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1. Responsible tax and the role of DFIs 

 

Fostering responsible tax behaviour and transparency have become international priorities  

 

Tax is core to the development of sustainable and responsible businesses. Companies, as well 
as citizens, benefit from the services that governments provide based on tax-generated income. 
 
Tax legislation and enforcement are government responsibilities. In turn, companies also have 
an important responsibility to comply with the law, to abide by applicable international 
standards, such as the OECD Guidelines on multinational enterprises1, and to respect their 
share of the “social contract”. 
 
Tax avoidance has become an increasingly complex issue internationally due to the 
globalization of value chains and the existence of competing tax systems. This explains the 
increased public scrutiny of corporate tax avoidance and the interest of civil society 
organisations in promoting “responsible tax” and “tax justice”, focusing on the corporate 
taxation of multinational companies in developing countries. With increased economic 
integration and ample, legal opportunities for tax planning, international coordination to 
develop and enforce tax transparency standards has increased, particularly with the launch of 
the Global Forum on Transparency and Exchange of Information for Tax Purposes in 2009. 
The Global Forum is the multilateral framework used by both OECD and non-OECD countries 
to work on transparency and exchange of information for tax purposes, and its outreach has 
been broadening worldwide to cover a substantial number of financial jurisdictions.2 Technical 
assistance is also being provided by the Global Forum to help developing countries to become 
participants in the automatic exchange standard and meet its requirements. In parallel, the 
Financial Action Task Force (FATF), which was created in 1989 and has representation from 
most major global financial centres, has strengthened its recommendations and supervision 
on how to tackle money laundering and terrorist financing, including at the level of corporate 
vehicles3. These developments are also part of a global trend towards automatic exchange of 
information.  
 

 

 
 

*  This consultation draft reflects the work of EDFI’s task force on responsible tax in developing countries 

and consultation with EDFI members. It does not reflect the official position of EDFI or of its individual 

members. A final version of this briefing note is expected by the end of 2017. 

 

                                                        
1 http://www.oecd.org/corporate/mne/, which underlines under its §104 that companies should avoid 

inappropriate shifting of profits or losses. 
2 http://www.oecd.org/tax/transparency/ 
3 http://www.fatf-gafi.org/media/fatf/documents/reports/Guidance-transparency-beneficial-

ownership.pdf 

http://www.oecd.org/corporate/mne/
http://www.oecd.org/tax/transparency/
http://www.fatf-gafi.org/media/fatf/documents/reports/Guidance-transparency-beneficial-ownership.pdf
http://www.fatf-gafi.org/media/fatf/documents/reports/Guidance-transparency-beneficial-ownership.pdf
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The role of DFIs 

 

Development Finance Institutions (DFIs) are one of three main channels that OECD DAC 
donor countries and multilateral institutions use to channel development finance to low and 
middle-income countries (the others being aid and public-sector loans). DFIs are mandated 
to help reduce poverty and contribute to other Sustainable Development Goals (SDGs) by 
financing private sector enterprises in developing countries. DFIs realise their goals by 
providing much-needed long-term financing with a high risk-tolerance and by mobilising 
private investors to follow them. DFIs have built a successful track-record helping build 
successful businesses in difficult markets; and this helps catalyse additional private sector 
investment over time. 
 
DFIs each have their own strategies and target geographies for investments and typically invest 
capital through a mix of some, or all, of the following routes: 
 

• Direct investment: debt finance, mezzanine finance or equity investment; or 

• Indirect investment: investment through third parties, typically investment funds 
focused on developing countries. 

 
DFI investments contribute to development outcomes, most importantly to job creation, skills 
development, and the provision of value-added goods and services. Over time, investee 
businesses contribute to sustainable growth and improved living conditions in society that go 
beyond the investments’ direct impact. In particular, the growth of investee businesses can 
lead to increased tax revenues for governments in the developing countries. DFIs view tax 
revenues as an important contribution to economic development. This is in line with the SDGs, 
which recognize the need to identify additional sources of financing for development beyond 
aid. 
 
DFI investments generally contribute to several layers of taxation: 
 

➢ Investee level: DFI investments ultimately target local companies and clients 
(“investees”), which are tax payers (of corporate and income taxes, consumer taxes 
such as VAT, labour taxes etc.) 

➢ Private co-investors: DFIs often invest alongside private investors, from developing 
and developed countries, typically through investment funds. Those private investors 
are responsible for paying taxes in their respective countries of incorporation.  

➢ Intermediary investment structures: DFIs often invest through financial 
intermediaries (such as funds, banks, or non-bank financial institutions), which may 
or may not be domiciled in investment target countries. 

 
 
DFIs typically have a sphere of influence at the level of investment structures and at the local 
investee company level. Their influence at the private co-investor level is much more limited. 
While DFIs can, and do frequently, review the background and business information of 
potential private co-investors as part of their “Know your customer” policies, there is no 
contractual relationship through which the DFI can take responsibility for the effective tax 
compliance of co-investors. 
 
