
Tax Debate to CSR. Report coordinated by the Dutch Association of Investors for Sustainable Development (VBDO) 
with contributions from Oikos and PwC; All of the Asset Manager X Transparency Reports and Policy Documents  
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Sustainable Tax Implementation1437  

 

 

                                                      
1437 The main questions in this section arise from these two documents: PGGM. (2019). Sustainable Tax Position 
Paper. Retrieved from: https://www.pggm.nl/media/8d895cc39778d53/position-paper-sustainable-
tax_pggm_2019.pdf; Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic 
Tax Journal, 2017(1), 135-150; UN Principles for Responsible Investment. (2015). Engagement Guidance on 
Corporate Tax Responsibility - Why and How to Engage with Your Investee Companies. Retrieved from: 
https://www.unpri.org/Uploads/w/c/g/pri_taxguidance2015_550023.pdf. 



 
 

237 
 

 

 
 



 
 

238 
 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 
 

239 
 

SECTION IV: The Intersection of ESG and Tax 
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Chapter 12: The intersection of ESG and tax: theoretical implications and a practical roadmap for investors 
 

12.1 Introduction 

 
As identified in the previous chapters, most institutional investors do not have a (comprehensive) ESG 
framework in which they integrate responsible tax issues into their overall investment decision-making 
processes. For those few investors who have paid attention to responsible tax issues within their ESG 
framework, the role and weight of the tax element is often unclear with regard to both its impact on 
the portfolios' overall risk-return profile and its relationship with other ESG components.1438  
 
The relatively low development in this area of responsible tax contrasts sharply with other areas over 
the last few years, as evidenced by various initiatives. For instance, the growing academic literature that 
explores the boundaries between acceptable and unacceptable tax practices and the concept of paying 
a “fair share” of tax. 1439 The various initiatives by governments, policymakers, and institutional 
organizations aiming to improve tax transparency and responsibility, with examples such as the launch 
of the BEPS project by the OECD,1440 The Engagement Guidance on Corporate Tax Responsibility by UN 
PRI1441, the Anti-Tax-Avoidance Directives (ATAD I and ATAD II) 1442, the amended EU parent-subsidiary 
directive, The GRI 207: Tax Standard1443, other Guidelines, Benchmarks, and Scorecards developed by 
NGOs on good tax governance and tax transparency1444, The EU public country-by-country reporting 
proposal1445, the prominent role of "tax" in UN Sustainable Development Goals1446, etc. 
 

                                                      
1438 See chapter 10.5 and 11.8.  
1439 Scarpa, F., & Signori, S. (2020). Ethics of Corporate Taxation: A Systematic Literature Review. Handbook of 
Business Legitimacy: Responsibility, Ethics and Society, 459-485; Gribnau, H. (2015). Corporate Social 
Responsibility and Tax Planning: Not by Rules Alone. Social & Legal Studies, 24(2), 225-250; Gribnau, H.J., & Jallai, 
A.G. (2017). Good Tax Governance: A Matter of Moral Responsibility and Transparency. Nordic Tax Journal, 
2017(1), 70-88; Ylönen, M., & Laine, M. (2015). For Logistical Reasons Only? A Case Study of Tax Planning and 
Corporate Social Responsibility Reporting. Critical Perspectives on Accounting, 33, 5-23; West, A. (2018). 
Multinational Tax Avoidance: Virtue Ethics and the Role of Accountants. Journal of Business Ethics, 153(4), 1143-
1156. 
1440 See: OECD. (2013). OECD Closing tax gaps - OECD launches Action Plan on Base Erosion and Profit Shifting. 
Paris: OECD Publishing. 
1441 UN Principles for Responsible Investment. (2015). Engagement Guidance on Corporate Tax Responsibility: Why 
and How to Engage with Your Investee Companies. Retrieved from: 
https://www.unpri.org/Uploads/w/c/g/pri_taxguidance2015_550023.pdf. 
1442 European Council. (2016). Directive (EU) 2016/1164 of 12 July 2016 (ATAD 1) and Council Directive (EU) 
2017/952 of 29 May 2017 (ATAD II).  
1443 GRI Standards. (2019). GRI 207: TAX 2019. Retrieved from: 
https://www.globalreporting.org/media/sfcpcrt4/gri-207-tax-standard-2019-factsheet.pdf?id=1616. 
1444 Boerrild, T., Kohonen, M., Sarin, R., Stares, K., & Lewis, M. (2015). Getting to Good: Towards Responsible 
Corporate Tax Behaviour. Retrieved from: https://www-cdn.oxfam.org/s3fs-public/file_attachments/dp-getting-
to-good-corporate-tax-171115-en.pdf; Schuil, G. et al. (2014). Good Tax Governance in Transition: Transcending 
the Tax Debate to CSR. VBDO & PwC; Corporate Citizenship. (2014). Tax: Time for Action, A Guide for Companies 
on Responding to the Tax Debate. Corporate Citizenship; Action Aid. (2011). Tax Responsibility, The Business Case 
for Making Tax a Corporate Responsibility Issue. Action Aid; Accountancy Europe. (2018). Providing Support in Tax 
Controls and Assurance; Accountancy Europe. (2016). Public Country-by-Country Reporting, A Template for 
Disclosing Corporate Tax Information. Accountancy Europe; EY. (2013). Tax Transparency, Seizing the Initiative. EY; 
Deloitte. (2013). Responsible Tax, Sustainable Tax Strategy. Deloitte. 
1445 European Council. (2013). Proposal for a Directive of the European Parliament and of the Council Amending 
Directive 2013/34/EU as Regards Disclosure of Income Tax Information by Certain Undertakings and Branches. 
COM/2016/0198 final - 2016/0107. 
1446 https://www.un.org/sustainabledevelopment/ 
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All of the above-mentioned developments and initiatives may contribute to a successful implementation 
of "responsible tax" in institutional investors’ ESG frameworks. However, with regard to this specific 
objective, one should be wary of the lack of coordination of the many mentioned initiatives and should 
strive to adopt a more coherent approach by encompassing all areas of the issue.1447 
 
In this chapter, I therefore argue that in order to develop such a coherent approach it is necessary to 
understand (from various levels), the impediments responsible for slowing down the integration of tax 
issues into institutional investors' ESG frameworks. In identifying these impediments, I will draw a 
parallel with the Juravle & Lewis (2008) framework in which they discuss the barriers for implementing 
responsible investments on three levels: individual, organizational and institutional.1448 Specifically the 
second level of the framework (organizational impediments) is the area where this chapter aims to 
contribute.  
 
The primary reason for focusing on the organizational dimension is that institutional investors have most 
control and influence over their own processes and mechanisms, allowing them to demonstrate 
responsibility and therefore can play their part in creating a more sustainable society.1449 In addition, 
institutional investors can use their leverage to drive change in companies' tax behavior and push for 
responsible tax practices.1450 Furthermore, acknowledgment, acceptance and implementation of 
responsible tax in investment decisions by large institutional investors (who are recognized as major 
market players around the globe) will further legitimize the practice for policymakers, consultants, 
financial institutions, asset management intermediaries and other relevant actors with the financial 
markets.1451  
 
While there are different models and frameworks conceptualizing both the impediments1452 and the 
drivers1453 for responsible investment I choose to focus on the Juravle & Lewis framework, for it stands 

                                                      
1447 Paredes-Gazquez, J.D., Benito, L.L., & de la Cuesta González, M. (2014). Drivers and Barriers of Environmental, 
Social and Governance Information in Investment Decision-Making: The Spanish Case. International Journal of 
Business and Management, 9(9), 16. 
1448 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 
1449 Wong, S. C. (2010). How Institutional Investors Should Step Up as Owners. The McKinsey Quarterly, September. 
1450 Hoepner, A.G., Majoch, A., & Zhou, X. (2016). Pension Funds & the Principles for Responsible Investment: 
Multiplying Stakeholder Salience? SSRN Scholarly Paper No. ID 2847773. Social Science Research Network, 
Rochester, NY; Gifford, E. J. M. (2010). Effective Shareholder Engagement: The Factors That Contribute to 
Shareholder Salience. Journal of Business Ethics, 92(1), 79-97. 
1451 Gifford, J. (2016). The Changing Role of Asset Owners in Responsible Investment. The Routledge Handbook of 
Responsible Investment, 435-443. 
1452 Campbell, D., & Slack, R. (2011). Environmental Disclosure and Environmental Risk: Sceptical Attitudes of UK 
Sell-Side Bank Analysts. The British Accounting Review, 43(1): 54-64; Guyatt, D. J. (2006). Identifying and 
Overcoming Behavioural Impediments to Long Term Responsible Investment: A Focus on UK Institutional 
Investors. Available at SSRN 1911821; Investments-a Focus on United Kingdom Institutional Investors. PhD Thesis, 
University of Bath (United Kingdom); Sievänen, R. (2014). Practicalities Bottleneck to Pension Fund Responsible 
Investment? Business Ethics: A European Review, 23(3), 309-326; Jemel-Fornetty, H., Louche, C., & Bourghelle, D. 
(2011). Changing the Dominant Convention: The Role of Emerging Initiatives in Mainstreaming ESG. In Finance 
and Sustainability: Towards a New Paradigm? A Post-Crisis Agenda. Emerald Group Publishing Limited; Hoepner, 
A.G., Majoch, A.A., & Zhou, X.Y. (2019). Does an Asset Owner’s Institutional Setting Influence Its Decision to Sign 
the Principles for Responsible Investment? Journal of Business Ethics, 1-26; Amaeshi, K. (2010). Different Markets 
for Different Folks: Exploring the Challenges of Mainstreaming Responsible Investment Practices. Journal of 
Business Ethics, 92(1), 41–56.  
1453 Renneboog, L., Ter Horst, J., & Zhang, C. (2008). Socially Responsible Investments: Institutional Aspects, 
Performance, and Investor Behavior. Journal of Banking & Finance, 32(9), 1723-1742; Létourneau, H. (2015). The 
Responsible Investment Practices of the World’s Largest Government-Sponsored Investment Funds. The Routledge 
Handbook of Responsible Investment, p. 444; Amel-Zadeh, A., & Serafeim, G. (2018). Why and How Investors Use 
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out for its comprehensive nature and its reference to various disciplines and thus taking into account 
the highly heterogeneous1454 practice on responsible investments. More specifically the motivation for 
choosing the Juravle & Lewis framework can be justified as follows. 
 
First, the framework analyzes the various impediments from both the practitioner and academic 
literature and reviews the subject extensively from various related research perspectives such as 
finance, management science, economic sociology, institutional theory, organizational behavior, and 
behavioral finance.1455 Second, it provides a compact and clear view of the business environment in 
which institutional investors operate: often-conflicting and unequal interests of a diverse group of 
stakeholders within the investment community. Third, the framework is practical and easy to apply 
across various categories of institutional investors. Finally, the framework has a dynamic character, as 
it recognizes the interaction between institutional investors and key stakeholders as a relationship that 
is continually changing and developing.  
 
However, this approach does not come without limitations. First, additional triangulation1456 by 
exploring the perspectives of other stakeholders within the investment value chain could extend and 
further develop the used framework. Moreover, the framework focuses on the continental European 
investment industry and therefore does not consider the inherent differences between common law 
jurisdictions (such as Canada, Australia, UK, and US), which are strictly governed by fiduciary duty 
regulations versus civil law jurisdictions which restricts the discretion of investment decision-maker by 
including obligations in statutory provisions, the investment management mandate issued to fund 
managers and various national legislations and guidelines.1457 
 
The structure of this chapter is as follows. In the next section, the main elements of the Juravle & Lewis 
(2008) framework will be described (section 2). In the following two sections, I will project the three 
levels of impediments within the Juravle & Lewis framework on the tax responsibility issue and outline 
three conditions necessary for implementing responsible tax in institutional investors' ESG frameworks 
(section 3 and 4). Furthermore, I will set out a practical roadmap on how to implement responsible tax 
in institutional investors ESG frameworks (the organizational level) and provide a brief conclusion and 
summary in the last section (section 5 and 6). In this regard and for the sake of clarity, it should be noted 
that in the remainder of this chapter, I will a number of times refer to my case study in chapter 11, 
without considering the main outcomes and results achieved as a full reflection of the investment 
practice. The case study serves as a first initial point of departure and background information to put 
certain matters in perspective. 
 
