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Preface

In 2013, when concerns about tax avoidance by multinational companies were hit-
ting the headlines and the OECD was launching its BEPS project, I thought it was
time for a more fundamental review of the way in which business profit was taxed
in an international context.

I was inspired by three outstanding reviews that the Institute for Fiscal Studies
had commissioned to investigate the structure and reform of taxes over the
decades—the Meade Committee in the 1970s, the IFS Capital Taxes Group, led
by Malcolm Gammie, in the late 1980s and early 1990s, and the Mirrlees Review,
which was completed in 2011. A key feature of these pathbreaking reviews was
that they all married modern economic theory with a deep concern for how
taxes worked in practice. And they all included economists and lawyers on the
review team.

As a member of the IFS Capital Taxes Group, I very much appreciated the bene-
fits of economists and lawyers working together. That has also been my experi-
ence in directing the Oxford University Centre for Business Taxation, which has
also always employed researchers from both economics and law. So I set out to
recruit the very best thinkers from law and economics from around the world
to join a new group. To my delight they accepted, and the initial group—which
first met in December 2013—consisted of Alan Auerbach and Michael Keen as
the other economists, and Michael Graetz, Paul Oosterhuis, Wolfgang Schén,
and John Vella as the lawyers. It is hard to imagine a more distinguished group.
Unfortunately, Michael Graetz stepped down from the group along the way, but
only after he had made an immense contribution to our work and thinking. His
ideas and thoughts continue to permeate through this book—though of course, he
is absolved from any responsibility for any flaws or outright errors in what it finally
contains. In retrospect, our work would also have been helped by the expertise of
others, especially from accounting; but the group was well established by the time
I realized that.

We summarized the task we set ourselves in December 2013 as follows.

The BEPS Action Plan aims at evolutionary, rather than revolutionary, changes
to the system of international taxation, based on arms-length pricing and a net-
work of double tax agreements. But it is not clear that such an approach will gen-
erate an international tax system fit for the 21st century. It is not only the practical
working of the system that is in doubt, but—more profoundly—its conceptual
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basis. Without a solid conceptual basis, reform will be piecemeal and arbitrary,
and it is not clear what the reforms will be a transition to.

We will address fundamental issues of principle and practice in the allocation
of profits for the purposes of taxation, paying attention to the interests and cir-
cumstances of advanced and developing countries. Specifically, we will:

« analyse the conceptual basis of the existing OECD framework, including the
basic allocation of taxing rights, the treatment of interest and royalties, and the
methods used in determining transfer prices;

o evaluate potential reforms within the existing framework, especially whether
they can be justified on the basis of a clear conceptual basis, rather than as ad
hoc measures;

o consider more radical methods of allocating taxing rights, including those
based on residence, destination and formulary apportionment. This will in-
volve not only analysis of the conceptual basis of such taxation, but also the
extent to which such methods can be implemented in practice, and whether
there is a feasible path of transition; and

» make recommendations for reform into the medium term.

The group held a series of meetings, mostly lasting two days and discussing a var-
iety of notes and papers prepared for them, until 2017. Those meetings developed
our ideas, although a great deal of work also took place outside the meetings. The
group constituted a wonderful and constructive discussion forum; we did not start
in complete agreement, and it is probably fair to say that we did not finish with
complete agreement either. But along the way, I believe we all learnt a great deal
from each other, and I hope those lessons have been reflected (with more clarity
than there may have been at the beginning) in the book. The book represents our
collective view on how taxes on international business profit should be reformed.
We have presented the ideas in the book on many occasions in the intervening
period and, both individually and collectively, the group has written and presented
many contributions which have been published along the way. These are generally
also reflected in this book. Notably, we presented earlier versions of our two main
proposals—the RPATI and the DBCFT—at a pair of conferences in Oxford and
Washington DC in June and July 2016, and produced working papers relating to
these proposals in March 2019, and January 2017, respectively. Much of the debate
about tax reform in the US in 2016 and 2017 was based around the DBCFT. More
recently, in 2019 the OECD has begun to pursue proposals that draw on the RPAI
proposal—although with some important differences. Being actively involved in
these policy debates has not helped us in completing the book in reasonable time.
We are very grateful to the Nuflield Foundation for financial support. Other
costs of the group were largely borne by the Oxford University Centre for Business
Taxation, the Max Planck Institute for Tax Law and Public Finance in Munich, and
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the Robert D. Burch Center for Tax Policy and Public Finance at the University of
California, Berkeley. Skadden Arps and the IMF also generously hosted meetings.

As well as learning from each other, the group benefited from comments and
advice from numerous people, including Rosanne Altshuler, Reuven Avi-Yonah,
Philip Baker, Johannes Becker, Jennifer Blouin, Stephen Bond, Anzhela Cédelle,
Kim Clausing, Alex Cobham, Richard Collier, Wei Cui, Rita de la Feria, Ruud de
Mooij, Mihir Desai, Dhammika Dharmapala, Joachim Englisch, Judith Freedman,
Clemens Fuest, Malcom Gammie, Rachel Griffith, Itai Grinberg, Harry Grubert,
Michelle Hanlon, Caroline Heber, Jim Hines, Doug Holtz-Eakin, Mitchell Kane,
John Kay, Ed Kleinbard, Kai Konrad, Li Liu, Ben Lockwood, Glen Loutzenhiser,
Drew Lyon, Giorgia Maffini, Mark Mazur, Peter Merrill, Will Morris, Christine
Osterloh-Konrad, Vicki Perry, Alice Pirlot, Erik Roder, John Samuels, Dan Shaviro,
Joel Slemrod, Moshe Spinovitz, Johanna Stark, Martin Sullivan, Eric Toder,
Richard Vann, and Al Warren, as well as colleagues and numerous others at various
conferences, seminars, and meetings over the last six years. We are very grateful to
them for helping us to better understand some of the difficult problems which arise
in analysing and re-designing taxes of international business profit.

Finally, please note that the views expressed here should not be attributed to the
IME its Executive Board, or IMF management.

Michael P. Devereux
November 2019
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Introduction

This book is about how business profit is, could, and should be taxed, particularly
when the activities of the business transcend national boundaries. This may seem
a dry, technical topic. For many years it was. However, it has become the subject of
heated debate within, and amongst, many countries.

The framework of the existing system for taxing business profit in an inter-
national setting dates back to the 1920s. A multinational business earns global
profit as a single economic unit operating in many countries. However, for tax pur-
poses, the existing system allocates its profit across countries by treating it as a set
of independent separate entities. The taxable profit of each entity within the multi-
national is calculated on a stand-alone basis through a complex system of rules
derived from domestic laws and international treaties. A key preoccupation of this
system is to share taxing rights between countries so that the same profit is not sub-
ject to tax in more than one country—that is, to avoid so-called ‘double taxation.

But there is a widespread perception that the system is no longer acceptable.
A key complaint voiced by governments, international organizations, and tax cam-
paigners in recent years is that the system has instead permitted businesses to es-
cape tax altogether—or at least to have low overall tax liabilities. The Organisation
for Economic Co-operation and Development (OECD) ‘Base Erosion and Profit
Shifting’ (BEPS) project, which began in 2013 and proposed important reforms in
2015,! was largely aimed at combating tax avoidance through arrangements that
served to shift profit to low tax countries.

The BEPS project did not address the more fundamental question of how taxing
rights over multinational business profit should be shared amongst countries. But
in the world of global politics it is competition amongst governments over these
taxing rights—a contest between governments for the revenues—that is more
likely than concerns over profit shifting to drive fundamental reform of the system.

Developing and emerging countries have for many years argued that the alloca-
tion of taxing rights under the existing system favours developed, industrialized
countries. More recently, a number of developed countries have also voiced their
dissatisfaction with the existing system, arguing that it did not allow them to col-
lect a ‘fair share’ of tax on the profits earned by certain prominent highly digital-
ized businesses. For example, some countries have claimed that domestic ‘users’

! OECD (2013a, 2013b, 2015a).

Taxing Profit in a Global Economy. Michael P. Devereux, Alan J. Auerbach, Michael Keen, Paul Oosterhuis,
Wolfgang Schon, and John Vella, Oxford University Press (2021). © the several contributors.
DOI: 10.1093/0s0/9780198808060.003.0001.



2 INTRODUCTION

of digital services contribute to the profit of the business, and so some taxing
rights should be given to the country where they are located. But over time, this
debate has broadened into a much wider battle for the rights to tax international
business profit.

This contest for tax revenues may seem ironic, since for more than three decades
there have been significant concerns about competition between national govern-
ments to attract mobile economic activity. This competition has led to a steep de-
cline in rates of tax on corporate profit and the proliferation of other special tax
schemes intended to attract multinationals’ business and/or their profit. But there
is a crucial difference between this competition and the contest over the alloca-
tion of taxing rights: governments have reduced tax rates in countries in which
businesses undertake their functions and activities but are seeking to increase their
revenue in countries where businesses’ customers and users of digital services are
found. This is a crucial distinction which plays a key role in our development of
proposals for reform.

Beyond these problems of profit shifting and tax competition, businesses are
not content either. They have become increasingly concerned over the staggering
complexity of the tax system, and the uncertainty over how it is actually supposed
to work in practice. This concern is shared by tax authorities, particularly those
with significant capacity constraints (and other urgent tax problems to address),
as they are faced with an increasingly challenging and costly system to operate.
Meanwhile, economists have been concerned about tax-induced distortions to the
real economic behaviour of multinational businesses—for example, in their loca-
tion and investment decisions—which create real economic and social costs.

It has been understood for some time that the problems of the international
system of taxing profit at a business level stem from its fundamental structure. This
is in large part due to the existing system being based on the presumption that it
is feasible, conceptually and practically, to identify with reasonable accuracy the
profit arising in each ‘separate entity’ within the business. But a key problem with
this concept is that a multinational business tends to make higher profit because
it is multinational. That is, it can take advantage of its size and scope to locate its
various activities—management, production, research and development, finance,
marketing, and many other elements of the business—in the locations that best
support those aspects of the business. The synergies between the different units
mean that the whole can be greater than the sum of its individual parts; and so the
total profit of the business can be higher than the sum of deemed profits earned by
the entities within the business.

A second key feature of the existing system also contributes to its problems but
is less prominent in policy debates. The existing system taxes business profit in the
location of the various activities listed above. But most of these activities are rela-
tively mobile; businesses can and do move them in order to reduce their overall
tax liabilities. This causes a vast array of problems for the system. Ultimately, no
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amount of tinkering with the system can resolve these fundamental issues; there is
aneed for major structural reform.

This book sets out to explain the problems underlying the existing system and
to consider options for fundamental reform which would be stable in the face of
competition for both tax revenue and economic activity. In this Introduction, we
begin by exploring how the issues of profit shifting pushed the taxation of busi-
ness up the international political agenda, and how the political debate was trans-
formed into a contest over the allocation of taxing rights. We explore the different
forms of competition between governments and also briefly set out other prob-
lems of the existing system. We then describe the approach taken in this book. We
step back from the current political debate and start from first principles by asking
basic questions, including why business profit is taxed at all. A set of criteria is
then developed which can be used to evaluate the existing system and any potential
reforms in a comparable, consistent, and comprehensive way. In our analysis we
primarily take a global perspective, asking what tax system would be most bene-
ficial for the world as a whole. But there is no world benevolent dictator, nor do
governments cooperate—in tax design, or in sharing tax revenues—to the extent
that might be mutually beneficial. We therefore have to keep in the forefront of our
minds that national governments are likely to act, above all, in the interests of their
own country. A central question in considering any reform must therefore be the
incentives of national governments to enact it.

In this Introduction we also very briefly set out the directions in which that ap-
proach leads us and outline the structure and main themes of the book. The cul-
mination of the analysis we present comes in two proposals for reform that we
develop in detail in Chapters 6 and 7. It may seem implausible that there are any
solutions that could address the combination of such problems as profit shifting,
competition, complexity, uncertainty, and economic inefficiency. The central argu-
ment of the book, however, is that such solutions do exist. Fairness is an important
issue, but it is also in many ways a much more difficult issue, since—as we discuss at
length in Chapter 2—there is no clear basis for how the rights to tax the profit of a
multinational business ought to be distributed amongst countries.

The key to the solutions that we consider is that the rights to taxing profit should
be allocated to countries on the basis of factors that are relatively immobile, and
which are therefore less likely to move in response to the tax. There are a number
of possible candidates for these relatively immobile factors which we discuss, in-
cluding the residence of the owners of the business and the country of location-
specific profit. On the grounds that the customers of a business are relatively
immobile, we end up by setting out in some detail two proposals for reform based
on allocating the rights to tax business profit to the country in which businesses sell
their goods and services.

This book is concerned with how to tax profit earned by a business, especially a
multinational business that has activities in more than one country. In developing
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proposals for reform, an important issue is the scope of any alternative tax re-
gime. In principle, to avoid distortions based on legal form, a tax on profit should
apply to all businesses, whatever their legal form—for example, whether it is a
company with limited liability, a partnership, or a sole trader. However, by far the
most important existing form of taxation of profit—especially in an international
setting—is the taxation of the profits of companies, and particularly multinational
companies. It is the taxation of multinational companies that has dominated the
tax policy debate. In general, then, our discussion of the principles of taxing profit
refers to a business, a multinational business, or simply a multinational. However,
in describing the existing system, in reporting evidence, or in setting out many
examples, we therefore frequently refer to companies, and corporation tax or cor-
porate income tax.

1. Taxavoidance

In recent years the issue of the taxation of multinational business has risen high
up the political agenda in many countries, based on the growing belief that
multinationals are able to exploit the existing system to reduce their overall tax
liabilities. Particularly in the wake of the financial crisis of 2007-08, and the need
for fiscal consolidation and the heightened sense of injustice that followed, the
idea that large and profitable businesses have not been paying their ‘fair share’
of taxation touched a chord with politicians and the general public. The idea of
‘unfair competition’ between large tax-efficient multinationals and small local
businesses subjected to the full level of domestic taxation also came to the fore.
Businesses deemed not to be paying enough in tax have had their tax affairs
splashed over the front pages of newspapers and have been the subject of parlia-
mentary and senate enquiries.

There are many examples. In one, from 2014, a United States Senate enquiry an-
nounced that Caterpillar had ‘deferred or avoided paying US taxes totalling about
$2.4 billion’? The Committee’s report begins by declaring that it ‘has examined how
US multinational corporations have exploited and, at times, abused or violated
US tax statutes, regulations, and accounting rules to shift profits and valuable as-
sets offshore to avoid US taxes. The narrative that large business has been acting
immorally in using all and any techniques to avoid taxation was also enthusias-
tically taken up elsewhere.’ For example, the UK Public Accounts Committee—
ostensibly concerned with overseeing the expenditure of UK government

2 United States Senate Permanent Committee on Homeland Security and Government Affairs
(2014).

3 A growing academic literature investigates the development of these issues into important political
topics. See, for example, Forstater and Christensen (2017).
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departments—grilled executives from several businesses deemed to be aggres-
sively avoiding tax. In one case in 2013, the chair, Dame Margaret Hodge, told
Matt Brittin, then Google’s Vice-President for Sales and Operations, Northern and
Central Europe, that his company’s behaviour on tax was ‘rather devious—if I may
say so, calculated—and, in my view, [constitutes] unethical behaviour in deliber-
ately manipulating the reality of your business to avoid paying your fair share of
tax’4 Professional advisory firms have been regarded in a similar way. Also in 2013,
the finance ministers of France, Germany, and the UK issued a joint statement ur-
ging a fight against aggressive tax planning by multinational businesses.?

Businesses responded in different ways, but certainly became more aware of
the reputational consequences of being deemed to be aggressively avoiding tax.
Famously, in 2012, Starbucks volunteered to pay additional tax of £20 million in
the UK. Kris Engskov, then Managing Director of Starbucks UK, said T am an-
nouncing changes which will result in Starbucks paying higher corporation tax in
the UK—above what is currently required by law ... These decisions are the right
thing for us to do. We've heard that loud and clear from our customers.®

His statement neatly encapsulates an important issue. If it is true that Starbucks,
and other businesses, were already complying fully with tax law in the UK and
elsewhere, then it is not clear that the blame for low tax collection from such
multinationals should be laid at their door. Tax is not supposed to be voluntary.
Persuading Starbucks or other companies like it to make a voluntary tax payment,
asifa charitable gift, cannot be a sensible way of implementing taxes. It is up to gov-
ernments to decide the basis of taxation. They set taxes through legislative bodies,
they collect the tax which they enshrine in legislation, and they are often aware of
how businesses will respond. It may be true that the lengths to which some busi-
nesses have gone to arrange their affairs in such a way as to reduce their tax liability
is distasteful; however the solution is not to demonize business, but to design and
implement taxes that are less prone to such manipulation. This book attempts to
design and evaluate some possible solutions.

Governments also responded collectively. The political pressure resulted in a
flurry of changes to the taxation of international business taxation, at both national
and international levels. A focal point for such reform was the OECD BEPS pro-
ject, driven by the G20. This took place between 2013 and 20157 and resulted in a
series of ‘minimum standards’ and aspirational recommendations. The OECD is
a key organization in developing the structure of international taxation, not least
because it is the home of the OECD model tax treaty, which underlies the vast ma-
jority of the more than 3,000 bilateral double tax treaties that have been concluded

4 Public Accounts Committee (2013).

5 ‘We are determined that multinationals will not avoid tax’, Osborne et al (2013).
6 Cited in The Guardian, 6 December 2012.

7 Some aspects of the BEPS project, notably in relation to digitalization, continue.
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between pairs of countries, and of transfer pricing guidelines that play a central
role in implementing the current system.?