DFIs’ sphere of influence also does not extend to developing country governments. DFIs are 

mandated to engage with the private sector and they do not provide technical assistance or 

advisory services to public authorities on tax matters. Such work is typically supported by 

bilateral and multilateral aid agencies with a focus on tax-related reforms and capacity 

building. 
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2. Responsible tax in practice for DFIs 

 
Tax matters are complex and multifaceted, and to reflect this, DFIs can be expected to examine 
tax-related matters throughout the investment cycle, i.e. during pre-investment due diligence, 
the structuring process of the investment, and post-investment monitoring.  
 

 

a. Pre-investment due diligence 

 
DFIs are expected to have the reasonable assurance that investees adopt compliant tax 
practices which result in the correct and timely payment of taxes in the countries in which they 
operate. Where the size and type of investment warrants, DFIs are expected to conduct 
appropriate pre-investment due diligence to assess the risk of investees engaging in 
irresponsible tax behaviour, with respect to the following issues: 
 
Non-compliance 
 
DFI can be expected to encourage tax compliance at the level of their clients as a matter of 
principle. In practice, compliant behaviour cannot be taken for granted in many developing 
countries where tax regimes are complex, where formal private sector companies face serious 
competition with informal businesses, or where there are trust issues between the private 
sector and local tax authorities. 
 
When there is a sufficient risk of non-compliance, investees should be required to implement 
appropriate remedial solutions including, e.g., re-filing incorrect tax returns, paying back-
taxes and making additional disclosures to relevant tax authorities. While DFIs can be expected 
to encourage compliance, it is important to note that they cannot serve as substitutes for local 
tax administrations, which are the designated enforcers of law. 
 
 
Profit shifting 
 
In globalized operations, broadly accepted transfer pricing principles may still result in 
inappropriate and artificial allocation of profits between countries of operation, when the 
allocation is substantially divorced from the country of economic activity giving rise to such 
profits. One of the reasons is that transfer pricing remains subject to subjective interpretation. 
The OECD has sought to tackle this through its BEPS (Base Erosion and Profit Shifting) 
project4, which lays out principles that, if adopted by taxing jurisdictions, should help to 
eliminate deficiencies in existing transfer pricing principles. 
 
Against this background, instruments such as a tax risk assessment framework (“RAF”) can 
help DFIs, in the course of due diligence, to determine the likelihood that investees have 
inappropriately allocated taxable profits and losses between group companies in different 
jurisdictions. RAFs can be effective when they are flexible enough to allow assessment 
procedures appropriate to the type, size and complexity of the investment. Such procedures 
may range anywhere from high level analysis of the investee’s tax behaviour to investigations 
into the investee’s intragroup transactions. 
 

                                                        
4 http://www.oecd.org/tax/beps/ 

 

http://www.oecd.org/tax/beps/
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Where there is an indication of inappropriate profit allocation, remedial solutions should be 
developed that are commensurate to the risks identified. Examples may include the following 
requirements for investees: 
 

• to increase the level of engagement with tax authorities of the countries in which they 
operate;  

• to maintain contemporaneous transfer pricing documentation, even if not required by 
law; 

• to carry out robust retrospective transfer pricing studies to determine and use correct 
historic allocation of profits in adherence with overarching OECD principles and the 
specific laws of the countries in which they operate. 

 
 
Country by Country Reporting (“CbCR”) 
 
One of the BEPS recommendations is that companies should file Country by Country Reporting 
(“CbCR”) so that tax administrations can share information and work collaboratively to 
determine the appropriate allocation of taxable profits between jurisdictions. The OECD’s 
guidelines target CbCR for multinational groups earning combined revenues of €750m or 
more, recognizing that the risk of smaller groups inappropriately allocating profits between 
jurisdictions is lower, owing to fewer opportunities or capacities. Whilst this revenue threshold 
is substantially greater than the size of business that DFIs typically invest in, there may be 
situations where CbCR is a legal requirement. In these cases, DFIs can be expected to 
incorporate it into their pre-investment due diligence processes. 

 
 
b. Investment structures 
 
As financial institutions with a mandate to contribute towards development outcomes, DFIs 
tend to operate in countries with challenging and unpredictable institutional or legal 
frameworks, and where inadequate foreign investment protection laws, dispute resolution 
mechanisms or judicial enforcement substantially increase the investment risks. Despite these 
challenges, many DFI investments are made directly with local clients or financial institutions. 
But inadequate legal, judicial, regulatory and financial infrastructure can often not 
accommodate the requirements of private institutional investors. In order to mobilise these 
pools of investment, DFIs need to look at other options to fulfil their development mandate. 
Private institutional investors are discouraged from investing in developing countries when 
such pooling of capital is uneconomical or inefficient.  
 