 
 

                                                      
ESG Information: Evidence from a Global Survey. Financial Analysts Journal, 74, 3, 87-103; Majoch, A.A., Hoepner, 
A.G., & Hebb, T. (2017). Sources of Stakeholder Salience in the Responsible Investment Movement: Why Do 
Investors Sign the Principles for Responsible Investment? Journal of Business Ethics, 140(4), 723-741; Arjalies, D. 
(2010). A Social Movement Perspective on Finance: How Socially Responsible Investment Mattered. Journal of 
Business Ethics, 92, 57–78.  
1454 Sandberg, J., Juravle, C., Hedesström, T. M., & Hamilton, I. (2009). The Heterogeneity of Socially Responsible 
Investment. Journal of Business Ethics, 87(4), 519-533; Chatzitheodorou, K., Skouloudis, A., Evangelinos, K., & 
Nikolaou, I. (2019). Exploring Socially Responsible Investment Perspectives: A Literature Mapping and an Investor 
Classification. Sustainable Production and Consumption, 19, 117-129. 
1455 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 
1456 Eriksson, P. and Kovalainen, A. (2008). Qualitative Methods in Business Research. London: Sage Publications. 
1457 Gelter, M., & Helleringer, G. (2018). Fiduciary Principles in European Civil Law Systems. The Oxford Handbook 
of Fiduciary Law. Oxford University Press. 
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12.2 The Juravle and Lewis Framework 

 
Before elaborating on the three impediment levels, it is important to understand (as mentioned in 
chapter 9.2) that the responsible investment approach is fundamentally different from the ESG 
approach. The former is derived from moral and ethical considerations, while the latter is characterized 
by a business-driven approach.1458 Nevertheless, the impediments explored in the Juravle & Lewis 
(2008) framework can be used in both the tax and ESG area since the impediments and obstacles in this 
field show many similarities with the responsible investment domain.1459 
 
By identifying the main impediments, one can achieve numerous objectives. First, it enables investors, 
policymakers, companies and other stakeholders to understand why integrating tax issues in ESG 
frameworks is still in its “adolescence”, while also valuable lessons can be learned from the 
developments so far in the socially responsible investment world. 1460 Furthermore, having a good 
insight into the main impediments may create synergies and cooperation between all stakeholders 
involved which can lead to more informed and effective initiatives in order to successfully implement 
tax issues in institutional investors' ESG frameworks. 
 
To the best of my knowledge, this is the first attempt that links responsible tax issues in ESG analysis 
with the Juravle & Lewis (2008) framework in order to launch or develop new practices for integrating 
responsible tax issues in ESG frameworks. The multi-level framework of Juravle & Lewis is a reflection 
of the academic and practitioner literature of which I will summarize the main elements on each level 
below (see Figure 1). 
 
According to the authors, institutional mechanisms are the first level of impediments responsible for 
hindering the expansion of socially responsible investment (SRI). In addition to the impediments within 
the investment value chain, this specific part consists of three types of pressure mechanisms: regulatory 
(coercive), normative, and mimetic pressures, resulting in certain behaviors and practices of institutional 
investors. 1461 Regulatory (coercive) forces stem from political influences, regulatory agencies, and 
compliance with mutual expectations within the investment industry. Normative pressures arises mainly 
from professionalization, in which organizations strive for legitimacy by conforming to existing 
professional standards within their networks. Finally, the mimetic influences originates from a high-risk 
and uncertain environment in which organizations "will seek to overcome the liability of newness by 
imitating established practices within the field" resulting in a "herd mentality".1462 
 
Organizational impediments are the second level of the framework and consist of the following 
elements: structure/processes, dominant values, and basic beliefs. In essence, this group of 
impediments can be traced back to the heterogeneity of institutional investors and the varying 
organizational characteristics associated with the group. In addition, it relates to how the internal 
environment within each organization "positions" itself with respect to the integration of SRI aspects. 
Later in this chapter, I will describe a number of components in this group in more detail. 
 
The third level of the framework, known as individual impediments, relates to how risk and uncertainty 
aversion, common human flaws, and psychological factors of investors (acting in groups or as 

                                                      
1458 See chapter 9.2.  
1459 See chapter 9 in combination with chapter 10.  
1460 Lapenu, C., De Bruyne, B., and Verhagen, K. (2008). The Role of Investors in Promoting Social Performance in 
Microfinance. European Dialogue Number 1, June 2008. Edited by European Microfinance Platform. 
1461 DiMaggio, P.J., & Powell, W.W. (1983). The Iron Cage Revisited: Institutional Isomorphism and Collective 
Rationality in Organizational Fields. American Sociological Review, 147-160. 
1462 DiMaggio, P.J., & Powell, W.W. (1983). The Iron Cage Revisited: Institutional Isomorphism and Collective 
Rationality in Organizational Fields. American Sociological Review, pp. 147-160. 
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individuals) affects investors' behavior.1463 At this level, the authors focus mainly on findings in 
behavioral finance1464 in order to expose the anomalies of the rational economic actor1465 on which the 
modern finance is founded. Some examples of investors’ biases are heuristic simplification, 
overconfidence, the tendency to over or under value a business due to recent events, or investor 
credulity.1466 
 
These three layers of impediments are furthermore augmented by the inefficient structure of the 
investment value chain, which is according to Juravle & Lewis characterized by accountability deficits1467, 
asymmetrical information, short-term performance reviews and conflicts of interest between the 
various SRI actors1468. These barriers and obstacles also apply to the implementation of responsible tax 
issues in institutional investors’’ investment decisions. Let us take the "conflict of interests" and the role 
of professional tax advisors as an example. These tax intermediaries are responsible for managing the 
balancing act between on the one hand protecting government's tax revenue (public's interest) and on 
the other hand the demand and interests of their clients (pressure for tax minimization). Scarpa and 
Signori (2020) articulated this as follows: Tax practitioners have duties to multiple actors. On the one 
hand, they play an important role in the pursuit of the public interest and the common good, serving as 
intermediaries and government representatives in the tax system. On the other hand, they have a 
contractual obligation to serve their clients' financial interests.1469 
 
Furthermore, it is important to mention that the three levels of  impediments mutually influence each 
other based on their dynamic interactions.1470 Practices, regulations, and norms within the institutional 
context regulate the actions of the organizations while organizations, in turn, exert influence on the 
"cultural and institutional system"1471 through their applied skills, strategies, policies, and decisions. In 
addition, while the organizational culture exerts influence on the individual approach towards SRI, 
individual investors' common flows and biases also have an impact on organizational decision-making. 
In view of this relationship, the three levels of impediments should be studied in conjunction with each 

                                                      
1463 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 
1464 Behavioral finance is “the application of psychology to financial decision making and financial markets”. See: 
Shefrin, H. (2010). Behavioralizing Finance. Foundations and Trends in Finance, Vol. 4, pp.2. 
1465 Rational investors are “mean-variance optimizers seeking to maximize return to risk at all times”. See: Juravle, 
C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and Academic 
Literature. Business Ethics: A European Review, 17(3), 285-310. 
1466 Lapenu, C., De Bruyne, B., and Verhagen, K. (2008). The Role of Investors in Promoting Social Performance in 
Microfinance. European Dialogue Number 1, June 2008. Edited by European Microfinance Platform; Sievänen, R. 
(2014). Practicalities Bottleneck to Pension Fund Responsible Investment? Business Ethics: A European Review, 
23(3), 309-326. 
1467 "Corporate executives are not effectively accountable to their individual and institutional investors and 
investors are not effectively accountable to their ultimate beneficiaries." See: Juravle, C., & Lewis, A. (2008). 
Identifying Impediments to SRI in Europe: A Review of the Practitioner and Academic Literature. Business Ethics: 
A European Review, 17(3), 285-310. 
1468 Such as fund managers, stock analysts, rating agencies, and investment consultants. For the relationships 
between these actors and their conflicting interest within the SRI domain. See: Juravle, C., & Lewis, A. (2008). 
Identifying Impediments to SRI in Europe: A Review of the Practitioner and Academic Literature. Business Ethics: 
A European Review, 17(3), 285-310. 
1469 Scarpa, F., & Signori, S. (2020). Ethics of Corporate Taxation: A Systematic Literature Review. Handbook of 
Business Legitimacy: Responsibility, Ethics and Society, 459-485. 
1470 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 
1471 Hoffman, A. (2001). Linking Organizational and Field Level Analyses: The Diffusion of Corporate Environmental 
Practice. Organization & Environment, 14:2, 133–156. 
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other in order to tackle the SRI impediments. 1472 The three level of impediments from the responsible 
tax perspective are explained in further detail below. 
 
 
 
 

 
 
 
  

                                                      
1472 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 

Figure 12.1: The Juravle & Lewis Framework: Impediments to 
Socially Responsible Investment 
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12.3 Impediments to Responsible Tax Implementation 

 
The previous section showed and explained the major barriers for the integration of SRI in institutional 
investors' investment and valuation processes based on the Juravle and Lewis Framework. In order to 
draw some lessons from the SRI sector I will in this section apply / project these same impediments on 
the integration of the “responsible tax issue” in institutional investors' organizational processes and 
decisions (ESG framework). I will on all three levels of the Juravle and Lewis framework (individual, 
organizational and institutional) clearly indicate to what extent the various items within each level 
constitute an impediment for institutional investors in implementing responsible tax in their ESG 
frameworks.  
 
The three levels of impediment will thus each be dealt with separately which will ultimately (at the end 
of the section) result in a new uniform framework conceptualizing various impediments for 
implementing responsible tax in institutional investors’ ESG framework.  

 

12.3.1 Institutional Impediments  
 
Fiduciary Duty & Duties of Prudence 

 
Fiduciary duty and duties of prudence have become subjects of renewed focus within the investment 
practice in recent years.1473 Both concepts were in the past and in the era of Juravle & Lewis framework 
(2008) considered incompatible with ESG investing.1474 Academic consensus on the materiality of ESG 
issues has however proven that ESG investing is an important part of fiduciary duty and prudence 
investing.1475 After all, "neglecting analysis of ESG factors may cause the mispricing of risk and poor asset 
allocation decisions" as stated in the report "Fiduciary duty in the 21st century" compiled by UNEP 
Finance Initiative, UN PRI and Generation Foundation.1476  
 
This also applies to the inclusion of responsible tax issues in ESG frameworks as they are (as mentioned 
before) financially material for investors' investment decisions.1477 Therefore, the two concepts fiduciary 
duty and duties of prudence are (theoretically) in light of this renewed interpretation more of an 
incentive for, rather than barriers to the implementation of tax issue in ESG frameworks. However, this 
interpretation is not always followed in practice since many large investors have yet to fully integrate 
tax issues into their ESG frameworks (see case study, chapter 11). 1478 
 
 
 
 
 
 

                                                      
1473 UN Principles for Responsible Investment (2015). Fiduciary Duty in the 21st Century. Retrieved from: 
https://www.unpri.org/download?ac=1378. See chapter 4.4 and 9.7 for further discussion.  
1474 Richardson, B. J. (2007). Do the Fiduciary Duties of Pension Funds Hinder Socially Responsible Investment? 
Banking and Finance Law Review, Forthcoming; Sandberg, J. (2011). Socially Responsible Investment and Fiduciary 
Duty: Putting the Freshfields Report into Perspective. Journal of Business Ethics, 101(1), 143-162; Sandberg, J. 
(2013). (Re‐)Interpreting Fiduciary Duty to Justify Socially Responsible Investment for Pension Funds? Corporate 
Governance: An International Review, 21(5), 436-446. 
1475 Hoepner, A. G., Majoch, A., & Zhou, X. (2016). Pension Funds & the Principles for Responsible Investment: 
Multiplying Stakeholder Salience? SSRN Electronic Journal. 
1476 UN Principles for Responsible Investment (2015). Fiduciary Duty in the 21st Century. Retrieved from: 
https://www.unpri.org/download?ac=1378. 
1477 See chapter 10.3.  
1478 See chapter chapter 10.5 and 11.8.  
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Portfolio Diversification, Returns Relative to Index and Short-term Performance 
Review 

According to Juravle & Lewis and in light of the discussion on responsible investments institutional 
investors miss out on diversification opportunities due to two reasons.1479 First, because they tend to 
focus excessively on a certain traditional pool of assets (for example asset-based index / benchmark). 
Secondly because they are often poorly incentivized "to move their analysis beyond the drivers of short-
term performance"1480 and therefore disregard long term oriented ESG factors with financial impact. 
Projecting this philosophy on tax responsibility means that in the short-term companies with sustainable 
tax strategies may not be taken into account in investment decisions since "paying more taxes means 
less profit"1481 while in the long term the company will be less subjected to risks. However, in this regard, 
it is useful to mention that greater tax responsibility does not mean that (in the long-term) companies 
should pay more tax or make "voluntary" tax payments or "maximize" their tax liabilities by shifting their 
assets and income to high-tax jurisdiction. Rather I propose that companies with a responsible tax 
approach should pay tax where the economic activity occurs; tax should follow business and not vice 
versa. 1482 
 
Even though great strides have been made by institutional investors in integrating ESG considerations 
into their investment processes,1483 the short-term focus of the financial market remains an important 
obstacle to ESG integration.1484 This also applies to the integration of responsible tax issues in ESG 
frameworks.1485 One of the main reasons for the short-term vagaries of the market is the way in which 
asset managers are incentivized by the asset owners. By way of illustration, below are two statements 
from practice:  
 
"Institution’s objective might be long-term, but in reality, investors are pushed towards managing 
against shorter-term goals since that is the basis upon which their performance is measured and 
assessed.”1486 And: "The quarterly monitoring process, with a focus on performance relative to an index, 
has become the norm in the investment industry and has been blamed for promoting short-term 
behavior by investment managers."1487 
 

                                                      
1479 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 
1480 Davis, S., Lukomnik, J., & Pitt-Watson, D. (2006). The New Capitalists. Boston: MA: Harvard Business School 
Press. 
1481 Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax Journal, 
2017(1), 135-150. 
1482 Urbach, X. et al. (2019). Tax Transparency Benchmark 2019: A Comparative Study of 77 Dutch Listed 
Companies. VBDO. 
1483 See chapter 9.4-9.7.  
1484 UN Principles for Responsible Investment. (2019). Are Investment Horizons Preventing Integration of ESG 
Factors? Retrieved from: https://www.unpri.org/pri-blog/are-investment-horizons-preventing-integration-of-esg-
factors/5084.article; ESMA. (2018). Report-Undue Short-Term Pressure on Corporations. ESMA30-22-762. 
1485 Marian, O. (2018). Is All Corporate Tax Planning Good for Shareholders. UC Davis L. Rev., 52, 905; “Long-term 
interests of multinationals include socially responsible tax planning.” See: 
https://www.tilburguniversity.edu/about/schools/law/about/long-term-interests-multinationals-include-socially-
responsible-tax-planning; “Why and how to engage on corporate tax responsibility.” See: 
https://www.unpri.org/governance-issues/why-and-how-to-engage-on-corporate-tax-responsibility/585.article. 
1486 Guyatt, D. J. (2006). Identifying and Overcoming Behavioural Impediments to Long Term Responsible 
Investment: A Focus on UK Institutional Investors. Available at SSRN 1911821. 
1487 Wong, S.C. (2010). Why Stewardship is Proving Elusive for Institutional Investors. SSRN Electronic Journal. 