We report evidence on the scale of the avoidance of taxes on business profit in
Chapter 3. Estimating this is challenging, not least because it is difficult even to de-
fine avoidance. Unlike ‘evasion, ‘avoidance’ refers to actions taken to reduce tax li-
abilities that are consistent with the tax system as laid down in law. But such actions
can be many and varied; and most people would not classify them all as avoidance.
Indeed some may not classify any as avoidance, considering that the notion itself
seems to imply some standard that is not set out in law. It is even more difficult to
identify the revenue that would have been raised in the absence of avoidance. As
we describe in Chapter 3, there is a wide range of estimates, though certainly at the
higher levels these estimates indicate a significant degree of avoidance.

In a sense though, even if the empirical evidence of the scale of avoidance is not
strong, perceived avoidance is certainly a very salient issue which has repercus-
sions for people’s satisfaction with the existing tax system. The commonly held
view that large multinational businesses are able to exploit loopholes in the tax
system feeds the broader view that the system is rigged in favour of the rich, which
in turn undermines trust in the wider tax system and fuels populism on the left
and the right.

2. Competition for economic activity and tax revenue

Very broadly, the OECD/G20 BEPS project sought to stem the flow of taxable
profits from countries where real activities took place to low tax countries in which
they did not. The former group of countries could largely agree on these measures
and the latter countries found it hard to resist politically. But the project explicitly
did not address the much more difficult and fundamental question of how to allo-
cate taxing rights among countries where real activities do take place.

2.1 Contest over the allocation of taxing rights

The existing allocation of taxing rights has for many years been criticized as un-
fair by developing countries which often felt unable to tax to their satisfaction the
profits earned by foreign businesses operating within their borders. This is perhaps
not surprising given that the foundations of the existing system were put in place
at a time when many developing countries were still colonies and had little, if any,
voice on the matter. The UN, and others, have attempted to change this allocation

8 The United Nations (UN) also has a model treaty, most recently revised in 2017, that is intended for
adoption between developed and developing countries.
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but with limited success. Whilst the OECD/G20 BEPS project was under way, a
substantial number of emerging and developing countries urged the OECD to ad-
dress this issue, but again with no success: the BEPS project was ‘not directly aimed
at changing the existing international standards on the allocation of taxing rights
on cross-border income’’

In the context of the BEPS project, the more fundamental issue of allocating
taxing rights instead arose in the context of taxing profit made by certain ‘highly
digitalized business. Such profit is widely understood to be even more mobile
across countries than that of other businesses. It can be earned with little, if any,
physical presence in a country—a key factor in the existing system. Some devel-
oped countries felt they were receiving less than their ‘“fair share’ of tax from the
activities of certain highly profitable and highly digitalized businesses (including
those offering social media, marketplace, search engine, and similar services).
They claimed that they should have the right to tax these businesses on the grounds
that the businesses benefited from the contribution of users of their services found
within their borders, even if the profit-generating transactions may have taken
place in other countries.!’

India presented itself as a ‘first mover’ when it introduced an ‘equalization tax’
on inbound digital services. The UK also argued that the existing system’s failure to
recognize the contribution made by users of digital services posed a fundamental
challenge to the fairness, sustainability and public acceptability of the corporate
tax system’!! Together with other countries like France and Italy, the UK favoured
altering the current allocation of taxing rights—but only to the limited extent ne-
cessary to satisfy their particular concerns with highly digitalized businesses. In
2018, the European Commission also made proposals to tax revenue from digital
presence—a ‘short term solution’ in the form of a special tax on the turnover of cer-
tain highly digitalized businesses and a ‘long term solution’ extending taxing rights
under corporation tax on the basis of ‘significant digital presence’!?

Not surprisingly, others objected—notably the US, given that the main effect
would be to increase the rights of the countries proposing the change to tax the
profits of US multinationals. But there are other good reasons to object to spe-
cial treatment for businesses with particular characteristics, even from a global
perspective. Conceptually, it is hard to justify this special treatment. Practically,
such an approach would require complex—and regularly updated—rules for de-
termining which businesses would be singled out for this special treatment. Such
rules would also distort choices by businesses, and competition between them.!?

® OECD (2013b), page 11.

19 The use of highly mobile intangible assets is also extremely important in the context of these busi-
nesses; as a result, businesses have been able to substantially shift profit to low tax countries by transfer-
ring intangibles.

I HM Treasury and HM Revenue and Customs (2018), page 3.

12 European Commission (2018c).

13 For discussion, see Devereux and Vella (2018a) and Schon (2018).
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In any case, the debate on the allocation of taxing rights over profits in the
digitalized economy expanded to one on the allocation of taxing rights for all
international business profit. At the time of writing, this debate is far from
resolved.!* Often, the debate has been less than illuminating, and subject to
much obfuscation. Ostensibly, it was guided by the principle that profit should
be taxed where value is created. But this principle cannot guide reform as it is
not clear where value is created.!” There is even disagreement on the meaning
of the principle among its proponents. It is hard to resist the conclusion
that debate on value creation is a respectable facade for inter-governmental
haggling over tax revenue. In fact recent materials produced by the OECD’s
Inclusive Framework in this context have already largely abandoned the con-
cept of ‘value creation’ as the major benchmark for the international allocation
of taxing rights.!

2.2 Revenues at stake

This contest between governments might lead an observer to suppose that sub-
stantial revenues from taxing business profit are at stake. In fact, the contribu-
tion in many countries is fairly small, certainly relative to other taxes such as
personal income tax and value added tax. A closer look at the data reveals sig-
nificant variation in the reliance different governments place on taxes on busi-
ness profit.

Figure 1.1a examines the extent to which governments rely on taxes on cor-
porate profit—the largest source of tax revenue from business profit in most coun-
tries. It shows the median share of total tax revenue accounted for by taxes on
corporate profit separately for high, middle, and low income countries, from 1990
to 2017. It excludes countries with significant natural resources, which may make
greater use of taxes on corporate profit.

There is a clear pattern to the figure. In the last decade, low income countries
have relied more heavily on corporation tax revenues, with around 15% of rev-
enues generated from this source by 2017. That proportion has been climbing
steadily since the turn of the century. Middle income countries rely less heavily

4 Tn its interim report on taxing digital business in 2018, the OECD stated that: “These challenges go
beyond BEPS and chiefly relate to the question of how taxing rights on income generated from cross-
border activities in the digital age should be allocated among countries, OECD (2018c), page 18.

15 See, for example, Devereux and Vella (2018b) and Hey (2018). Going further back, in 1923, a report
to the League of Nations Financial Committee noted the following: ‘By production of wealth we mean
all the stages which are involved up to the point [of] wealth coming to fruition ... 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 until they are transported to the place where demand exists and until
they are put where the consumer can use them. League of Nations Financial Committee (1923).

16° OECD (2019a, 2019b). On this development see Schén (2019).
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Figure 1.1b Corporation tax revenues as percentage of GDP: median of non resource-
rich countries, 1990-2017
Source: IMF WoRLD Database

on corporation tax, and high income countries still less. For high tax countries the
median percentage has fallen from around 13% just before the financial crisis to
around 10%.

Figure 1.1b shows the same revenues from taxes on corporate profit expressed
as a proportion of the country’s GDP; again the median for each group of countries
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is shown, excluding countries with significant natural resources. On this measure,
there is much greater consistency in this measure between high, middle, and low
income countries in more recent years—although low income countries in par-
ticular have strongly increased their revenues as a proportion of GDP over the pe-
riod (from 1% to 2.5%). Even so, this suggests that the main reason why low income
countries rely more on corporation taxes is not that they are better at taxing profit
than richer countries, but because they are less able to use other taxes, especially
personal income taxes. Overall, their use of taxes on corporate profit is similar to
high income countries; but this is more important for low income countries since
they have less opportunity to use other taxes.

This reflects wider difficulties for low income countries in raising revenue more
generally. For them—with VATs that are in many cases already under pressure,
weak personal income taxation, a need to reduce reliance on customs revenue,
and with considerable revenue needs if they are to have any chance of meeting the
Sustainable Development goals—reforming business-level taxes could be particu-
larly useful.

2.3 Competition over taxes

National governments have been competing with each other for decades to attract
real economic activity which would boost their economies. In the context of the
existing system, they have done so by reducing their tax rates, and offering other
inducements, to undercut other countries. This may also attract mobile profit with
little if any accompanying real activity, through various forms of profit shifting; if
this effect is large enough, then in itself it may lead to that country’s tax revenue
being higher with a lower tax rate. Yet undercutting one’s neighbour’s tax rate is
unlikely to lead to a stable outcome; the neighbour is likely to respond, resulting in
a downward spiral.

The last three decades have seen competition over tax rates on corporate profit of
this kind. Figure 1.2 demonstrates a common feature for all three groups of coun-
tries identified above: the average statutory tax rate has been continuously falling
since 1990 (and actually even before then). On average, statutory rates have fallen
by around 15 percentage points over this period. This is true of all three groups
of countries, although high income countries have maintained tax rates that on
average have continuously been around 5 percentage points higher than middle
and low income countries. This reduction has apparently not been much slowed
by the OECD/G20 BEPS process: indeed closing off avoidance opportunities by
which governments have been able to attract inward profit shifting may make tax
competition through headline tax rates more intense.

A significant concern is that this competition shows little sign of slowing.
Indeed, from 2018, the US cut its corporation tax rate from 35% to 21%, moving it
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Figure 1.2 Average statutory corporation tax rates: all countries, 1990-2017
Source: IMF FAD Rates Database

at a stroke from one of the highest rates to one of the lowest. It seems likely that this
will induce further cuts in other countries. There is therefore a real question as to
how effective tax rates under the existing system will develop in the absence of sig-
nificant reform. At some point the high costs of collecting such taxes may begin to
outweigh the benefits in terms of tax revenue.

2.4 Reconciling the two forms of competition

At first sight, these two elements of competition amongst national governments
may seem incompatible. At least some governments would like to claim a greater
share of taxing rights over multinational business profit. But they are simultan-
eously inclined to reduce their tax rates to attract business. How can these ap-
proaches be reconciled?

The answer is that these contests are based on different locations of taxation.
Recent proposals to change taxing rights have been based on taxing the profit of
multinational business in the market country in which the business makes a sale to
a third party, or alternatively where it has a user. Current tax treaties constrain the
right to tax simply because a sale takes place in a country, or because a user is there.
They instead allocate taxing rights primarily to countries where the business has its
economic activities and a physical presence; imposing a high tax rate on this basis
would drive at least some of that economic activity elsewhere.

From a national perspective, governments could take—and indeed some have
taken—unilateral action to make a claim to tax business profit on the grounds that
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a business has made sales in its country or that it has users there. If, over time,
this approach replaced their taxation of profit based on where economic functions
and activities are located, this could also be seen as an extreme form of the tax
rate competition illustrated in Figure 1.2. Unilaterally giving up rights under the
existing system would in effect be like setting the tax rate under existing rules to
zero: the ultimate move in the ongoing tax competition game. This would be con-
sistent with the aim of attracting inward investment from other countries. But on
its own it would reduce revenue from taxes on business profit under the existing
system to zero.

On the other hand, shifting the basis of taxation to the location of sales or users
would have major advantages. If taxing rights depended only on the location of
sales—or some other relatively immobile factor, such as the residence of owners
of the business, or possibly location-specific profit, such as the location of natural
resources—and not on the location of the different entities within the multinational
business, then the tax would not affect business location decisions. Further, a cus-
tomer, or a user, is unlikely to emigrate in response to a tax levied on the profit of a
business selling to her or providing a digital service to her. So the location of sales
would also be unlikely to be affected. Allocating taxing rights solely on this basis
would therefore not have any repercussions on the location of economic activity.
This would be advantageous both from the perspective of a country making a uni-
lateral reform, and from the perspective of an agreed position amongst all coun-
tries. This is a central theme of this book.

Of course, such a major shift would raise issues of both implementation and
revenue. Issues of implementation depend on the precise structure of any tax that
is levied, and we contrast two alternative approaches in some detail. The attitude
of national governments may also depend on the likely consequences for their tax
base, which - at least in the short and medium run - may be lower for export-
oriented countries.

3. Other problems

The OECD/G20 BEPS project focused on tax avoidance and made proposals that
were intended to limit the opportunities for businesses to shift profit to low tax
countries. While these proposals may have tightened the system, profit shifting op-
portunities remain. Furthermore, these proposals may well have worsened other
major problems of the existing system.

First are the twin issues of complexity and uncertainty. These result in high
compliance costs for business and high administrative costs for governments, but
also in real economic costs as business decisions may be affected by uncertainty.!”

17" Some empirical evidence on the costs of collecting tax on profit is provided in Chapter 3.
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Many aspects of the existing regime are highly complex, and much of this com-
plexity arises because of the difficulties inherent in allocating separate elements
of the overall profit of a multinational business to its separate entities in different
ways. A succinct account of this existing system is that ‘active’ income is taxed in
the ‘source’ country, while ‘passive’ income is taxed in the ‘residence’ country.'®
Even without starting to get into the definition of these four terms, it is clear that
defining and understanding each is crucial in determining where specific profit
is taxed.

Take a simple example for illustration. Suppose a business undertook research
and development, and developed unique intellectual property (IP), in countries
A and B, and used that IP to produce and sell a product in countries C and D. The
entities in C and D pay royalties to the entities in A and B for the rights to use the IP.
The active profit taxed in C and D would be net of the payments of these royalties,
which however, constitute passive profit in A and B. The tax authorities in all four
countries therefore have an interest in the size of the royalties paid. But since the IP
is unique there is no comparable transaction elsewhere that would give a hint of its
value, and hence of the appropriate value of the royalty payments. Transfer pricing
specialists—who seek to value such payments—have struggled with this kind of
situation for many years without devising simple and straightforward solutions.
The business clearly has an incentive to choose royalties that would allocate more
taxable profit to countries with the lower tax rates.

This example barely begins to scratch the surface of the mind-numbing com-
plexity of the existing system. Much additional complexity arises because there
is an increasing number of anti-avoidance rules built into the system to make it
more difficult for businesses to shift profit to low tax countries. These include, for
example, transfer pricing rules, interest limitation rules, and controlled foreign
company rules.!” The BEPS project has aggravated this problem. It set out to re-
duce profit shifting, but the result has been to add further complex and arbitrary
rules to the system. But the BEPS project has been just part of the general increase
in complexity as governments—unilaterally and collectively—have sought to limit
profit shifting.

This situation also creates uncertainty, for a number of reasons. One survey
found that the single most significant factor in increasing uncertainty in the tax-
ation of business profit was complexity in the tax code.?’ But other factors are also
important, including unpredictable or inconsistent treatment (and poor under-
standing of the tax code) by the tax authority and frequent changes in the statu-
tory tax system. This uncertainty not only increases the costs of collection; it also

18 See, for example, Graetz (2001).

19 The latter are rules that aim to limit the shifting of profit to multinational subsidiaries that are lo-
cated in low tax countries.

20 Devereux (2016). See also IMF/OECD (2017).
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has real economic costs. For example, the survey found that uncertainty over tax
treatment was one of the most important factors in affecting business location and
investment decisions.

Of course, the impact of the international tax system on business decisions is not
limited to the effects of uncertainty. Any difference in effective tax rates between
two locations could affect the decision of a business as to which location to choose
for its activity. Suppose, for example, that costs for a business would be lower in
country A, but that tax was also higher in country A. That may lead the business to
instead choose country B, even though it has higher non-tax costs. Those higher
costs in B would represent an economic loss to society as a whole.

The BEPS project focused on cases where profit apparently arose in countries
where the business had little, or no, real economic activity, based on the presence
of indicators such as capital and employees. An important direction of the project’s
proposals was to insist that for profit to be allocated to some jurisdiction for tax
there must be some real economic activity there. A consequence, however, is that a
business that wishes to locate its profit in a low tax country may consequently have
to locate real activity there, even if this again involves higher non-tax costs. This
translates the problem from one of profit shifting to one of a real economic ineffi-
ciency, with consequent economic costs.

There are many other examples of such costs arising due to the existing system
for taxing international profit, affecting the scale of investment, whether or not to
undertake research and development, the choice of how the business is financed,
its legal form, and many other aspects of business behaviour. There is a literature
exploring the scale of the economic cost arising from these distortions to economic
activity, which we briefly summarize in Chapter 3. Again, many of the distortions
arise because of the nature of the existing system.

4. A principled and comprehensive approach

International policy debates about the reform of taxing business profit tend to
focus on immediate political concerns. They tend not to start from first principles,
nor do they consider the range of problems of the system. This may be dictated
by political exigencies, but the result is unlikely to lead to a well-functioning and
stable system.

This book takes a different approach. It starts from first principles, identifying
what criteria should be desired in a good international tax system. The properties
of a ‘good tax’ have been discussed at least since Adam Smith introduced his four
canons in 1776.2! In Chapter 2 we set out and discuss five criteria which we use to

21 Smith (1776).
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evaluate how alternative forms of business level taxation of profit can raise a given
amount of tax revenue. The first four are that the tax should be economically ef-
ficient, fair, robust to avoidance, and easily administered. These criteria are well
known and largely accepted, although economic efficiency is often underappre-
ciated, and fairness turns out not to offer clear prescriptions for the business level
taxation of profit.

Our fifth principle is that the tax should be ‘incentive compatible, which we be-
lieve is critical in an international context. In this context, a tax would be incentive
compatible if an individual country would not have an incentive to undermine any
international consensus, imposing costs on other countries, for example, by redu-
cing the tax rate on profit. Imposing costs on other countries is not a necessary fea-
ture of taxes levied on international flows; for example, value added taxes typically
do not do so (except to the extent that consumers that live close to borders can en-
gage in cross-border shopping). Removing competition between countries in taxes
on profit would constitute a distinct improvement over the existing system.??

