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In recent years, many countries have enacted or proposed
excess profit taxes (EPTs) targeting profits that corporations
earn as a result of extraordinary events beyond their control.!
Prominent examples include the European Union’s tax on
energy companies windfall profits arising from the war in
Ukraine,” national-level excess taxes imposed or proposed in
Europe’ and Israel on financial-sector profits linked to
higher interest rates,” and US proposals aimed at profits
generated during the COVID-19 pandemic and periods of
elevated gasoline prices.” These modern measures draw heav-
ily on historical EPTs introduced in Europe and North
America during the First and Second World Wars.®

The current conflict between the US and Iran has
significantly raised oil and gas prices and has therefore
resulted in increased profits for the US fossil fuel
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industry.” The predictable result has been a revival of
calls for an EPT on the industry.”?

This column discusses the application of the EPTs (also
referred to as windfall taxes) that have gained renewed
interest and popularity over the past several years. The
revival of these windfall taxes gained renewed interest
following the COVID-19 outbreak, which led to a sharp
in corporate revenues of medical equipment and pharma-
ceutical industries.” However, the revival of such taxes
was also used following the recent rise in energy prices
mainly in Europe, leading to a sharp increase in corporate
revenues of energy corporations and the recent surge in
borrowing interest rates that was not accompanied by a
corresponding increase in lenders’ interest rates which, in
turn, led to a sharp increase in the corporate revenues of
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the banking sector.
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Not only are these taxes viewed as a means to finance
governmental needs, but they also assist the government
in supervising large-scale and sophisticated cross-border
taxpayers that possess significant economic and political
powers."" The main criticism is that the corporations that
become exceptionally profitable do not hesitate to exploit
their monopolistic powers and inflate their prices.'”

EPTs were first introduced during World War I by
over a dozen countries, not all of whom were active
belligerents. Denmark, which was neutral, imposed an
EPT on food exporters that received a permit to trade
with Germany.'> Other countries followed by imposing
similar taxes.'* EPTs were regarded as minimizing the
unjust enrichment of taxpayers who profited from the
world's misery, and as a contribution to revenue as gov-
ernment expenditures increased because of the war. These
EPTs were generally repealed at the end of the war."

In his war budget speech, then Great Britain Chancelor
of the Exchequer David Lloyd George justified the impo-
taxes’ in remarkable

sition of ‘war the following

statement:

During the war and during the period of reconstruction
... I think we can look forward to something like four
or five years when the industries of this country will
have the artificial stimulus which comes from these
abnormal conditions ... I want to impress upon the
Committee with all the earnestness at my command
that it is desirable that the nation, during this period
of inflation, should raise as much money out of taxa-
tion as it can be induced to contribute. It is easier to
raise taxes in a period of war and to lower them in
a period of peace than it would be to raise even
lower taxes in a period of peace. War is the time
for sacrifice, and that makes a difference. It is a
time when men know that they are expected to give up
comforts, possessions, health, limb, life, all that the
State requires in order to carry it through the hour of
its trial. It is a time of danger, when men part willingly
with anything in order to avert evils impeding on the
country they love. Every twenty million raised annually
by taxation during this period means four or five

million taken off the per thereafter imposed on the
country. Inflation is a nasty by-product of war, a result
of war spending, and of the errors of war finance.
Inflation spreads its influence unevenly from class to
class and from man to man, enriching some and impov-
erishing others. It is undoubtedly less disturbing, at a
time when the least possible disturbance of industry is
highly essential, to gather some of the needed extra
revenues from those who profit by the irregular rise in
prices than it would be to increase the general taxes.
Those who get rich from war inflation can cer-
tainly well afford to pay war taxes. To use the
phrase of the street, ‘a good way to get money for
the government is to take it from those who have
ic. '
Historically and contemporarily, EPTs aim to tax profits
exceeding a benchmark ‘normal’ return. Two principal
methods have been used to identify such excess profits.
The first defines a standard return to capital (and some-
times labour) and taxes only profits above that threshold.
Modern examples include the US GILTI regime and Pillar
One of the OECD’s Base Erosion and Profit Shifting
(BEPS) project, both of which focus on profits exceeding
an arbitrary fixed percentage return, although the GILTI
rule was repealed in 2025."” The second method compares
profitability during an extraordinary period — such as
wartime or crisis conditions — to profitability in a prior,
ostensibly normal period, taxing only the increase.'®
Despite their long history, neither approach has proven
satisfactory. The ‘normal return’ methodology requires
defining an appropriate benchmark, a task that is inher-
ently arbitrary and varies widely across industries. Simple
formulas ignore differences in scale, risk, and capital
intensity, while complex formulas invite manipulation,
impose significant enforcement costs, and generate litiga-
tion. Measuring excess profits based on absolute profit
levels is particularly problematic, as larger firms naturally
earn higher profits regardless of their true profitability
rates. Conversely, relying on profitability ratios introduces
distortions across industries and can incentivize inefficient
behaviour designed to reduce reported profitability."”
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These technical challenges reflect a deeper conceptual
problem. EPTs rest on the premise that ‘normal’ profits
are deserved because they result from managerial effort,
while excess profits are undeserved because they arise from
external events. This distinction is flawed. A large body of
economic literature shows that many high corporate prof-
its are economic rents attributable to monopoly power,
political conditions, or luck rather than superior manage-
rial performance. Moreover, imposing EPTs may discou-
rage socially valuable risk-taking and innovation,
particularly in research-intensive industries where high
returns compensate for substantial uncertainty and failure
risk.