 
 

249 
 

Although these statements have been made in 2006 and 2010 respectively, the same environment 
under which asset managers operate still exists.1488 Consequently a relatively large amount of research 
has been conducted to overcome this problem and encourage long-term thinking within the investment 
industry.1489 Lengthening the investment horizon by reviewing asset managers' fee structures and 
performance evaluation and positive evidence and education on long-termism and responsible 
investment are the most common suggestions within these studies.1490 
 
Informational Deficits and Market Efficiency 

Informational deficits occur when the financial value of ESG factors are not or insufficiently integrated 
into the market price. This could, for example, be related to insufficient reporting and disclosure on ESG 
data or due to the long-term value creation of ESG factors. Due to these informational deficits, the risks 
that certain companies with aggressive tax planning strategies are exposed to, may not yet be valued 
by the market and not reflected in share prices. This results in a situation in which companies with a 
sustainable tax strategy "can be severely mispriced in the short term, while other companies causing 
serious negative externalities (read companies with aggressive tax planning strategies) in the market 
can be overpriced".1491 The occurrence of these informational deficits within the financial markets 
exposes at the same time the shortcomings of the Efficient Market Hypothesis (EMH)1492, which has 
been identified in the Juravle and Lewis framework as one of the SRI impediments on the organizational 
level. This theory assumes that the "price of securities in the market accurately incorporates and reflects 
all available material information".1493 As outlined above, this does not always apply to ESG issues, 
causing security prices "to deviate systematically from their fundamental values".1494 
 
High Uncertainty 

Failing to reach a consensus on what encompasses aggressive tax planning and on what terms such tax 
strategies become unacceptable creates uncertainty and misinterpretations among investors.1495 One 
of the solutions for finding a common understanding on unacceptable tax avoidance strategies is tax 
transparency.1496 However, we have also seen in this area that despite the many transparency initiatives, 
there are still many discrepancies between current corporate disclosure and investor expectations 
leading to information asymmetry and uncertainty.1497 After all, due to the poor quality of the 
companies' disclosure on corporate tax practices and the lack of a standardized and consistent 

                                                      
1488 ESMA. (2018). Report-Undue Short-Term Pressure on Corporations. ESMA30-22-762; Williamson, S.K. (2020). 
US Short-Termism on ESG Investing Will Hurt Growth. Financial Times; Barton, D., Bailey, J., & Zoffer, J. (2016). 
Rising to the challenge of short-termism. Focusing Capital on the Long Run (FCLT). 
1489 Kim, Y., Su, L.N., & Zhu, X.K. (2017). Does the Cessation of Quarterly Earnings Guidance Reduce Investors’ 
Short-Termism? Review of Accounting Studies, 22(2), 715-752. 
1490 ESMA. (2018). Report-Undue Short-Term Pressure on Corporations. ESMA30-22-762; Roberge M., Flaherty, J., 
Almda, R., and Boyd, A. (2014). Lengthening the Investment Time Horizon. MFS White Paper; Tonello, M. (2006). 
Revisiting Stock Market Short-Termism. The Conference Board Research Report No. 
1491 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 
1492 For a detailed overview of the different anomalies found with regard to the Efficient Market Hypothesis (EMH). 
See: Sing, N.B., & Rajkumar, G. (2019). Market Efficiency and Inefficiency: An Overview on the Adaptive Market 
Hypothesis. Management Convergence, 10(2). 
1493 Wink, S.P. (2014). The Bankruptcy of the Securities Market Paradigm. Va. L. & Bus. Rev., 9, 369. 
1494 Wink, S.P. (2014). The Bankruptcy of the Securities Market Paradigm. Va. L. & Bus. Rev., 9, 369. 
1495 See chapter 7.3.2.  
1496 OECD. (2013). Base Erosion and Profit Shifting (BEPS) Report, February 2013. See: 
http://www.oecd.org/tax/beps-about.htm; Freedman, J. (2018). Restoring Trust in the ‘Fairness’ of Corporate 
Taxation: Increased Transparency and the Need for Institutional Reform. In: S. Goslinga, et al., eds. Trust and 
Taxation. The Hague: Eleven, 121–141. See in this regard also chapter 8 for further discussion.  
1497 See section 8.4.2.  
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information on the matter investors are not able to assess risks and make informed investment 
decisions.1498 
 
Valuation Models 

Institutional investors have (as mentioned in the previous chapter) in principle recognized responsible 
taxation as a core metric in ESG frameworks.1499 However, in practice, there is still a lot of work that 
needs to be done to integrate responsible tax into institutional investors' investment decision-making 
processes. This also applies to embedding responsible tax issue in investors’ valuation models (for 
example in institutional investors’ discounted cash flow models). While there are more and more ESG 
core metrics being embedded in these valuation models (for example corporate governance, climate 
change, environmental pollution, etc.) the tax issue lags behind this development. This narrow approach 
of the valuation criteria is not only a matter of concern within the institutional investors' decision 
processes, but is also an issue at the "external" market level (for example, ESG data providers and 
financial analysts).1500 
 
Reputation / Financial Risks and Professional Legitimacy 

The impediment "reputation / financial risks" as described by Juravle & Lewis does not apply to the 
implementation of tax issue in ESG frameworks. On the contrary, the reputational/financial risks 
associated with unacceptable tax practices have widely been recognized by the investment community, 
making it rather an incentive to include tax issues in ESG frameworks.1501  
 
During the public consultation period on The GRI 207: Tax Standard various institutional investors 
commented on and acknowledged the reputational / financial risks associated with aggressive tax 
planning schemes.1502 The Australian Council of Superannuation Investors (ACSI) expressed concerns in 
the following words:1503 
 
“An aggressive approach to tax planning is a concern for long-term investors as it has the potential to 
create earnings risks and lead to governance problems; damage reputation and brand value; and, cause 
macroeconomic and societal distortions. ” 
 
Professional legitimacy relates to legitimizing responsible tax as an ESG issue as part of the 
organizational practice (regardless of its novelty).1504 In an effort to legitimize the responsible tax 
message and the embeddedness of the tax issue within the investment practice institutional investors 

                                                      
1498 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: 
An Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
corporate-tax-transparency_Investor-guide.pdf. 
1499 See section 10.3. 
1500 See section 10.5 and 11.8.  
1501 GRI Standards. (2019). GRI 207: TAX 2019. Retrieved from: 
https://www.globalreporting.org/media/sfcpcrt4/gri-207-tax-standard-2019-factsheet.pdf?id=1616; UN 
Principles for Responsible Investment. (2015). Engagement Guidance on Corporate Tax Responsibility: Why and 
How to Engage with Your Investee Companies. Retrieved from: 
https://www.unpri.org/Uploads/w/c/g/pri_taxguidance2015_550023.pdf; UN Principles for Responsible 
Investment. (2016). A Practical Guide to ESG Integration for Equity Investing. Retrieved from: 
https://www.unpri.org/download?ac=10. 
1502 GRI Standards. (2019). GRI 207: TAX 2019. Retrieved from: 
https://www.globalreporting.org/media/sfcpcrt4/gri-207-tax-standard-2019-factsheet.pdf?id=1616. 
1503 See: https://www.globalreporting.org/standards/media/2201/letter-from-acsi.pdf. 
1504 Mitra, R., & Buzzanell, P.M. (2018). Implementing Sustainability in Organizations: How Practitioners 
Discursively Position Work. Management Communication Quarterly, 32(2), 172-201; Majoch, A.A., Hoepner, A.G., 
& Hebb, T. (2017). Sources of Stakeholder Salience in the Responsible Investment Movement: Why Do Investors 
Sign the Principles for Responsible Investment? Journal of Business Ethics, 140(4), 723-741. 
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should according to this philosophy "managerlize" the topic: ‘a process that translates social issues into 
managerial rhetoric and practices following a logic of rationality, efficiency, and profit maximization’.1505 
This process of legitimization is done by adapting your strategies as an organization to the principles 
shared by the mainstream investment community.1506 In this vein, it is thus important to replace terms 
such as 'fair share of tax', 'unethical form of tax planning' or 'unethical tax avoidance' with terms such 
as 'efficiency', 'sustainability', 'financial returns', and 'risk management'. Although this approach is 
starting to take shape within the literature, it is yet a barrier that should be removed within the 
organization's practice in order to successfully implement tax issues in institutional investors' ESG 
frameworks.1507  
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 
 
 
 
 
 
 

                                                      
1505 Brès, L., Mosonyi, S., Gond, J.P., Muzio, D., Mitra, R., Werr, A., & Wickert, C. (2019). Rethinking 
Professionalization: A Generative Dialogue on CSR Practitioners. Journal of Professions and Organization, 6(2), 
246-264. 
1506 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 
1507 FACT Coalition. (2016). A Taxing Problem for Investors: Shareholders Increasingly at Risk from Lack of Disclosure 
of Corporate Tax Practices. September. Retrieved from: https://thefactcoalition.org/wp-
content/uploads/2016/09/A-Taxing-Problem-for-Investors-FACT-SEC-CBCR-Report-Sept-2016-FINAL.pdf. 

Figure 12.2: Institutional Impediments to 
Responsible Tax Implementation 
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12.3.2 Organizational Impediments 

 
Team Segregation, Insufficient Resources / Skills and Lack of Responsible Tax Integration 

Team segregation concerns the relationship between ESG teams and investment teams, but also how 
the teams are composed in terms of internal or external fund managers. For example, with respect to 
appointing an external fund manager, it is important to assess whether the fund takes "tax 
responsibility" seriously or whether the required skills and resources are available within the 
organization to analyze tax matters, and what investment processes the fund uses to guarantee 
responsible tax implementation. In addition, the involvement of the tax team is important in order to 
provide the necessary know-how on highly technical tax matters. Therefore, implementing responsible 
tax issues in investment analysis will be hindered if the aforementioned matters are not taken care of. 
Furthermore, and in light of the emerging consensus in the literature regarding the financial materiality 
of tax on the risk-return profile of a portfolio, it is important that tax becomes a part of the institutional 
investors' ESG framework. However, the outcome of the case study in chapter 11 and the theoretical 
study in chapter 10 underlined that institutional investors have not yet adapted their ESG processes 
accordingly, which leads me to believe that many others possibly have not done so either. In order to 
make some progress in this area, I have outlined below (in section 7) a practical roadmap on how to 
implement responsible tax in institutional investors' ESG framework. 
 
Performance Review and Performance Remuneration  

According to the chief operating officer at ACTIAM (asset manager)1508 Rob Verheul, the decision with 
regard to "outsource or run investment strategies internally’’ is increasingly about control, expertise and 
integration".1509 This choice with regard to insource or outsource has in turn consequences for the 
performance review of the staffs involved and consequently implications for implementing tax 
responsibility. For example, external fund managers are often reviewed / evaluated quarterly or every 
six months, with their remuneration being dependent on the realization of certain benchmarks, which 
may result in investment decisions with a short-term focus.1510 This does not automatically imply that 
internal fund managers would be more successful in internalizing tax responsibility since they often have 
fewer resources and expertise to manage a successful investment management business.1511 A good 
balance between both strategies and the use of certain incentives, skills, and education is therefore 
important in order to internalize tax responsibility in ESG frameworks. 
 