Having identified our criteria we then address the fundamental question of
whether there is a good case for a business level tax on profit at all—and if so, what
it is. It is true that more or less all countries have a business level tax on profit, so
returning to this question may seem unnecessary. But this is not an arid academic
exercise; identifying what purpose the tax is intended to serve is a natural starting
point to designing a good tax in a principled and coherent way, and understanding
what properties it should have.

The case for taxing business profit is not straightforward. Should business profit
be taxed by a country as a proxy or backstop for the personal income tax imposed
by that country—an ‘ability to pay’ rationale? Or should business profit be taxed
by a country because the business benefits from the publicly provided resources
in that country—a ‘benefit’ principle? It turns out that neither of these rationales
fully stands up to close scrutiny—as we explain at length in Chapter 2. They are
therefore only to a limited extent useful as guides for the design of a tax on busi-
ness profit. Instead, we argue that a more general justification for a tax on business
profit is that it meets the five criteria outlined above. Any tax that raises revenue
while being efficient, fair, robust to avoidance, implementable at reasonable cost
to government and companies, and incentive compatible would be a good tax, and
well worth considering. These criteria therefore guide our analysis of the existing
system as well as options for reform.

In Chapter 4 we set out a comprehensive spectrum of options and systematic-
ally evaluate each option against our criteria. We start with a very broad analysis of

22 Arguments in favour of competition are typically based on the view that governments tend to
overspend and should be constrained. But constraining only one form of taxation is in practice likely to
put more pressure on other ways of raising revenue. Governments can still choose low tax rates if they
prefer, even in the absence of competition.
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where it might be possible to tax the profits of a multinational business. It is useful
to divide these locations into four groups.

First, there is the place of residence of the owners of the business, who could
be shareholders of a company, or partners.?* A straightforward case for allo-
cating taxing rights to these countries is because that is where those who receive
the profit reside—personal income taxes typically aim to tax the worldwide in-
come of residents, and so profit accruing to owners should arguably be taxed in a
similar way. In principle, one way of achieving this would be to allocate profit to
the owners for inclusion in their personal income tax calculation; but there could
also be a tax at the business level with the taxing rights being allocated to coun-
tries where owners reside.

Second, there is the place of residence of the parent company or the headquar-
ters of the business.

Third, there is what we call the ‘origin’ country.?* This is, very broadly, where the
functions and activities of the business take place, including management, produc-
tion, research and development, marketing, finance, administration, and others. It
could also include the location of ownership of assets by the business. These activ-
ities may take place in many countries, and a single business is likely to have many
‘origin’ countries. The existing system of taxing the separate entities of the business
is broadly a system of taxing in these ‘origin’ countries.?®

A fourth possible location for allocating taxing rights for business profit is the
place where a sale is made to a third party—the ‘market’ or ‘destination’ country.
This option does not currently form part of the existing system, although as noted
above, proposals have been introduced to allocate some taxing rights to market
countries, which may be defined broadly to include the location of non-paying
users of digital services such as search engines and social media platforms. The
debates over such proposals have tended to confuse origin and destination coun-
ties. If a business has activities associated with sales in a country, or owns assets
associated with sales in the same country, then we would consider that to be one
of possibly many origin countries. But if sales are made there, that country would
also be a destination country. This is an important conceptual distinction, and the
origin and destination approaches would justify very different allocations of profit
to the country. Importantly, in referring to a destination country, we mean one in
which sales are made, irrespective of whether the business also has activities or
assets there.

2 More generally, this could include anyone who receives a financial return from investing in the
business.

24 This is similar to the economics notion of ‘source’ But as we explain in Chapter 3, ‘source has a very
different legal meaning.

% There is a sense in which a parent company’s location may also be an ‘origin’ country if, for ex-
ample, it provides management to the business there. But we distinguish this from taxing the business
solely in the location of the parent simply because it is the parent.
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In Chapter 4 we examine a number of options for taxing in each of these four
locations. We evaluate each of these by reference to the five criteria we set out.
Opvverall, this approach allows for a comprehensive range of options to be evaluated
in a principled, systematic, and comparable manner.

In considering possible reforms, two other important issues should also be
noted. The first is that the taxation of business profits ultimately depends not only
on taxes levied at business level but also on the taxation of dividends, capital gains,
and other possible returns at personal level, possibly through intermediaries. In
this book we focus primarily on taxes applied at the ‘business level’ This is not
because we think personal tax issues are unimportant. However, as we discuss at
some length in Chapter 2, there are good reasons to believe that domestic personal
taxes are rather less important than business level taxes for the decisions made by
businesses which operate in an open economy.

The second is that the definition of the tax base at the business level—that is,
what is ‘taxable profit—is important. A key distinction that is made throughout
the book is between profit which represents the ‘normal’ return to investment, and
profit which is over and above that normal return, known as economic rent. The
‘normal’ return can be thought of as the rate of return available on an alternative
investment of comparable risk; as such it also represents what should be the ‘re-
quired’ return of the investor (at least in expectation when the investment is made).
The effects of taxing the normal return are very different to those from taxing eco-
nomic rent, and we set out the key differences in Chapter 2.

5. Proposals

The final chapters of the book put forward two proposals for reform. The different
strands of thinking which led to these proposals have been introduced in this
Introduction and will be expounded in much more detail in subsequent chapters.
We briefly summarize the key principles by way of introducing the two proposals.
In Chapter 3 we show that the existing system performs badly under our criteria.
It distorts real activity thus causing economic inefficiency; it is susceptible to avoid-
ance, it is extremely complex and thus expensive to administer and comply with,
and it is not incentive compatible. A key factor in creating each of these problems
is that the existing system seeks to assess the profit earned in each separate entity
of a multinational business, and tax it accordingly. This is problematic in concept
and in practice since a multinational business may earn additional profit due to
the synergies between its different parts. But, in addition, the factors determining
profit in the location of these entities—that is in ‘origin’ countries—are relatively
mobile. The business is taxed, for example, where its headquarters is located, where
its research and development and manufacturing activity takes place, and where its
IP is owned. The relative mobility of these factors is a primary reason for economic
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inefficiency—businesses can shift their real activities to low tax countries—and for
profit shifting—they can also shift their profit. Voluminous legislation and guid-
ance are used to address the profit shifting opportunities, which contributes to
making the system extremely complex. And because businesses have an incentive
to move their real activities and profit to low tax countries, countries, in turn, have
an incentive to compete through the tax system to attract these activities and profit.

The starting point of our analysis is therefore to identify factors that are less
mobile. Almost all activities of a business are relatively mobile. Some may be less
mobile, for example the existence of natural resources, and this may provide the
basis of special forms of taxation. But identifying and introducing a general tax on
location-specific profit is difficult both conceptually and in practice. Individuals
also tend to be less mobile: this includes the owners of the business, for example
the shareholders of a multinational corporation; they are much less likely to move
in order to reduce the taxation on the business profit. In addition, a key element of
our proposals is to shift taxing rights for business level profit to the country of the
customer—the ‘market’ or ‘destination’ country. The customer is particularly likely
to be immobile when it is an individual, and where the purchase does not consti-
tute a significant part of her expenditure. It is possible to imagine business cus-
tomers that purchase from a single and unrelated supplier being willing to change
their location to reduce the tax liability of their supplier (and hence the price they
are charged), but this possibility seems significantly less important than the forms
of mobility that exist under the current system.

The value of basing taxing rights in the country where a sale is made is intuitive.
If the tax charge of the business were determined solely where it makes its sales,
then the location of its real functions and activities would be irrelevant. Also the
opportunities for profit shifting would be greatly diminished, if not eliminated en-
tirely.”” In turn, this would reduce the need for complex legislation. And finally,
countries would not have an incentive to reduce their tax rates as this would not
attract real activities or profit, eliminating tax competition.

These arguments equally support the VAT, which is also levied where sales are
made. This has emerged as one of the most widespread and stable sources of rev-
enue for governments around the world and which faces considerably less tax rate
competition than the taxation of business profit. However, as its name suggests,
this is a tax on value added—which is equivalent to the combination of both profit
and wages paid by a business. This book instead focuses on taxes on profit only.

We consider two possible directions of reform that build on this insight.
These are introduced in Chapter 5, and set out in more detail in Chapters 6 and

26 Of course, there are cases when other elements in the value chain are relatively immobile—natural
resources being an obvious case in point.

27 Some, but not all, forms of destination-based taxation may be susceptible to a business engineering
its sales to arise in a low tax jurisdiction.
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7 respectively. Both would move the system towards a destination basis for tax-
ation. And both, we believe, have considerable merit. While they are very different
from each other, they share the common feature of moving in part, or entirely, to a
destination basis.

The ‘Residual Profit Allocation by Income’ (RPAI) proposal set out in Chapter 6
has the feature that it would use, to a considerable degree, the rules of the existing
system, but would also introduce important reforms that address some of its key
weaknesses. It also, as we shall see, has a family resemblance to the system of ‘for-
mulary apportionment’ that has been proposed by the European Commission and
has been advocated more widely by civil society and others.?® Yet these relatively
narrow changes can have a profound impact on how the system works, and how
well it meets the five criteria. The RPAI scheme is based on a clear idea of what the
principles of the reformed tax are—in this case, a sharing of taxing rights between
the country where functions and activities takes place and the country of residence
of the independent customer.

The second approach would be to design a new system from scratch. The
‘Destination-Based Cash Flow Tax’ (DBCFT) is an example of this approach and is
set out in Chapter 7. The most obvious problem with such an approach is that there
may be very substantial costs of transition moving from the existing system to such
a completely new system. Governments are unlikely to be persuaded to implement
such a change unless the long-term benefits would clearly outweigh any short-term
costs. In following the second approach it is therefore important also to identify
the costs and difficulties likely to be encountered as part of the reform. Unlike the
RPAI the DBCFT would give sole taxing rights to the country of destination; this
reform would have more radical consequences for revenue in some countries.

Both of these ideas have been developed over several years by the authors,
building also on the work of many others. We have presented them on many occa-
sions and have made earlier versions of Chapters 6 and 7 publicly available. These
ideas have already permeated into the political and academic debate on reform.
For example, the DBCFT was widely discussed in the run-up to the US tax reform
in 2017.%° And the current proposals of the OECD draw on the RPAI.>* We hope
that by setting them out in this book in the context of a fundamental review of busi-
ness level taxes on profit, their merits will become even clearer.

The analysis in this book suggests that the existing system is not viable in the
long run. Waiting for the system to crumble under the weight of its increasing

28 We discuss this proposal in detail in Chapter 4.

2 It was also considered much earlier by the President’s Advisory Panel on Federal Tax Reform in
2005, which also followed earlier work—see, for example, Bond and Devereux (2002).

30 The proposals in OECD (2019a, 2019b, 2019c¢) split profit into routine and residual components
and allocate part of the residual to the destination country. While there are differences in the proposed
implementation, this is broadly similar to the RPAI proposal although the RPAI allocates the entire
residual profit to the destination country and routine profit to the jurisdictions in which functions and
activities are performed.
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complexity or to wither away under the pressures of economic forces is clearly
unsatisfactory. Racing to secure political compromise on a scheme that lacks the
coherent rationale surely needed for it to be robust against the unknown chal-
lenges ahead is not much better. Instead, this book offers two principled, co-
herent, and comprehensive reform options that will remain viable and effective
for years to come.



2
Key Issues in Taxing Profit

In the Introduction, we set out a case for revisiting the fundamentals of
business-level taxes on profit. Rather than simply taking the basic structure
of the existing system as given, we argued that any reform aiming to generate
a long-term solution to the problems surrounding the taxation of profit in an
international setting would need to be based on clear and well-understood prin-
ciples. Identifying such principles requires stepping back from the immediate
political debate, and from measures designed to shore up the existing system.
It requires asking afresh whether and why a sensible national and international
tax system would include a business-level tax on profit. If we can identify better
the rationale for having such a tax, then that should lead us to a deeper under-
standing of its aims and objectives, and ultimately how it should be designed
and implemented.

This chapter begins that process by setting out the key conceptual issues that
arise in designing a business-level tax on profit in an international setting. It is
in four parts—each addressing a basic question. First, what is meant by a tax on
profit? We identify different approaches to taxing profit and compare such a tax
with various other taxes. We show that there are a number of equivalences between
taxes. Second, what criteria should be used for evaluating a business-level tax on
profit in an international setting? We set out in some detail five criteria: fairness,
economic efficiency, robustness to avoidance, ease of administration, and incen-
tive compatibility. Third, given these criteria, is a business-level tax on profit a
useful addition to the set of taxes that can be employed by national governments?
We consider different possible underlying rationales for taxing business profit, es-
pecially in an international context. Fourth, is taxation at both the business and
the owner level problematic? We consider this question in different settings and
whether there is need for relief from this form of ‘double taxation’

The answers given to these questions frame and guide the analysis in the rest of
the book. In particular they will be used to answer the central question asked in
the book: given the most persuasive rationales for having a business-level tax on
profit—and given the existing system and the cost of reform—what is the most ap-
propriate design for such a tax in an international setting?

The main focus of this book is on the international dimension of taxation.
Nevertheless, in discussing the properties of a tax in an international context, it is
helpful to first set out its properties in a purely domestic context. We broadly take

Taxing Profit in a Global Economy. Michael P. Devereux, Alan J. Auerbach, Michael Keen, Paul Oosterhuis,
Wolfgang Schon, and John Vella, Oxford University Press (2021). © the several contributors.
DOI: 10.1093/0s0/9780198808060.003.0002.
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this approach and try to identify carefully how the properties of tax change when
we move to an international context.

1. What is business profit?

A first issue in thinking about taxing business profit is to point out that—at least
for now—we are not considering a tax only on corporate profit. Most countries
have a separate tax on profit earned by corporations.! In some countries (like
the UK), all businesses taking corporate form are subject to a specific ‘corpor-
ation tax’ In others (like the US or France), only some corporations face such a
tax; for others, profit is assigned directly to the owners, and subject to individual
income taxation, rather than being taxed at the corporate level —referred to as
‘Tlook-through’ or ‘pass-through’ treatment. Also, of course, many businesses do
not have legal corporate form. Individuals can own and run their own business,
and their returns are typically subject to personal income tax. This also typically
applies to much larger firms organized as partnerships—which, for example,
are found in professional firms, and also in commercial firms in Germany. In
the US, the emergence of the S-Corporation and the Limited Liability Company
has given rise to a huge increase in pass-through taxation.? For the moment, we
aim to keep the discussion of taxing business profit as broad as possible; where
appropriate below, we will be explicit about when we are referring only to taxes
at the corporate level.

A much broader question is the relationship between different forms of tax.
In many countries, businesses remit most taxes—that includes tax on profit,
personal income tax and social security contributions on the labour income
of employees, sales tax, valued added tax (VAT), and other particular forms of
taxation.? This raises the issue that, given accounting identities, these taxes are
closely linked to each other, and indeed some combinations of taxes are equiva-
lent to others—a point of considerable importance and elaborated on below. We
begin by setting out two important dimensions of tax bases that might be con-
sidered to be ‘profit’ First, we discuss how the total profit of a business might be
defined, and, second, how some definitions are closely related to other tax bases.
We then discuss how profit is allocated to different countries in which the busi-
ness operates.

! For a comparative overview of this issue, see Ault et al (2019) and Harris (2013).

2 See, for example, Roder (2018) for a comparative analysis of corporate legal forms being subject to
pass-through taxation.

3 For example, Shaw et al (2010) estimate that in the UK in 2006/7, 88% of taxes in the UK were re-
mitted by business. Milanez (2017) estimates the proportion to be 78.8% for a sample of twenty-four
OECD countries. And, in the context of India, Slemrod and Velayudhan (2018) ask ‘Do Firms Remit At
Least 85% of Tax Everywhere?’.
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1.1 Defining ‘profit’

1.1.1 The cost of capital, economic rent, and cash flow taxation

Very broadly, we can think of the conventional base for a tax on profit as being
equal to sales, less the cost of inputs including labour costs, and less the interest
costs of servicing debt. The costs of some inputs are typically ‘capitalized, meaning
that they are deducted over several periods—for example, investment in fixed as-
sets is typically depreciated over several years.

This form of profit is nominally a tax on the return earned by the owners from
their investment in the business; for a corporation this would be the shareholders.
This is because the return earned by those who lend to the business is deductible
from the tax base. But this does not mean that the owners of the business are the
only persons made worse off by the tax, or even that they are made any worse off
at all. Depending on the nature of the markets in which the business operates, the
burden of the tax may be partly or even wholly passed on to others—for example,
consumers in higher prices, or the labour force in lower wages. We return below to
the question of who is ultimately worse off as result of a tax on profit—what econo-
mists refer to as the ‘incidence’ of the tax.

For a number of reasons, including comparing taxes on profit with other taxes,
two variants of such a tax base are worth noting. The first would deny a deduc-
tion for the cost of servicing debt—this would then be a tax on the total return
on the investment in the business, rather than just on that part returned to the
owners. This option is known as a ‘Comprehensive Business Income Tax’ (CBIT).#
Although this is not a common base for taxing business profit, there are numerous
examples where interest payments are not deductible. Many countries limit deduc-
tions (in particular with respect to interest on shareholder loans),’ and the OECD/
G20 BEPS project proposed limiting such deductions to between 10% and 30%
of profit subject to a number of exceptions.® A second variant would move in the
other direction, and—as well as a deduction of interest payments—would offer
a deduction for the opportunity cost of the equity capital that is invested in the
business by the owner. This opportunity cost would be the return that the owner
could have earned on an alternative investment of comparable risk. This is some-
times known as an ‘Allowance for Corporate Equity, or ACE.” Permitting such a
deduction would mean that the tax base would be reduced to profit over and above
the ‘normal return;, that is the minimum return required by the owner and lender.
Profit over and above the normal return is known as ‘economic rent’, or just ‘rent’
(see Box2.1).

