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ABOUT THE SOUTH CENTRE

In August 1995 the South Centre was established as a permanent in-
tergovernmental organization of developing countries. In pursuing
its objectives of promoting South solidarity, South-South coopera-
tion, and coordinated participation by developing countries in in-
ternational forums, the South Centre has full intellectual indepen-
dence. It prepares, publishes and distributes information, strategic
analyses and recommendations on international economic, social
and political matters of concern to the South.

The South Centre enjoys support and cooperation from the
governments of the countries of the South and is in regular working
contact with the Non-Aligned Movement and the Group of 77 and
China. The Centre’s studies and position papers are prepared by
drawing on the technical and intellectual capacities existing within
South governments and institutions and among individuals of the
South. Through working group sessions and wide consultations,
which involve experts from different parts of the South, and
sometimes from the North, common problems of the South are
studied and experience and knowledge are shared.
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PREFACE

A substantive reform of the global tax system involving a variety of
multilateral platforms is underway. The question is not whether the tax
standards and practices will change, but in which direction.

Developing countries have long sought changes in rules, standards and
procedures shaping the allocation of taxing rights among sovereign states.
Developing countries have long hosted the subsidiaries of multinational
companies. In sharing the taxing rights over these companies which
are overwhelmingly headquartered in developed countries, developing
countries sought to change the dominant tax conventions’ procedures that
strongly protected the taxing rights of rich countries. These proposals were
successful only in a piecemeal fashion and as suggested alternatives to the
overarching Organisation for Economic Co-operation (OECD) Model Tax
Convention which are agreed standards among the 34 sovereign states —all
developed countries — of the OECD. Developing country proposals were
maintained mainly in the United Nations (UN) Model Double Taxation
Convention. When they followed standards contrary to the OECD
convention, developing countries risked being seen as a less important
destination by foreign investors. While many developing countries have
been included in various lists as ‘tax havens’, in the experience of developing
country tax authorities they have found developed country facilities to be
the most haven-friendly for taxpayers seeking to evade paying taxes locally.

Developed country governments came on board the agenda of a more
thoroughgoing reform in the wake of tax scandals which engulfed their
societies and polities in the midst of the Great Recession of 2008-2010. In
the wake of the Great Recession, these governments engaged in massive
public sector layoffs and channelling enormous public resources to bail out
large financial companies and their wealthy investors. The Panama Papers,
the Paradise Papers, the Lux Leaks became household words in the United
States and Europe because of the journalistic coverage. Other scandals, such
as the “cum/ex” fraud in Germany involving a loophole in the taxing of
dividend receipts were less well known but just as materially significant and
embarrassing to public authorities. There was also a diplomatic and treasury
row between the United States and Switzerland over the secrecy facilities of
the latter’s banks which was resolved with great difficulty between the two
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countries. The large ‘tech’ companies, including Google and Apple, which
had enjoyed positive public reputations, were found to be avoiding enormous
tax liabilities in places where they operated by moving their profits to and
through low tax jurisdictions such as Ireland and the Netherlands.

Tax reform, particularly as it applied to the treatment of corporations
working in multiple tax jurisdictions, thus became not only a problem of
developing countries but an issue of global concern.

The OECD Base Erosion and Profit Shifting Project (BEPS) has
become an important venue for these reform discussions. The work of the
UN’s Committee of Experts on International Cooperation in Tax Matters,
while only an expert body, has garnered new intense interest on the part of
developing country governments and international civil society because of
its more representative character. Various bodies of the European Union
have become active in adjudicating, analyzing, and making proposals on
tax reform. Regional tax administration forums in Latin America and
Africa became very active participants in these efforts.

In November 2016, the South Centre launched the “South Centre
Tax Initiative” (SCTI), a project to build a network of tax officials and
experts from the South to advance the interests of developing countries in
the current global effort at tax reform and combat against illicit financial
flows. The South Centre is an intergovernmental think tank of, for and by
developing countries. It currently has 54 Member countries. The current
chairperson of the South Centre Board is former South African President
Thabo Mbeki who led the high level panel which introduced the term
Illicit Financial Flows as an object of multilateral attention. Under this
initiative, the South Centre has convened two global fora, attended by over
60 tax officials from developing countries. The South Centre provides the
secretariat for this network building project.

The main objectives of the South Centre Tax Initiative are oriented to
guarantee that the ongoing global reform process goes in “the right direction™:

(1) Toupgrade the capacity of developing country authorities in researching
the design of effective tax policies for their own countries drawing on
lessons and experiences from the developing country context;
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(2) To strengthen and better coordinate developing country engagement
with and negotiations in international tax cooperation activities
such as in the OECD-Group of Twenty (G20) processes, the UN tax
cooperation work, and regional cooperation activities; and

(3) To establish international tax cooperation mechanisms among
developing country authorities, for arriving at agreed norms and mutual
action at the regional and global levels.

It is important to underline that drawing lessons from the
developing country context will be critical if the ongoing process
of global tax reform is to benefit developing countries and achieve
substantial success. OECD-preferred standards have not only proven
disadvantageous to developing country tax rights, at the basic level
they are quite impractical and unenforceable. The need for example,
to utilize “comparable transactions” for the purpose of auditing
pricing decisions of transactions among related firms as required by
OECD is unfeasible in developing countries whose economies do not
have the variety of firms and transactions accessible to developed
and industrialized countries. Innovations to such price determination
which are workable and protect their interests have been introduced
by developing countries, but the OECD does not recognize these or
considers these as inferior practices.

This publicationisan outcome of this project based on contributions
from developing country officials. It is part of an effort to create
international literature among the practitioners of tax policies and
administrations from developing countries to share the technical
content of developing country innovations within the international
tax community. Most of the articles in this collected volume come
from developing country officials, though the publications programs
will also welcome contributions from some academics or civil society.

Each of the chapters, which have been peer reviewed, is an
analysis of a particular case or issue in order to draw lessons from
experiences on tax reform which may be useful for other developing
country officials and practitioners around the world and promote tax
cooperation.
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In this initial offering of such case studies, we include:

. a review of BEPS from a Brazilian expert, including the
areas where Brazilian practice already fulfils or exceeds
BEPS proposals

. an Indian analysis of the interaction of transfer pricing
and profit attribution, based on the interaction between
OECD and UN models

. an Argentinian review of transfer pricing concepts and
practices on the lines of the “Sixth Method” pioneered
by Argentina

. a study on the recent Indian experience on the exchange
of information

. a South African analysis of transfer pricing audit
challenges in Africa and the need to strengthen domestic
legislation

. the conceptual and practical issues relating to illicit
financial flows

. an exposition and analysis of the longstanding Brazilian
definition and treatment of tax havens

. Ecuador’s new policies in its efforts to reduce the harms
from tax havens

. a review of the state of thinking and research on the
pressing issue of tax reform and tax cooperation and its
gendered impacts

The South Centre is pleased to publish these studies on developing
country tax reform policies for the consideration of developing
country officials (especially those in their tax policy-making
and administrations), of the broader international community
of tax experts and professionals, and of the global community of
development experts and practitioners.

Dr. Carlos M. Correa
Executive Director
South Centre
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CHAPTER 1
INTRODUCTION

Danish, Manuel F. Montes, Daniel Uribe, Monica Victor

In 1990, the South Commission clearly identified tax reform as one
of the challenges facing the Global South, noting that “The amount
of tax revenue a government can raise is clearly dependent on
the productivity of the economy and is also influenced by its own
administrative capabilities.” Over 25 years later, the Addis Ababa
Action Agenda also recognized that “domestic resources are first
and foremost generated by economic growth, supported by an
enabling environment at all levels.” But the scale of the challenges
has increased manifold in the intervening years, and, as it was
famously observed, achieving the Sustainable Development Goals
(SDGs) would require a movement from “billions to trillions”.?

Attaining the 17 SDGs and 169 Targets under the 2030 Agenda
for Sustainable Development requires countries to mobilize revenues
at the domestic level, including through effective collection of tax
revenues. States need to enhance their tax base, while simultaneously
preventing resource flight through illicit financial flows (IFFs). This
1s most acute in the case of “commercial IFFs”, with estimates
suggesting that quantitatively, commercial activities account for 65
per cent of IFFs. According to the United Nations (UN) High Level
Panel on Illicit Financial Flows from Africa led by former South
African President Thabo Mbeki, these “commercial IFFs” include
practices such as “abusive transfer pricing, trade mispricing, mis-
invoicing of services and intangibles and using unequal contracts,

' South Commission, The Challenge to the South (Oxford University Press, 1990),
p.124.

2 Development Committee, “From Billions to Trillions: Transforming
Development Finance, Post-2015 Financing for Development: Multilateral
Development Finance”, Discussion Note (2 April 2015). Available from
http://siteresources.worldbank.org/DEVCOMMINT/Documentation/23659446/
DC2015-0002(E)FinancingforDevelopment.pdf.


http://siteresources.worldbank.org/DEVCOMMINT/Documentation/23659446/DC2015-0002(E)FinancingforDevelopment.pdf
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all for purposes of tax evasion, aggressive tax avoidance and illegal
export of foreign exchange”? Therefore, for enhancing resource
mobilization in developing countries, one must positively consider
the views of the UN Secretary-General when he notes that, “more
effective taxation of large businesses, including multinational
enterprises, can boost revenue, while contributing to perceptions of
fairness in tax systems and reducing inequality.”™

The early 20" century saw an unprecedented easing of the ability
of capital, goods and services to flow across international borders.
This was accompanied by a proliferation of double taxation treaties
(DTTs) since at least the 1920s, which allocated taxing rights among
countries and provided them with specific jurisdiction to tax income
or capital. Now, with globalization and the global operations of
multinational enterprises (MNEs), taxation and its regulatory
frameworks have gained intrinsically global dimensions.