Ethics-business split and Materiality 

Both academics and practitioners have recognized the business case for tax responsibility and its 
financial materiality for the risk-return profile of a portfolio.1512 The question, however, is how much 
value investors attach in practice to integrate responsible tax issues into their core investment processes 
(see chapter 10 and 11). In addition to the financial materiality of tax issues in ESG frameworks, it is also 
important to explore to what extent the ethical dimension is a part of institutional investors' investment 

                                                      
1508 See https://www.actiam.com/nl/ 
1509 The Economist & Intelligence Unit. (2016). Governance, Cost and Sustainable Investing: Asset Owners Rethink 
Their Strategies. Retrieved from: 
https://eiuperspectives.economist.com/sites/default/files/Asset_owners_rethink_their_strategies.pdf?_ga=2.22
3062942.48837710.1615437609-1083414528.1615437609. 
1510 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 
1511 Ryan, L. and Schneider, M. (2002). The Antecedents of Institutional Investor Activism. Academy of 
Management Review, 27:4, 554–573; Basile, I., & Ferrari, P. (Eds.). (2016). Asset Management and Institutional 
Investors. Springer International Publishing. p. 9.  
1512 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: 
An Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
corporate-tax-transparency_Investor-guide.pdf. 
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analysis. After all, if the ethical approach to tax avoidance is part of the values and beliefs of institutional 
investors, there is a higher probability of implementing responsible tax issues in investment analysis. 
The integration would in this way be partly due to managing risks (financial materiality) and conviction 
(investee companies must pay their "fair share”).  
 
Financial Returns and Shareholder Primacy 

The way in which companies and investors view/approach taxation could be an impediment to 
implement responsible tax issues in investment analysis. As mentioned earlier in this thesis, the 
shareholder value approach and the stakeholder approach are in this regard important to take into 
account.1513 While the first view sees taxation as a cost to be minimized, the second view approaches 
taxation as a "part of the total value produced" with the state/government as one of the many 
stakeholders to take into consideration. 1514 Furthermore, some investors may be reluctant to include 
tax responsibility in their processes since "the more corporate income taxes are paid, the less return 
the investors will get".1515 However, this perception may be incorrect since including companies with 
aggressive tax planning structures in investment portfolios, may pose reputational, operational, and 
financial risks resulting in lower investment returns.1516 Here as explained in section 4, investors need 
to be wary of the short term and long term effects of aggressive tax planning schemes on respectively 
investment risks and expected returns.  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                      
1513 See section 6.5 in combination with section 7.4.  
1514 Jenkins, R., & Newell, P. (2013). CSR, Tax and Development. Third World Quarterly, 34(3), 378-396. 
1515 Knuutinen, R., & Pietiläinen, M. (2017). Responsible Investment: Taxes and Paradoxes. Nordic Tax Journal, 
2017(1), 135-150. 
1516 See section 8.4.2.  
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12.3.3 Individual Impediments  
 
The individual level of impediments with regard to responsible investments consists of several obstacles 
(or in other words "common human flaws"), which have been identified in the behavioral finance 
literature and mainly within the scope of the behavior of individual retail investors. 1517 It is therefore 
important to exercise caution in equating these findings with institutional investors' "psychology". While 
in the literature it is generally accepted that institutional investors are also subject to behavioral biases, 
which prevents them from acting rationally1518, more research is required with regard to the individual 
key decision-makers and their approach on responsible investments and more specifically tax 
responsibility. For this reason, I will be only focusing on explaining "heuristics simplification" within this 
third level as this is important to mention within the context of tax 
transparency.  
 
Heuristic simplification is according to Daniel et al (2002) "the necessary 
abbreviation of decision processes"1519, which may give rise to human biases 
(during complex decisions) such as mental accounting1520, framing effects1521, 
and salience and availability effects1522. With respect to the last effect 
Sievänen (2014)1523 came to the conclusion that pension funds' key decision-
makers are being affected in their approach towards responsible 
investments due to readily available information on the matter. This implies 
that the information available at the time of analyzes and investments 
"affects the thinking of key decision-makers” 1524. For this reason, it is 
important that key decision-makers of institutional investors also have an 
accurate view of companies' tax payments, which are disclosed in an 
accessible and understandable way when making investment decisions. This 
finding once again confirms the importance of tax transparency for 
institutional investors, which has been emphasized several times within this 
research.1525 
 
 
 
 
 
 

                                                      
1517 Juravle, C., & Lewis, A. (2008). Identifying Impediments to SRI in Europe: A Review of the Practitioner and 
Academic Literature. Business Ethics: A European Review, 17(3), 285-310. 
1518 Ahmad, Z., Ibrahim, H., & Tuyon, J. (2017). Institutional Investor Behavioral Biases: Syntheses of Theory and 
Evidence. Management Research Review 40(5):578-603.  
1519 Daniel, K., Hirshleifer, D., & Teoh, S.H. (2002). Investor Psychology in Capital Markets: Evidence and Policy 
Implications. Journal of Monetary Economics, 49(1), 139-209. 
1520 The tendency of humans to "to form psychological accounts of the advantages and disadvantages of an event 
or option". See: Henderson, P.W., & Peterson, R.A. (1992). Mental Accounting and Categorization. Organizational 
Behavior and Human Decision Processes, 51(1), 92-117. 
1521 The way in which information is presented influences judgments and choices.  
1522 Give precedence to information that is readily available at hand at the expense of background information or 
information which is relevant but not provided. See: Daniel, K., Hirshleifer, D., & Teoh, S. H. (2002). Investor 
Psychology in Capital Markets: Evidence and Policy Implications. Journal of Monetary Economics, 49(1), 139-209. 
1523 Sievänen, R. (2014). Practicalities Bottleneck to Pension Fund Responsible Investment? Business Ethics: A 
European Review, 23(3), 309-326. 
1524 Sievänen, R. (2014). Practicalities Bottleneck to Pension Fund Responsible Investment? Business Ethics: A 
European Review, 23(3), 309-326. 
1525 See section 8.4.2.  
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12.4 Necessary conditions for success 

 
In order to tackle the three levels of impediments within this framework and successfully integrate 
responsible tax issues within institutional investors' ESG frameworks, three preconditions are essential 
to take into account. The first is commercializing responsible tax practices by using the language of the 
business case. This means that when there is a compelling business case for tax responsibility, 
companies and investors are more receptive to incorporate the matter in their strategies. In the 
previous chapters, I have explained both the moral and the business sense in detail.1526 The economic 
justification can be expressed in a number of ways such as: 1) ensuring a social license to operate given 
the increasing awareness across the globe of the social and environmental impact of investments 2) the 
potential legal, reputational and economic risks associated with aggressive tax planning strategies, 
which could lead to lower expected returns. Thus, the link with economic rationales is essential for tax 
responsibility to be accepted within financial markets. Here as explained in section 4 investors need to 
be wary of the short term and long-term effects of aggressive tax planning schemes on respectively 
investment risks and expected returns. 
 
The second condition for responsible tax to become a homogeneous trend within institutional investors' 
investments and their ESG operations is by entering into a multi-stakeholder dialogue with companies, 
investment managers, (tax) intermediaries, civil society organizations, beneficiaries, international 
organizations, legislators, investor groups, academics, etc. By establishing a genuine, constructive 
dialogue and coordination among the various stakeholders, the impediments on all three levels can be 
tackled more effectively with a greater chance to create a common ground on the scope of tax 
transparency, the definition of tax responsibility and its applicability in investment decisions. 
 
The connecting factor between the two mentioned conditions is the third requirement: tax 
transparency. After all, transparency contributes to the dialogues and discussions on tax responsibility 
and provides investors with insight into the risks associated with certain tax strategies. Therefore, 
institutional investors should draw attention to the importance of tax transparency within the 
investment community, among (investee) companies and other stakeholders. See chapter 8 for an in-
depth discussion on this subject. The three levels of impediments to the adaptation of responsible tax 
in ESG frameworks is summarized below in figure 12.5. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                      
1526 See sections 7.4, 8.4.2 and 10.3 in combination.  
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Figure 12.5: Responsible tax in 
institutional investors’ ESG 
frameworks: Multi-level analysis of 
the major impediments  
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12.5 Roadmap for Responsible Tax Implementation 

The aim in this section is to provide a practical guide for investors for implementing responsible taxation 
in their ESG frameworks. This is one way to tackle one of the organizational impediments within the 
Juravle & Lewis framework: “lack of responsible tax in ESG frameworks”. In the past few years, various 
initiatives and reports have been published in this area. Below I will briefly bring all these initiatives 
together along with my own findings. During their investment decision making processes, institutional 
investors must subdivide the integration of tax in their ESG framework into three stages:1) Integrate 
responsible tax behavior within The Investment Policy Statement 2) Outlining its view on responsible 
taxation in an expectation paper 3) Proceed to Data collection, assessment and investment strategy. I 
will discuss these three stages in more detail below. 

 

I. Integrate responsible tax behavior within The Investment Policy Statement  
The starting point of this process is developing an investment policy statement, which serves as an 
investors' asset allocation framework or investment roadmap.1527 Besides the fact that the investment 
policy statement (IPS) or an equivalent document in some countries is a legal and regulatory 
requirement, it can have significant advantages, which I have discussed at length in chapter 3 of this 
thesis.1528 Although an IPS can take a variety of forms, a typical format will consist of the following 
elements:1529  

 
By making responsible tax behavior an integral part of a well-constructed IPS, the asset owners will 
develop a vision and their own thinking on tax-related issues within their ESG framework and its impact 
on the investment decisions.1530 As mentioned before the role and impact of tax factors within the ESG 
framework is still unclear to many institutional investors.1531 Furthermore by pursuing this approach and 
developing processes around the topic the asset owner will not only stimulate and encourage 
discussions within the organization itself but also with various stakeholders on what responsible tax 
behavior should look like.  
 
Within the organization for example, it is important that the ultimate tax responsibility is allocated at 
the highest level: the board of directors. With their active involvement and ownership, the various 
investment departments (Responsible investment teams, Investment teams and Tax teams) will receive 
the necessary tools and incentives to incorporate tax factors within the ESG framework. Outside the 
organization, supervisors1532 should also bear their responsibility in the discussion with regard to 

                                                      
1527 Maginn, J.L., Tuttle, D.L., McLeavey, D.W., & Pinto, J.E. (2010). Managing Investment Portfolios: A Dynamic 
Process. New York, NY: John Wiley & Sons, p. 6.  
1528 See also: DiBruno, R. (2013). How to Write an Investment Policy Statement. Maryland: Marketplace Books, p. 
27.  
1529 Basile, I., & Ferrari, P. (Ed.) (2016). Asset Management and Institutional Investors. Switzerland: Springer 
International Publishing, p. 82.  
1530 For a more detailed discussion of this stage see chapter 3.  
1531 See chapter 10.5 and 11.8 in combination.  
1532 There are developments in this area: in case of The Netherlands for example, De Nederlandsche Bank (DNB) 
provides guidelines for Dutch banking institutions and trust offices on how to screen their clients for tax avoidance 
behavior or tax optimization strategies. See: "DNB launches examinations into tax planning and customer 
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aggressive tax planning strategies, as these practices excite distrust in the public mind and shake 
confidence in institutions. 
 
In this regard, there are various key points, which deserve attention. First, the effectiveness of the IPS 
must be reviewed on a regular basis in order to make sure whether there is a need to change the policy, 
its implementation procedure, the decision-making structure as well as the responsibilities linked to its 
design.1533 Second, in order to prevent choosing an asset manager that lacks the specific expertise and 
resources in integrating ESG issues related to responsible tax practices; it is important that this is taken 
into account during the manager selection process. In developing an accurate understanding of the skills 
and expertise of the asset managers, the following questions may be relevant: 1534 

1. Do you have a good understanding and overview of the main tax minimization strategies 

companies apply to reduce their tax liability? 

2. Which tools and practices do you employ in your investment decision-making process with 

regard to the relationship between ESG and responsible tax behavior? 

3. Is your own tax strategy aligned with the tax planning strategies of the companies you assess 

and how do you cope with conflicting views on the matter? 

See the PRI report (2015) on "engagement guidance on corporate tax responsibility" for other relevant 
questions during the manager selection process.1535  
 
Third, in order to be aware of which tax risks portfolio holdings are exposed to and to gain a holistic 
picture of the relevant tax concerns, enhanced collaboration between the tax department and the 
responsible investment team is critical. Given the complexity of tax issues, the involvement of the tax 
department with other relevant departments (such as risk assessment team and legal & regulatory 
team) is also important in gaining a good understanding of a company's tax position and profile.1536 
Consequently, this enables investors to make better-informed decisions. 
 