4 US Treasury (1992).

5 See Blouin et al (2014).

¢ OECD (2015b).

7 See IFS Capital Taxes Group (1991).
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Box 2.1 Normal return and economic rent

We use the term ‘normal return’ to indicate the minimum rate of return re-
quired by an investor, given the risk of an investment. It therefore includes any
‘risk premium’ required to compensate the investor for risk.® US Treasury bonds
tend to have a relatively low normal return because they are deemed to be a
safe investment, whereas the normal return on an equity investment tends to
be relatively high because of the risk involved. But both rates of return reflect
the minimum required by an investor to compensate both for the time value
of money and the risk involved. An investment that is not expected to earn the
normal return, commensurate with its risk, ought not to be undertaken.

In a small open economy, the normal return is generally determined on the
world market. The activities of investors, businesses or the government of the
small open economy would not affect the ‘world’ rate of return since each of
them forms only a small part of the world market. As a result, the return that
residents in such a country require—even on domestic investments—is deter-
mined by the rate of return available in the rest of the world on other invest-
ments of comparable risk.

The normal return is also known as the ‘opportunity cost’ of an investment or
the ‘cost of capital’ Put a different way, the cost of capital reflects the return an
investor must expect from an investment for it to be worth undertaking given
its risk profile. In this context we can refer to an investment which is expected to
earn a normal return as a ‘marginal investment’

‘Economic rent’ is a return earned over and above the normal return. Under
perfect competition businesses only earn a normal return.” Generating an eco-
nomic rent typically requires some market power, or a scare resource, such as
intellectual property, that is not easily replicated. A common synonym for eco-
nomic rent is ‘economic profit’ (or sometimes, and perhaps confusingly, simply
‘profit’). We use the former term here to avoid confusion regarding the con-
cept of profit. Other synonyms include ‘supernormal’ profit and ‘inframarginal
return.

A conventional corporate tax base is composed of the normal return on equity
investment and economic rent. The tax base under a CBIT also includes the normal
return on debt. The tax base of a cash flow tax or an ACE system is economic rent.

8 The term ‘normal’ return is sometimes also used to refer just to the return required on a risk-free
investment. When normal return is used in this way, ‘profit’ is then said to be composed of the ‘normal
returm, the ‘return to risk” (or ‘risk premium’) and ‘economic rent’

 We discuss quasi-rents in Section 3.3.2 of this chapter.
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Table 2.1 Illustration of properties of a cash flow tax on investment incentives

Pre-tax cash Tax Net cash flows
flows

Tax without relief for the cost of finance

Period 1 purchase of asset -100 0 -100
Period 2 net receipts 110 =22
Relief for cost of asset 20
Period 2 net cash flows 110 -2 108
Economic rent 0 -2

Tax with relief for the cost of finance

Period 1 purchase of asset -100 0 -100
Period 2 net receipts 110 =22
Relief for cost of asset 20
Relief for cost of finance 2
Period 2 net cash flows 110 0 110
Economic rent 0 0 0

A simple illustration of these alternative ways of defining profit is set out in
Table 2.1.1° This examines the tax on an investment of 100 in period 1, which
yields revenue in period 2 of 110. This therefore represents a return of 10%.
Suppose that this is the minimum return required by the investor, commensurate
with the risk of the project; the project therefore just breaks even and does not
earn any economic rent. We can think of the investment as being the purchase of
an asset which has no value at the end of period 2. There is a tax rate of 20%, which
applies to revenue less the cost of depreciation of the asset. The tax on the revenue
is therefore 22. Relief for the cost of the asset is permitted in period 2, and is worth
20, since the value of the asset falls from 100 to zero.

In the first panel, there is no relief for the cost of finance. This is the case for an
equity-financed investment under a conventional tax base. It would also be the
case for investment financed by equity or debt under a CBIT. In this case there
is a tax charge of 2 in period 2, reflecting the tax on revenue less the depreciation
cost of the asset. This implies that the post-tax return is only 8%, or equivalently,
that the post-tax economic rent (measured in period 2) is negative, at -2. Given
that the required return is 10%, this project should not go ahead in the presence
of this tax.

19 For a comparison between the effects of CBIT and ACE see de Mooij and Devereux (2011).
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In the second panel, we allow for tax relief for the cost of finance, at 10% of the ini-
tial cost of the asset. The notional deduction for the cost of finance is 10, which reduces
the tax liability by 2. This is broadly the situation for debt-financed investment under
the conventional system and would be the situation for both debt and equity under a
system with an ACE allowance. This tax relief means that there is no tax on this invest-
ment. This implies that the investment now breaks even after tax as well as before tax.

A conventional tax on business profit therefore has two effects which are illus-
trated in the example. First, under conventional tax systems, there is clearly a bias
towards the use of debt finance (at least if we leave investor level taxation out of
the picture).!! This bias would be removed under either the CBIT or a tax with the
ACE allowance. Second, a tax which gives conventional relief for the depreciation
of assets, but which does not give relief for the cost of finance, tends to have a nega-
tive impact on investment: some projects which are worth undertaking before tax
are not worth undertaking after tax. A tax which gives relief for the cost of finance
as well as depreciation of assets is in effect a tax on economic rent; as such it is neu-
tral with respect to investment decisions.

This is not the only way of taxing just economic rent. An alternative approach
is a ‘cash flow tax. Such a tax was advocated by the Meade Committee, among
others'>—which named this form of tax as an R-based cash flow tax (for a tax on
‘Real’ as opposed to ‘Financial’ cash flows; we also discuss an R+F based tax below).
Intuitively, a deduction for the cost of finance compensates for the fact that expend-
iture on capitalized assets can only be deducted over a number of years. Permitting
immediate expensing removes the need for a deduction for the cost of finance.'?
Hence a cash flow tax is also—in net present value terms—a tax on economic rent.
This is illustrated in Box 2.2, which extends the example in Table 2.1 to an invest-
ment that earns an economic rent.

Box 2.2 Alternative methods of taxing economic rent

Consider the example in Table 2.1 but suppose that revenue in period 2 is in-
stead 120. This means that in the absence of tax it earns an economic rent of
10—the profit over and above the required return of 110.

The first panel in the table included in this Box illustrates the position under
a conventional tax with relief for the cost of finance. As in Table 2.1, in period
2, there is tax relief for depreciation of 100, and for the cost of finance of 10.

I For a consideration of investor level taxes, see de Mooij (2012). For a comparative analysis of
the tax treatment of debt and equity instruments under domestic and international tax law see Schon
(2012b).

12 Meade Committee (1978). See also United States Department of the Treasury (1977). The primary
work on this report was undertaken by David Bradford, then Deputy Assistant Secretary for Tax Analysis.

13 The equivalence was first noted by Boadway and Bruce (1984).
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These reduce the tax liability by 20 and 2 respectively. The tax on the revenue of
120 is 24. This leaves a total tax liability in period 2 of 2. In this case, the pre-tax
economic rent of 10 has been reduced by 20%, so that the post-tax rent is 8. In
effect, this is a tax of 20% on the economic rent earned.

This can also be achieved with a cash flow tax. Broadly, this tax would simply
tax all cash flows in each period, whether positive or negative. In this case, the
expenditure of 100 in period 1 would result in a negative tax liability of 20. So
the net cost to the investor is only 80. In period 2, the entire revenue is taxed
without further relief, so that the tax liability in period 2 is 24.

The pre-tax economic rent is again 10. The post-tax economic rent in this
case is the return over and above the initial investment of 80, grossed up at the
required rate of return of 10%. That is equal to the total income in period 2 of
96, less the required income of 88. This yields an economic rent of 8. This is the
same as the outcome as in the previous case. So the cash flow tax also falls solely
on economic rent.

Pre-tax cash Tax Net cash
flows flows

Tax with relief for the cost of depreciation and finance

Period 1 purchase of asset -100 0 -100
Period 2 net receipts 120 -24

Relief for cost of asset 20

Relief for cost of finance 2

Period 2 total net cash flows 120 -2 118
Economic rent 10 -2 8
Cash flow tax

Period 1 purchase of asset -100 20 -80
Period 2 net receipts 120 -24 96
Economic rent 10 -2 8

The choice between a conventional profits tax base and a base of only economic
rent is one of the underlying themes in this book and raises many issues which will
be explored in detail later. A key issue, which we set out in more detail below, is that
a tax on pure economic rent should not induce a business to change any of its activ-
ities or prices. Because of this, the incidence of the tax generally falls on the owners,
rather than being passed on through, for example, higher prices or lower wages.
Given the owners are more likely to be in the upper part of the income distribution,
this would imply that the tax is progressive.
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However, although this is the basis of many contributions that have advo-
cated a tax on economic rent,'* these arguments do not always hold. One reason
is that if a business must choose amongst mutually exclusive options, then it is
likely to choose that option which earns the highest post-tax economic rent. If
it faces a tax on the economic rent earned under each of the different options,
then differences in tax rates between the options may affect the choice between
them. An example of this would be taxes on the economic rent associated with
mutually exclusive production in different countries. If tax rates differ between
countries, then location choice may be affected.!®> This raises the question
as to whether it is possible to design a tax that falls on rent that can only be
earned in a specific location. More generally, it raises the issue of where profit
should be taxed. We turn to this issue in Section 1.2 after having discussed
equivalences.

1.1.2 Equivalences to other taxes

With this brief summary of alternative tax bases on business profit, we can now
identify that some of them are equivalent to other forms of taxation. The clearest
example of this concerns the R-based cash flow tax, described above, which in
a closed economy—with no exports, imports, or cross-border investment—is a
tax on all ‘real’ net cash inflows in a particular period. Financial flows are ex-
cluded, but capital purchases can be immediately expensed and labour costs are
also deductible.

This is very similar to a very common tax base—value added—the base for VAT.
Although VAT is typically administered in a different way to corporation tax,'¢ the
base for VAT is identical to the R-based cash flow tax with the exception that labour
costs are not deductible under the former.

Value added as defined for VAT is also equal to the sum of economic rent
and wage income—in effect, it is the sum of the returns to factors of pro-
duction, with relief given for the costs of other inputs. It follows that a VAT
could be implemented by means of a R-based cash flow tax plus a tax on wage
income at the same rate. Alternatively, a tax on economic rent could be imple-
mented by means of a VAT, combined with a subsidy to wage income at the
same rate.

14 See, for example, Meade Committee (1978).

15 Evidence on this was first provided by Devereux and Griffith (1998).

16 VAT is normally collected on an ‘invoice-credit’ method—in this case, tax is assessed each time a
business supplies a good or service, and the business is permitted to reduce its VAT liability by a credit
equal to the amount of VAT paid on inputs. However, VAT could also in principle be collected on a ‘sub-
traction method; under which a business would subtract the cost of its inputs (excluding wages) from
the total value of its sales. The subtraction method is close to the implementation method used for most
taxes on business profit.
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Box 2.3 Equivalent tax bases in a closed economy

In Box 2.2, we showed that a tax on real business cash flows had the same eco-
nomic effects as a tax on business profit which included relief for both depreci-
ation and the cost of finance.

Here we show that if such a tax is combined with a flat rate tax on labour income
at the same rate, then it is equivalent to a VAT. We use a slightly different example, to
distinguish wage costs from other costs. In this case we can compress the example
into a single period. A business hires a worker, to whom it pays a wage of 60. It also
has other costs of 40, and sales of 150. Its net cash flow before tax is therefore 50.

A R-based cash flow tax at 20% would be applied to each of these cash flows.
These net out to a tax payment of 20% of 50, i.e. 10. Suppose that the business
also remits personal income tax on behalf of the worker at 20% of her wage. This
corresponds to a personal income tax liability of 12. The total tax liability re-
mitted by the business is therefore 22.!7 The worker earns 48 net of tax, and the
remaining value of 40 accrues to the owner. (Note that this would be unchanged
if the worker had the responsibility for remitting the income tax.)

Another way of identifying the relevant flows is to identify the value added of the
business. This is conventionally measured as sales less the costs of inputs. Treating
other costs as the costs of inputs, then value added is equal to sales of 150 less costs 0f 40,
with a net value added of 110. This is also equal to the sum of labour income (60) and
profit (50). A conventional value added tax would be applied to this value added. This
would yield a tax liability of 22, and the net value added is 88. This is the same tax li-
ability as the combination of the cash flow tax and the personal labour income tax, and
alsoleaves the owner and worker exactly as well off as under that combination of taxes.

Pre-taxcash  Tax Net cash
flows flows
Cash Flow Tax
Labour costs -60 12 -48
Other costs -40 8 -32
Sales 150 -30 120
Net business cash flows 50 -10 40
Personal income tax on wages
Labour income 60 -12 48
Cash flow tax on business + tax on wages
Totals 110 =22 88

17 This is similar to the ‘Flat Tax’ proposal of Hall and Rabushka (1983). They proposed a cash flow
tax at the business level, together with a flat rate tax at the same rate on personal labour income. An
important difference from the example given here is that the flat tax would exempt a significant part of
personal income from tax; this has the effect of making the tax progressive.
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Pre-taxcash  Tax Net cash
flows flows
Value Added Tax
Other costs -40 8 -32
Sales 150 -30 120
Value added 110 -22 88

This equivalence calls into question the traditional distinction between direct and
indirect taxation. Broadly, an indirect tax is typically defined as a tax paid on expend-
iture by consumers, while a direct tax is defined as a tax on the income, profit or prop-
erty of people or corporations. VAT is therefore normally considered to be an indirect
tax, but taxes on business income and labour income are thought to be direct taxes.
But as the example in Box 2.3 demonstrates, in simple cases at least, these direct and
indirect taxes are equivalent.

The key distinction between taxes levied on income and taxes levied directly on
spending is that the former can be adjusted to the characteristics of the taxpayer.
For example, a personal allowance can be used for income tax that introduces a de-
gree of progressivity in the personal income tax schedule; this cannot be so easily
achieved through taxes on spending.'® The relevance of this distinction is less clear
in the context of business-level taxes on profit. That is because there is no clear
rationale for introducing progressivity into a tax on profit—there is generally no
reason to require a business earning higher profit to pay tax at a higher tax rate. To
consider the fairness of the tax we need to look through the business to make com-
parisons between individuals that are made worse off by the tax.

It may seem odd to argue that VAT can be economically equivalent to a tax
on economic rent and a tax on wages. VAT is typically believed to result in a rise in
the price of goods and services sold with the result that the consumers bear the tax
burden. By contrast a tax on economic rent should be borne by the owners of the
business and a tax on labour income is typically believed to be borne by the work-
force.”” But these effects are equivalent; what matters is the spending power of
post-tax income. And this is the same for all agents under a VAT and the combination
of abusiness cash flow tax and personal income tax at the same rate. However, note that
the cash flow tax, which falls only on economic rent, would leave spending power out
of labour income unaffected, so would fall only on the owners of the economic rent.?’

8 For more thorough discussions of these issues, see Atkinson and Stiglitz (1976) and Atkinson
(1977). Note that an ‘expenditure’ tax can also be levied on an individual’s income less her saving; this
too can reflect characteristics of the individual taxpayer, and was advocated, among others, by the
Meade Committee (1978) and Bradford (1986).

19 Whether these different outcomes would actually occur as described depends on a number of factors,
including the response of monetary policy to tax changes and the extent to which wage rates are flexible.

20 This issue is discussed further in Chapter 7.
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1.2 Allocation of profit between countries

The activities of a business may transcend national boundaries in many ways.
A second important dimension to taxes on profit is therefore where profit is taxed.
This issue is important for the allocation of profit between countries and also be-
tween regions that set their own tax rate—for example, US states or Swiss cantons.
In this book we focus in particular on the allocation across countries, but essen-
tially the same issues arise whatever the level of government.?! Chapter 3 sets out
in more detail the ways in which the existing allocation between countries is deter-
mined. Chapter 4 considers and evaluates four different types of location in some
detail. These four locations constitute the broad range of options for allocating
taxing rights over business profit; we introduce them briefly here.

We can start with the location of the owners of the business.?* These individuals
ultimately receive the profit or return earned by the business. Their location may be
completely different from where all the other activities of the business take place.

One approach that could be taken is not to tax the profit at the level of the busi-
ness at all, but to tax the owners directly. If residents of a country were taxed on
their worldwide income accruing from business profit—wherever that profit
arises—then many of the problems of the existing system, set out in detail in the
next chapter, would simply not arise. Of course, it is not straightforward to tax
a resident of, say, Japan on her share of profit earned in a business in Chile. The
Japanese tax authority would need to be able to verify the profit accruing in Chile,
even if it were not distributed to Japan. The practical difficulty in doing so is one
reason for exploring the taxation of profit at the business level.

The second possible location for tax is the place of residence of the ultimate
parent corporation of the business. Suppose, for example, that the Chilean busi-
ness is a corporation that owns other subsidiaries and has branches around the
world. Then, in principle at least, the tax accruing worldwide to that multinational
group of companies could be taxed in Chile, on the basis of the Chilean business
tax system. This approach would also have challenging information requirements,
in this case for the Chilean tax authority. It also depends crucially on the notion
and legal definition of the ‘residence’ of the Chilean company. A mix between the
first and the second locations would result if one defines the residence of a parent
company by reference to the residence of the majority of its shareholders.?

We use the word ‘origin’ to describe the third possible location. By this we
mean the place where the activities and the assets of the business are located.?