A separate but related issue concerns the interaction
between EPTs and the corporate income tax. Corporate
income taxation was originally introduced to regulate
corporate power and to facilitate tax collection at the
source.”® EPTs, by contrast, were designed to prevent
firms from exploiting exceptional circumstances to extract
extraordinary profits. While the incidence of the corporate
income tax remains contested, there is broad consensus
that taxes on monopoly rents are borne primarily by
shareholders except when such goods or services demand
is inelastic, when there may be no substitution for the
goods or services consumed, and especially when the con-
sumers may not freely determine whether to continue to
purchase the goods or services.”' As a result, EPTs on
excess profits can be both efficient and progressive.
Nonetheless, layering EPTs on top of existing corporate
taxes complicates tax administration and raises difficult
questions about tax incidence, revenue allocation, and
cross-border coordination.

Globalization intensifies these challenges. Unlike a
century ago, capital and labour today are highly mobile,
making EPT tax bases particularly vulnerable to erosion
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through profit shifting and corporate restructuring.”
Domestic consolidation rules alone are insufficient in a
cross-border context.”” For this reason, EPTs provide an
opportunity to revisit the flaws of the arm’s-length trans-
fer pricing regime and to consider a unitary or formulary
apportionment approach, particularly for multinational
(MNEs).
would be ideal, unilateral adoption with limited interna-

enterprises While multilateral coordination

tional alignment may still be feasible.

I HistoricAL EXPERIENCE WITH EPTs

EPTs were first introduced during the early phases of
World War I, when numerous European and North
American governments sought to finance war efforts and
curb perceived unjust enrichment. Early examples include
Danish and Swedish ‘war profit’ taxes on traders benefit-
ing from wartime shortages. These measures shared com-
mon features: they were temporary, imposed on profits
exceeding pre-war benchmarks, applied territorially, and
were often levied at high rates without eliminating post-
tax pycofitalbility.24

Historical data demonstrate that EPTs generated sub-
stantial revenue while allowing firms to remain profitable.
In the United Kingdom, EPT revenues accounted for
nearly one-third of total government receipts in 1918.%
In the United States, excess profits taxes during World
War II generated over one-fifth of total federal revenue in
some yealrs.26 Contemporary EPTs, such as the United
Kingdom’s energy profits levy introduced in 2022, con-
tinue this tradition, raising significant revenue with lim-
ited behavioural impact due to inelastic demand and
strong market power.”’

While most historical EPTs were temporary, their
recurrence during successive crises suggests enduring
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political and fiscal appeal. According to IMF data, dozens
of countries currently impose some form of EPT, typically
thresholds.
Average rates are moderate, but top marginal rates can

triggered when profits exceed specified
be quite high, reflecting governments’ preference to cap-
ture rents without fully eliminating corporate incentives.
Based on the IMF Report, the average EPT rate among
these countries is 25%), with a threshold of 14%. Notably,
the average top marginal EPT rate reaches 58%, and the
top profitability threshold is 28%. These figures explain
why EPTs generally carry a limited behavioural impact
and are viewed primarily as a fiscal revenue tool. The IMF
Report further finds that most EPTs are enacted on a
temporary rather than permanent basis. In our view, this
approach is distortive and invites manipulation. While
permanent EPTs may be less politically popular, particu-
larly when they contribute to price increases, they would
provide greater certainty and reduce arbitrariness.
Accordingly, to the extent EPTs are adopted, they should
be structured on a permanent basis and not on a tempor-

.28
ary basis.