Finally, in this particularly stage and according to various reports the level of investors' control and 
influence on various investments should be outlined taking into account factors such as investment 
categories, investment styles and structures. 1537 For instance, the relevance, weight or effect of the tax 
factor within the ESG framework differs per investment category (e.g. stocks, or bonds).1538 For example, 

                                                      
anonymity." See: https://www.dnb.nl/en/news/dnb-nieuwsbrieven/nieuwsbrief-banken/nieuwsbrieven-banken-
februari-2017/dnb352896.jsp. 
1533 OECD. (2016). OECD Guidelines on Pension Fund Asset Management. Paris: OECD Publishing. 
1534 UN Principles for Responsible Investment. (2015). Engagement Guidance on Corporate Tax Responsibility: Why 
and How to Engage with Your Investee Companies. Retrieved from: 
https://www.unpri.org/Uploads/w/c/g/pri_taxguidance2015_550023.pdf; Action Aid. (2011). Tax Responsibility, 
The Business Case for Making Tax a Corporate Responsibility Issue. Action Aid. 
1535 UN Principles for Responsible Investment. (2015). Engagement Guidance on Corporate Tax Responsibility: Why 
and How to Engage with Your Investee Companies. Retrieved from: 
https://www.unpri.org/Uploads/w/c/g/pri_taxguidance2015_550023.pdf; See also: Verstappen, R. et al. (2017). 
VBDO Investor Guide: Integration of Tax in Responsible Investment: Practical Steps to Design and Implement a 
Responsible Tax Strategy for Investors. VBDO & PwC.  
1536 Verstappen, R. et al. (2017). VBDO Investor Guide: Integration of Tax in Responsible Investment: Practical Steps 
to Design and Implement a Responsible Tax Strategy for Investors. VBDO & PwC. 
1537 UN Principles for Responsible Investment. (2016). A Practical Guide to ESG Integration for Equity Investing. 
Retrieved from: https://www.unpri.org/download?ac=10; Verstappen, R. et al. (2017). VBDO Investor Guide: 
Integration of Tax in Responsible Investment: Practical Steps to Design and Implement a Responsible Tax Strategy 
for Investors. VBDO & PwC. 
1538 For example, the selection criteria with regard to bonds and stocks vary and thus also the impact of the tax 
issue in those valuations. While the first among other things is based on credit spreads, interest rate volatility, and 
forecasts, the latter focuses on quantitative, technical, and fundamental analysis in the context of evaluations. 
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engagement could be an approach with regard to listed equities, but less applicable to government 
bonds.1539 Furthermore, the institutional investors' level of control and influence on the actual 
investments (think of the various investment structures such as internal versus external management 
or (in) direct (non) listed investments and the amount of holdings within those investments) should also 
be taken into account. In addition, it is important to take into account the extent to which tax issues 
have an effect on a particular investment category with regard to risk reduction or financial return on 
investments. Finally, the relevance or weight of the tax issue is influenced by the applied investment 
strategy: active versus passive investing.1540 
 

II. Expectation paper  

 
During this stage, it is important that institutional investors outline their expectations with regard to 
socially responsible tax behavior and emphasize the importance of tax transparency in an expectation 
document. Producing such a document serves different purposes. It primarily serves as a means of 
encouraging investing companies and other business partners (fund and asset managers) to adopt a 
more responsible tax approach. Moreover, it sheds light on the view of the asset owner in respect to 
their own approach to responsible tax, which can help to fill and close the existing discrepancies 
between investor expectations and current corporate disclosure.1541 Finally, it provides potential 
investees and companies within the portfolio guidance on how the asset owner is assessing responsible 
corporate tax practices within their investment decision-making process.  
 
Writing this document must obviously be as much as possible in accordance with international 
standards1542 and other international recommendations1543 on responsible tax behavior in order to 
"create a common language on what good tax governance could be". However, room must be left for 
change and improvement in order to refine and further develop the concept. Upon this matter, it is 
important to note that to this day there is no consensus on what “Good Tax Governance” should be.1544 
In this vein, it is important to realize that consensus with regard to responsible tax behavior must be 
seen as a continuous process in which it is essential to engage in close cooperation and coordination 
within and outside the investment community in order to achieve fruitful results. 
 
In recent years there have been several initiatives in developing "Guiding Principles for Good Tax 
Governance".1545 Some examples are: “Getting to Good Principles of Responsible Tax Behavior (2015)”, 
“Principles for Good Tax Governance (2014)”; “Blueprint for Responsible Tax Behavior (2016)” and “B-

                                                      
See: Basile, I., & Ferrari, P. (Eds.). (2016). Asset Management and Institutional Investors. Springer International 
Publishing. 
1539 Verstappen, R. et al. (2017). VBDO Investor Guide: Integration of Tax in Responsible Investment: Practical Steps 
to Design and Implement a Responsible Tax Strategy for Investors. VBDO & PwC. 
1540 See chapter 11 (case study).  
1541 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: 
An Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
corporate-tax-transparency_Investor-guide.pdf. 
1542 Some examples: OECD. (2015). G20/OECD Principles of Corporate Governance. Paris: OECD Publishing; OECD. 
(2011). Guidelines for Multinational Enterprises. Paris: OECD Publishing. XI.2. 
1543 UN Principles for Responsible Investment. (2018). Evaluating and Engaging on Corporate Tax Transparency: 
An Investor Guide. Retrieved from: https://www.unpri.org/Uploads/t/r/l/PRI_Evaluating-and-engaging-on-
corporate-tax-transparency_Investor-guide.pdf; GRI Standards. (2019). GRI 207: TAX 2019. Retrieved from: 
https://www.globalreporting.org/media/sfcpcrt4/gri-207-tax-standard-2019-factsheet.pdf?id=1616. 
1544 Jallai, A.-G. (March 2020). Good Tax Governance: International Corporate Tax Planning and Corporate Social 
Responsibility – Does One Exclude the Other? Tilburg Law School PhD dissertation. Available at SSRN: 
https://ssrn.com/abstract=3688985; van der Enden, E., & Klein, B. (2020). Good Tax Governance? Govern Tax 
Good! Available at SSRN 3610858. 
1545 Van der Enden, E., & Klein, B. (2020). Good Tax Governance?… Govern Tax Good! Available at SSRN 3610858. 
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team Responsible Tax Principles (2018)”. The Blueprint for Responsible Tax Behavior of CSR Europe for 
example contains the following elements:1546 
 

 
Furthermore, according to a report by ActionAid (2013) all Good Tax Governance programs “should 
have two aspects – the process for creating the policy and the content of the policy”.1547 The process may 
relate to the board level involvement with regard to the applied tax strategies and the inclusion of other 
functions within the organization (in addition to the Chief Financial Officer and the tax function) such as 
the corporate responsibility staff. Furthermore, the strategies used should be subjected to regular 
reviews in view of changes in tax legislation, public opinion, or business strategies. The content relates 
to questions such as which tax practices the company is adhering to, how the associated tax risks are 
managed, the companies relationship with tax authorities, etc.1548  
 

III. Data collection, assessment and investment strategy  
 
By acquiring material tax-related data from various publicly available sources (such as annual reports, 
sustainability reports, media and NGO reports) and ESG data providers as mentioned in chapter 10.4 
the asset owner can asses a firm's tax appraoch against the criteria developed in the expecation paper. 
Moreover, institutional investors can gain insights on the firms' tax risks by assessing its tax practices 
against the following points:1549  
  
 

                                                      
1546 Blueprint for Responsible Tax Behavior of CSR Europe  
1547 Actionaid (2015). Tax responsibility an investor guide, p.12; Jallai, A.-G. (March 2020). Good Tax Governance: 
International Corporate Tax Planning and Corporate Social Responsibility – Does One Exclude the Other? Tilburg 
Law School PhD dissertation, pp. 64. Available at SSRN: https://ssrn.com/abstract=3688985 
1548 Actionaid (2015). Tax responsibility an investor guide, p.12; Jallai, A.-G. (March 2020). Good Tax Governance: 
International Corporate Tax Planning and Corporate Social Responsibility – Does One Exclude the Other? Tilburg 
Law School PhD dissertation, pp. 64. Available at SSRN: https://ssrn.com/abstract=3688985 
1549 United Nations Global Compact. (2016). Corporate Tax Responsibility: A Dialogue Between Companies and 
Investors. Retrieved from: https://www.unglobalcompact.org/take-action/events/771-corporate-tax-
responsibility-a-dialogue-between-companies-and-investors.  
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An additional strategy to the above-mentioned approach could be to look for determinants for tax 
avoidance based on various indicators such as: financial reporting aggressiveness1550, the incentives 
given to tax directors1551, the relationship between corporate social responsibility and tax avoidance,1552 
research and development expenditures1553, intangible assets1554, scale of international operations1555 
etc.  
 
There are furthermore in this vein studies that find a positive and significant association between 
different firm level and/ or corporate governance characteristics (such as firm size1556, board of directors 
composition1557, leverage1558 etc.) and tax avoidance, though not without being criticized. The criticism 
mainly focuses on limitations with regard to 1) the tax avoidance measures used in various studies1559 
2) the lack of a commonly accepted definition of tax avoidance1560 and 3) endogeneity challenges (after 
all, omitted correlated variables or numerous other variables could simultaneously affect tax 
avoidance).1561  
 
With these limitations in mind, I therefore argue for better techniques or forms to measure tax 
avoidance, and continue further research on tax avoidance in general and its definition in order to 
further our understanding about the matter. 

                                                      
1550 Frank, M., Lynch, L. and Rego, S. (2009). Tax Reporting Aggressiveness and Its Relation to Aggressive Financial 
Reporting. The Accounting Review, 84, 467–496. 
1551 Armstrong, C., Blouin, J., & Larcker, D. (2012). The Incentives for Tax Planning. Journal of Accounting and 
Economics, 53(1-2), 391–411. 
1552 Lanis, R., & Richardson, G. (2012). Corporate Social Responsibility and Tax Aggressiveness: An Empirical 
Analysis. Journal of Accounting and Public Policy, 31(1), 86–108. 
1553 Dyreng, S., & Hanlon, M. (2011). Tax Avoidance and Multinational Firm Behavior. Financial Accounting. 
1554 Taylor, G., Richardson, G., & Lanis, R. (2015). Multinationality, Tax Havens, Intangible Assets, and Transfer 
Pricing Aggressiveness: An Empirical Analysis. Journal of International Accounting Research, 14(1), 25-57. 
1555 Dyreng, S. D., Hanlon, M., & Maydew, E. L. (2008). Long-Run Corporate Tax Avoidance. The Accounting Review, 
83(1), 61–82. 
1556 Mocanu, M., Constantin, S. B., & Răileanu, V. (2020). Determinants of Tax Avoidance–Evidence on Profit Tax-
Paying Companies in Romania. Economic Research-Ekonomska Istraživanja, 1-20; Wilson, R. (2009). An 
Examination of Corporate Tax Shelter Participants. The Accounting Review, 84, 969–999.  
1557 Lanis, R., & Richardson, G. (2011). The Effect of Board of Director Composition on Corporate Tax 
Aggressiveness. Journal of Accounting and Public Policy, 30(1), 50-70. 
1558 Lin, S., Tong, N., & Tucker, A. (2014). Corporate Tax Aggression and Debt. Journal of Banking & Finance, 40, 
227–241. 
1559 Gebhart, M. S. (2017). Measuring Corporate Tax Avoidance–An Analysis of Different Measures. Junior 
Management Science, 2(2), 43-60. 
1560 See chapter 6.7.2.  
1561 Dyreng, S., & Hanlon, M. (2011). Tax Avoidance and Multinational Firm Behavior. Financial Accounting. 
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For a discussion on the inconsistency with regard to tax avoidance measurements and effective tax rate 
calculations and the fact that these measurements are subjected to criticism due to insufficient data 
see section 6.7.2. Once the company's tax assessment has taken place, a suitable investment strategy 
can be selected (ESG integration, extension, voting or engagement). See for a detailed description of 
these strategies section X. In view of the above and observing the initiatives from various sources, the 
following roadmap for integrating tax in ESG frameworks can be presented.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
When designing such a guide it is important to keep the following points in mind: 

1. Not a one-size-fits-all framework: the diversity of business structures and models and the 

various sectors in which different companies operate means that businesses will apply different 

tax planning techniques leading to tax position which are "highly context-specific". That is why 

such a framework must be adapted to specific regions, companies, and sectors. In addition, to 

ensure that such framework functions properly in a fast changing (inter)national tax landscape 

it should be able to adapt to the ever-changing view on what good tax practice should look 

like.1562 

2. Lack of consensus: one of the main challenges that lie at the heart of all recommendations and 

frameworks regarding responsible tax practice is the lack of common ground with regard to 

acceptable and unacceptable tax practices. As mentioned before consensus with regard to 

                                                      
1562 Boerrild, T., Kohonen, M., Sarin, R., Stares, K., & Lewis, M. (2015). Getting to Good: Towards Responsible 
Corporate Tax Behaviour. Retrieved from: https://www-cdn.oxfam.org/s3fs-public/file_attachments/dp-getting-
to-good-corporate-tax-171115-en.pdf. 
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responsible tax behavior must be seen as a continuous process in which it is essential to engage 

in close cooperation and coordination within and outside the investment community in which 

open dialogue and transparency should be central themes in the discussions about the 

boundaries of acceptable and unacceptable tax behavior.1563 

3. Not just a paper tiger: the required tax principles and values outlined in the expectation paper 

should resonate with institutional investors' own tax beliefs norms, values, and strategies in 

order to guarantee the credibility of the framework.1564 

4. Technology: use technology to make data accessible and to support stages 1 to 3 (e.g. I. 

Integrate responsible tax behavior within The Investment Policy Statement; II. Expectation 

paper; III. Data collection, assessment and investment strategy).1565 

12.6 Conclusion & Summary 

 
As illustrated above many large investors have not yet fully embraced responsible tax issue as a core 
metric in their ESG framework. The reason for this deficit are the many impediments at various levels. 
In this section, I have argued that by relying on important extant work on Socially Responsible 
Investment, one can advance the goal of integrating responsible tax issues in ESG frameworks across 
the institutional investment community. However, in order to realize this goal, a number of important 
conditions must be met: dialogue between different stakeholder groups, the emphasis on tax 
transparency and commercializing responsible tax practices by using the language of the business case. 
Furthermore, further research is necessary to build on the findings presented in this chapter by 
continuing the task of theorization and conceptual clarification of the link between responsible tax and 
ESG. 
 