The rise in cross border e-commerce transactions is also bringing
forth new issues, such as the shift towards a service-based digital
economy and use of intangibles, with their associated fees and
royalties. The adoption of platforms and advertisement driven
business models, along with fundamental questions on value addition
and characterization of income for tax purposes have disrupted
entrenched rules and provided MNEs with new avenues to indulge
in aggressive tax planning activities. Such schemes generally include
MNE:s being able to shift their profits to offshore jurisdictions where
they would pay little to no taxes on their income.

Thus, there is a pressing need for a multilateral recognition of
the differences in the ways that developing and developed countries
treat companies, especially MNEs operating in their territory. The
pressure to project a stable and attractive environment for foreign

3 Report of the High Level Panel on Illicit Financial Flows from Africa, p.24.
Available from https://www.uneca.org/sites/default/files/PublicationFiles/
iff_main_report_26feb_en.pdf.

4 United Nations Economic and Social Council (UN ECOSOC), Note by the
Secretary-General, Financing for Sustainable Development, E/FFDF/2019/2, 11
March 2019, para. 32.
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investment on one hand, and the need to obtain positive benefits
from incoming investment on the other shape the tax policies of
developing countries to a great extent. These two imperatives lie at
the heart of the challenges that developing country tax authorities
face in drafting their domestic policies and negotiating with other
states on the allocation of the taxing rights over such economic
actors.

These developments are imposing substantial losses for
developing countries in their efforts to mobilize revenue domestically.
The emergence of new technologies and the digitalization of the
economy are the big challenge for revenue authorities, requiring the
creation of an entire new set of tax rules which will be equitable
and cognizant of the developmental needs of emerging economies.
These rules will also need to ensure that a fair share of taxes is
paid by the enterprises and industries, including those benefiting
from a digitalized economy, to the jurisdictions where they make
their profits. It is equally important that the profits generated are
not shifted out of the country using illicit means. Corporate income
taxes are crucial for developing countries, as for them it “frequently
amounts to over 25 percent of total revenues”,’ and at “about 20
per cent of total taxes, they are nearly twice as important as for
developed countries”. According to the United Nations Conference
on Trade and Development (UNCTAD), corporate taxes yield two
thirds of all income taxes in developing countries, while it is only a
quarter in developed countries. Thus, as a share of gross domestic
product (GDP), corporate income tax amounts to “almost 4 per cent
of GDP in developing economies against 2 per cent in developed
economies”.® Estimates also suggest “revenue loss to developing
countries from profit shifting at 1.3 percent of GDP, which is much
larger than for OECD countries™.’

> Rueven S. Avi-Yonah, “Hanging Together, A Multilateral Approach to Taxing
Multinationals”, in Global Tax Fairness, Thomas Pogge and Krishen Mehta, eds.
(Oxford University Press, 2016), p. 114.

8 UNCTAD World Investment Report 2015, p. 181.

7 International Monetary Fund (IMF), “Corporate Taxation in the Global
Economy”, Policy Paper No. 19/007 (10 March 2019), p. 54.
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The interest of countries, especially developing countries, in
seeking a more effective and just regime of international taxation
has been hampered by several challenges in the current international
framework, which is itself based on rules that emerged almost a
century ago.® This has led to the recognition and a global consensus
on the much needed reform of the international tax regime to update
it and make it relevant again for countries and taxpayers.

Although the competing claims over taxing rights include a broad
range of issues, the choice between “source” or “residence” taxation
system remains the main controversy when allocating taxing rights
and income among developing and developed countries. Having
“source”-based taxation is often critical for developing countries for
taxing profits generated within their territory, while residence-based

8 See Sol Picciotto, International Business Taxation: A Study in the
Internationalization of Business Regulation, p. 19. Available from
https://www.taxjustice.net/cms/upload/pdf/Picciotto%201992%20
International%20Business%20Taxation.pdf.


https://www.taxjustice.net/cms/upload/pdf/Picciotto%201992%20 International%20Business%20Taxation.pdf
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taxation would allow countries where the enterprises are “resident”
or incorporated, which are usually developed countries, to impose
taxes. This balance is decided by the DTTs existing between the
countries, which are generally based on the United Nations (UN)
Model Convention® or the Organisation for Economic Co-operation
and Development (OECD) Model Convention,'” with the former
favoring the retention of greater “source country” taxing rights. For
countries to use taxation as a critical tool for financing development
and eradicating poverty, they need to have the sufficient policy space
to implement taxation policies for maximizing domestic finances.
These treaties are therefore intricately linked with the ability of
countries to generate revenue for their sustainable developmental
efforts.

Within this context, developing countries also face a broad range
of challenges, from abusive tax planning to transfer mispricing,
commercial illicit financial flows and harmful tax competition,
among others. These challenges are also embodied in the diverse
minutiae of domestic tax laws, articles in double taxation treaties,
implementing regulations, and procedures and practices that
establish the environment within which developing country tax
authorities must operate. In response to this, developing countries
have introduced many innovations and alternative procedures which
are often at variance with regulations and practices in developed
countries.

Although certain initiatives, such as the Base Erosion and
Profit Shifting (BEPS) project, launched in September 2015 under
the umbrella of the Group of 20 (G20) and OECD, recognized the
existence of a need of reform, they have not considered some of the
most critical needs of developing countries and fall short at increasing
developing country participation over the standard setting and

° United Nations Model Double Taxation Convention between Developed
and Developing Countries, 2017. Available from
https://www.un.org/esa/ffd/wp-content/uploads/2018/05/MDT_2017.pdf.

' OECD Model Tax Convention on Income and on Capital, 2017. Available from
https://www.oecd.org/tax/treaties/model-tax-convention-on-income-and-on-
capital-condensed-version-20745419.htm.


https://www.un.org/esa/ffd/wp-content/uploads/2018/05/MDT_2017.pdf
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decision-making in international tax policy, despite being touted as
a global tax reset.

The current international tax framework has exhibited a
strong tendency to ignore and not recognize developing countries’
experiences and innovations in tax policy and administration. For
instance, in the ongoing efforts on global tax reform, issues having
a high priority for developing countries, such as the tax treatments
of extractive industries and of technical services, have not been
adequately reflected in the international agenda or in multilateral
tax discussions.

While the BEPS Project was supported by G20 countries and
OECD members, the process of how its “package of measures”
including the BEPS minimum standards, were arrived at has come
under scrutiny and criticism, as they were developed without the
participation of the very countries which are now being encouraged
to implement them. The BEPS Inclusive Framework,"" which was set
up for reviewing and monitoring the implementation of the whole
BEPS Package now includes 129 members (as of March 2019),"? nearly
three times the number of members who participated in the original
discussions for deciding the measures and minimum standards.

In addition, there are also questions on whether these OECD-led
standards would reinforce existing developing country disadvantages.
Some critics have also pointed out how the actions points are too
narrow in scope, and concentrate too heavily on rich country interests,
without challenging any of the underlying principles of the system.!

Thus, there is an urgent need of a thorough reform of the
international system, and this can only be achieved with the full and

I OECD, About the Inclusive Framework on BEPS. Available from
http://www.oecd.org/tax/beps/about/.

2. OECD, Membership of BEPS Inclusive Framework. Available from
https://[www.oecd.org/tax/beps/inclusive-framework-on-beps-composition.pdf.

" For instance, see Irene Burgers and Irma Mosquera Valderrama, Corporate
Taxation and BEPS: A Fair Slice for Developing Countries?, Erasmus Law
Review (2017). DOI:10. 10.5553/ELR.000077.
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secure participation of developing countries in both agenda-setting
and norm-setting. International tax cooperation will therefore have
to play a vital role in ensuring that developing countries are not
excluded from the discussions at the regional and multilateral levels.

In response, the South Centre has launched a major effort
to build a working network among developing country officials
that will highlight practical solutions emerging from developing
countries and strengthen their participation in international fora
and in standard setting negotiations. The South Centre Tax Initiative
(SCTTI) is the current flagship program of the South Centre for
promoting cooperation among developing countries on international
tax matters. The program aims at the important need to increase
collaboration among developing countries on international tax
issues and reform processes.

With a focus on network building, the SCTI is centred on the
convening of the Annual Forum on Developing Country Tax
Policies and Cooperation for Agenda 2030. The Annual Forum
aims at bringing together developing country officials working in
tax policy and administration to promote and support intensified,
better coordinated, and more institutionalized approaches to
South-South cooperation in tax matters; so as to enable developing
countries to become full participants for substantive norm-setting in
international taxation.

The SCTI builds on the reality that developing countries, such as India,
Brazil, China, Ecuador, Kenya among others have been undertaking
their own innovations in tax policy, in line with their capabilities and
their need to obtain more tax revenues from economic activities that
take place in their own jurisdictions. Therefore, a major effort to build a
working network among developing country officials would allow for the
sharing of experiences and practical solutions for taxation in developing
countries, as well as for strengthening their participation, and providing
a coordinated approach in international fora.

With a focus on network building, the SCTI is also meant to
improve research capacity on taxation issues in the developing



8 International Tax Cooperation: Perspectives from the Global South

country context, strengthen and coordinate common negotiation
positions in international fora, and establish mechanisms among
developing country tax authorities to arrive at agreed norms and
actions at the regional and global level to achieve a more effective
and just system of taxation.

The SCTI undertakes a wide range of activities for increasing
international tax cooperation among developing countries, with
its main objectives being oriented towards guaranteeing that the
ongoing global reform process goes in “the right direction”, by:

®* Improving research and analysis by developing country
authorities and academics, and upgrading local capacity to
respond to their own needs towards the design of effective
tax policies for their own countries, drawing on lessons and
experiences from other developing country experiences;

® Strengthening developing countries’ engagement and
coordination in international tax cooperation forums and
activities such as in the OECD-G20 processes, the UN tax
cooperation work, and regional cooperation activities; and

®* Providing international tax cooperation spaces among
developing country authorities to discuss and facilitate the
discussion on the design of agreed norms and mutual action
at the regional and global levels.

Within this broader context, the objective of SCTI’s publication
program is to create a space in the international professional and
policy community for tax officials, academics and civil society
stakeholders from the Global South to put forth their views,
experiences and perspectives which are sorely missing from the
prevailing global narrative on international taxation.