2l Asincome is intrinsically a personal concept and not a spatial concept, there is no ‘natural’ alloca-
tion of profit to a given country; for discussion, see Ault and Bradford (1989).

22 More generally, we could also consider the location of anyone who supplies funds to the business,
for example, creditors.

23 This has been proposed by Fleming et al (2016b).

24 Economists typically use the word ‘source’ to describe this location. We do not use this term, since
it has a very different meaning in the legal literature, as we describe in more detail in Chapter 3. The
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The activities of the business may include production, financial management, re-
search and development, marketing and sales, administration, and many other
aspects of the business. In a large multinational business, these activities may be
spread around the world in different parts of the business, which may also have
different legal forms. In addition, the business may own assets—both tangible
and intangible—in other countries. Very broadly, as described in more detail in
Chapter 3, the existing tax system tends to allocate some taxing rights to all of these
locations. A key issue under the existing system is therefore how the profit allo-
cated to each country—or more specifically to each element of the business, for
example a subsidiary or branch—is determined.

The fourth possible location is the place in which the business makes sales to
third parties—which we call the ‘destination’ country (or ‘market’ country).?> This
is traditionally the approach that has been taken by taxes on sales of goods and
services, such as VAT, but—as of 2020—it has not been used as a location for the
taxation of profit.2® But the equivalence noted above, between a cash flow tax, a tax
on wages, and a tax on value added may give pause for thought.

VAT is typically levied on a destination basis. To implement this, VAT is typic-
ally not levied on exports, but it is levied on imports. That is, the sales of a business
located in country O (the origin country) and exporting to consumers in country
D (the destination country) will be subject to tax only in country D, at country D’s
tax rate. By contrast, these ‘border adjustments’—‘zero-rating’ exports and taxing
imports—are not typically applied in taxes on business profit or on labour income
and so taxes on profit and wages are typically levied in country O, at country O’s
tax rate. Under these circumstances then, the direct equivalence of VAT to a tax on
economic rent and a tax on labour income would no longer hold.?’

However, while this is the standard way of implementing these taxes, this is not
a necessary feature of them. In principle, it would be possible not to have border
adjustments for VAT, so that VAT on exports from O to D would be levied in the
origin country. This was the design envisaged by the European Community for
its final’ VAT system in 1993 which has only been abandoned recently when the
European Commission—following a public consultation—declared the origin
principle to be ‘politically unachievable’ and stressed the necessity of coherently

term ‘origin’ is taken from the literature on taxes on cross-border flows of goods and services, which
typically distinguish between the ‘origin’ and ‘destination’ locations.

25 Alternatively, we might think of this as the country of residence of the purchaser.

26 At the time of writing, the members of the OECD/G20 Inclusive Framework are considering
allocating some partial taxing rights to the destination country, although some of those advocating this
reform argue that this may be justified because the business owns valuable intangible assets there—
thereby treating the place of sale as an origin country.

27 There is a substantial academic literature investigating circumstances in which an origin-based
VAT would be equivalent to a destination-based VAT; see, for example, Keen and Lahiri (1998) and
Lockwood (2001).
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applying the destination principle under EU VAT legislation.?® Also, it would be
possible to introduce border adjustments to a cash flow tax, turning the cash flow
tax into one levied on a destination basis.

The location in which profit is taxed is one of the core themes of this book. Given
the range of possible locations, where should the profit earned by a multinational
business be taxed? The answer may depend on the underlying reason why profit
is taxed at all—and in Section 3 of this chapter we explore in some detail alter-
native rationales for taxing profit, and the implications of each possible rationale
for where the profit should be taxed. Before that we turn to considering how to
evaluate alternative forms of taxes on profit.

2. Criteria for evaluating taxes on business profit

Many authors—famously including Adam Smith?*—have set out general criteria
for evaluating the design of taxes. There is little dispute about the broad attri-
butes of a good tax system—that is, the set of taxes that a country uses and how
it implements them. Here we present and discuss five criteria that we believe are
especially relevant to the international taxation of business profit: fairness, eco-
nomic efficiency, robustness to avoidance, ease of administration, and incentive
compatibility.

For the most part, we take a global view of the tax system. That is we apply the
criteria in thinking about the social and economic welfare of the world as a whole.
But that is unlikely to be the way that individual governments view their objectives;
they are rather more likely to assess the criteria from the perspective of the welfare
of their own citizens.*® For some of the criteria, these different approaches need not
necessarily conflict. For others they clearly do. For example, from a global perspec-
tive economic efficiency is likely to be best served by trying to avoid distortions to
location decisions. From the perspective of an individual country, there may be a
gain to inducing business activity to move to that country, even though that may
create a negative effect on other countries.’! Including incentive compatibility as
a criterion is intended to indicate that tax systems which contain incentives to di-
verge from a common system, or to undercut the tax rates in other countries, are
likely to be unstable and ultimately unlikely to be successful.

In applying these criteria, we should also acknowledge the obvious: that the pri-
mary purpose of tax is to raise revenue for the government to pay for public goods,
services, and transfers. A tax that meets our criteria but raises no revenue would

28 European Commission (2011), para. 4.1.

29 Smith (1776).

30 This point has been made forcefully by Graetz (2001) and Shaviro (2014).

31 If the action taken—such as reducing the tax rate—induces other countries to take similar action,
the benefit may be short lived.
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be useless.>? A reasonable way of applying these criteria in comparing alternative
taxes is therefore to have in mind a revenue requirement for the tax; for a given rev-
enue, which tax option best meets the criteria set out here? This seems a reasonable
approach for governments that have the capacity to levy alternative forms of tax-
ation to achieve the same revenue goal.

But there are cases in which governments lack such capacity. In particular, many
governments in lower income countries would like to raise a higher share of na-
tional income in tax revenue than they have been able to.>* There are a number
of possible reasons.* One is the practical constraint of a lack of administrative
resources. In terms of our criteria this is a problem of administration. Our basic
approach compares alternative forms of taxation that have the capacity to raise
the required revenue. However, in some cases, a lack of administrative capacity
may be so severe that alternative forms of taxation cannot raise the required rev-
enue. This does not imply that the five criteria set out here do not apply in such
settings—taxpayers in such settings should still expect a fair tax system, for ex-
ample. However, it may well imply that in such settings a greater weight should be
given to the costs of administration; in this case these costs would be larger and
effectively include falling short of the revenue target.

We discuss the five criteria in turn.

2.1 Fairness

2.1.1 Fair taxation of individuals versus fair taxation of businesses

In the context of a single country, a starting point for designing a tax system is that
those individuals who are associated with that country should contribute a rea-
sonable share to the cost of the provision of publicly provided goods and services,
including social assistance and support. Most would agree that a ‘reasonable share’
would entail a progressive tax structure—under which the better off contribute a
higher share of their resources (and where the least well off may receive benefits ra-
ther than pay taxes). Clearly opinions may differ on how progressive the structure
should be. And several issues arise: for example, should taxes be related to ability
to pay or benefits received, and should inter-personal comparisons be based on in-
come, wealth, or expenditure? We do not address these questions here. But we do

32 For a strong emphasis on revenue aspects in comparison to efficiency aspects, see Rosenbloom
(2009). Graetz (2015) has argued that the corporate income tax should be maintained for revenue
purposes.

3 The goal of revenue mobilization is an important element of the tax policy debate and has been
at the top of the development agenda since at least the 2015 Addis Ababa conference on financing the
Sustainable Development Goals.

3 For an account of the issues arising in taxation in African countries, see Moore et al (2018).
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start from the premise that the overall tax and benefit system should be progressive
in some form.

That is still very broad. But it does rule out applying the notion of fairness to
businesses as entities distinct from the individuals associated with them. Box 2.4
on the effective incidence of tax explains why it makes little sense to think about
fairness in the context of the taxation of businesses.

Box 2.4 The effective incidence of taxes on profit

There is a commonly-held view that ‘business should pay its fair share of tax.
This is uncontroversial if it means that business should pay the tax due under
the law. Beyond that, this view makes little sense. Ultimately, only individuals
can be worse off as a result of taxes being levied on business profit, or any other
form of taxation. It may be that, in the popular imagination, a business is syn-
onymous with its owners, and therefore that a tax on business profit is borne by
the owners of the business.

There are circumstances where that may be true. However, more generally,
businesses adjust their behaviour in response to taxation. This has an effect on
the prices of the goods and services that it sells, and the prices of the inputs
that it uses, including wages paid to its employees. As a result, as prices adjust,
the tax can be passed onto consumers in the form of higher prices, employees
in the form of lower wages, or other suppliers in the form of lower prices paid
for inputs. In a competitive market, for example, where competing businesses
earn just the minimum required rate of return, a tax on profit would initially
reduce the rate of return below the minimum. Consequently, businesses are
likely to raise their prices; but that would reduce total demand and ultimately
some businesses would then have to exit the market. The remainder would
earn a higher rate of return before tax, but the same rate of return after tax.
Meanwhile, the remaining customers would be paying a higher price. The ‘in-
cidence’ of the tax describes which individuals are actually worse off as a result
of the tax being levied.

In practice, the incidence of a tax on business profit is very difficult to iden-
tify. We have to imagine the counterfactual of what would have happened in the
absence of tax—or perhaps more precisely, the counterfactual of what would
have happened if the same tax revenue had been raised from an alternative tax.
Since the counterfactual is not observable, there is plenty of room for disagree-
ment on the question of who bears the burden of a tax on business profit, and it
is probably fair to say that this question is unresolved. But this is to be expected;
given that market conditions vary among businesses, sectors, and countries, it is
likely that the incidence also varies.
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There is a substantial economic literature investigating this question, which
dates back to Harberger (1962). In his early work, he identified a tax on profit in
one sector of the economy (for example, levied only on incorporated businesses)
as effectively falling on all owners of capital. But the opposite view can be taken in
a small open economy, in which there is free movement of capital, but an immo-
bile labour force (Gordon, 1986). In this case, the required rate of return on invest-
ment after local taxes is determined in the world market; a tax on profit earned
in the small open economy cannot change this, and so would instead have the ef-
fect of raising the pre-tax required rate of return, leaving the post-tax rate of return
unaffected. In this case, the tax would be borne ultimately by domestic residents.
There are several reviews that address both the theory and empirical evidence of
the incidence of tax on business profit, which go beyond these two extreme views.>>

The academic debate on this issue is primarily on the question of the extent
to which a tax on business profit is passed on to employees in the form of lower
wages. This is at best an indirect answer to the more central question of whether
such a tax is progressive or regressive. Given that the owners are more likely to
be in the upper part of the income distribution, then if the tax fell on the owners
then it is likely to be progressive. But there has also been a marked dispersion
in the distribution of wage income, with a greater share going to those at the
very top of the distribution.*® So a central, and largely unaddressed, question is
whether—to the extent that taxes on business fall on the labour force—they fall
on the upper or lower end of the distribution of wage earners.?’

A tax on pure economic rent is a special case. Such a tax should not induce a
business to change any of its activities or prices. Intuitively, a business seeking to
maximize value for its owners chooses activities and prices that maximize eco-
nomic rent after tax—but if the base of the tax is pre-tax economic rent, then those
same activities and prices would maximize pre-tax economic rent as well. This
has two implications. First, such a tax leaves the activities and prices (including
wage rates) of the business unaffected. Second, since prices are unaffected, the tax
cannot be shifted onto other agents—consumers and employees, for example—
and hence the incidence of the tax falls on the owners. Given that the owners are
more likely to be in the upper part of the income distribution, this would imply
that the tax is progressive. As we discuss at length in Chapter 7, a caveat to this is if
the tax on economic rent is levied on all goods and services on a destination basis,
this would raise nominal domestic prices and wages, leaving the tax incident on
domestic residents who consume from the economic rent they receive.

3 See, for example, Auerbach (2006); Gravelle (2011); and Fuest (2015). More recent papers include
Sudrez Serrato and Zidar (2016); Fuest et al (2018); and Nallareddy et al (2018).

36 See Atkinson et al (2011) and Bell and Van Reenen (2013).

37 Tt is not completely unaddressed. For example, using state corporate taxes in the US as a setting,
Nallareddy et al (2018) find that corporate tax cuts lead to increases in income inequality.
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It is worth noting that while the overall fiscal system, including taxes and trans-
ters, should be progressive, that does not necessarily mean that each individual tax
within the system need be progressive. For example, a VAT applied at a single rate
on all consumer purchases is likely to be regressive relative to income in any given
year (although not relative to expenditure) if the better off have a higher savings
rate, and so consume a smaller proportion of their income. That does not mean
that VAT cannot be an element of an overall progressive tax structure. It does mean
that governments have to generate progressivity from other taxes or transfers. So
to the extent that an individual tax can contribute to the overall progressivity of the
system, then that is a useful attribute.

2.1.2 Taxation according to ‘ability to pay’

In the context of taxing business profit, one important consideration for fairness is
how the returns to individual savings should be taxed. That is because we can think
of business profit being at least partly a return to a financial investment in the busi-
ness, which is akin to the return to other forms of saving.>® There are both a fairness
and an efficiency case for taxing the returns to different forms of saving in the same
way. The fairness case is straightforward. Suppose two otherwise identical individ-
uals A and B save the same amount and receive the same returns but choose dif-
ferent forms of saving. Then on fairness grounds there is no reason to discriminate
between them.?® The efficiency case is also straightforward. Taxing the returns on
different forms of savings in different ways is likely to distort the form in which in-
dividuals save, creating inefficiency.

In practice, in most countries the returns to savings are taxed in numerous dif-
ferent ways. Some types of return are taxed as ordinary income (e.g. rental income).
Some types of return are not taxed at all (e.g. tax-free capital gains on owner-
occupied housing). In some cases the return is taxed, but the initial saving receives
tax relief (e.g. retirement plans). In these last cases, only the return over and above
the required return—the economic rent—is effectively taxed. We discuss the tax-
ation of the returns to saving further in the context of identifying a rationale for a
business-level tax on profit below. We will leave to one side any discussion on the
fairest way to tax the return to savings by individuals.?® But the varying treatment
of other forms of saving raises difficulties in identifying the appropriate taxation
of business profit. In principle, business profit should be taxed in the same way as
other forms of saving; but this may give little guidance when there is so much vari-
ation in the taxation of other forms of saving.

3 By ‘saving, we include any form in which an individual may hold wealth while deferring consump-
tion; this could include a bank account, pension fund, lending, company shares, or any other asset.
When an individual owns a business, the return to such saving may be hard to distinguish from the
return to work contributed by the owner.

3 For further discussion in an international context, see Fleming et al (2001).

40 For thorough discussions see, for example, Mirrlees et al (2011) and Banks and Diamond (2010).
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A special case of such a comparison is between business profit that is treated as
part of the owner’s income, and is subject to personal taxation, and profit which
arises in a business that is not subject to personal taxation as it accrues (though it
may be when it is distributed). The former treatment is known as ‘pass-through’ or
‘look-through’ treatment of a business, and can apply to sole proprietorships, com-
mercial or professional partnerships, limited liability companies, and also to some
corporate entities, for example, S-corporations in the US.

Where a business is a corporation that is too large, or too complex, to allocate all
profit to shareholders in this way;, it is often argued that a separate corporation tax
on the company’s profit is needed as a proxy or ‘backstop’ for the personal income
tax. Even if the corporation tax rate is not the same as the personal income tax rate
applying to each shareholder, such a tax, it is argued, provides some measure of
equal treatment of profit arising in businesses that have different legal forms. We
discuss the merits of this argument in some detail below.

In the context of the OECD/G20 BEPS project, the notion of fairness in inter-
national taxation has become strongly related to the ‘single tax’ principle.*! The
idea here is that coordinated efforts around the world would ensure that business
profit is taxed exactly once—so there would be no ‘double taxation’ and no ‘double
non-taxation. This principle is widely thought to be linked to the ‘ability to pay’
concept. But the single tax principle is not a means to further international tax
fairness for at least two reasons. First, it leaves open which country has the right
to tax some specific profit. Second, it gives no indication of the overall rate of tax
applied. Double taxation may be advantageous to a taxpayer if the two rates ap-
plied are very low, while single taxation may be disadvantageous if the single rate
applied is very high.*?

2.1.3 Fairness between countries

An alternative approach is to consider fairness between countries**—or at least
the residents of those countries. In particular, we can ask—on fairness grounds—
which country should have rights to the revenue from taxing the profit of a multi-
national business. A notion of inter-nation equity has been developed to consider
this.** An argument might be made that the country in which the economic ac-
tivity took place deserves to receive some of the revenue from taxing profit on the
grounds that the business made use of publicly provided goods and services in that
jurisdiction. This reflects the assertion of the OECD, that taxing rights should be
primarily related to economic substance, or where economic activity takes place.*

For a recent overview of the debate see Gil Garcia (2019).
This point has been emphasized by Shaviro (2014).
Or, more generally, jurisdictions that may be at a lower level than a country.
This originated with Musgrave and Musgrave (1972). In the legal literature, this approach has been made
most strongly by Vogel (1988a, 1988b, 1988¢); for recent accounts, see Infanti (2013) and Escribano (2019).
45 OECD (2015c).

44
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But we argue below that such considerations do not necessarily justify a tax on
profit, as opposed to a fee for the use of such goods and services.*® And in any case,
some use of public goods and services is made in all countries in which a business
raises funds, produces, and sells—all of which could be seen as economic activity.

A special case of this argument is where profit is generated by exploiting fixed
natural resources. This is rather different, since in this case the profit is directly re-
lated to the fact that there has been an extraction of natural resources which would
most naturally be considered as being owned by the residents of the country con-
cerned. In general, we would argue that this is both a special and important case
which justifies a level of taxation over and above that applied to other profit earned
in a country. In this case, the form of taxation may not necessarily or exclusively be
a tax on profit; a royalty or user fee may in some cases also be appropriate. A con-
tractual regime, such as a production sharing contract, may also be used.