In the second part of this chapter, a practical roadmap was described in order to guide investors in 
implementing responsible taxation in their ESG frameworks. Due to the dynamic nature of the (inter) 
national tax environment, is the adaptability of the relevant framework of great importance. There is 
however scope for further research by for example tackling the methodological shortcomings with 
regard to the measurement of corporate tax avoidance, which in in turn is a result of poor corporate 
tax disclosure. 
 
  

                                                      
1563 Jallai, A.-G. (March 2020). Good Tax Governance: International Corporate Tax Planning and Corporate Social 
Responsibility – Does One Exclude the Other? Tilburg Law School PhD dissertation. Available at SSRN: 
https://ssrn.com/abstract=3688985  
1564 Verstappen, R. et al. (2017). VBDO Investor Guide: Integration of Tax in Responsible Investment: Practical Steps 
to Design and Implement a Responsible Tax Strategy for Investors. VBDO & PwC. 
1565 “De Impact van Belastingen op een Duurzaam Beleggingsbeleid.” Retrieved from: https://www.ag-
ai.nl/bibliotheek-1.php?action=view&Content_Id=4437. AND A Tax Operating Model (Robert Hoyng, Nathan 
Andrews, Marc Kennedy) In Tax Assurance  
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Chapter 13: Conclusion 

13.1 Introduction  
Throughout this research, various concepts such as corporate social responsibility, corporate 
governance, tax planning, socially responsible investment, and ESG or sustainability have been 
discussed from a variety of perspectives. ESG or sustainability formed one of the core pillars of this 
research in which the main subject of exploration was aimed at the emerging concept of tax 
responsibility from institutional investors’ perspective. I refer to "emerging" as the relationship between 
ESG and tax has undergone important developments in recent years. After all, during the last couple of 
years, the tax factor has seriously paved its way into the three key letters of ESG, referring to 
environmental, social, and governance criteria. By way of illustration, within the E pillar of ESG, 
environmental taxes such as carbon tax have disincentivesed carbon emissions.1566 Tax is considered 
furthermore as a critical element in the S (social) criteria of ESG as it has been given a prominent role in 
achieving the Sustainable Development Goals, but also due to the growing perception among various 
parties1567 arguing that businesses should pay their "fair share” of taxes as part of their obligation to 
society. And last but not least, various aspects of taxation play an important role within governance 
mechanisms (G-criteria of ESG), such as; tax transparency, tax risk management, tax strategies, and 
control processes.1568  
 
In addition, there is to a certain extent convergence between the sustainability world and the tax world 
as evidenced by the various sustainability reports, guidelines, and standards that have included 
responsible tax or tax transparency as an explicit requirement. Some prominent examples are the Global 
Reporting Initiative (GRI), OECD Due Diligence Guidance For Responsible Business Conduct, the 
Sustainable Development Goals, the UN PRI's guidance on corporate tax responsibility and the report 
of International Business Council (IBC) entitled: “Toward Common Metrics and Consistent Reporting of 
Sustainable Value Creation”. 
 
These changes and developments have had, as shown throughout this research, not only significant 
practical implications for companies, policymakers, supervisory bodies, and international organizations 
but also for institutional investors operating in the responsible investment space. The latter group which 
is the main focus of this research is therefore faced with various questions: (1) which position do I take 
as an investor towards (responsible) tax and to what extent is this position aligned with my message on 
tax to my stakeholders and in particular to my (potential) investee companies? (2) Should I attribute a 
certain role to (responsible) tax in my ESG agenda? (3) If not, why not? And if yes which effect, weight, 
or relevance should it have with regard to my investment decisions and how do I analyze and explore 
the issue in my daily operations? These questions have been answered in this study and will be 
summarized in this final chapter along with various other relevant aspects related to the scope and 
context of the study.  
 
While recognizing that institutional investors are far from a homogenous group, it has in this research 
nevertheless been confirmed that the investment community and institutional investors in general are 
increasingly concerned about companies engaging in (aggressive) tax avoidance strategies since it 
exposes investors to certain risks.1569 However expressing concerns with regard to certain matters and 
the integration of these concerns into investment decisions are two different things.  
 

                                                      
1566 OECD. (2020). OECD Business and Finance Outlook 2020 Sustainable and Resilient Finance. Paris: OCED 
Publishing 
1567 For example, international bodies and institutions, governments, investors, NGOs, tax authorities, the media, 
scholars and the public at large 
1568 OECD. (2015). G20/OECD Principles of Corporate Governance. Paris: OECD Publishing. 
1569 These risks will be briefly explained in this chapter. For a more detailed explanation see chapter 8.4.2. 
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The remainder of this chapter is structured as follows. The next section will provide a brief summary of 
the dissertation per chapter in which the various sub-questions will be answered (section2). Section 3 
sets out the answers to the overarching research question posed at the outset and will reflect on the 
main findings of the study. Furthermore, the practical implications of this research will be discussed 
(section 4) before concluding with ideas and suggestions for further research (section 5). 
 

13.2 Summary of main findings per chapter 
This dissertation starts with a first chapter by highlighting the background of the study, presenting 
research objectives and research questions, discusses its relevance and contribution to the literature, 
and analyzes the methodology, scope, and its limitations. See chapter 1 for a more detailed discussion 
of all these elements.  
 
The remainder of the dissertation has been divided into four main parts that each focus on a different 
element of the study. The first part provides an overview of various types of institutional investors and 
their impact on and role in financial markets (chapter 2). It furthermore describes the various stages of 
institutional investors' investment management process and discusses allocation practices of two major 
investors (chapter3). Finally it sheds light on certain factors (preferences) that institutional investors 
take into account while making investment decisions (chapter 4). These topics are necessary to cover in 
order to gain a more comprehensive understanding of institutional investors and their internal and 
external environment. 
 
The second part consists of 4 chapters which, in line with the scope of the research, focuses mainly on 
the other important organization which is relevant for this research: multinationals as potential 
investees. The topics discussed here are: the role of taxes in business decisions (chapter 5), the link 
between corporate governance and tax (chapter 6), the relationship between corporate social 
responsibility and tax avoidance (chapter 7) and tax transparency practices from two perspectives: 
companies and investors (chapter 8).  
 
The third part of the study focuses on the various definitions associated with responsible investment 
including (bearing the scope of this research in mind) a more in-depth analysis of ESG investments in 
conjunction with the responsible tax element (chapters 9 and 10). Furthermore in this part, attention is 
devoted to an empirical study in the form of a case study (chapter11).  
 
The final part (chapter 12) discusses the theoretical implications of the intersection between ESG and 
tax and provides a practical roadmap for investors on how to integrate tax into their ESG framework. 
Below, these chapters will be briefly discussed while answering the various sub-questions as mentioned 
in chapter 1. 

 

Part I (chapter 2-4)  

 
In chapter 2, I focus on the various types of institutional investors and their organizational complexity. 
Here I explain that institutional investors are subject to different laws and regulations, possess different 
governance frameworks, and have different organizational structures. In the absence of a legal 
definition, institutional investors are defined as "all the entities which, with different objectives, 
professionally manage portfolios of financial and real assets on behalf of a plurality of investors".1570 I 
furthermore emphasize the fast-growing importance of institutional investors in both developed and 
emerging market countries. As a consequence and in order to obtain a better view and understanding 
of this "group" of investors and their growing role in financial markets across the globe I aimed at 
answering the following sub-question: 

                                                      
1570 Davis E.P. & Steil, B. (2001). Institutional Investors. MIT Press, Cambridge. 
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1. Far from being a homogenous group, what are institutional investors' common characteristics 

and what have been the main drivers for their growth? 

 

With regard to the first part of the question, one can state that due to their size (as a common 
characteristic) institutional investors can engage in large indivisible investments, have substantial 
countervailing power, and provide furthermore "scale advantageous" leading to reduction in 
transaction costs.1571 Another common feature is the provision of risk pooling to small investors, thereby 
providing them a better risk and return trade-off compared to what is possible through direct holdings. 

1572 The other characteristics are related to the process of fund management which give rise to fiduciary 
duty issues and “double agency problem” as both explained in chapter 2, section 3.  
 
With regard to the second part of the question various drivers on both the supply1573 and demand1574 
side were presented to explain the incentives for institutional investors' growth. In light of these findings 
it was furthermore explained that institutional investors’ growth and impact in financial markets over 
the last decades have brought both advantages and disadvantages. Put briefly and without being 
exhaustive, the benefits can be summed up as follows: institutional investors are major drivers of 
change in corporate governance systems and corporate behavior, play an important role in improving 
market liquidity, and therefore enhance the efficiency of the financial markets, have a positive effect on 
economic growth and possess the characteristics to stabilize financial market conditions. On the other 
hand, there are also disadvantages to the growing presence of institutional investors. For example, 
greater stock volatility and conflicts of interest between institutional investors on the one hand and 
small shareholders and firms' management on the other.  
 
I furthermore conclude that policymakers and regulators, in their pursuit of a stable financial market, 
should recognize and identify the institutional investors' role within these markets. After all, institutional 
investors are currently dominant market players and have produced a transformational change in the 
financial systems. Amongst other things, institutional investors have the ability to influence corporate 
behavior, increase allocation efficiency, promote management accountability, and aggregate capital for 
businesses to grow. 
 
In chapter 3, I describe the various stages of institutional investors' investment management process 
and the portfolio composition of two major investors within the OECD region (pension funds and 
insurance companies). The sub-question in this chapter reads as follows: 
 

2. What are the key stages of institutional investors' investment process in creating a portfolio? 

 

It goes without saying that certain matters with regard to the implementation will be different according 
to the applicable laws and regulation, the complexity of the management model, size of the portfolio 
and the category of the institutional investor.  
 
The first step towards the final investment starts with formulating a well-constructed investment policy 
statement. Such a document helps, among other things, to communicate clearly what the investors' 
investment policy is toward their various stakeholders and provides evidence of a prudent investment 
decision-making process. The following stages are: 1. Portfolio strategy and construction, 2. Strategic 

                                                      
1571 See chapter 2.2.  
1572 See chapter 2.2.  
1573 Superior risk-return profile (diversification), Shareholder protection , Fiscal advantages and Regulatory reasons 
1574 Wealth accumulation, Asset management industry, Social security system and Demographic factors  
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Asset Allocation, 3. Periodic Portfolio Rebalancing and 4. Performance Measurement and Evaluation. 
Each of these stages are described in detail in chapter 3.  
 
I subsequently pay attention to the composition of the portfolio of two major investors within the OECD 
region (pension funds and insurance companies) and emphasize that both investors mainly focus on 
fixed income securities. Here it was concluded that, due to low-interest rates, a low-yield environment 
and diversity purposes both investors are also exploring other opportunities such as: alternative assets, 
listed equities investments, and an increasing allocation of assets in foreign financial markets. 
 
In the final chapter of part 1 (chapter 4) I have shed light on three main factors affecting institutional 
investors' investment preferences. Key firm-specific characteristics, the role of asymmetric information 
and governance mechanisms have been studied in this context. This chapter answers the following 
research question.  
 