The program was sparked off by a two and a half day Author’s
Workshop, held on 28 - 30 August 2017 at the South Centre in
Geneva, at which twelve authors from different developing countries,
including tax administrators and civil society representatives, came
together and presented their ideas and outlines, which were discussed
and subsequently developed into the chapters in this publication.



Introduction 9

This publication, which developed as an outcome of the
Workshop, is a collection of policy papers focused on international
tax cooperation and the developing countries’ experiences on the
implementation of tax policies and to introduce innovations in
international tax standards. As will be evident in all the chapters,
responses to the realities confronting tax administrators and
negotiators in developing countries are driven by the need of
these countries to protect their taxing rights against base-eroding
strategies implemented by MNEs, through which they are able to
relocate the related transactions and shift profits for reducing their
tax liabilities. This leads to an increased burden being borne by the
domestic enterprises, pushing public sectors in developing countries
to achieve a certain level of revenue to fund their operations,
particularly in the context of increased demands created by Agenda
2030.

More significant is the fact that many of the residence-based
rules favoured by developed country authorities, as embodied in
the OECD double taxation model treaty for example, facilitate the
shifting of profits and the dissipation of the tax base of host countries.
These rules enable related companies to engineer transactions and
their prices to favor jurisdictions with lower tax rates, fuelling both
a race to the bottom on statutory tax rates and revenue losses from
tax avoidance in developing countries which have as a rule higher
tax rates. The chapters in this volume analyze various strategies of
developing countries to strengthen national capacities to minimize
these losses. Each chapter seeks to present a specific tax approach,
elaborates on the purposes of that approach, and analyzes the
prospective or actual impact of the policy against its objectives.

This publication of the South Centre Tax Initiative is a key
element of the knowledge building and networking platform where
tax authorities, practitioners and academics from different tax
jurisdictions share their experiences and perspectives. The present
volume is divided in the following nine chapters:

In the second chapter, Prof. Marcos Valaddo examines the 15
action points of the G20/OECD BEPS project and their significance
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for developing countries in the context of an interdependent and
unequal world. The first part of the chapter focuses on the recent
international initiatives for curbing tax base erosion and profit
shifting strategies. Then, the author provides a description of the
Brazilian approach to the BEPS Project and its action points, and
concludes by exploring the relevance of regional cooperation in
contrast with international organizations to address the issue.

For the third chapter, Dr. Vinay Singh focuses on recent changes
in Article 7 of the OECD Model Convention update in 2010. Before
the revision, profit attribution to permanent establishment and
transfer pricing were treated under different articles, and Article 7
of the OECD Model allowed sales to be taken into account both in
the direct accounting and the indirect apportionment method. The
revised Article 7 approximated profit attribution to transfer pricing
but omitted the option for the apportionment thereby undermining
sales and contributions made by market jurisdiction to business
profit. Thus, when negotiating tax treaties, developing countries
should fully understand the implications of the revised Article 7
in their tax treaties in order to make informed choices regarding
transfer pricing and profit attribution to permanent establishments,
including the possibility of using the apportionment method that
takes sales into account.

Veronica Grondona addresses transfer pricingissuesin the extractive
industry in the fourth chapter. For many developing countries,
the extractive industry is a significant part of their economies and
the profit and the attribution of profits rules may highly depend on
the valuation of the commodity exports. A significant number of
developing countries are adopting the “Sixth Method”, following the
Argentine experience that establishes a clear and easily administered
benchmark, avoiding subjective judgement and discretion by tax
authorities. However, data shows that commodity mis-invoicing is still
a current practice among multinationals in spite of the adoption of the
“Sixth Method” based on Argentina”s experience.

Thulani Shongwe’s contribution in the fifth chapter looks at
some of the key aspects of the modern transfer pricing legislation
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and illustrates how different drafting of regulations can assist in
additional revenue collection as well as increased compliance.
It further provides practical examples from real cases to show
where poor legislation has given rise to tax planning and to profit
shifting. Lastly, the chapter offers practical solutions to some of the
transactions illustrated through the African Tax Administration
Forum (ATAF) Suggested Approach to Drafting Transfer Pricing
Legislation.

In the sixth chapter, Jahanzeb Akhtar explores the implementation
of the Exchange of Information standard developed by the OECD.
Although the standard isa critical tool for addressing the information
asymmetries between taxpayers and governments, the Exchange
of Information model was designed by the OECD without the
participation of developing countries. The chapter explores India’s
experience with the implementation of the standard for Exchange of
Information for tax purposes and discusses the lessons drawn from
that to inform tax authorities from other developing countries which
are grappling with BEPS issues.

For the seventh chapter, Hon. Irene Ovonji-Odida and Algresia
Akwi-Ogojo analyze the issue of illicit financial flows (IFF). The
High Level Panel on Illicit Financial Flows, a timely initiative led
by H.E. Thabo Mbeki, brought the issue into the global spotlight,
and it has gained much momentum since with the release of data
like the Panama Papers. The chapter elaborates on the conceptual
underpinnings of IFFs, its sources and the development costs they
incur. Building on the report of the High Level Panel, the chapter
provides recommendations for stakeholders to help stem IFFs from
developing countries.

Alexandre Akio Lage Martins presents the experience of Brazil
on tax haven lists from 1995 to 2015 in the eight chapter. The chapter
describes the experience in compiling the national list of tax havens,
the roadmap followed for its implementation, and the impact on
foreign investment flows. The author concludes by sharing the
lessons learnt from the Brazilian experience, which could help other
developing countries facing the same issues.
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In the ninth chapter, Dr. Lorena Freire Guerrero provides a
vivid description of how Ecuador improved tax collection by
implementing domestic anti-fraud regulations and international
proposed measures related to transfer pricing and tax havens. These
measures have helped to increase the tax base and tax collection
with a positive impact on the redistribution of wealth and equality in
Ecuador by means of allowing more social investment in healthcare,
education, road infrastructure, for example.

In the final chapter, Dr. Mariama Williams provides a brief survey
of the policy relevant literature on gender and taxation issues and
considers how these issues are relevant to and are being taken on
board in developing countries’ tax (reform) policies as well as with
regard to regional and international tax cooperation. In addition,
the author explores the relation between tax justice and gender
justice from the stand point of illicit financial flows/tax avoidance
and evasion and highlights issues in gender and tax cooperation.

The international tax system is in the preliminary stages of a much
needed, thoroughgoing transformation. This global effort will not
succeed without the active and effective participation of developing
country governments and experts. We believe that publications such
as this one, the first of others which we plan to publish, will establish
a robust voice for developing countries in this collective effort.



CHAPTER 2

DEVELOPING COUNTRIES

AND THE CONTEMPORARY INTERNATIONAL
TAX SYSTEM: BEPS AND OTHER ISSUES'

Marcos Aurélio Pereira Valadao

L. INTRODUCTION

This chapter addresses international tax cooperation in an
interdependent world, the issues that are present in the Base Erosion and
Profit Shifting (BEPS) Project, and those that, in my perspective, are the
most important for developing countries.? Following that, the chapter
considers the Brazilian approach to those issues. It will also verify the
issue of regional cooperation vis-a-vis international organizations.

1I. THE CONTEMPORARY INTERNATIONAL TAX SYSTEM?

Itisimportant to look at the structure of the contemporary international
tax system from the perspective of developing countries, through a
critical approach. Because of sovereignty, each country has its own tax
system, and most of them are designed considering the three classical
bases of taxation: income, consumption, and property.

' This chapter was previously published as South Centre Tax Cooperation Policy
Brief No. 7 (February 2019). A previous modified version of this chapter was first
published in the Brazilian Journal: Revista de Finangas Publicas, Tributagcdo e
Desenvolvimento (Journal of Public Finance, Taxation and Development), V. 6, n.7
(July-December 2018), pp. 122-135.

When mentioning developing countries, the text also refers, in general, to less

and least developed countries.

3 This section of the chapter is based on the article: Marcos Aurelio Pereira Valadao,
“O Sistema Tributario Internacional Contemporaneo sob a Perspectiva dos Paises
em Desenvolvimento: Analise Critica,” Nomos ( Law Review ), vol. 37, no. 1 (2017),
pp. 147-198. Available from www.periodicos.ufc.br/nomos/article/view/20101/30830
(text in Portuguese, English title: The Contemporary International Tax System from
the Perspective of Developing Countries: A Critical Analysis).
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As the extreme process of globalization in the last decades of the
20t century expanded towards the 21* century, the development of the
internationalmarket,and theenormouseaseandincrease of international
financial transactions led to an unprecedented interconnection of tax
systems. In this context, along with the historical approach of the model
conventions on double taxation, some international organizations, such
as the Organisation for Economic Co-operation and Development
(OECD) and the United Nations (UN), stepped up by installing working
groups on tax matters. But such organizations are not always concerned
about the issues of developing countries. The OECD, for instance, is
controlled by rich and developed countries and comes naturally with
the intent to preserve their tax bases, according to their interests. Which
1s quite natural, that is to say, no one can expect it to be different.

The design of the contemporary international tax system facilitates
wealth concentration, as has been extensively discussed by economists
and non-governmental organizations (NGOs). This aspect has, as its
consequence, the increase in global inequality. Such massive wealth
concentration triggers other crucial issues as political and social
problems, compromising the international equilibrium and it is now
putting at risk even the most stable democracies, as has been pointed out
by Joseph Stiglitz.* Moreover, organized civil society, through several
non-governmental organizations, has been trying to help to address
these issues on international taxation. For instance, the Tax Justice
Network, OXFAM, and Christian Aid, which aim to promote a fairer
tax system, focus their efforts on the issues of developing countries.

Another problem is the “big players”, which are huge transnational
companies and high net-worth individuals, who take advantage, many
times aggressively, of the loopholes of tax systems and the benefits
offered by many countries around the globe to attract investments
to their jurisdictions. This results in the reduction of companies’ tax
burden while eroding the countries’ tax bases. This scenario called the
attention of all countries. The OECD thus started initiatives such as the
harmful tax competition report, the tax transparency forum, and more

4 Joseph Stiglitz, The Price of Inequality: How Today’s Divided Society Endangers
Our Future (New York, W. W. Norton & Company, 2013), pp. 148-182.
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recently, jointly with the Group of Twenty (G20), the Base Erosion and
Profit Shifting (BEPS) project.