But in a more general setting, what is an equitable basis of the allocation of
taxing rights between countries is debatable. On the basis of fairness, should
taxing rights be claimed more by the country of residence of the shareholders,
the country where production takes place, or the country in which the final good
is consumed? There does not seem to be any clear basis to answer this question.
There is no ‘scientific’ method to identify the ‘right” allocation of taxes between
countries.*’

The international question could be framed differently: for example, should
greater taxing rights be given to less well-oft countries? The underlying logic in
this re-framing is to go back to comparing individuals, but in this case, across
countries.*® Many would argue that there is a case for creating a more equitable
distribution of wealth amongst all individuals, irrespective of country of resi-
dence. But it is not clear that this would be best achieved by allocating more taxing
rights associated with business profit to less well-off countries.*’ And even if this
were desired, it is not clear how a tax system could be designed that would have
this effect. Certainly any such tax system would have to be based on allocation
rules that reflected factors unrelated to the nature of the business—indeed, in
principle taxing rights could be allocated to the least well-off countries even if the
business was not present there.

2.1.4 Competitive fairness between businesses
At the outset, the BEPS project was partly driven by a specific notion of fairness
as applied between market participants. It was meant to address the tax planning

46 For a discussion on this point, see Schén (2009).
47 See Bird and Wilkie (2000) and Schén (2009).

48 See Dagan (2017).

49 See Graetz (2001) and Stark (2019).
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employed by large multinationals to shield their profits against any tax burden, a
strategy regarded as unfair not only with regard to regular taxpayers but in par-
ticular when competing against local business.’® A much-cited example is of a
digital business selling goods and services directly to customers in competition
with more traditional businesses. If the digital business is able to arrange its af-
fairs to face a lower effective tax rate on its profit, then it may be treated more fa-
vourably. This appears unfair, although that conclusion should really depend on a
comparison of the individuals who are made worse oft by the taxes on the two busi-
nesses. In this setting, the profit of one business may depend on the tax advantage
of another business. This is also an efficiency issue, in the sense that one business
may gain a competitive advantage over its rivals.

To properly address this problem requires yet another approach—that busi-
nesses selling to customers in the same market should face the same tax system.
This would ensure that one business did not gain an unfair competitive advan-
tage over another business. This is clearly not the basis on which the international
system of taxing profit has developed until now, although it is the basis of value
added taxes, employed by the vast majority of countries. Given that a business can
supply a market in a different country by exporting to that country, it would re-
quire the tax to be set by the market country. We develop this idea in the reforms
we discuss in this book.

2.1.5 Conclusions

Ultimately, these notions of fairness are almost impossible to operationalize in de-
signing a business-level tax on profit. We have at least three conflicting notions—
that residents of a particular country should be taxed in the same way on all forms
of their worldwide income, including any business profit accruing to them; that
countries should receive some reasonable amount of revenue from taxes on profit
in return for the provision of public goods and services; and that there should be
fair competition between businesses operating in the same market. Beyond that,
fairness is generally thought to imply a progressive tax system, but how progres-
sive a tax on profit is depends on its incidence, which is very difficult to assess.
Finally, we may also consider preferential treatment for countries with lower in-
come levels.

These considerations make a tax on business profit (at least at a business level) a
weak instrument in the design of a fair and progressive tax system. In aiming for a
fair and progressive tax system, it is less suitable than taxes levied directly on better
off individuals—on their income, wealth, or transfers—as long as such taxes are
feasible to implement and administer.

0 OECD (2013a,2013b).
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2.2 Economic efficiency

2.2.1 Fundamentals

The second criterion by which we seek to evaluate taxes on business profit is the
extent to which taxes impose a cost on private economic agents—in effect on so-
ciety as a whole—over and above the value of the taxes collected. All taxes impose
a burden on private economic agents equal to the size of the tax payment—since
the government appropriates part of their income, or wealth, to fund public goods
and services and for redistribution.>! That is inevitable. The issue here is that most
taxes also impose an ‘excess burden, representing a cost to society in excess of the
tax collected.>?

The excess burden arises because taxes typically affect relative prices and hence
economic behaviour. For example, a tax on sales drives a wedge between the gross
price that a consumer must pay for a good and the net price that the seller receives
for it. That is likely to affect both the willingness of the producer to sell the product
and the willingness of the purchaser to buy it. A tax on labour income drives a
wedge between the gross cost to an employer of employing an individual and the
net take home pay of the employee. That affects both the demand and supply of
labour. The net result in both cases—and many others—is that, by making dif-
ferent decisions in response to different prices, the welfare of economic agents is
reduced, and hence there is a cost—the excess burden—on top of the actual pay-
ment of tax.

The aim of maximizing economic efficiency is equivalent to minimizing this
excess burden. Underlying this aim is a starting point that, without government
intervention, an economy would be efficient, in the sense that it would not be pos-
sible to make anyone better off without making at least one other person worse
oft—this is known as ‘Pareto efficiency’. Changing the behaviour of economic
agents by altering relative prices is likely to move the economy away from Pareto
efficiency. As consumption choices and labour demand and supply decisions, for
example, would be different, the economy would reach a different equilibrium, one
which is not Pareto efficient.

In thinking about the costs of taxation, the assumption that we start with an ef-
ficient economy is of course important.> There may well be a role for distortionary
taxes in a world which is not efficient in the absence of tax. The classic example is

51 This is known as the ‘income effect.

2" Also known as the ‘deadweight cost’

3 The first theorem of welfare economics states that a private market will be Pareto efficient under
conditions of perfect competition, no externalities, perfect information, and rational agents. Note that
Pareto efficiency says nothing about the distribution of income or wealth; that is why we must consider
fairness as a separate criterion from efficiency. In many cases there is likely to be a trade-off between
the two.
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environmental pollution, where an economic agent may impose costs on others,
without taking those costs into account in her own behaviour. In such situations,
there is in principle a case for government intervention in the form of distortionary
taxes, known as ‘Pigouvian taxes, which aim to correct the underlying inefficiency;
atax on carbon emissions is one example of such a tax.

However, most taxes are not designed to correct market failures. They are de-
signed to collect revenue to support publicly provided goods, services, and trans-
fers. We therefore start with a presumption that one important criterion for
choosing taxes on profit is that they should be designed as far as possible to min-
imize distortions to economic behaviour and hence minimize the excess burden.>*

Before analysing economic efficiency in more detail, we note two final points
with respect to economic eﬁiciency and tax revenue. First, in an international set-
ting, the considerations discussed here have no implications for which govern-
ment receives the tax revenue. The issue at stake is what tax rate each business faces
under different circumstances, and how that affects business behaviour and com-
petition. Assuming that businesses are indifferent as to which government keeps
the tax revenue, then the revenue allocation between governments is a completely
separate issue, and one more closely connected to fairness, as discussed above.

Second, in analysing the economic efficiency of alternative taxes, we abstract
from the overall size of government revenue and public spending. We address the
question of how to collect a given tax revenue in the most economically efficient
way; and in doing so we can compare the efficiency of alternative taxes. This allows
us to sidestep the issue of the appropriate level of tax revenue, and to avoid having
to make any judgements on the optimal size of government.

In Chapter 3 we describe the existing international corporation tax system and
evaluate it according to the five criteria we set out here. In evaluating its perform-
ance with respect to economic efficiency we draw on an extensive empirical litera-
ture which attempts to identify the impact of business-level profit taxes on business
behaviour, and—to some extent—to translate that into measures of the cost, or
excess burden, arising from economic inefficiencies. In subsequent chapters, we
discuss how alternative reforms of the existing system are likely to affect the costs
arising from economic inefficiencies. Here we introduce these ideas by setting out
the most important ways in which economic inefficiencies arise due to business-
level taxes on profit. In the next subsections we explore what economic theory has
to say about how to address these inefficiencies.

5 We do not address the argument made by Avi-Yonah (2005) that business-level taxation might
reduce inefficiencies by reducing the economic and political power wielded by corporate managers,
making ‘empire building’ for them more costly. The validity of this argument depends on a number of
assumptions including the legal protection of shareholders, the nature of the business, and the local
business culture.
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2.2.2 Economic inefficiencies in taxing profit

One form of economic inefficiency arises when a tax on profit deters a business
from undertaking a new investment project. The conventional criteria for de-
ciding whether or not to proceed with a new project is whether the economic
rent of the project is expected to be positive. If it is, that represents a gain to the
business and makes the project worth undertaking. This is generally equivalent
to the project being expected to earn at least the normal rate of return, com-
mensurate with its risk. But a tax on profit represents an additional cost for the
project. As seen above, for conventional taxes, it is possible that the tax may turn
the economic rent from positive to negative; or equivalently that the rate of re-
turn falls from above the normal rate to below it. This implies that the tax has the
consequence that the business decides not to proceed. Again, this represents an
economic inefficiency and cost; the benefits of the project—to the owner, em-
ployees, and customers—would be lost. As well as affecting the decision as to
whether an investment takes place or not, conditional on an investment taking
place, a tax on profit can also affect the marginal decision as to the size of the in-
vestment. The same considerations apply, but in this case apply to the decision as
to whether to marginally increase the scale of the investment; a tax on profit can
make a marginal increment unprofitable and so have the effect of reducing the
scale of investment.

There is now a vast literature which attempts to estimate the impact of the ex-
isting tax system on investment, which is summarized briefly in Chapter 3. As
we noted in Section 1.1, this inefficiency would be avoided by a tax solely on
economic rent.

A second form of economic inefficiency is in the type of finance used by a
business. As described in Section 1.1, a conventional tax on profit gives tax relief
for the cost of debt finance—the interest payment—but offers no comparable re-
lief for the cost of equity finance. As a result, and leaving investor level taxation
to one side, the tax creates an incentive for a business to finance its activities
by borrowing rather than issuing equity. The economic cost of this inefficiency
is less immediate. It relates to the financial fragility of the business. A business
has an obligation to repay its debt with interest, and if it cannot do so, then it
may default. A business with smaller obligations to lenders is less likely to de-
fault. The economic costs arising from default may be significant, especially as
a default by one business can impair the financial health of others. The financial
crash of 2007-2008—which had enormous economic costs—occurred in part
due to extreme levels of leverage of banks, which in turn were—again at least in
part—fuelled by the tax advantages of debt.

There are many other potential economic inefficiencies arising from taxes on
profit. Indeed, almost any aspect of business behaviour may be affected by taxation,
and when that occurs there is likely to be some economic cost. Other important
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examples include the legal form of the business, and the decision whether to dis-
tribute profit as dividends or retain it in the business.

2.2.3 Economic inefficiencies in taxing international profit

In considering international issues, a starting point is the location of economic ac-
tivities. If, for tax reasons, a business is induced to choose a more costly location for
its activities, then those higher costs reflect a cost to society. Suppose, for example,
that a parent company resident in country A may choose whether to manufacture
its product in a subsidiary company in country B or country C. Suppose also that,
in the absence of taxation, costs are higher in B. Yet suppose that tax levied on the
profit arising from production would be higher in C, to such an extent that the
business nevertheless decides to locate in B. The additional cost that it faces as a
result of that decision represents a cost to society as a whole. The cost is likely to
be reflected in higher prices for consumers, lower income for employees, or lower
post-tax income to the business owners.

Of course, this cost is hard to measure; it is in principle necessary to identify that
the location of production has been affected by the difference in tax, and also to
identify the difference in the underlying costs of the two locations. The business may
be aware of these, but researchers attempting to identify the size of the economic
cost must estimate them from available data. The difficulties in measuring the costs
arising from economic inefficiencies may partly help to explain why policy makers
who introduce and reform taxes often neglect the issue of economic efficiency.

Note that this economic cost arises because of differences in taxation in the al-
ternative locations for production, B and C. In this example, the inefficiency would
be avoided if tax were instead levied only in the residence country of the parent
company, A, and therefore did not depend on the location of production. This illus-
trates that the distortion to the location decision is not an inevitable consequence
of tax being collected on profit; the distortion arises in this example because the tax
is levied in origin country. We discuss this further below.

On the other hand, if the tax were levied in A, then there could be a different
distortion: the location of the parent company may then be affected by taxation.
For example, the business could have chosen to be resident for tax purposes in an-
other country, say D—or it may be able to move to D. If the costs associated with
being located in D are higher than being located in A, then again there is potential
for the profit tax—this time located in the residence of the parent company—to
create an economic inefﬁciency and economic cost. As an example, in recent years,
many US companies have sought to move their headquarters out of the US for tax
reasons. These so-called ‘inversions’ often sought to avoid the US treatment of for-
eign source income, by placing the headquarter company in a more favourable en-
vironment. The US responded by introducing ever more stringent anti-inversion
rules to try to prevent the inversions taking place.
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A third form of economic inefliciency in an international setting is that a tax on
profit may distort competition between businesses competing with each other for
sales in the same market. This is especially likely to arise in the case of businesses
that export to the same market. Suppose, for example, that a shoe manufacturer in
London exports shoes to Paris. An Italian manufacturer in Milan does likewise,
so that British and Italian shoes are side by side in a shop in Paris. The prices of
the two competitors should partly reflect the costs of producing and exporting the
shoes; but they may also reflect taxes on profit that the two manufacturers must
pay. Suppose, for example, that the Italian manufacturer is obliged to pay much
higher taxes in Italy on its profit, compared to lower taxes due from the British
manufacturer in the UK. Then the British manufacturer has a tax-induced advan-
tage; it may be able to use that advantage to undercut the Italian manufacturer and
gain a greater share of the market. If the Italian has lower costs, or better-designed
shoes, then this represents an economic inefficiency and cost.

This example of a potential economic inefficiency does not stem from any form
of discrimination. It stems only from the fact that the tax on profit depends on the
location of production (or possibly the location of a parent company); and that
taxes on profit are not fully harmonized between the UK and Italy. This example
again brings to the fore the issue of where taxes on profit could be levied. An at-
tractive option from an efficiency perspective in this example is to levy the tax in
Paris—the place of sale to the third party. If both manufacturers were obliged to
pay tax only in France, at the French tax rate, then there would be no distortion to
the competition between them. By contrast, any other location of taxing the profit
could lead to a distortion and an economic cost.

One final point is worth noting: in international tax there is to some degree a
trade-off between economic efficiency and profit shifting (which we discuss next).
Successfully shifting profit to a lower taxed jurisdiction means that a business pays
lower tax. One consequence of that is that the impact of taxes on profit on the real
activities of the business are moderated. To return to the location choice example
above, if the company were able to shift all of its profit from either B or C to a
low tax jurisdiction, then there would no longer be a distortion to location choice.
This does not imply that profit shifting is beneficial. But it does imply that reducing
profit shifting may increase real economic inefficiencies and costs. We discuss this
further in the context of the OECD/G20 BEPS project in Chapter 3.

The OECD/G20 BEPS project aimed to reduce profit shifting. Before this,
some tax planning strategies allowed profit to be shifted to low tax countries
without having to locate substantial real activity there. After the BEPS pro-
ject this became much more difficult without also moving real functions and
activities to the low tax countries. For example, to achieve desired transfer
pricing outcomes, senior decision makers might now have to relocate to low
tax countries post-BEPS. Businesses are likely to relocate staft if the tax savings
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outweigh the cost. But this would represent the creation of new economic inef-
ficiencies and costs.*

2.2.4 Guidance from optimal tax theory

Having made the case for considering economic inefficiencies by the likely size of
the economic costs, where does that leave us in thinking about the design of taxes
on profit? Almost all taxes affect prices and generate inefficiencies and hence an ex-
cess burden. The creation of an excess burden does not therefore necessarily mean
that a particular tax should not be used. But then how should we compare alterna-
tive taxes in a world that already has such inefficiencies?

A useful starting point in answering this is the production efficiency theorem of
Diamond and Mirrlees (1971). This states that even when there is some underlying
distortion, we should still aim for production efficiency—which is the condition
that the economy cannot increase the output of one good without having to pro-
duce less of another. The intuition for this result is that it cannot make sense to
produce less than the economy could do, as long as the government has enough
instruments to ensure that it can achieve any desired distributional outcome.

The theorem does depend on strong assumptions: that economic rents are either
zero or are taxed at a rate of 100%; that there is no restriction on the use of instru-
ments that government can deploy; and that there are no administrative or compli-
ance costs of taxation. In an open economy the principle continues to hold only if
there can be transfers of wealth between countries.”® However, while it is possible to
identify conditions under which the theorem does not hold, such conditions do not
give a clear prescription for what would be the optimal form of production ineffi-
ciency in those cases. In what follows we will therefore have a presumption in favour
of the tax system not distorting economic behaviour; deliberate distortions should
be justified by an appeal to either existing inefficiencies or distributional issues.

To identify the implications of the production efficiency theorem for the design
of business-level taxes on profit we must first make two distinctions. First, in this sub-
section, we will consider taxes on the normal return to an investment. Such taxes
drive a wedge between the pre-tax and post-tax rate of return. In the next sub-section
we consider taxes on economic rent, which do not tax the normal return to an invest-
ment, and so do not drive a wedge between pre-tax and post-tax rates of return.

Second, we start by interpreting the production efficiency theorem here in a
global context. That is we consider the implications of the theorem for the design of
taxes which would create the highest possible global welfare. This need not be the
same as the implications if considered solely from a national perspective, simply
because a national perspective would take into account only the welfare of the citi-
zens or residents of a particular country.

35 For further discussion, see Schon (2014).
56 Keen and Wildasin (2004).
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With these points in mind, the production efficiency theorem implies that pro-
duction decisions should not be distorted. That means that intermediate goods in a
supply chain should not be taxed. Hence, for example, turnover taxes are inefficient
and should be replaced by a VAT or retail sales tax.