2 CONCEPTUAL AND PRACTICAL
DIFFICULTIES

Despite their revenue potential, EPTs pose persistent
design problems. Determining a ‘normal’ return remains
inherently arbitrary and varies widely across sectors.
Differences in risk profiles, capital structures, and compe-
titive conditions complicate any uniform benchmark.
Firms can also manipulate reported profits through
restructuring, income shifting, or transfer pricing strate-
gies, particularly within multinational groups.

More fundamentally, the distinction between ‘deserved’
and ‘undeserved’ profits collapses under scrutiny. High
returns may stem from monopoly power created by
innovation, patents, or network effects rather than oppor-
tunistic behaviour during crises. Taxing such returns

indiscriminately  risks undermining incentives for
investment in research, development, and long-term
growth — activities that generate substantial social
benefits.

At the same time, EPTs often fall on goods and services
with inelastic demand, enabling firms to pass costs on to
consumers and as such these taxes operate regressively.

This regressive effect contradicts the egalitarian rationale
often invoked to justify windfall taxation. Without com-
pensatory mechanisms, EPTs may exacerbate inequality
rather than mitigate it.

3 EPTs AND OPTIMAL TAX THEORY

From an optimal tax perspective, taxation should satisfy
principles of equity, certainty, neutrality, and efficiency.””
EPTs can be viewed as corrective or Pigouvian taxes aimed
at internalizing rents associated with market power or
exceptional circumstances.”® As such, they may be prefer-
able to direct regulation in addressing certain domestic
When
externalities, their effectiveness is much more doubtfu

it comes to address cross-border
31
1.

externalities.

However, corrective taxes also risk distorting beha-
viour, particularly where demand is inelastic or where
profits reflect socially valuable innovation rather than
harmful conduct.”” Optimal tax theory therefore suggests
that EPTs should be carefully targeted and embedded
within a broader system of taxation and redistribution

that accounts for behavioural responses and distributional
effects.”

4 A PROPOSED FRAMEWORK FOR REFORM

We propose reconceptualizing EPT's as a permanent, econ-
omy-wide component of the corporate tax system rather
than as ad hoc, sector-specific measures. EPTs should
apply uniformly across industries but incorporate adjust-
ments reflecting industry or sector unique characteristics,
investment risk, capital intensity, and social contribution.
The ‘excess’ element should be determined by allowing
expensing, which exempts the normal return for capital
from tax, rather than by an attempt to establish what the
normal return is.”*

To address regressivity, EPT revenues should be paired
with redistributive mechanisms, such as targeted transfers
or tax credits for low-income households. Earmarking
revenues for such purposes can transform a regressive tax
into a progressive fiscal instrument.

In the cross-border context, EPTs should be calculated
on a consolidated basis and allocated using a formulary
approach centred on destination-based factors, such as
sales by market.
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A coordinated EPT would become a formulary appor-
tionment approach, using sales by destination for allocat-
ing the tax base (except for location specific rents to be
taxed at source). Such design shares the key characteristic
of Pillar One under the 2021 Inclusive Framework agree-
ment that consolidates a ‘residual’ profit of the MNE at
the global level (defined as a predetermined profit margin
of above 10% of global revenues) and allocates 25% of
this residual to market countries (based on sales by desti-
nation). Thus, by going a step further from a unilateral
EPT on the consolidated account of the multinational
company to a coordinated EPT across countries (and allo-
cating the tax base to market countries), we end up with a
destination-based system that is similar in nature to the
allocation idea of Pillar One.”

This approach would reduce opportunities for profit
shifting and align EPTs with emerging international tax
norms reflected in OECD’s Pillar One framework.
However, since applying such a reform universally to both
small, medium-sized and large-scale businesses is politically
unrealistic, we therefore recommend imposing such progres-
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sive EPTs reform on large-scale multinationals operating
globally (at rates that equal or exceed the declining marginal
cost of the goods or services supplied), allocated on a destina-
tion basis across markets. Such an approach could ultimately
replace the arm’s length principle and the transfer pricing
regime with a unitary taxation model and multilaterally

adopted formulary apportionment.” 6

5 CoONCLUSION

EPTs have reemerged as a popular fiscal response to
While
effective in raising revenue, traditional EPT designs

crisis-driven corporate windfalls. historically
suffer from arbitrariness, susceptibility to avoidance,
and adverse distributional effects. This column argues
for a reimagined EPT framework that treats excess profit
taxation as a permanent, corrective instrument aligned
with optimal tax principles. Properly designed, EPTs can
regulate corporate power, preserve innovation incentives,
reduce inequality, and function effectively in a globa-
lized economy.
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