All this considered, in the context of the contemporary international
tax system, there are some problems affecting developing countries
more severely, such as international harmful tax competition, tax
havens, transfer pricing, tax deferral by controlled foreign corporations
(CFCs), treaty shopping, thin capitalization, digital transactions
(digital economy), and capital gains in indirect participation transfer.

Looking towards building a better society, governments need
enough revenue to implement public and social programs, to improve
their Human Development Index and wealth redistribution. Thus, it
is important to analyse these international tax-related problems in the
perspective of developing countries, which have their specific needs,
and specific problems.

The characteristics of developing countries, and not just those
of developed countries, must be considered when creating and
implementing international instruments. To promote the desired
economic and social development, countries need to design and
maintain efficient tax systems. In line with that, one aspect that must be
highly considered is foreign investment. In this case, tax benefits have a
major role. It is important to highlight that attention must be directed
to the destination of this revenue ( for example, investments should be
directed to activities that may result in more efficient and measurable
results, such as infrastructure and innovation). This is a crucial aspect
that is also related to an important problem of the contemporary
international tax system, that is harmful competition and the so-called
“race to the bottom,” which must be properly addressed.

The relation between the tax system and development has been
on the agenda for a long time. However, there are some countries
which have an insufficient tax base with very few alternatives and
therefore must choose wisely on how to finance their development in
a sustainable way. Furthermore, when analysing the tax systems of
developing countries, it is important to look at the tax system and
the fiscal benefits in general; how they impact the economic and
social development and how they interact with the contemporary
international tax system.
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The interaction between countries’ tax systems and the
contemporary international tax system results in positive and negative
effects, depending on the way each system is designed. It is essential
to a country’s tax system to be organized in a way that allows it to be
inserted in the international market and interact positively with the
contemporary international tax system. But having it clear that the
mainstream of the contemporary international tax system is controlled
by interests that are not necessarily in line with developing countries’
needs, one must also consider other factors, such as institutional
stability, and predictability.

On the downside, it is notable that not all developing countries have
administrative structure or technical expertise to deal with complex
subjects involving international taxation matters, resulting in tax base
erosion and profit shifting. And because of their poorly designed tax
systems (i.e. deficient tax laws, lack of staff and expertise to deal with
complex matters), developing countries might be more exposed to
the issues that surround the contemporary international tax system,
sometimes described in the literature as “tax termites”. In this context,
other problems arise, such as the inefficient monitoring of illicit money
flows and transnational crimes. Again, it is not only a question of the
normative system, meaning the tax law system itself.

1I1. BEPS AND DEVELOPING COUNTRIES,
AND SOME ASPECTS OF BRAZILIAN PRACTICESS

The importance of the BEPS project, which in fact should be called
“anti-BEPS” project, is so noted that some people are splitting the
history of modern international taxation in a pre-BEPS era and the
post-BEPS era.

> This section of the chapter is based on the book chapter: Marcos Aurelio
Pereira Valadao, “O Brasil e a iniciativa BEPS”, in Desafios y Primeros Avances
del Proyecto BEPS en Latinoamérica, 1 ed., vol. 1, Gemma Paton Garcia, ed.
(Lima, Peru, Thomson Reuters, 2016), pp. 93-118 (text in Portuguese, title in
English: Brazil and the BEPS Initiative), and on the paper: Marcos Aurelio
Pereira Valadao, “The Relationship Between Transfer Pricing Law in Brazil and
BEPS Actions 8, 9, 10 and 137, Bulletin for International Taxation, vol. 70 (2016),
pp- 36-59.
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From the beginning of this century, one very important issue
which has been raised in importance and became a sort of consensus
is that of tax transparency; in the sense of access to information on
taxpayers’ operations and the beneficial owner of such operations.
In the last century there was a perception regarding harmful tax
competition related to “harmful tax practices” (a non-precise
concept) being linked to tax transparency; also in the sense of access
to information.

However, for several factors, such as global exposure to terrorism,
human trafficking, drug trafficking and similar illegal actions, the
issue of tax transparency became very strong. As a consequence the
“Global Forum on Tax Transparency” became the “Global Forum
on Transparency and Exchange of Information for Tax Purposes”
- an important multilateral international agency dealing with these
issues, which became more and more important, especially after the
world financial crises of 2007-2008. All governments needed to know
the beneficial owners of the deposits and other financial assets. The
Global Forum, despite the fact that it was born under the OECD
structure, was transformed into an “equal footing” forum, with
strong participation of developing countries, including low-tax small
jurisdictions. One can say that the need for information exchange
and tax transparency became a consensus, maybe the only one in
the contemporary international tax system. Indeed, in the BEPS
Project, Action 13 (information exchange regarding transfer pricing)
is part of the so called minimum standard of BEPS.

The BEPS project comprises 15 Actions, which are briefly
addressed below, along with how they relate to the Brazilian
experience when appropriate, and other global aspects.

Action 1 - Addressing the Tax Challenges of the Digital Economy.

Thisisanissue that has been postponed since the 1990s. The issues
that surround the digital economy are important to all countries, but
the outcome of the BEPS report is disappointing. The rich countries,
where the high-tech companies are located, do not want to touch this
issue in depth. Now we have the cryptocurrencies issue becoming
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more and more important. The problem with digital economy goes
a little beyond the mere allocation of taxing rights, because we are
starting to face situations such as wealth in the cloud, that is to say
wealth with no relation to any country. But we must keep in mind that
at the end of the ownership chain there will always be a human being,
who is a citizen of a given country, and that unilateral solutions will
always be full of loopholes. When the transaction involves tangible
property, the issues can be addressed through traditional tax tools.
Now, however, the valuable transactions increasingly involve more
and more intangibles. The only solution to tackle the hard issues of
the digital economy is a multilateral convention, and maybe a tax
on international transactions, under an international tax authority,
which should be shared among the countries. This a very complex
issue, and developing countries must be involved in the discussions
of this issue to not be left behind in the final solution (or solutions).

Action 2 - Neutralizing the Effects of Hybrid Mismatch Arrangements.

This type of arrangements, or tax planning, results in double
non-taxation or double tax deductions. The problem is magnified
when country legislation allows for transparent (“pass-through”)
entities, because it eases tax treaty abuse. In this case the general
guidance of the Report on Action 2 and the measures proposed in
the multilateral convention (Action 15) are a reasonable solution for
the case of treaty abuse.

While not suggesting that the Multilateral Convention as a whole
is a good option, each country must look at its own tax system and
how this issue affects it, in order to propose changes in legislation.
Brazil does not face considerable problems with this aspect, mainly
because Brazilian legislation does not allow transparent entities.

Action 3 - Designing of Effective Controlled Foreign Company Rules.

While this is a very well-known issue, if a country does not have
resident multinational companies doing business abroad or adopts
territorial taxation, it is not that important. However, most countries
have companies operating abroad through subsidiaries, associated



Developing Countries and the Contemporary International Tax System: BEPS and Other Issues 19

enterprises or branches, which trigger the issues. While Brazilian
CFC legislation used to be very strict (for example, there was no
distinction between active and passive income), it was changed in
2014. Before that, any profit made abroad would be taxed in Brazil.
The legal definition of controlled and associated enterprise was very
well delineated (and still is). The changes in 2014 made it more flexible
as the Brazilian Supreme Court decided that the law could not tax the
profits of associated enterprises attributable to a Brazilian associated
company (unless the foreign company is resident in a tax haven or
is a controlling company). Brazilian legislation goes beyond BEPS
recommendations, and is being criticized for its negative impact on
the competitive advantage of Brazilian companies operating abroad.

Action 4 - Limiting Base Erosion via Interest Deductions and Other
Financial Payments.

This is a very important aspect for developing countries that
are subject to foreign capital allocation and the interest payment,
instead of dividends after tax, which may drain the tax base. The
report of this Action gives information on how to address the
problem limiting the deductions. Brazil’s approach to this problem
is also very tough. Interests are subject to 15% withholding taxation
which is raised to 25% on any interest payments to residents in
tax havens; interests are subject to transfer pricing rules based
on an interest rate related to the money market (a sort of sixth
method for loans and financial instruments). In addition, any payment
of interest to a resident in a tax haven (or entity under a preferential tax
regime) will also be subject to transfer pricing rules and application of
thin capitalization rules, which are stricter if the lender is located in a
tax haven. Deduction of interest payments to tax havens are submitted
to strict scrutiny to allow deduction. The Brazilian approach is quite
interesting and efficient, and restrictive of profit shifting.

Action 5 - Countering Harmful Tax Practices More Effectively,
Considering Transparency and Substance.

This issue is controversial as the recommendations to tackle the
problem (which may lead to the so-called “race to bottom”) are
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controversial in some respects. One practice is to decrease the tax
rate in general; another is to promote actions to attract capital by
implementing special tax regimes. Many developed countries use
this strategy. The problem is when the beneficial regime is used only
to shift profit, with no economic improvement. The Brazilian tax
system adopted a list of tax havens and preferential tax regimes of
other jurisdictions that triggers special tax treatment, such as higher
withholding rates and transfer pricing rules.

Action 6 - Preventing the Granting of Treaty Benefitsin Inappropriate
Circumstances.

This is an issue that affects more those countries with an extensive
net of treaties. However, most countries, even developing countries,
have at least a bunch of tax treaties. The report and suggestions
from Action 6 are fine in terms of proposals (especially the principal
purposes test (PPT) and limitation-on-benefits clauses), because they
effectively make it more difficult for taxpayers to take advantage
of treaty shopping schemes. However, the use of a PPT clause may
pose some difficulties in practice because of its subjectivity; the
same that one finds when applying General Anti Abuse Rules. The
aim of double taxation avoidance agreements is to grant relief from
double taxation but not to induce double non-taxation. This issue
is important, but it does not represent a challenge for developing
countries in particular, except for the subjectivity of PPT.