Second, the production efficiency theorem implies that the marginal pre-tax
(risk-adjusted) rate of return on all production should be equal; if this were not
the case, it would be possible to increase total output by shifting resources from
an activity earning a low rate of return to an activity earning a higher rate of re-
turn. In the absence of tax, we can assume that this will happen as private agents
seek to maximize the returns from their saving. But in the presence of tax, private
agents will seek to earn the same post-tax, rather than pre-tax, rates of return
from alternative forms of saving and investment. The implication for the design
of tax is that—in principle, at least—the returns from all forms of saving should
be taxed at the same effective rate. This is a strong prescription with implications
for the types of inefficiency described above. It implies that a business aiming to
earn the same post-tax rate of return on all its activities would simultaneously be
aiming to earn the pre-tax rate of return on all its activities, consistent with pro-
duction efficiency. Further, the same would also apply more generally: different
businesses would also be aiming to earn the same pre-tax (as well as post-tax)
rate of return. This could clearly be achieved by taxes that were fully harmonized
across all countries. But in different settings we examine situations where this is
not the case.

One example of this, in an international setting, is that business decisions as
to the location of investment should not be affected by taxation.”” In the discus-
sion above, we considered mutually exclusive location options—whether the com-
pany in A would choose to locate production in B or C. But a more general way
of thinking about this is that a higher effective tax in one country would induce
investors to invest less in that location until the overall pre-tax rate of return was
raised far enough to offset the higher tax. Taxes in the origin country—where the
economic activity takes place—are likely to affect location decisions unless tax
rates are the same in all possible locations.>

A second example is that collective output cannot be reallocated between busi-
nesses in such a way as to reduce the total costs of its production. In the example
of shoe manufacturers above, suppose that the Italian manufacturer has a cost ad-
vantage over the UK manufacturer. Then it would be inefficient if the tax system
taxed the Italian at a higher effective rate, resulting in a tax-induced competitive
advantage to the UK manufacturer. Such a tax could raise overall costs of produc-
tion since the Italian would have a smaller share of the market, resulting again in

57 This principle is known as ‘capital export neutrality} see Richman (1963).
8 Or atleast that the taxes are fully creditable against other taxes.
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a deadweight cost. Production efficiency therefore requires that the tax system
should not give one business a competitive advantage over another.>

In the absence of harmonization of business-level taxes between countries, these
considerations could in principle justify two different locations for taxation. The
key is that the location of business activity should not depend on the tax. One is to
tax each investor on her worldwide profit in her place of residence—but only if the
place of residence were fixed.®® The other is to tax profit at the business-level in the
location of sale (the ‘destination’ country)—again as long at this location was fixed.
In either case, there would be no distortion to business location decisions, nor to
competition between businesses resident in different countries but exporting to
compete with each other in the same market.

A variant of the competitive advantage example is the case in which two busi-
nesses may be competing to acquire a third business, or some other asset. In this case,
in principle, the tax should not affect the relative prices that the two firms are willing
to pay.®! If the tax did affect relative prices then a higher-cost firm may be given a
tax-induced competitive advantage, which would again result in an excess burden.
Requiring the tax to leave both firms with same required pre-tax rate of return would
avoid this problem. In the general case, where the normal return to investment is
taxed, this requires tax to be levied in the location of the asset being purchased.®?

Choosing between these options for taxation depends in principle on the excess
burden generated by each distortion. For example, is there a greater excess burden
from distorting the location of investment or the identity of the investing busi-
ness? This is ultimately an empirical question and is so far unresolved. A single
worldwide tax on all activity and investors would remove the issue, but such a
solution requires political will that seems as yet far away. We therefore focus
instead on taxes that fall only on economic rent.

Before doing so, though, let us turn to the national perspective. In the case of a
small open economy, maximizing the welfare of domestic residents implies a much
stronger prescription; that there should not be any tax on the normal return to in-
vestment in that country.%® That is because any small open economy must take the
post-tax rate of return required by investors throughout the world on investment
taking place in that economy as given. If investors could earn a higher post-tax
rate of return elsewhere, they would shift their investment out of the small open

5 This has been referred to as ‘market neutrality’; see Devereux (2008).

0 Note that while this may be true of individual shareholders, it is less likely to be true for a parent
company, which could in principle relocate to a different jurisdiction.

61 This has been called ‘capital ownership neutrality’; see Desai and Hines (2003). The principle that
all business operating in a country should face the same tax rate has also been referred to as ‘capital im-
port neutrality} see Richman (1963).

92 However, as set out below, this requirement does not hold if the tax is limited to economic rent; see
Devereux et al (2015).

3 See Gordon (1986). Formally, this prescription requires capital to be perfectly mobile between
countries, whilst individual residents are perfectly immobile.
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economy until the pre-tax rate of return rose far enough to offset any tax levied
on the return to investment located there. Any reduction in investment would re-
duce the pre-tax income of residents of the small open economy who supply the
country’s workforce. So in effect the tax would fall on domestic residents, rather
than foreign investors. Those residents would be better off if the supply of invest-
ment was not reduced by tax. This would be achieved by not distorting the required
pre-tax return to investment located there; residents would be better off if taxes
were instead levied directly on their income.

2.2.5 Taxing economic rent

This discussion of efficiency has been based explicitly around taxing the normal
return to savings and investment. This affects the rate of return earned by the in-
vestor, and hence distorts savings and investment decisions. But in Section 1.1 of
this chapter, we also discussed the possibility of taxing economic rent. It should
also be recalled that the production efficiency theorem formally depends on ei-
ther businesses not earning economic rent, or on economic rent being taxed at a
rate of 100%. There is a small literature that investigates implications for taxing the
normal return to capital when this does not hold.®* However, let us now consider
the likely effects of a tax on economic rent at less than 100%.

With a tax solely on economic rent, investment projects that earn just the normal
return are not taxed; it follows that the required return on a project—and hence the
scale of investment, and the choice between different types of investment—should
not be affected by such a tax. A tax on economic rent would also give relief for the
marginal cost of finance, whatever the source of finance—whether debt, equity, or
some combination. This means that the source of finance would not be distorted
by taxation. So in many—especially domestic—situations, a tax on economic rent
would be neutral.

However, this is not always the case, especially in an international setting. In
particular, even taxes on economic rent can affect the location of production where
countries impose rent taxes on the returns to production at different rates.®> To
return to the example above, the company in A can choose to produce in B or C,
where costs are lower in C. Even a tax on economic rent could affect the choice of
location in this case, as long as the tax is located in the country of production, B or
C—the origin country.

This is also relevant from the national perspective of the small open economy.
The argument above indicated that the country should not have an origin-based

4 Keen and Piekkola (1997) consider the case in which rents cannot be fully taxed (so that the
Diamond-Mirrlees result fails) and show that capital export neutrality and capital import neutrality are
optimal in (respectively) the extreme cases in which savings in each country or the demand for capital
in each country are fixed.

65 See Devereux and Griffith (1998).
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tax on the normal return to investment located there. But since origin-based taxes
on economic rent can also affect location decisions, then from the perspective of
economic efficiency there is also a case against an origin-based tax on economic
rent even from the national perspective.®®

However, a tax on economic rent should not affect competition between busi-
nesses in a market. That is because a tax on economic rent should leave prices un-
changed; the profit-maximizing prices chosen by businesses are unaffected by a tax
on economic rent. That implies that such a tax would not lead to one business redu-
cing its price to under-cut another—hence competition should be undistorted. In
our example, suppose that the UK and Italy both taxed the economic rent of their
resident businesses. In this case, there would be no distortion to the competition
between the two in the Paris market.

As noted above, a tax on the normal return on a residence basis could affect
which business purchases an asset in an origin country. However, a residence-
based tax on the economic rent accruing from an acquisition in an origin country
would be neutral with respect to the purchase of the asset.®”

Nevertheless, the potential distortion from an origin-based tax even on eco-
nomic rent to the location of investment and economic activity is potentially ser-
ious. In this book, therefore, we explore other locations for a tax on economic rent,
which would not have these properties, in particular a tax levied in the destination
country.

The central rationale for doing so is that the final consumers, the ultimate pur-
chasers of goods or services, are likely to be relatively immobile. That is, they are
unlikely to move to another country because the business selling to them may face
a higher tax rate—even if that tax is partly, or wholly, passed on to them in the form
of higher prices. However, as we discuss at length, this may be less likely to be true
when the customer is another business.

2.3 Robustness to avoidance

Our third criterion against which to evaluate taxes is their robustness to avoidance.
The possibility that a business—or any other taxpayer—may reduce its tax liability
through avoidance overlaps with our other criteria—on fairness, efficiency, and ease
of administration. However, we include it as a separate criterion partly because of its
importance in the public debate about the taxation of business profit, especially in
an international context. There has been widespread disquiet amongst politicians,

% This should be set against the possibility of ‘exporting’ the tax base with an origin-based tax; see
Auerbach and Devereux (2018).

7 See Devereux et al (2015). The key here is that the ranking of prices that two competitors are
willing to pay for the asset cannot be overturned by such a tax as long as the price paid is equal to the
maximum price offered by the lower bidder (as is the case in most auctions).
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civil society organizations, academics, the media, and the general public about the
extent to which some multinational companies shield their profit from taxation.
Where people feel that a section of the taxpayer community is avoiding the tax due,
this can undermine general compliance with taxation.

This public disquiet led to the OECD/G20 BEPS project. This was aimed
squarely at addressing problems of profit shifting by multinational companies,
which it identified as ‘gaps and frictions among different countries’ tax systems that
were not taken in account in designing the existing standards and which are not
dealt with by bilateral tax treaties’® We discuss the BEPS project and its recom-
mendations in more detail in Chapter 3.

As is clear from the name of the OECD/G20 initiative, avoidance by multi-
national companies typically takes the form of shifting profit from a high tax jur-
isdiction to a low tax jurisdiction, and there are many ways that such shifting can
occur, as described in Chapter 3. There is a growing academic literature on the
scale of profit shifting by multinational companies, although there is as yet no clear
consensus on the scale of such activity. We summarize the empirical estimates of
the degree of profit shifting under the existing system in Chapter 3.

2.3.1 What constitutes international tax avoidance?

Part of the problem in identifying the scale of avoidance is that the term is not well
defined. ‘Avoidance’ is typically distinguished from ‘evasion’ on the grounds that
avoidance is thought of as being within the law, whilst evasion is illegal. However,
this distinction is not sufficient for at least two reasons. First, it is not always clear
whether a particular activity should be thought of as avoidance or evasion; pushing
at the boundaries of what might be within the law may take a taxpayer beyond
the law. Second, it is very difficult to define avoidance in a satisfactory way;’® if
activities comply with the law, then by ‘avoidance’ we must have some alternative
in mind.

Avoidance has no fixed meaning and is used by different people to mean dif-
ferent things. Matters are often complicated but not usually clarified by the add-
ition of adjectives such as ‘aggressive, ‘abusive) or ‘unacceptable’ to the term. Terms
such as not complying with the ‘intention of Parliament’ or the ‘spirit’ of the law
have also been used,”! but they do not get us very far since we then have to de-
fine these terms instead. In many countries, courts go beyond the letter of the law
to take into account the ‘intention of Parliament’ or the ‘spirit of the law’ when

% As noted in the Introduction, prominent amongst the political debate on these issues have been the
UK Public Accounts Committee, chaired by Margaret Hodge and the US Senate Permanent Committee on
Investigations. Both of these have investigated the tax affairs of prominent multinational companies. For an
account of the rise of these concerns in the public debate, see, for example, Forstater and Christensen (2017).

6 OECD (2013b), p. 9.

70 See Devereux etal (2012).

7L OECD (2017a).
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interpreting a statute; however, these notions can have a narrower meaning in this
context to that found in political and public debates.”? International tax planning
is often aimed at benefitting from disparities between tax legislation in different
jurisdictions, a phenomenon commonly known as ‘tax arbitrage’ It can be debated
whether the exploitation of these disparities can be called avoidance at all, given
full compliance with the involved countries’ tax laws.”? Given these difficulties,
empirical research has tended to try to measure actual tax receipts relative to some
benchmark that a company would otherwise have paid.

In the context of evaluating potential tax reforms, however, it is necessary to
consider the opportunities that businesses would have to shift profit to low tax
jurisdictions. Take three examples. First, currently, multinationals can shift profit
to low tax jurisdictions by owning intangible assets there and charging a royalty to
other affiliates of the multinational in high tax countries. In general, and subject to
anti-abuse rules, the multinational would receive tax relief in the high tax country
at the expense of tax charge in the low tax country. Second, a similar arrangement
can be achieved by the affiliate in the low tax country lending to an affiliate in a
high tax country. Third, sales and services between companies belonging to the
same multinational group have to be priced. These are subject to control under the
‘army’s length principle; as set out in Chapter 3. But this is not a mechanical exercise,
and transfer pricing allows some discretion for businesses which permit them to
adjust the shares of the different affiliates in the overall profit of the business.

These activities use the existing international tax rules to take advantage of dif-
ferences in tax rates between jurisdictions. While the question of ‘where’ the multi-
national has made its profit is unclear, we simply ask the extent to which a reformed
system would leave itself open to this kind of activity—or any other activity which
would permit multinational companies to ‘avoid’ tax.

Multinational businesses may, of course, take advantage of differences in tax
rates between countries by locating real activity, such as manufacturing plants, in
low tax countries. But this would generally be considered a real response rather
than avoidance. Tax avoidance is generally taken to involve strategies that allow
a business to pay less or no tax without changing its real activities or changing
them nominally or marginally. It allows tax liabilities to be reduced whilst broadly
pursuing the real activities which would have been pursued in the absence of the
tax. Real responses can also lead to a reduction of tax liabilities, but only as a result
of pursuing different real activities to those that would have been chosen in the
absence of the tax or pursuing the same activities in a different location. Both tax

72 The public debate on tax avoidance is often confused with the larger issue of ‘corporate social
responsibility’ which addresses the fundamental issue of whether shareholder value should be the
ultimate focal point of management behaviour. For discussion, see Avi-Yonah (2008) and Schon
(2008).

73 For opposing views, see Kane (2004) and Rosenbloom (2000).
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avoidance and real responses entail transaction costs, but the latter also entails real
costs associated with taxpayers not pursuing their preferred course of action.

It may be difficult to draw a line between a real response and avoidance. If a
tax strategy involves moving a senior management team to a low tax country, that
could be seen as a real response or tax avoidance. There is no generally applicable
distinction between the two. Instead there is a grey area where tax strategies may
have elements of both.

These considerations call for a ‘continuity approach’ whereby similar types
of income would be taxed in as similar a way as possible; and differences in tax-
ation should be justified on grounds of fairness, efficiency, or costs of collection.”
Unfortunately, and as described in more detail in Chapter 3, in the context of ex-
isting taxes on international business profit, there are numerous cases where this
principle does not hold. In some cases these reflect the broad problem that national
tax authorities attempt to tax a share of international business profit; differences in
tax rules and rates between countries can lead to distortions to business decisions
and to international arbitrage opportunities. In others, the problem lies more with
the existing set of international tax rules which, for example, frequently treat in-
come differently depending on legal form.” Others reflect common elements of
national tax systems, such as the distinction between debt and equity finance. The
use of hybrid financial instruments makes this distinction increasingly difficult to
draw; and in any case it is doubtful whether there is a good economic reason why
the two forms of finance should be treated differently.

2.4 Ease of administration

Itis inevitable that there should be some cost to collecting taxes—even the simplest
tax would require some computation as to the amount to be paid. The fourth cri-
terion we use for evaluation is that the tax should be collected with minimal direct
costs to the taxpayer and the government. Such costs can be substantial. They in-
clude the entire costs of tax administrations around the world, and the costs of
all those professionals in business and practice, in short, the costs of all work that
involves preparing, checking, and auditing tax returns, collecting revenue, and
where necessary resolving issues in court. These costs vary considerably between
taxes. The administrative costs of governments of collecting corporation tax are
considerable. Estimates of compliance costs for taxpayers vary substantially, with

74 See Schon (2009). This view does not exclude the necessity of resorting to hard ‘line-drawing’
where the administrative advantages of simplification exceed the material benefits of a continuous
treatment of different economic options; see Weisbach (2000) and Goldin and Fox (2020).

75 For example, whether an activity is carried out by a subsidiary or permanent establishment.
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some estimates identifying corporation tax as a very expensive tax relative to rev-
enue generated.”®

A principle of tax design to minimize costs should take into account adminis-
trative and compliance costs as well as the deadweight costs discussed above in the
context of economic efficiency. In principle, the total administrative and compli-
ance costs of a range of taxes would be minimized if the marginal cost of raising an
extra dollar of revenue from each tax was the same; in that case, there would be no
possibility of reducing total costs by switching between taxes.”” Administrative and
compliance costs depend on the design of the tax. Where similar types of income
are taxed at different rates, there are additional costs for taxpayers of identifying
between the different types of income, and for the authorities in enforcing the dis-
tinction. More broadly, the compliance and administrative costs entailed by a tax
system increase with its complexity.

These considerations emphasize the need to put administrative and compliance
costs firmly in the picture in designing a tax system.”® This is especially true for
taxes on international business, where sophisticated taxpayers and their advisers
are able to take advantage of arbitrary distinctions in tax law. Profit shifting by
multinational companies could result in smaller or greater economic inefficiencies
and deadweight costs—as some companies may take less account of the formal
tax system in their decision making, but also as competition between companies
may be distorted. But the costs of such profit shifting to companies and the costs of
combating it to tax authorities both represent costs to society. We therefore take the
costs of administration and compliance to be an important factor in considering
the design of taxes on international business profit. This is a particular problem
for developing countries which, despite capacity building, have not yet established
resources to be able to deal adequately with the taxation of business profit at a do-
mestic level, let alone when multinational businesses are involved.”