When necessary in order to pool their capital, DFIs and private investors usually look to make 
investments through intermediate jurisdictions which possess the following characteristics: 
 

• Sound legal, judicial, financial and regulatory systems that can accommodate a wide 
range of investment strategies and that also provide adequate protection to investors’ 
commitments; 

• Possibility to accommodate a wide range of financial structures (including mezzanine, 
equity and debt – and combinations of these) suitable for developing country private 
sector investments; 

• Tax neutrality to mitigate against the unnecessary incidence of taxation stemming from 
having to use an intermediate jurisdiction. 
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Offshore Financial Centres (“OFCs”) are commonly used for stand-alone investment or 
international pooling of private sector capital5 because they offer those characteristics. 
Accordingly, there are non-tax reasons for DFIs to invest through an OFC. In the absence of 
suitable framework conditions, OFCs often constitute the only way to channel investments into 
target countries. 
 
 
Criteria for determining whether an OFC is appropriate 
 
Notwithstanding that there are non-tax reasons for using OFCs, DFIs are keen not to be 
associated with harmful tax practices that may be carried out by other investors, such as tax 
evasion, money laundering and non-transparency. Therefore, it is important for DFIs that 
OFCs are selected in an appropriate manner. In each case, the standard due diligence of DFIs 
assesses the compliance of potential OFCs with the internationally accepted standards in terms 
of tax evasion, money laundering and non-transparency. Chosen OFCs should also be 
transparent in relation to the formation and beneficial ownership of Special Purpose Vehicles 
(SPVs). 
 
The OECD Global Forum standards on transparency and exchange of information tax 
purposes remains the most broadly accepted set of standards at the international level. This is 
expected to limit the use of OFCs by DFIs to jurisdictions that are at least “largely compliant”6 
with the criteria defined by the Global Forum Standards, which includes the automatic 
exchange of tax information (“AEOI”). 
 
DFIs may also have to take into account other emerging international benchmarks, including 
for example, the pending EU initiative to agree on the criteria for designating “non-cooperative 
jurisdictions”. 
 
 
c. Post investment monitoring 
 
DFIs usually work with their investee companies to ensure best practices are maintained 
throughout the period of their investment. The approach typically depends on the size and type 
of investment. This may include: 

 

• Requiring investee companies to appoint an Audit Committee which, amongst other 
things, seeks to maintain best tax practices; 

• Periodically sampling a review of investee tax structures or imposing reporting 
requirements on investees 

 
In addition, DFIs are expected to review the compliance of structures used for ongoing 
investments with the applicable international standards for tax transparency. 
 

 

                                                        
5 There is no single accepted definition of the term “OFCs”. Territories that are often regarded as OFCs 

tend to have the following characteristics: large number of financial institutions engaged primarily in 

business with non-residents; external assets and liabilities disproportionate to domestic financial 

intermediation designed to finance domestic economies; low taxation of non-residents with no activities 

“onshore”; established legal and commercial infrastructures which can facilitate cross-border 

investments.  
6 This includes “Provisionally Largely Compliant” jurisdictions according to the recently agreed “fast 

track” procedure. See for instance  https://www.oecd.org/tax/transparency/fast-track-review-

procedure-frequently-asked-questions.pdf 

 

https://www.oecd.org/tax/transparency/fast-track-review-procedure-frequently-asked-questions.pdf
https://www.oecd.org/tax/transparency/fast-track-review-procedure-frequently-asked-questions.pdf
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3. Conclusions 
 
There is a recognition that responsible tax practices extend beyond the appropriate use of 
OFCs. As a result, a more holistic approach is needed when DFIs assess the responsible tax 
aspects of investment opportunities. 
 
DFIs respect the sovereignty of countries in deciding their tax policies and regimes, including 
the use of bilateral treaties intended to avoid of double taxation. DFIs also operate in countries 
with challenging and unpredictable institutional frameworks, where inadequate foreign 
investment protection laws, dispute resolution mechanisms, judicial enforcement and foreign 
exchange transactions regulations substantially increase investment risk. These matters have 
to be factored into DFIs’ investment analysis so they can take appropriate actions to mitigate 
risks in a responsible manner. 
 
DFIs play an important role in encouraging clients to comply with tax laws, and not to engage 
in inappropriate, but nevertheless legal, shifting of taxable profits from the developing 
countries in which they operate. At the same time, there are limits to the responsibility that 
DFIs can take on in relation to tax compliance of other investors. As financing institutions, 
DFIs are neither legislators, regulators, auditors nor tax inspectors. 
 
DFIs seek to foster responsible investment practices, and seek to lead by example, also when 
it comes to responsible tax. In doing so, they can have a strong demonstration effect on private 
investors and a direct influence over the companies they invest in. 
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