Action 7 - Preventing the Artificial Avoidance of Permanent
Establishment Status.

This is also an important issue because the artificial avoidance of
permanent establishment (PE) status without appropriate taxation at
source will result in profit shifting. When it comes to tax treaties, the
issue is still important, and the proposals of Action 7 may improve
tax base protection. However, when taxation at source is strong and
extends to all type of payments this issue tends to be less important.
In Brazil this issue is not a source of dispute. However, e-commerce
and the digital economy will bring new issues regarding the concept
of PEs.
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Actions 8, 9, and 10 - Transfer Pricing (the three actions considered
together as related to Intangibles, Risks, Capital High-Risk
Transactions); and Action 13 - Transfer Pricing Documentation and
Country-by-Country Reporting.

These Actions relate to the most important issue of the
contemporary international tax system. Transfer pricing (TP) is
very important to developing countries because it is the easy way
to transfer profits from one jurisdiction to another, although it is
subject to complex discussions.

The rules are complex, with the prevailing methods coming
from the OECD, the so-called Guidelines, and more recently the
UN Transfer Pricing Manual for developing countries, which is
an initiative aimed to help developing countries to apply such
methodologies. However, the UN Manual also brings some different
country practices, especially Brazilian methodology regarding the
use of fixed margins, which is discussed here. The BEPS project also
resulted in an update of the OECD Guidelines.

The value formation issue involves the world of transfer pricing and
there are many ongoing discussions regarding aspects which are more
related to developing countries, such as saving location and market
value. Traditional tools of transfer pricing need to be updated to address
intangibles and other transactions (such as low value intra-group services
and capital cost allowance), and the BEPS action dealt with that under
the OECD approach (arm'’s length principle). A different result was the
acceptance of the sixth method which was not developed under the OECD
approach, but by non-OECD countries, such as Argentina and Brazil.

Action 13 is very important because information is necessary to
look at the transactions as a whole and identify the related parties, as
well as where the profits arise in and where they go to. It is also under
the consensus of the need for information exchange.

As for the Brazilian approach to transfer pricing, one can say that the
BEPS would not affect the Brazilian approach too much. Some aspects of
the Brazilian approach on transfer pricing are as follows:
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®* TPRegulationsin Brazilapplytojuridical persons (companies)
and individuals when performing international transactions.
Transactions with royalties and the remuneration for the
transfer of technological know-how are not subject to TP
Regulations in imports — this is very important because Brazil
does not face the challenge of intangibles. However these
operations are subject to limited deduction. Transactions that
are subject to TP adjustments include: (1) imports and exports
of goods, services, and rights with related parties; (2) payments
or credits for interest paid or received on international loans.
The definition of related parties is very broad. Brazilian TP
regulations also apply to operations performed by individuals
and legal entities in Brazil with any individual or legal
entity, residing or domiciled in a low tax jurisdiction, and
operations performed with persons entitled to privileged tax
regimes in a foreign jurisdiction, regardless of whether the
latter is a related part. In addition, this rule also applies to
non-transparent jurisdictions. Brazilian legislation seeks to
adopt the arm’s length principle. The methods are traditional
transaction methods - comparable uncontrolled price method
(CUP), cost plus method (CPM) and resale price method
(RSP) (with different margins for different economic sectors).
The transactional profit methods (the profit split method and
the transactional net margin method (TNMM), both present
in the OECD TP Guidelines) or formulary apportionment are
not allowed. Regarding the CUP, goods that are considered
commodities are subject to the sixth method based in market
prices as a comparable. About the cost plus and resale price
methods, instead of making use of comparable transactions,
the law established fixed margins for gross profits and
markups. This aspect is very important because it means
simplification and predictability.

® Itisalso important to point out that those margins may be
modified by an Act of the Minister of Finance, ex officio,
or under a request presented by the taxpayer or taxpayer
association.

® Onthe other hand, taxpayers may use the method that better
fits (or works) for the operations (best method approach does
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not apply), except for operations with commodities where
it is mandatory to use the sixth method. There are special
rules for loans, for which basic rates are determined by the
London Inter-bank Offered Rate (LIBOR) in US dollars and
Brazilian bonds have fixed rate depending on the situation.
® Considering the simplicity of the Brazilian methodology,
and by weighing all aspects, the conclusion is that for
developing countries the methodology adopted by Brazil is
highly effective and efficient. Two aspects that demonstrate
the efficiency of the methodology: the low cost it poses to
tax administration and taxpayers, if other countries are
considered; and the low number of tax disputes involving
transfer pricing disputes, considering other tax issues.

Action 11: Measuring and Monitoring BEPS.

It is a procedural issue, as tools to take decisions. It is important to
all countries in general. Everybody needs data. We are going to see if it
1s consistent or not.

Action 12: Mandatory Disclosure Rules.

It is an interesting approach which may be useful to all countries.
However, its implementation may face difficulties related to the law
system of each country and cultural aspects. In Brazil, a provisional
measure (a sort of bill of law with application upon edition) regulating
the mandatory disclosure procedure was rejected by the Congress.

Action 14: Making Dispute Resolution Mechanisms More Effective.

This action is an action under the perspective of the taxpayer.
Of course, the taxpayer has the right to have the disputes timely
resolved. However, this action brings an important aspect, that is
the recommendation on arbitration. The problem of arbitration
or mandatory arbitration is that the arbitrators will have the tax
culture of developed countries (taxation at residence) and it will
result in a bias in the arbitral decisions. Brazil has not adopted tax
arbitration.
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Action 15: Developing a Multilateral Instrument to Modify Bilateral
Tax Treaties.

This instrument brings some of the preceding discussions. However,
the instrument itself is problematic. It is an innovation in terms of a
multilateral treaty, but maybe the best way to implement some of the
BEPS achievements is by means of renegotiating the double taxation
avoidance agreements (DTAAs). It is because the way the Multilateral
Instrument is applied may generate lots of doubts on what is in
force in relation to each country and other issues; thus it will trigger
interpretation disputes. Brazil has not signed it yet.

IV. OTHER ASPECTS

Initiatives such as the Annual Forum on Developing Country Tax
Policies and Cooperation and the South Centre Tax Initiative, under
the leadership of the South Centre, are very important, because it
brings the perception that countries, especially developing countries,
have different needs, different cultural backgrounds, different tax
regimes and tax laws. These differences reflect in the tax system and
how it interacts with the contemporary international tax system.
In other words, there is no one-size-fits-all solution. One thing is
harmonization and implementation of some measures related to some
consensual issues. Another very different thing is the uniformization
of tax systems and legislation; and how they interact with the
contemporary international tax system. Even the most powerful
economy of the world, the United States of America, recently changed
its tax system, not to make it closer to the “consensus”, but to perceive
economic goals that are in line with their economic interests, which
are not necessarily in line with other countries’ interests.

Developing countries thus must rely on other successful developing
countries’ practices and be cautious when demanded to reform their
tax system to be more aligned to what developed countries do.

Another important thing is the role of international organizations
and associations. We have the UN Committee, OECD (Center for
Tax Policy and Administration), regional tax organizations such
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as the Inter-American Center of Tax Administrations (CIAT) and
the African Tax Administration Forum (ATAF), and the NGOs;
sometimes with the same focus on specific issues of developing
countries but acting separately, which is a waste of scarce resources.
The South Centre could work as a hub for such initiatives, or at least
some of them which are more in line with the Centre’s institutional
targets.

On transfer pricing, developing countries must focus on simpler
methodologies and consider adopting the “sixth method” (based
on the prices of commodities in the international stock markets),
which is also applied to commodity imports. In respect of controlled
foreign corporations it is recommended that developing countries
have an effective CFC rule, even when not having many multinational
companies installed in their jurisdictions. Another important point
is the negotiation of treaties for the avoidance of double taxation,
which must be concluded with countries with investment potential
and having specific and general anti-abuse clauses. Concerning thin
capitalization, the adoption of rules based on the percentage of the
debt related to net worth is more efficient. Besides, it is necessary to
control the rate of interest paid through transfer pricing rules. About
the digital economy’s transactions of intangibles, the best possibility
to diminish its negative impact would be a multilateral international
agreement imposing taxation at the place of consumption.
Regarding capital gains in indirect participation transfers (capital
gains arising from indirect transfers of participating interests arising
abroad but related to assets located in the country), it is important
that developing countries’ legislation addresses the taxation of
these operations adequately. Transactions with tax havens must
always be treated as being performed between related parties, and
in this situation, withholding tax rates may be increased. Low-
tax jurisdictions must receive specific treatment to avoid tax base
erosion, observing the use of several different measures.

Finally, other important considerations: (i) taxation over
consumption is regressive, resulting in wealth concentration, and is
a problem that must be addressed; (ii) adopting a value-added tax
(VAT) for taxing consumption is recommended; (iii) tax benefits
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offered to multinational enterprises must be avoided if not extended
to local companies; (iv) profit taxation of the extractive industry
may be problematic, needing special attention; and (v) developing
and developed countries must align their efforts to address the
excessive global wealth concentration, which might result in an
international tax over assets and internet financial transactions, and
the establishment of an international tax authority.

V. FINAL REMARKS

There is an urgent need for international coordination of tax policies,
but close attention must be paid to the differences between developed
and developing countries. The adoption of these recommendations
could lead developing countries to a fairer relationship with the
contemporary international tax system. Additionally, developing
countries must focus their efforts on contemporary international
tax system problems, having practicality and predictability as
goals. This is important because any conflict between developing
countries’ normative tax system and the norms used by rich and
developed countries is more likely to be resolved from the point of
view of the taxpayer of the rich countries (countries from which the
contemporary international tax system rules come from).

For these reasons and amongst others, initiatives such as the
Annual Forum on Developing Country Tax Policies and Cooperation
and the South Centre Tax Initiative under the leadership of the South
Centre, are very important.