3. What are the main factors affecting institutional investors' investment preferences? 

 

Here I conclude that there is not a one size fits all approach with regard to institutional investors’ 
investment preferences since different investment styles and factors such as size of the institution, 
investment horizon, tax regimes, and geographical location can play an important role in their 
investment decisions. However, consensus has been reached on some preferences (in practice and 
literature), while others are still open to debate for which further research is necessary in order to attain 
additional insights. There is for example a widespread consensus on institutional investors' preferences 
towards "large firms" and “low leverage firms” and high quality stocks (referring to indicators such as 
“safety, earnings quality, and profitability”),1575 but less consensus on volatile stocks, momentum 
strategies and growth stocks.1576  
 
With regard to information asymmetry I conclude that since institutional investors are evaluated and 
monitored continually, it is essential that when making their investment decisions they are "intrinsically 
sound, but would [also] be considered by others to be reasonable, well-informed, and prudent".1577 
Institutional investors have therefore a strong preference for and like to deal with companies who are 
transparent. Moreover, I demonstrate backed by relevant research that more institutional holdings 
were allocated to strong governance firms and strong country-level governance (defined as "the level 
of shareholder right protection, and the enforcement of those rights with a country’s laws, culture and 
norms, and institutions").1578 
 

Part II (chapter 5-8)  

Chapter 5 takes a look at the impact of (income) tax on corporate decisions. I argue that from an 
investors' perspective it is important to clarify the mutual influences between taxes and corporate 
decisions since these findings enable institutional investors to anticipate the behavior of their (potential) 
investees in light of different tax incentives in various areas of a company, which ultimately may lead to 
better investment decisions. The research question that I set out to answer was:  
 

4. What is the relationship between corporate governance and taxation? 

 

                                                      
1575 See for more elaboration chapter 4.  
1576 See for more elaboration chapter 4.  
1577 Badrinath, S.G., Gay, G.D., & Kale, J.R. (1989). Patterns of Institutional Investment, Prudence, and the 
Managerial ‘Safety-net’ Hypothesis. Journal of Risk & Insurance, 56(4), 605–629 
1578 Beyond Country-Level Governance: Does Firm-Level Corporate Governance Quality Matter in Dividend Policy? 
Retrieved from: http://www.efmaefm.org/0EFMAMEETINGS/EFMA%20ANNUAL%20MEETINGS/2015-
Amsterdam/papers/EFMA2015_0181_fullpaper.pdf. 
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To reduce redundancy and to maintain a manageable length I first explore the relationship between 
taxation and corporate decisions and focus primarily on some key areas: capital structure, various 
investments1579, merger and acquisition, innovation and compensation policy. By analyzing various 
studies I conclude for example that taxes play a decisive role for capital structure consideration, merger 
and acquisition, and research and development (R&D) spending, while the discussed research outcomes 
vary for other decisions or policies. This is due mainly to the fact that when examining the relationship 
between tax incentives and dependent variables (such as investments, cash holdings, payouts and 
leverage) researchers apply numerous other variables (such as ownership structures, inflation, growth, 
profitability, business risk, etc.) which in research methodologies are difficult to separate or isolate from 
each other. Furthermore, tax research is also limited by database/transparency constraints, since tax 
returns are confidential and in most countries not accessible to the public with often an incomplete 
research material to work with.1580  
 
While the previous chapter focuses on the connection between taxes and corporate policies, chapter 6 
lays out and explains the interconnected relationship between corporate governance and taxation. In 
this chapter I discuss the definition, history, characteristics, usefulness and necessity of corporate 
governance in connection with the tax dimension. Here I first explore the different definitions of 
corporate governance in literature and practice and explain the variety of different corporate 
governance models1581 which coexist across the globe all with their own distinct features and 
mechanisms.1582 These variations are usually the result of differences in societal values and social 
structural approaches such as, cultural values, political systems, legal regimes, and economic structures.  
I then illustrate that the interaction between corporate governance and taxation is a two-way process. 
From the direction of taxes toward corporate governance I argue that tax systems and tax rules can 
influence corporate governance in various aspects since taxation can be used as an incentive or 
disincentive for all parties involved within and outside a corporation and can therefore also be used by 
the legislator for influencing mechanisms of corporate governance and managerial decisions. 1583  
 
I then explore the influence in the opposite direction in that a corporate governance framework also 
affects a company's approach to tax compliance and tax planning.1584 I conclude that given the 
responsibility of corporate agents for practices such as tax planning, reporting, and structuring within 
an organization and the link of these activities to various corporate governance measures and systems, 
corporate governance can be used as a tool to encourage or stimulate a certain tax behavior. This insight 
is important not just for tax authorities and policymakers in general but also for the internal and external 
stakeholders of a company. 
 

In the final part of the chapter I discuss the necessity of a good quality Tax Control Framework as part 

of good corporate governance and the design and implementation of such a framework. With regard to 

the first part I explain the advantages of such a framework from different perspectives: the tax authority 

perspective, the company's perspective and the perspective of the investor.1585 By providing investors 

an insight into the possible and existing (tax) risks, investors can assess to what extent these risks are 

managed and dealt with within the organization and allows them to create clear links between a 

                                                      
1579 Such as Research and Development (R&D), bonus depreciation provisions and Foreign Direct Investments 
(FDI). 
1580 Buss, T.F. (2001). The Effect of State Tax Incentives on Economic Growth and Firm Location Decisions: An 
Overview of the Literature. Economic Development Quarterly, 15(1), 90–105. 
1581 The two main Corporate Governance models are: "The stakeholder-oriented model" and "the shareholder-
oriented model". See chapter 6.7.2.  
1582 See chaper 6.2-6.6.  
1583 See chapter 6.7.  
1584 See chapter 6.7.  
1585 See chapter 6.8.  
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companies’ tax risks, tax strategy and performance. Furthermore they can assess to what extent these 

risks are in line with the preferences of the potential investor (for example: the desire of an investor not 

to invest in a company with an aggressive tax policy).  

 

I emphasize furthermore that it is important to realize that there is no 'one-size-fits-all' approach with 

regard to the design of a Tax Control Framework as each internal control system is tailored to the unique 

characteristics of that specific organization (think of size, structure, and complexity of the business, the 

particular industry where the organization operates in and the type of activities its carrying out). 

Nevertheless in designing such a control system there are generic elements that need to be taken into 

account (see section 7 chapter 6 for more elaboration).  

 

In chapter 7, I have shed light on the concept of corporate social responsibility (CSR) and its link with 

tax avoidance. Furthermore, the various definitions of corporate social responsibility are discussed. In 

this chapter the following research questions is posed:  

 
5. What does Corporate Social Responsibility (CSR) entail, what are the main drivers for companies 

to engage in CSR practices and how does this relate to tax avoidance? 

 

From the available literature, I conclude that no widely agreed definition exists on the CSR concept. 
However, despite the various definitions, there is consensus among scholars and in practice on the fact 
that CSR is a corporate behavior entailing a positive contribution and responsibility to society that goes 
beyond legal requirements. Special attention is also given to the motivations behind engaging in CSR 
activities. Creating a more favorable reputation, the desire to build legitimacy, organizational identity, 
the link with profit and competitive advantages are some of the main drivers for firms to engage in CSR. 
In this respect it should be noted that the tendency toward CSR and its justification varies across 
countries because of the variety of legal rules, cultural differences and boundaries of the firm within the 
various legal systems.  
 
With regard to the second question I first analyze and describe the graphical representation of the 
distinction between responsible and irresponsible and legal / illegal behavior by defining the various tax 
minimization approaches: tax mitigation, tax avoidance, aggressive tax avoidance and tax evasion. The 
first (tax mitigation) is generally explained as “lowering ‘one’s tax by adopting patterns of economic 
behavior that are within the spirit of applicable tax legislation and that may even be encouraged by 
government policy”.1586 Tax avoidance refers to intentionally seeking weaknesses, mismatches, and 
gaps within (international) tax laws and regulations to reduce tax liability. Although these tax planning 
schemes stay with the legal framework, they are often morally unacceptable and are in conflict with the 
spirit of the law. A further gradation on the tax planning continuum is aggressive tax planning in which 
multinationals set up artificial structures without any commercial or economic justification with the aim 
to pay as little tax as possible. Finally, tax evasion is tax fraud ‘the illegal practice of partial or non-
payment of taxes due’ which falls outside the scope of this research. 1587 
 
In order to connect the CSR dimension with the tax avoidance issue and in my attempt to answer the 
second research question, I have chosen to focus on the ethical/moral component of CSR based on the 
following two questions: 

I. Should ethics be relevant for economic behavior and how does this relate to tax avoidance? 
II. How should the relationship between law and morality be interpreted with regard to tax 

avoidance? 
 

                                                      
1586 See chapter 7.3.2.  
1587 See chapter 7.3.2. 
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With regard to the first question, I finally touch upon the so called “nature of the firm debate”, which is 
still unresolved. Within this context, I explore the aggregate theory, the 'real entity' theory, and the 
'artificial entity theory”.1588 With regard to the second question, I reject the premise from some 
businesses to use solely law as a moral template, suggesting that a legal act and a moral act are 
essentially the same thing. I argue that while on the one hand, the legal system shapes our social, 
political, and economic environment, on the other hand, it is also supplemented and influenced by our 
cultural values and norms (public morality). As a consequence, both morality and law influence our 
behavior and have an impact on whether or not a certain behavior is permissible. By exploring both of 
these questions I came to the conclusion that tax avoidance and aggressive tax planning (which are both 
allowed within the legal framework) are undesirable from the CSR perspective, since the latter goes 
beyond pure compliance with the law.  
 
Also, the "fair share" concept is briefly discussed in this chapter.1589 The concept of “fair share” is often 
equated with tax planning activities consistent with the letter and spirit of the law. I clarified that there 
is no clear and widely-accepted definition of fair share and with regard to the payment of a "fair amount 
of tax" there is still no one uniform understanding. I support certain initiatives1590 in adequately 
approaching this concept and am convinced that transparency, dialogue, and discussion on the topic 
among all relevant stakeholders is not only necessary to enhance our understanding on the concept of 
fair share but also on the still unresolved debate with regard to "the nature of the firm" (as mentioned 
above). 
 
In addition to the described connection between CSR and tax avoidance in section 4, I furthermore 
outline some initiatives and thoughts in literature for integrating responsible tax behavior within the 
CSR dimension and explore furthermore the correlation and relationship between tax avoidance and 
CSR.1591 
 
In chapter 8, I first provide an overview of the definitions, logic and theoretical implications of (tax) 
transparency. The term transparency has received various definitions from researchers. In this chapter, 
I have due to the scope of my research focused on transparency from the organization and management 
perspective linked with company disclosure. According to Hale (2008), an institution is transparent “if it 
makes its behavior and motives readily knowable to interested parties”. Within the (international) tax 
system several parties and international organizations have called for greater transparency in tax 
matters to secure "a fairer taxation in the EU and internationally".1592 Due to the scope of my research 
I focus on the following research questions:  

6. What is the current state of affairs regarding multinationals’ tax transparency practices and what 

recommendations could in this regard be made for further improvement?  

7. Why are enhanced corporate tax disclosures essential for institutional investors? 

 

This chapter illustrates that important discrepancies exist between the current corporate tax disclosure 
and institutional investor expectations. Therefore, companies should make an effort to disclose 
information, addressing tax policy, governance and performance to the highest degree possible in order 
to allow investors to evaluate a company’s tax strategy and risk exposure in context. To that end, 
investors would benefit from clear links between tax risks, tax strategy and performance, wherever 
possible. These practices can lead to tangible results for the companies as well, in the form of a more 

                                                      
1588 See for more elaboration chapter 7.4.  
1589 See chapter 7.4.1.  
1590 See chapter 7.4.2.  
1591 See chapter 7.5.2.  
1592 European Commission. (2015). Fair and Efficient Corporate Tax System in the European Union: 5 Key Areas for 
Action. Communication from the Commission to the European Parliament and the Council. Brussels: COM (2015) 
302 final. 
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sustainable tax policy within the organization and risk reduction (i.e. potential disputes with fiscal 
authorities, reputational, governance and financial damage). Since there is room for improvement 
regarding companies' tax disclosure, I have suggested a number of recommendations in this chapter 
which can be read in section 8.5.3. 
 
I use furthermore four main arguments, supported by relevant literature and practical examples, to 
explain the importance of tax transparency for institutional investors:  
 

I. Tax avoidance mechanisms and activities can contain reputational, legal, financial and/or 

governance risks. 

II. Investors realize that (corporate) tax payments are an important precondition for a business 

environment for generating positive returns. 

III. The impact corporate income tax can have on a company’s profitability. 
IV. Investors attach great importance to sustainable corporate tax policies of the companies that 

are resistant to regulatory change and stakeholder scrutiny.  

For a detailed discussion of these arguments, see chapter 8.4.  
 

Part III (chapter 9-11) 

 
In this part I planned to answer the following research questions: 
 

8. What are the main drivers and challenges for ESG investing and sustainable taxation?  
9. How do institutional investors approach the tax issue in their ESG framework? 

 
In chapter 9 I look into the various definitions associated with responsible investment, explore the roots 
and origins of the three1593 main categories of responsible investing with (bearing the scope of this 
research in mind) a more in-depth analysis of ESG investment. While Socially-responsible investing (SRI) 
focuses on the implementation of personal values and societal concerns within investment decisions, 
ESG is founded on the idea that the ESG factors have financial relevance. Impact investing involves, 
"investments intended to create positive impact beyond financial returns with great proactiveness to 
solve social and / or environmental challenges”. 1594 
 
In this particular chapter I conclude that despite certain study limits and caveats most researchers who 
explore the relationship between ESG and investment returns, refer to a positive association. As a result, 
institutional investors in practice are more and more advised to include sustainability parameters into 
their overall investment process.1595 It is then up to researchers and practitioners to strive for a further 
understanding of the ESG criteria and its implications for performance. 
 