CHAPTER 3

INTERACTION OF TRANSFER PRICING & PROFIT
ATTRIBUTION: CONCEPTUAL AND POLICY
ISSUES FOR DEVELOPING COUNTRIES!

Vinay Kumar Singh

I. INTRODUCTION

Lasttwo decades haveseen several significant developmentsin the area of
profit attribution to permanent establishments (PE) and transfer pricing
(TP), leading to two contradictory views. One view prefers analysis of
functions, assets and risk (FAR) for TP as well as profit attribution,
while the other does not. FAR based TP is still not applied universally,
while FAR based attribution of profits is even more contentious. These
developments pose significant challenges for developing countries and
necessitate a detailed analysis of relevant issues.

11 CONCEPTUAL ISSUES RELATED TO TAXING PROFITS

Since TP and profit attribution are intricately linked to the issue of
taxing profits of foreign enterprises, it is worthwhile revisiting the
conceptual basis underlying the international taxation regime.

1.1 Factors that Contribute to Profits of Enterprises

In the corporate tax regime, the tax base consists of profits, which
are a function of the quantum of sales, price and cost of goods, as

depicted by the following equation:

Profits = Quantum of sales x [Price - Cost] = Sales Receipts
(Turnover) - Cost

' This chapter was previously published as South Centre Tax Cooperation Policy
Brief No. 3 (August 2018).
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While cost is purely a function of supply, price and quantum of
sales depend on the interaction of demand and supply, which apply
independent of each other. Factors that affect supply include efficiencies
of the enterprise, while demand depends primarily on the consumer’s
ability to pay, depending in turn on disposable income, which itself is a
function of the state of the economy. In a given market, their respective
contributions depend upon the elasticities of demand and supply. Both
supply and demand are essential for giving rise to profits.

Figure 1: Impact of Changes in Demand & Supply on Sales Revenue
& Business Profits
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In a welfare maximizing, perfectly competitive market, improvement
in supply efficiency in the presence of low demand shifts sales revenue
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from OP*BQ'to OP'DQ’. In the presence of high demand, the change
is from OP’AQ? to OP2C(QQ’. In either case, the resultant change in sales
revenue and profit per unit sold is ambiguous, and profits rise only
from higher quantum of sales. A shift from low to high demand in the
presence of inefficient supply changes sales revenue from OP?BQ! to
OP?AQ’. In the presence of efficient supply, the change is from OP'DQ?
to OP>CQ’. In either case, sales revenue and business profits increase
significantly from higher price as well as higher quantum of sales.

Interestingly, in a perfectly competitive market, reduction in costs
of supply, resulting from improvement in efficiency of enterprises,
is likely to result in higher sales but lower market price, with an
ambiguous impact on sales revenue. Profits of enterprises rise in such
cases primarily due to reduced costs. On the other hand, a higher
demand, resulting from a higher ability to pay, is likely to result in
more sales as well as higher market price, resulting in higher sales
and increased profits for the enterprises, as apparent in Figure 1. In
a monopoly market too, the sales revenue is governed primarily by
the demand. Either way, the contribution of demand to sales revenue
and profits cannot be ignored.

11.2 Justification of Taxation in a Globalized Economy:
The Benefit Principle

Legitimacy of taxation of business profits is governed by the need
for financing public goods, including protection of property rights
and enforcement of contracts, essential prerequisites for functioning
of markets. Public provisioning is also required for infrastructure,
equity, addressing market failures and maintaining macro-economic
stability, all of which facilitate markets and consumer demand,
thereby contributing to profits derived by enterprises therein. This
contribution of public resources to business profits constitutes primary
justification for their taxation.?

Use of tax revenue for facilitating markets and economic growth
sets into motion a “virtuous cycle” wherein tax supported economic

2 While other alternatives, such as debt, sales of assets and foreign aid also exist,
taxes remain central to funding of public resources in most countries.
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growth augments business profits, leading to a win-win situation. In
the case of a multinational enterprise, the supply and demand may
be spread over different tax jurisdictions. In such a case, the extent
to which different tax jurisdictions contribute to the profits of that
enterprise, by facilitating supply, facilitating demand or maintaining
markets, provides a justification for them to tax such profits. The
contributions made to the supply chain can be approximated by
taking into account manpower, functions or assets, whereas the
contributions by facilitating demand and maintaining markets
are best approximated by sales revenue. When each jurisdiction
taxes the profits to the extent of its contribution, while avoiding
double taxation, the “virtuous” cycle of taxation can operate in the
globalized economy.

These basic principles governing taxing rights can be traced as far
back as Adam Smith’s First Canon of taxation, which provides the
basis of both the benefit principle of taxation as well as the ability
to pay principle, as quoted by Richard and Peggy Musgrave,® in
these words: “The subjects of every state ought to contribute towards
the support of the government as nearly as possible in proportion to
their respective abilities, that is, in proportion to the revenue which they
respectively enjoy under the protection of the state.” It has also been
recognized as the primary basis of allocation of taxing rights between
the country of residence and the country of source by T. S. Adams, who
acknowledged that, “A large part of the cost of government is traceable to
the necessity of maintaining a suitable business environment.... Business
ought to be taxed because it costs money to maintain a market and those
costs should in some way be distributed over all the beneficiaries of that
market ...”?

* Richard A. Musgrave and Peggy B. Musgrave, Public Finance in Theory
and Practice, 5" ed. (New Delhi, McGraw Hill Education, 2004), p. 219.

4 Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations, vol.
2, Edwin Cannan, ed. (London, Methuen & Co., 1904), p. 310. Available from
http://oll.libertyfund.org/titles/smith-an-inquiry-into-the-nature-and-causes-of-
the-wealth-of-nations-cannan-ed-vol-2.

5 Thomas S. Adams, “The Taxation of Business”, Proceedings of the Annual
Conference on Taxation under the Auspices of the National Tax Association, vol. 11,
November 13-16, 1917, p. 187. Available from http:/www.jstor.org/stable/23400384.
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The benefit principle was also resorted to by the four economists® invited
by the Financial Committee of the League of Nations in 1921 to prepare a
report’ formulating the “general principles as the basis for an international
convention to remove the evil consequences of double taxation.” 3 Their
report stated, “A part of the total sum paid according to the ability of a
person ought to reach the competing authorities according to his economic
interest under each authority. The ideal solution is that the individual’s whole
faculty should be taxed, but that it should be taxed only once, and that liability
should be divided among the tax districts according to his relative interests in
each.” They recognized that the production of wealth focuses upon “the
community the economic life of which makes possible the yield.”"° Their
report formed the basis of the 1927 Report of the Committee of Technical
Experts on Double Taxation and Tax Evasion constituted by the League
of Nations, which proposed the first comprehensive Draft Convention for
the Prevention of Double Taxation.!!

1.3 Recognition of Sales as an Activity
that Creates Value for the Enterprise

These economists also recognized sales as the activity which creates
value for the enterprise, by observing “The oranges upon the trees
in California are not acquired wealth until they are picked, and not
even at that stage until they are packed, and not even at that stage

¢ M. Bruins (Netherlands), M. Einaudi (Italy), E.R.A. Seligman (United States)
and Josiah Stamp (United Kingdom).

7 League of Nations Economic and Financial Commission: Professors Bruins,
Einaudi, Seligman and Sir Josiah Stamp, Report on Double Taxation submitted
to the Financial Committee — Economic and Financial Commission Report by
the Experts on Double Taxation — Document E.F.S.73. F.19 (April 5th 1923) —
Legislative History of United States Tax Conventions. Available from http://
adc. library.usyd.edu.au/view?docld=split/law/xml-main-texts/brulegi-source-
bibl-1. xml;collection=;database=;query=;brand=default.

§ ibid., p. 5.

° ibid., p. 20.

10 ibid., p. 23.

League of Nations: Committee of Technical Experts on Double Taxation and

Tax Evasion, Double Taxation and Tax Evasion: Report — Document C. 216.

M. 85 (London, April 12th, 1927) — Legislative History of United States Tax

Conventions. Available from http://adc.library.usyd.edu.au/view?docId=split/

law/xml-main-texts/brulegi-source-bibl-3.xml.


http://adc.library.usyd.edu.au/view?docId=split/law/xml-main-texts/brulegi-source-bibl-3.xml
http://adc.library.usyd.edu.au/view?docId=split/law/xml-main-texts/brulegi-source-bibl-1.xml;collection=;database=;query=;brand=default
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until they are transported to the place where demand exists and until
they are put where the consumer can use them.”'? Their conclusion
reflects that the value of any good being offered for sale is only as
much as the price that the consumers would be willing to pay for it.
Profits are derived only when consumers pay a price that is higher
than the cost of supply, making apparent the contribution of demand
to business profits.

T. S. Adams also recognized the right of the market jurisdiction
to tax part of the profits on the basis of sales by observing, “Income
must to some extent be taxed where it is earned, at rates and by
methods determined by the conditions under which it is earned - not
by the conditions under which it is spent....Corporations and other
business units derive benefits and compete with one another as units, in
the jurisdictions in which they do business.”"

Sales as the basis for taxation is also advocated by Richard and
Peggy Musgrave, who write, “In regard to income and profits taxes,
it is generally agreed that the country in which the income originates
(also referred as the “country of source”) is entitled to tax that
income...”. They conclude that “The profits base of multinational
corporations might be allocated among countries not by location of
subsidiaries but in line with the national origin of profits earned by
the business group as a whole. Such origin might be approximated
by a formula including both location of value added and sales in its
base.””® Different rationale for allocating taxing rights on the basis
of sales have also been offered by Arthur Cockfield'® and Richard L.
Doernberg."”

12 ibid., p. 23.

3 Thomas S. Adams, “Fundamental Problems of Federal Income Taxation”,
The Quarterly Journal of Economics, vol. 35, No. 4 (August 1921), pp. 542-543.

14 See Musgrave and Musgrave, p. 571.

15 ibid., p. 573.

16 Arthur J. Cockfield, “Designing Tax Policy for the Digital Biosphere: How the
Internet is Changing Tax Laws”, Connecticut Law Review, Vol. 34, 2002, p. 396.

7 Richard L. Doernberg, “Electronic Commerce and International Tax Sharing”,
Tax Notes International, vol. 16 (1998), pp. 1013-1022.
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Sales as the basis of taxing rights also finds support in Klaus
Vogel’s Commentary on the basis of efficiency'® as well as equitable
division" of taxation. It even goes to the extent of supporting the
right of taxation of the market jurisdiction on the basis of sales, even
in the absence of PE:

“If an enterprise derives profits from say, supplying goods, such profits
result not only from the goods having been produced in the enterprise’s
State of residence, but also from the opportunity offered in the recipient
State for the sale of such goods. If the flows of goods between the two
countries involved — or rather, more accurately, the profits resulting
from those flows - are balanced, the question of what principle should
be applied when distributing taxation is of relatively little significance,
and in such a case adoption of the permanent establishment principle
is recommendable because it is practicable. But if the flows are in
imbalance, the recipient State is justified in requiring to be allowed to
participate in the taxation of the proceeds of the sales of the goods — in
the same way as it participates where interest and royalties are involved.
The same applies to services rendered by the enterprise.”*

1.4 TP as a Tool to Prevent Artificial
Shifting of Profits

TP can be conceptually understood as the process of determining
the arm’s length price of intermediate goods in a cross-border, non-
market transaction within a supply chain. Theoretically, it is based
on the concept of the single market price. Where the market price
of the transacted good is readily available, it can be easily identified
from market price data (comparable uncontrolled price method).
However, in cases where the market price in an uncontrolled
transaction is not available, it needs to be estimated by using one of
the indirect methods, relying upon data of other enterprises.

18 Klaus Vogel and others, Klaus Vogel on Double Taxation Conventions, 3 ed. (New
Delhi, Wolters Kluwer India, 2010), p. 14.

1 ibid., pp. 14-15.

2 ibid., p. 400. Vogel refers to the criticism by developing countries that the PE
principle operates exclusively in favor of developed countries, and finds this
criticism justified to some extent.
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Avi-Yonah traces the origins of TP to the threat of “tax avoidance
opportunities afforded by possessions corporations, which were
ineligible to file consolidated returns with their domestic affiliates”,*!
which led to the introduction of US domestic law provisions in
1921 that authorized the Commissioner to consolidate accounts of
affiliated corporations for the purpose of accurate distribution of
their profits. These provisions evolved into Section 45 of the Internal
Revenue Code in 1928, the text of which formed the content of
Section 482 subsequently, dealing with transfer pricing regulations.
Jens Wittendorf? provides an account of the tax dispute between the
United States and France in the early 1930s related to over-invoicing
of French subsidiaries of US companies, resulting in imposition of
tax by French tax authorities on US companies that was objected to
by the United States on the grounds of being extra-territorial and a
breach of international principles. The dispute was finally resolved by
the introduction of a provision based on Section 45 of the Internal
Revenue Code as Article IV of the 1932 tax treaty between the United
States and France.

This new development, which was the first of its kind at that time,
prompted the introduction of Article 5 in the draft Convention for
allocation of business income proposed in the League of Nations
Fiscal Committee Report in 1933, which subsequently formed Article
9 of the Model Tax Conventions. Given the separate entity status
accorded to domestic subsidiaries of foreign corporations in the laws
of most countries, these provisions provide an anti-abuse measure for

2l Reuven S. Avi-Yonah,“The Rise and Fall of Arm’s Length: A Study in the
Evolution of U.S. International Taxation”, Law & Economics Working
Papers (Ann Arbor, Michigan, University of Michigan Law School, 2007),

p- 3. Available from http://repository.law.umich.edu/cgi/viewcontent. cgi?
article=1074&context=law_econ_archive.

22 Jens Witterndorf, Transfer Pricing and the Arm’s Length Principle in International
Tax Law (The Netherlands, Kluwer Law International, 2010), pp. 75-76.

2 League of Nations Fiscal Committee, Report to the Council on the Fourth
Session of the Committee — Document C.399.M.204. 1933.11.A. (Geneva, June
15th to 26th, 1933) - Legislative History of United States Tax Conventions.
Available from http://adc library.usyd.edu.au/view?docld=split/law/xml-main-texts/
brulegi-source-bibl-8.xml;chunk.id=0;toc.id=item-8;database=;collection=;
brand=default.
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addressing artificial shifting of profits by mispricing the intermediate
goods transacted between them.

I11. TREATY PROVISIONS & CHANGES IN ARTICLE 7
IN 2010 BY THE OECD

For optimizing the benefits of international trade and investment,
countries often prefer to limit their sovereign right to tax by entering
into tax treaties, based on model tax conventions (MTCs) developed
by the Organisation for Economic Co-operation and Development
(OECD) or the United Nations (UN) Committee of Experts.

I11.1 TP Provisions in Tax Treaties

Article 9 of the MTCs provides for TP adjustment of profits by
determining the arm’s length price of goods in cross-border transactions
between associated enterprises. The primary objective of this provision is
to address manipulation of price and not to attribute profits to a PE, which
is purely the subject matter of Article 7. A corrective action under Article 9
is triggered only if a particular transaction between associated enterprises
is not at arm’s length price. The MTCs neither define arm’s length price
nor specify methods for determining it. The Contracting States may adopt
methods advocated by OECD?* or the UN Committee of Experts.”

II1.2  Treaty Provisions for Attributing Profits to PE

Article 7 of the MTCs provides the rules for attributing profits to PE.
The UN Convention provides relatively greater taxation rights to the
source country in the form of “force of attraction’ rules and restrictions
on deduction on expenses.?® Apart from these differences, this article in
the two conventions was somewhat similar till 2008, and sought to tax

2 OECD, OECD Transfer Pricing Guidelines for Multinational Enterprises and
Tax Administrations 2017 (Paris, 2017). Available from http://dx.doi.org/10.1787/
tpg-2017-en.

2> UN Economic & Social Affairs, United Nations Practical Manual on Transfer
Pricing for Developing Countries (New York, UN Publishing, 2017). Available
from http://www.un.org/esa/ffd/wp-content/uploads/2017/04/Manual-TP-2017.pdf.

2 The UN Convention allocates relatively greater taxing rights to the country of
source than are provided in the OECD Convention.


http://dx.doi.org/10.1787/tpg-2017-en
http://dx.doi.org/10.1787/tpg-2017-en
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only those profits of the PE that it would be expected to make if it was
an independent and separate entity. This would normally be achieved by
maintaining separate accounts for the permanent establishment (separate
accounting or direct method).”” However, in the absence of the same, both
conventions provided for attribution of profits by way of apportionment
as may be customary in that State (fractional apportionment or indirect
method), in paragraph 4 of this article:

“In so far as it has been customary in a Contracting State to determine
the profits to be attributed to a permanent establishment on the basis of an
apportionment of the total profits of the enterprise to its various parts, nothing
in paragraph 2 shall preclude that Contracting State from determining the
profits to be taxed by such an apportionment as may be customary; the
method of apportionment adopted shall, however, be such that the result shall
be in accordance with the principles contained in this Article.”

III.3  OECDIUN Guidance on Methods
for Apportionment for Attributing Profits

The OECD Commentary on Article 7, prior to 2010, when Article 7
was revised, provided detailed guidance on the possible methods for
applying apportionment, which is still relied upon and quoted in the
existing commentary of the UN MTC. It stated:

“The essential character of a method involving apportionment of total
profits is that a proportionate part of the profits of the whole enterprise is
allocated to a part thereof, all parts of the enterprise being assumed to have
contributed on the basis of the criterion or criteria adopted to the profitability
of the whole. ... criteria commonly used can be grouped into three main
categories, namely those which are based on the receipt of the enterprise, its
expenses or its capital structure. The first category covers allocation methods
based on turnover or on commission, the second on wages and the third on
the proportion of the total working capital of the enterprise allocated to each
branch or part.”*

Paragraph 24 in the Commentary on Article 7 in the 1963 OECD
MTC containing this text was renumbered as 26 in 1977, 27 in 1992 and

77 See Vogel, p. 442.
2 OECD, Model Tax Convention on Income and on Capital 2010 (updated 2010),
Full version (Paris, OECD Publishing), pp. C(7)-103-104.
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54 1n 2008, before being omitted in 2010. Till 2010, OECD recommended
fractional apportionment of profits based on any one of the three criteria,
1.e. receipts, expenses and working capital, for attributing profits to a PE.
This paragraph is still relied upon and quoted in paragraph 19 of the
Commentary on Article 7 of the UN Model MTC.,? thereby indicating
its acceptance by the UN Committee of Experts. Significantly, no
country documented any observation, reservation or position in respect
of this paragraph in the OECD MTC, 2008, before it was omitted,
indicating the existence of a broad international consensus.

II1.4  Changes in Article 7 in the OECD
MTC & Its Three Differing Versions

In the 2010 update of the OECD MTC, Article 7 was amended by
taking away the option of fractional apportionment and inserting the
condition that profits should be attributed taking FAR into account.
Prior to 2010, Article 7 had remained largely unchanged since the
introduction of the OECD MTC in 1963. A large number of treaties
retain either the earlier version of this article in the OECD MTC or the
UN MTC version, both of which allow fractional apportionment, and
do not impose FAR.

Thus, three standard versions of this article exist in tax treaties
today, i.e. the pre-2010 version and the 2010 version of Article 7 in the
OECD MTC and the Article 7 of the UN MTC. Since the Contracting
States are governed by the provisions in their treaties, an inevitable
result is the widening of differences in profit attribution to PE under
different tax treaties. Profit attribution by apportionment can be
resorted to, if the same is permissible under the treaty. However,
where the treaty has adopted the revised Article 7 of the OECD
MTC, which does not provide an option for apportionment, this
option will not be available.