I also draw attention to some challenges with regard to sustainable investing. Some examples are: 
insufficient and inadequate human capital or skills within the organization; lack of reliable data and lack 
of a standard definition and clarity around main ESG concepts and institutional investors’ short-term 
performance benchmarks. In order to contribute to the discussion, I present a number of 
recommendations to address these challenges. Some examples are: improve investors’ ESG expertise 
and knowledge, collaborate with other investors; introduce an internationally accepted ESG definition 

                                                      
1593 Socially-responsible investing (SRI), Sustainable investing (also known as Environmental, Social and 
Governance (ESG)-investing) and Impact investing.  
1594 See chapter 9.2.3.  
1595 Clark, G.L., Feiner, A., & Viehs, M. (2014). From the Stockholder to the Stakeholder: How Sustainability Can 
Drive Financial Outperformance. SSRN Electronic Journal. 
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and create standard industry metrics to measure non-financial performance; provide more clarity around 
the interpretation of fiduciary duty, and provide transparent guidelines on what ESG means in practice. 
 
In chapter 10, I first explain (backed by relevant literature) "how tax avoidance has the potential to 
deplete three common resources that provide value to society" which consequently may harm 
institutional investors’ investment returns.1596 In addition, I analyze the relationship between ESG and 
tax and conclude that within literature and due to various initiatives corporate taxation has been 
accepted as a critical part of institutional investors' ESG agenda.1597 I illustrate furthermore a number of 
direct consequences of tax avoidance for institutional investors and at the same time drivers for 
investors to take corporate tax practices into account while managing their investments. 1598 For an 
overview of these drivers and consequences see chapter 9.5. 
 
To avoid repetition, the second question (which covers chapters 10 and 11) will be discussed in the next 

section, as they both fall within the same scope of the main research question of the study. 

Part IV (chapter 12) 

 
In chapter 12, I discus the major impediments responsible for slowing down the integration of tax into 
institutional investors' ESG frameworks and provide a practical roadmap for investors in implementing 
the matter in their investment decisions. These two topics are addressed in the following two questions: 

10. What are the main impediments for integrating the tax issue into institutional investors' ESG 

framework? 

11. How to develop a responsible tax framework within the institutional investors’ ESG model? 

 
To improve the integration of responsible tax within institutional investors' ESG framework I have 
chosen to draw a parallel with the Juravle & Lewis (2008) framework and have analyzed the main 
impediments on three levels: individual, organizational and institutional. This leads me furthermore to 
the conclusion that the described impediments1599 can only be tackled if certain preconditions are met. 
These are: dialogue between different stakeholder groups, the emphasis on tax transparency and 
commercializing responsible tax practices by using the language of the business case. With regard to 
the second question, I refer to chapter 12 section 3 for the developed framework. 

 

13.3 General conclusion and main findings 
As shown in this thesis, corporate tax practices and responsible taxation in general have received 
considerable attention from a wider range of stakeholders including international bodies and 
institutions, governments, investors, NGOs, tax authorities, the media, scholars and the public at large. 
This increased focus on the topic has changed the global tax and regulatory landscape by various 
initiatives aiming to improve the international tax system and fight certain controversial tax practices. 
Within this landscape, I describe the increased awareness of institutional investors with regard to 
corporate tax strategies mainly from the ESG perspective and aimed to answer the following main 
research question:  
 
What is the relevance of the tax issue within institutional investors’ ESG analysis and how does this analysis 
affect their investment decisions and/or monitoring activities? 
 

                                                      
1596 Bird, R., & Davis-Nozemack, K. (2018). Tax Avoidance as a Sustainability Problem. Journal of Business Ethics, 
151(4), 1009-1025. 
1597 See chapter 10.3 for more elaboration.  
1598 For a further discussion of these points see 10.3.  
1599 See chapter 12.7.  
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As outlined in chapter 10 and 11, most institutional investors do not have a (comprehensive) ESG 
framework in which they integrate responsible tax issues into their overall investment decision-making 
processes. For those few investors who have paid attention to responsible tax issues within their ESG 
framework, the role and weight of the tax element is often unclear with regard to both its impact on 
the portfolios' overall risk-return profile and its relationship with other ESG components. The same 
applies to their monitoring activities. Below I will discuss these finding in more detail. 
 
First, institutional investors don’t have a uniform approach with regard to tax transparency 
requirements, which hinders comparability and can be a source of confusion among investee 
companies. Moreover, this lacuna forms a barrier to create a common language about 
transparency/reporting requirements within the investment community. To date, I have not yet 
identified any investor who has included the GRI Tax Standards as a requirement in their ESG analysis. 
This could be a promising step in tackling this challenge. Furthermore, although the majority of investors 
welcome the change to more tax transparency and accountability in corporate tax, they are (with a few 
exceptions) reticent to and unspoken about how tax disclosures are used in their ESG and investment 
analysis and how this is monitored during the investment cycle.  
 
Second, the strategies used by some investors with regard to firms’ corporate tax policy and 
performance are mainly limited to exclusion, voting and engagement. Institutional investors only rarely 
use exclusion as a strategy for aggressive tax planning schemes, unless such a structure persists over a 
long period of time. In all other cases, the suspicion of aggressive tax planning structures or lack of 
sufficient tax disclosure is a reason for some investors to:  

- address the situation through the use of voting rights during the annual general meetings 

(AGMs); 

- discuss the specific issue with the investee company through engagement and dialogue; or 

- increase the investments' risk premium 

However both the theoretical study in chapter 10 as well as the evidence generated by the case study 
in chapter 11 shows that investors lack a clear policy on how to deal with those controversies situated 
between “acceptable” and “harmful” tax practices. The case study subject, for example, did not apply 
or could not give an unambiguous, clearly outlined definition of aggressive tax planning. In order to 
adhere to a specific policy, it referred to the OECD definition of aggressive tax planning which is open 
to different interpretations.1600  
 
Another point requiring attention is the fact that some investors expect companies to have a responsible 
approach to tax, which they generally define as “responsibility beyond legal compliance” or “acting 
within the spirit of the law”. However, most investors do not clarify how this responsibility should be 
interpreted. Does beyond compliance, for example, mean voluntary disclosures beyond statutory 
obligations or something else? For a more detail overview of the findings see chapter 10 and 11. 
 
However, the lack of a detailed and clear policy regarding the above-mentioned issues does not mean 
that investors are not concerned or engaged with the tax behavior of their (potential) investees at all. 
Most investors consider the tax issue a part of ESG analysis, examine whether or not a companies' 
effective tax rate (ETR) seems reasonable, (however, a definition of what 'reasonable' means was not 
given), and take media coverage of controversial tax practices and government inquiries in 
consideration in their investment decisions or monitoring activities. Furthermore, although beyond the 
scope of this study I noticed during my research that all institutions were unanimous with respect to tax 
evasion or tax fraud. They all indicated that any form of tax evasion is unacceptable and that investments 
in these cases will not occur.  
 

                                                      
1600 See chapter 7.3.2.  
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Nevertheless, the subject within the investment community is still in the early stages since investors are 
still diligent in the process (if they have even reached this point) of crystallizing important practices, 
concepts and terms within their ESG framework (such as defining the “fair share” concept, developing 
processes and systems, identifying boundaries of aggressive tax planning or describing expectations 
toward investee companies with regard to tax transparency).  
 
To conclude and in view of the above, it is for various reasons important for investors to develop 
extensive policies and tools, beacuse: (1) tax authorities around the world are increasingly asking 
companies for their tax policy and strategies to be published, in addition to the various risks associated 
with tax avoidance practices1601 and (2) the growing demand from policymakers and national and 
international institutions, including the investment community1602 itself and society in general1603 to 
approach tax as an ESG issue. Such a process however takes time, resources, cooperation, commitment, 
and effort from all stakeholders1604, requiring attention not only for the theoretical implications 
between tax and ESG1605 but also practical steps1606 in developing a mature system in which the tax 
element is embedded within the investors' ESG framework. 

 

13.4 Future research directions 
 
The findings in this thesis identify some open areas to explore which I will discuss below. First, for the 
external validity of the study and to confidently generalize my main findings within this research, it is 
important to conduct more research with a larger sample size and depending on the research scope 
among different types of institutional investors spread over different graphical locations around the 
world. These future studies could for example focus on the following questions: 

1. How many and to what extent have institutional investors integrated the tax issue within their 

ESG framework and what are the main differences between the non-adopters and adopters? 

2. With regard to the adopters: how does the content of such a policy look like and which systems 

and processes are in place to review, monitor and evaluate performance? Furthermore, what 

was the role of the various stakeholders in developing such policies? For non-adopters: what 

are the motivations or barriers for not implementing the tax issue in the ESG framework? 

3. The majority of institutional investors are also active in private markets1607 and involved in 

various projects in which ESG investments and tax considerations are important issues to deal 

with. Which lessons can be drawn from this practice and to what extent can these findings be 

extrapolated to investors' publicly held firms?  

All the above questions, and without a doubt much more, can be explored through a variety of research 
methods (case studies, interviews, questionnaire surveys etc.) to further our understanding on the 
topic. 
 
Second, as illustrated in this thesis there are still many discrepancies between current corporate 
disclosure and investor expectations which prevents investors and other stakeholders from evaluating 
a company’s exposure to certain risks (read reputational risks, governance risks or potential earning 

                                                      
1601 See chapter 8.4.2.  
1602 See chapter 10.3.  
1603 See chapter 10.3.  
1604 Think of international bodies and institutions, governments and policy makers, companies, the investment 
community itself, NGOs, tax authorities, the media, scholars and the public at large. 
1605 See chapter 12.4. 
1606 See chapter 12.7.  
1607 Which is outside the scope of this research. 
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risk).1608 In order to close this gap various parties1609, including myself within this research1610, have been 
calling for more transparency. However as mentioned in chapter 8, section 2 transparency can also 
produce “unintended side effects”.1611 In this line, it is thus advisable to conduct further research on 
whether tax transparency achieves the objective sought by its advocates.  
 
Third, I predict that research with regard to the concept, determinants, and consequences of tax 
avoidance will grow in the future, since most governments try to collect more revenue, increase tax 
compliance, and close many of the existing loopholes. It is therefore essential to find common ground 
on an accepted definition of tax avoidance not only from governments' perspective (for efficiently 
executing their policies regarding the issue) but also to create a common language within the 
investment community. In addition, terminological and conceptual clarity allows scholars a more precise 
discussion on the topic. I am however aware of the complexity of the issue as it is not always easy to 
distinguish right from wrong tax planning by means of a single definition (see chapter 7 section 4). 
Nevertheless, as Hanlon and Heitzman and Gebhart1612 argue "continued research may increase the 
probability of an accepted definition".1613 In addition, further research is necessary to improve tax 
avoidance measures which are hard to validate due to the lack of reliable tax data. Moreover, more 
attention should be paid to how tax avoidance and CSR interrelate. In other words: how does the 
decrease or increase of CSR activities relate to the degree of tax avoidance? Until so far empirical studies 
regarding the relationship between tax avoidance and CSR have been ambiguous.1614 A greater level of 
understanding of this relationship allows stakeholders (more specifically investors) to assess to what 
extent the tax issue is taken seriously by companies who claim to be socially responsible. 
 
Fourth, I would like to encourage further research, development, and improvement of ESG models 
incorporating tax analyses and rating methodologies in determining whether a company pays its fair 
share of tax. Just like with ESG or sustainability models these findings could be used by portfolio 
managers to determine which companies they want to include in their portfolio. This approach 
enhances our further understanding of the tax issue within the ESG practice and its implications for 
investment performance, despite the various challenges and obstacles faced in this regard.1615  
 
Finally, further research is necessary to build on the findings presented in chapter 12 with regard to the 
“multi-level analysis of the major impediments” by continuing the task of theorization and conceptual 
clarification of the link between responsible tax and ESG. 
 
 
 
 
 
 
 

                                                      
1608 See chapter 8.4.2. 
1609 NGOs, tax activists, scholars, governments, national and international organizations, investors etc. 
1610 See chapter 8.4.2. 
1611 Such as misinterpretations, confusion and uncertainty, inadvertent opacity etc. See chapter 8.2.  
1612 Gebhart, M.S. (2017). Measuring Corporate Tax Avoidance–An Analysis of Different Measures. Junior 
Management Science, 2(2), 43-60. 
1613 Hanlon, M. and Heitzman, S.A. (2010). Review of Tax Research. Journal of Accounting and Economics, 
50(2):127–178. 
1614 See chapter 7.5.3.  
1615 Some examples of these challenges and obstacles may be; no clear and widely accepted definition of fair share 
or tax avoidance, lack of corporate tax disclosure and transparency, lack of a common language among the 
investment community, etc. See the following sections for more elaboration: 8.5, 9.7, 10.4, 11.6, and 12.4. 
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271. Galant, A., & Čadež, S. (2017). Corporate Social Responsibility and Financial Performance Relationship: A Review of 

Measurement Approaches. Ekonomska Istraživanja, 30. 
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