2 UN Economic & Social Affairs, United Nations Model Double Taxation
Convention between Developed and Developing Countries (New York,
UN Publishing, 2011), pp. 159-160.
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II1.5  Implications of Changes in Article 7 by OECD

The insertion of FAR in Article 7 in the 2010 update of the OECD MTC
has major implications. It approximated the process of profit attribution
with that of TP, thereby leading to an illusion that both of them are
one and the same exercise, and can be undertaken in an integrated
manner by a common FAR analysis. A more significant impact was to
attribute profits solely on the basis of FAR, representing supply, which
completely ignored the contributions made by the market jurisdiction to
the profits of multinational enterprises (MNEs) by maintaining markets
and facilitating demand. Lastly, it omitted the option of fractional
apportionment, which was permissible in the earlier provision and
thereby also took away the option of taking sales into account.

The changes in Article 7 suddenly overturned a long lasting
broad international consensus that was based on sound principles
of economics and provided fair division of taxing rights between
jurisdictions contributing to profits of an enterprise. It significantly
widened the wedge between the two MTCs, and increased tax
uncertainty for MNEs, by subjecting them to different tax regimes
under different treaties. It also aggravated the challenges faced by
developing countries in implementing these provisions.

The most important implication, however, was the omission of
sales, which prior to these changes, constituted the most important
factor in profit attribution. In both other versions of Article 7, the
“direct or accounting method” has sales as the beginning point,
with profits computed after deducting expenses, while for “indirect
or fractional apportionment method”, sales can be taken as a basis.

Iv. LIMITATION OF FAR BASED PROFIT ATTRIBUTION

The proposal for FAR based analysis for profit attribution suffers from
significant conceptual and practical limitations. The foremost limitation
is the omission of sales, which prevents the market jurisdiction to tax
business profits derived from its territory on the basis of its contribution
to them. Other limitations include conceptual problems in approximating
TP with profit attribution, and the practical constraint arising from its
complexities and costs, which can also create avenues for tax avoidance.
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V.1  Incompatibility of Omitting Sales
with Economic Theory and Country Practices

As highlighted above, economic theory provides a strong basis for
taking sales into account for taxing profits derived by MNEs from
the economy. Literature also supports the option of attributing
profits by apportionment based on sales. In a 1991 paper, Langbein
suggested fractional formulary apportionment based on sales and
working capital, each given equal weight.*° He explains that while
sales represent the demand or market side contribution, working
capital represents the inputs or the supply side.’! According to
him, “... sales, if anything, are the more or most important factor in
indicating the “relative contribution” of a component to an enterprises’

group profit.”*

Avi-Yonah and Clausing recommend formulary apportionment
exclusively on the basis of sales, noting that, “In the case of a sales
based definition, the measure of economic activity is sales, which
focuses on the demand side of market value.”® Jinyan Li argues
in favour of adopting a multi-factor apportionment formula based
on sales, payroll and property.** The Tax Justice Network has also
suggested apportionment based on a three-factor formula (property,
payroll and sales) with a double weighted sales factor.®

% Stanley I. Langbein, “A Modified Fractional Apportionment Proposal
for Tax Transfer Pricing”, Working Paper 1990-17, September 30, 1991 (Ann
Arbor, Michigan, Michigan Ross School of Business, 1991), p. 6. Available from
https://www.bus.umich.edu/otpr/papers/1990-17.PDF.
3 ibid., p. 7.
ibid., p. 27.
* Reuven S. Avi-Yonah & Kimberly Clausing, “A Proposal to Adopt Formulary
Apportionment for Corporate Income Taxation: The Hamilton Project”, Law
& Economics Working Papers (Ann Arbor, Michigan, University of Michigan
Law School, 2007), p. 13. Available from http://repository.law.umich.edu/cgi/
viewcontent.cgi?article=1071&context=law_econ_archive.
Jinyan Li “Global Profit Split: An Evolutionary Approach to International
Income Allocation”, Canadian Tax Journal, vol. 50, No. 3 (2002), pp. 823-883.
Tax Justice Network, “TP in Developing Countries An Introduction”,
2013, para. 9.3. Available from https:/www.taxjustice.net/wp-content/
uploads/2013/04/TP_in_developing_countries.pdf.
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Some countries have adopted practices for determining taxable
profits by formulary apportionment that takes sales into account.
These include the practice adopted by US States, based on a formula
giving equal weight to sales, property and payroll. According to
Nerudova, this practice dates back to the 1870s, and since the 1930s,
almost all States of the Federation have been following formulary
apportionment based on the “Massachusetts formula” that can be
expressed as the following equation:

1¢G 1L; 18
P; = Pt(§a+ §L—t+ 55_1:
where P, represents profits allocated to the state i, P, profits of the enterprise,
C stands for property, L for labor and S for sales.” Validation of these
tax rules by the Iowa Supreme Court and the US Supreme Court®” have
attracted considerable attention in literature and also resulted in greater
allocation to sales, that goes up from one-third in the Massachusetts formula
to as much as 90-100%.% Nerudova has also documented the practices in
Canada, apportioning profits on the basis of sales and payroll.¥ Some
other countries have also practiced apportionment, including Switzerland
Germany,* Argentina® and India.®

% Danus$e Nerudova, “Common Consolidated Corporate Tax Base: Sharing the Tax
Base under Formulary Apportionment”, In Proceedings of the 13th International
Conference on Finance and Banking, D. Stavarek and P. Vodova, eds. (Karvina,
Czech Republic, Silesian University in Opava, 2012), p. 466. Available from
http://www.opf.slu.cz/kfi/icfb/proc2011/pdf/40_Nerudova.pdf.

3 In Moorman Mfg. Co. v. Bair, 437 U.S. 267 (1978), the Iowa Supreme Court held
the validity of the State of lowa to impose tax only on the basis of sales. The US
Supreme Court confirmed the validity of the formulatory apportionment method
in Container Corp. v. Franchise Tax Bd., 463 U.S. 159 (1983) and Barclays Bank
PLCv. Franchise Tax Bd. of Cal. 512 U.S. 298 (1994).

% See Nerudova, Table 3, p. 467.

¥ ibid., p. 468.

40 See Tax Justice Network, para. 10.3.

4 ibid., para. 10.4.

4 Erika Dayle Siu et al., Unitary Taxation in Federal and Regional
Integrated Markets (Brighton, UK, International Centre for Tax and
Development, 2014). Available from https://assets.publishing.service.gov.uk/
media/57a089ec40f0b652dd000486/ICTD-RR3.pdf.

# Rule 10 of Income-tax Rules, 1962 permits use of apportionment in India.
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A proposal for a Council Directive on a Common Consolidated
Corporate Tax Base (CCCTB) in the European Union has been
placed before the European Commission** in September 2016.%
Article 28 of this proposal provides that the consolidated tax base
shall be shared between group members in each tax year on the basis
of following the formula for apportionment ... giving equal weight to
the factors of sales, labour and assets:
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These details suggest that the post 2010 approach of OECD,
which excludes sales as a factor for attributing profits to PE, is not
in conformity with the economic principles and literature. Country
practices, for instance, in the United States and the proposal for
CCCTB in Europe also contradict the OECD approach that excludes
sales and omits the option of apportionment for attributing profits
to PE.

1V.2  Conceptual Problems in Applying
TP Methods for Profit Attribution

One of the limitations of TP methods based on comparable data
to determine the arm’s length price by arriving at a “standardized”
profit margin is the lack of theoretical and conceptual support for
such an exercise. While economic theory provides a basis for the
arm’s length price, in the form of a single price of an economic good
in a competitive market, there is no such basis for the “arm’s length
profit”. There is nothing in economic theory, whatsoever, to suggest
that all enterprises in a competitive market are likely to have the
same profit margin. On the contrary, economic theory explains the
entry and exit of enterprises based on the difference between their
respective efficiencies. Efficient enterprises are expected to dictate

# European Commission, Final Proposal for a Council Directive on a Common
Consolidated Corporate Tax Base (CCCTB) {SWD(2016) 341 final} {SWD(2016)
342 final} (Strasbourg, 25.10.2016). Available from https://ec.europa.eu/
taxation_customs/sites/taxation/files/com_2016_685_en.pdf.

4 The 2016 proposal is a modification of an earlier proposal for CCCTB that was
initiated in 2011.
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a more competitive price in the market which will make the less
efficient enterprises non-competitive, leading to their exit.

There are other problems too. Schon pointed out, “TP at marginal
cost is generally not accepted by traditional TP tax rules.”® This
creates a stress with economic theory, which tells us that the decision
of an enterprise to supply is governed by marginal costs.*’” Though
profit attribution rules create a legal fiction by deeming the PE as a
separate and independent enterprise, the actual decision making by
an MNE is still based on the objective of maximizing its profits as a
single unit, and is not a sum of decisions taken by its various units
located in different tax jurisdictions to maximize their respective
profits. It is this limitation of the legal fiction which necessitates the
option of attributing profits by apportionment as provided in other
versions of Article 7.

Another significant question mark on the accuracy of the TP
approach for attributing profits is its inability to take into account the
synergy rents or the additional profits that are derived by the MNE as a
whole from the synergies created by carrying out different functions in
different jurisdictions, in some instances, by utilizing the “comparative
advantage” of different economies.®® Since an enterprise is a single
economic unit and takes its business decisions with an objective of
maximizing its overall profits, rather than maximizing the profits of
its different units, determination of how the synergy rents derived by
running a comprehensive business across several tax jurisdictions are to
be taxed by each of those jurisdictions cannot be ignored. Schon notes,
“From a tax point of view, these rents should not only be allocated to

4 Wolfgang Schon, “Transfer Pricing - Business Incentives, International Taxation
and Corporate Law”, Working Paper 2011-05, January 2011 (Munich, Max Planck
Institute for Tax Law and Public Finance, 2011), p. 8. Available from
http://www.tax.mpg.de/RePEc/mpi/wpaper/Tax-MPG-RPS-2011-05.pdf.
Average cost includes sunk cost, which could be a factor in investing decisions.
For instance, an MNE may decide to locate its manufacturing activities in

an economy which is recognized for its efficiency in manufacturing, locate its
service units in another economy efficient in services or having skilled labor
available at lower wages and 