A final issue on costs of compliance and administration is the potential costs
that may be incurred in tax reform. Systems for compliance and administration
are already set up for existing systems, and practitioners already have know-
ledge and experience of existing tax systems. Marginal changes from existing tax

76 Some estimates of administration and compliance costs under the existing system are provided in
Chapter 3.

77" See Slemrod and Yitzhaki (1996) for a formal statement of this principle. Tax authorities should
not invest in tax collection up to the point at which their marginal costs are equal to their marginal rev-
enue, since the costs are a true resource cost to the economy, while revenue generated is purely a transfer
from the private sector; see Slemrod and Yitzhaki (1987). Note also that the costs to society are lower for
$1 of compliance costs paid by the taxpayer compared to $1 of administrative costs paid by the govern-
ment. That is because the administrative costs are generally financed from taxation which itself incurs a
deadweight cost.

78 An emerging literature has emphasized the importance of these costs for tax design; see, for ex-
ample, Slemrod and Gillitzer (2013) and Keen and Slemrod (2017).

79 The challenges posed by BEPS to developing country tax administrations are discussed by Lennard
(2016).
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systems may induce relatively small additional costs. More fundamental reform
may incur much larger costs, depending on the nature of the reform. But of course,
in evaluating fundamental reform, it should be remembered that specific costs of
change should be incurred only once; any changes in ongoing costs are incurred
continually.

2.5 Incentive compatibility

Incentive compatibility is not commonly among the list of desirable features of a
tax system. But it should be, especially in the case of the taxation of international
business profit, where the existing system is far from incentive compatible.

In broad terms, the idea of incentive compatibility is that each individual eco-
nomic agent can achieve her best possible outcome while following the norms es-
tablished by a group of agents. This implies that there can be no gain to failing to
cooperate with other agents.

In the context of business-level taxes on profit, tax competition illustrates the
absence of incentive compatibility. Suppose two countries, A and B, both have
identical tax systems with tax rates of 25% on profit from activities taking place
in each country. If A then reduces its tax rate, it will create an incentive for busi-
nesses to move their real activity to A, and also to shift profit to A. Both of these
impose a cost on B—known a ‘negative spillover’ in economists’ jargon. A likely
response from B is to reduce its tax rate as well. This is the essence of the tax com-
petition problem which has been internationally active since at least the mid-1980s
when the UK and the US both reduced their corporation tax rates, but which has
also been well-known in federal countries like Switzerland for many decades. The
resulting reduction in tax rates around the world has been well-documented and is
illustrated in Chapter 1.8° Such competition can take many forms—a reduction in
the statutory tax rate, but also more generous provisions, for example, for deduc-
tions for interest.

There are two key points here. First, that each individual country has an incen-
tive to undercut the other. But, second, the ultimate result of doing so is to poten-
tially make both countries worse off—since they end up with tax rates below those
they would prefer.8!

Itis debatable where we now stand in the tax competition game being played out
between governments. But it seems unlikely that any snapshot of the distribution
of tax rates across countries is an equilibrium outcome. It seems more likely that
the process of adjusting tax rates is slow and cumbersome and has not yet reached

80" More specifically, there is evidence of a competitive process, in that countries respond to changes
in the tax rates of other countries: see, for example, Devereux et al (2008); Altshuler and Goodspeed
(2015); and the review by Devereux and Loretz (2013).

81 For the potential impact of tax competition on the welfare state, see Avi-Yonah (2000).
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a final point. There may be factors that prevent countries setting taxes on corporate
profits to zero (such as trying to maintain a backstop for taxes on personal income,
to exploit quasi-rents from ‘sunk investment’ or to create equal treatment for busi-
nesses with different legal forms), but this is certainly one plausible outcome of tax
competition.®?

Note that this process of tax competition is being played out despite there also
being significant cooperation between countries. The existing tax treaty network is
akey example of cooperation, but the extent of cooperation is increasing markedly,
partly as a result of greater exchange of information and other factors contained
in the OECD/G20 BEPS recommendations. This cooperation limits double tax-
ation, helps tax administrations, and is increasingly designed to counter ‘double
non-taxation’ But it does not currently significantly limit the powerful economic
forces which drive strategic national tax policy making.

A key aim of any reform of the taxation of international business profit should be
to reduce or eliminate this incentive for countries to compete with each other and
hence undermine the international tax system. A good system would exhibit in-
centive compatibility. In this context, if one or more countries operated a particular
tax system, then other countries would have an incentive to join that tax system, ra-
ther than stay apart from it. For a country operating the system, there should be no
incentive to undermine it by setting lower rates than other countries that operate
the same system. The same should apply to the first mover—in principle, an in-
centive compatible tax system would be one worth undertaking even unilaterally.
Incentive compatibility is important for creating stability. In turn, stability reduces
uncertainty and thereby supports investment and economic activity.33

Competition is not a necessary feature of international tax. Competitive pres-
sures to reduce tax rates are much more powerful for origin-based business-level
taxes than for other taxes. For example, there is very little pressure for a country to
reduce VAT rates to match lower rates in other countries. The reason is clear. VAT
is levied in the country of the sale—the destination country. Businesses cannot
easily move the place of sale to reduce their tax liability; as a result, governments
do not need to reduce their VAT rates to attract business. There is also generally
little pressure to reduce tax rates on worldwide personal income because of lower
personal income tax rates in other countries. These differences from business-level
taxes reflect the location and the mobility of these tax bases and suggest that tax
competition—and the resulting instability—may not be an inevitable feature of
taxes on profit.

82 For a review of the theoretical literature on tax competition, see Keen and Konrad (2013).

83 There is a growing literature on measuring uncertainty, and the impact of uncertainty; see, for ex-
ample, Baker et al (2016) and Bloom (2014). There is relatively little on the effects of uncertainty about
taxation, although recent surveys that document these effects are Devereux (2016) and IMF/OECD
(2017).
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3. Possible rationales for business-level taxes on profit

Having discussed the criteria that should be used to evaluate taxes, especially
business-level taxes on profit, we now consider related questions: should there be
any such taxes, and if so, why? In this section we consider four possible rationales
for business-level taxes on profit.

We start in Section 3.1 by analysing the argument that such taxes are necessary
to support the personal income tax—as it applies to labour income and capital in-
come. The argument is that in the absence of business-level taxes, individuals may
be able to shelter their income inside a business without paying tax. Even if there
were a tax on distributions from the business to the owners, the owners could gain
by deferring tax from the time the profit accrues until the time it is distributed.
This is probably the most commonly advanced rationale for a separate business-
level tax. For example, in a recent review, Gordon and Sarada (2019) take this as
given, stating that: ‘the problem that the corporate tax was designed to solve is
the more favourable treatment of income accruing within the corporate sector
under the personal income tax’. In the same vein, Boadway (2015) considers the
corporate income tax as a complement to the personal income tax: ‘a withholding
tax to prevent shareholders from sheltering their income indefinitely within the
corporation’8

However, it is far from clear that existing business-level taxes do very well in
meeting this aim—this is particularly true when we consider cross-border invest-
ment between open economies. Furthermore, it is not easy to see how they could
be redesigned to meet this objective. There are several strands to this argument.
We examine them closely, since the optimal design of a separate business-level tax
depends crucially on whether its primary aim should be to support the personal
income tax.

We begin by distinguishing between the role of a business-level tax in a closed
economy and an open economy. There is a reasonable argument for a business-
level tax on profit as a backup to the personal income tax in the case of a closed
economy. In an open economy setting, where the investor and the business are lo-
cated in different countries, we have to distinguish two forms of personal income
tax: one based on the worldwide income of residents, and the other an origin-
based tax on the income derived in the country but accruing to a non-resident.
The latter may apply, for example, to a foreign private investor owning real estate
in the origin country, a foreign sole trader who carries on his business through a
local permanent establishment, or a foreign resident being a partner in a domestic
commercial or professional partnership. Most countries employ both forms of the

84 This backstop function is also related to it being easier to enforce the tax at the business-level, see
Bird (2002).
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personal income tax. We therefore have to ask whether there is a case to establish a
business-level tax on profit to support either form of personal income tax.

We argue that the case for a business-level tax on profit is most precarious
viewed from the perspective of the investor’s country of residence. Here, con-
sistent with the ‘ability to pay’ principle, an individual generally pays income tax
in her country of residence on all her income wherever it is earned. But existing
business-level taxes do not mirror this; in practice they are normally levied on
an origin basis, where the economic functions and activities of the business take
place. This undermines the case for a business-level tax on profit as a backup to
the personal income tax in this context. On the other hand, there is a case for a
business-level tax as a backup to personal income tax if the latter is levied on an
origin basis, although the case for levying personal income taxes on this basis can
itself be questioned.

The second rationale we consider in Section 3.2 is that a business-level tax on
profit is justified on the basis of the ‘benefit principle’ As set out above, the benefit
principle holds that individuals or businesses should contribute to the costs of pro-
viding public goods and services in the country in which they operate and earn
income or profit. It may be argued that this principle justifies taxing personal in-
come or business profit on an origin basis. While this may be persuasive in a gen-
eral sense, we argue that this principle does not justify a tax on personal income or
business profit per se, since the level of profit may be a poor guide to the use made
by the business of publicly provided goods and services.

The third rationale we consider in Section 3.3 is that such a tax can be designed
to meet well the criteria of a good tax set out above. Chapter 3 argues that the ex-
isting system does not match the criteria well. However, it may be that a reformed
tax could do much better; we set out a broad approach that would do so.

The fourth rationale we consider in Section 3.4 is that particular countries may
not have alternative means for raising the tax revenues they require. As noted
above, in general we use our criteria to choose between alternative ways of raising
a given tax revenue. But where the capacity of tax administrations is weak, then it
may not be possible to reach a desired level of revenue. In this case, the focus may
be rather more on the issue of administration than the other criteria. In particular
the criteria are primarily designed to aid governments in choosing between alter-
native taxes that could raise the required amount of revenue. But in lower income
countries the problem for governments is more that they are unable to collect as
much revenue as they would like. A very important factor for such countries is
then simply whether a specific tax would indeed be successful in raising revenue.
In this context, applying taxes to businesses can be a successful strategy, since busi-
nesses tend to have formal records which aid tax collection. Even then, however
this need not imply that the business-level tax base should be profit, as opposed to a
tax base that might be more easily observed. And this approach does not mean that
the other criteria do not also remain relevant.
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3.1 Business-level tax as a backup for personal income tax

We consider the case for a business-level tax as a backup for personal income tax in
two settings: a closed and an open economy.

3.1.1 Closed economy

A closed economy implies a domestic setting in which the owner, the business, and
all of its activities and sales are in the same country.3> As the personal income tax
traditionally covers both income from labour and income from capital, it is neces-
sary to consider both dimensions.

We start with the problem of sheltering labour income inside a business, partly
by describing it as capital income. This is typically a problem of relatively small,
owner-managed businesses, and we argue it can largely be dealt with by specific
personal income tax rules for such cases.

We then continue with the problem of sheltering genuine capital income in a
business, which is more general and could apply to any size, and legal form, of busi-
ness. The key problem here is that, in the absence of a business-level tax, funds
could be accumulated inside the business tax-free. The extent to which that is a
problem depends on whether the returns to saving—that is, the capital income of
the owner—both should be, and actually are, taxed under the personal income tax
if they accrue outside a business.

3.1.1.1 A backup for personal tax on labour income
An individual who both owns and manages a business has a choice as to whether
to take her remuneration in the form of a wage, as compensation for her labour, or
profit, as a return to her investment.®® Even as a matter of principle, it can be ex-
tremely difficult to draw a dividing line between these two forms of income. An
owner-manager typically both provides a labour input and a capital input into the
business; the capital input may include retained earnings from previous periods. If
there is a tax advantage of one form of income over the other, then there is a clear in-
centive for the owner-manager to choose the lower-taxed form of income. This most
commonly applies to small businesses but can also apply to very large businesses that
are largely owned by the original founders who continue to manage the business.®”
The possible role for a business-level tax in this case stems from a personal in-
come tax treating profit and labour income differently. This could be because the

85 Such a domestic setting could also apply to an individual business in an open economy, as we
discuss below.

86 The issues discussed in this section apply equally to most businesses in an open economy.
Typically—although not necessarily—if the owner is also employed by the business she will be both
resident and working in the same country.

87 This problem has been discussed most intensely in the context of the ‘Dual Income Tax’ intro-
duced in some Nordic Countries in the early 2000s. See Birch Sorensen (2010).
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two forms of income are taxed at different rates, though that is not a structural
problem of the tax system. Labour income represents a payment to the owner-
manager as a worker, which is straightforward to tax. But profit can be kept within
the business and not distributed to the owner. In the absence of a business-level
tax, this may mean that tax on the profit earned inside the business can be deferred
until it is distributed to the owner. This represents a gain to the owner, relative to
taxing the profit as it accrues inside the business, as we describe further below.

This gain could, in principle, be exploited by any individual employee. The in-
dividual could set up a business, arrange a contract between that business and her
employer regarding the labour contract, and have a fee paid to the business for
her labour services. This fee could then be treated as profit inside the business. If
it were not immediately paid to the owner, then there would be a benefit through
deferring the personal tax. As a practical matter, however, this seems to be unreal-
istic for the vast majority of employees for whom the option—even if feasible—
would also probably take away worker protection under social security law and
employment law.®

On the grounds of fairness, personal income tax should be protected from such
avoidance schemes. But it is not clear that having a separate business-level tax is the
most efficient way to close this loophole. Most business-level taxes create signifi-
cant costs, both direct and indirect, as is emphasized throughout this book, partly
because they apply not just to owner-managed businesses, but also to huge multi-
national companies. Are those costs justified in return for closing this loophole?

There are other options in the case of an owner-managed business; and most
countries already have anti-avoidance rules to prevent the most obvious ways of
sheltering employment income as business-level capital income. One approach
for an owner-managed firm would be ‘pass-through’ treatment, under which the
profits of the business would be attributed to shareholder and taxed as personal
income. This can be difficult for a complex business, where ownership changes
regularly, but is relatively straightforward for a small business, owned by relatively
few individuals, which are the main focus of this issue.®? In this case, there would
be no need for a further tax on distributions from the business to the owner. Of
course, there would be many practical difficulties if this approach were to apply to
all business-level profit, as we discuss in the next section and in Chapter 4.

3.1.1.2 A backup for personal tax on capital income
An investment in a business is simply one form of saving that an individual may
undertake. In the absence of a business-level tax, the profit earned—representing

88 See Batchelder (2017) and Adams et al (2018).

89 This is the treatment of S-corporations in the US, which can have a maximum of 100 shareholders.
This seems more than enough to deal in most cases with the ambiguity of labour and capital income,
since labour income will be paid to an individual while profit belongs to all the owners.
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the capital income of the owner—may again not be taxed until it is distributed to
the owner. The individual would then benefit from deferral of the tax. This benefit
may be available for investment in any business, of any size, and so represents a
more significant problem than simply sheltering labour income.

As an example of the value of sheltering income in a business, suppose that
an individual saves 1,000 for ten years, and earns a rate of return pre-tax of 10%
a year. In the absence of tax, this would be worth 2,594 at the end of ten years.
Suppose that the funds were invested in a business that did not face tax as the in-
come accrued, but that the saver paid tax at a rate of 20% on the eventual return of
1,594.%° Then she would pay tax of 319 and be left with a total of 2,275. Compare
this to the case in which the income is taxed each year at 20% as it accrues. Then
in effect the post-tax rate of return is only 8%, and the value at the end of ten years
would be only 2,159. The difference of 116 in these values reflects the gain from
deferring tax.

Whether this is a significant problem depends on whether capital income—as a
return to savings and including both the normal return and any economic rent—
should be taxed as a matter of principle. It also depends on whether it is in fact nor-
mally taxed. If both are true—that there is a good case for taxing capital income,
and that forms of capital income arising outside a business are generally taxed—
then there may be a case for a business-level tax to put the taxation of that form
of saving in line with others. We first address the case for taxing capital income.
We then go on to examine whether a business-level tax on profit would be a useful
component of a tax on capital income.

Is there a good case for taxing capital income, and is capital income taxed
in practice? The question of whether capital income —including the normal re-
turn—should be taxed is controversial and has been the subject of healthy de-
bate.”! Based on efficiency grounds, the classic results from economic theory
suggest the answer is 0.2 However, the theoretical literature has investigated
many cases where the assumptions underlying the classical results do not hold.”
The Mirrlees Review (2011) identified several situations where the optimal capital
income tax rate might be positive. They include cases where: there is a positive

0 Thatis, the value distributed of 2,594 less the initial investment of 1,000.

1 For recent contributions, see, for example, Mankiw et al (2009); Banks and Diamond (2010); and
Diamond and Saez (2011).

92 The basic idea is that a tax on the normal return creates a wedge between the pre-tax and post-tax
rate of return on saving, and hence a disincentive to save and consume in the next period instead of this
period. Over time, due to compounding of the rate of return, this wedge grows at a constant rate. In
order to avoid tax compounding that grows without limit as the horizon extends, the optimal rate must
g0 to zero, strictly asymptotically: see Chamley (1986) and Judd (1985). However, this result is disputed
by Straub and Werning (2020). In a two-period model, Atkinson and Stiglitz (1976) show that, given
various assumptions about preferences, a tax on the normal return is redundant in designing an optimal
tax structure.

93 See Banks and Diamond (2010) for an excellent review of this literature.
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correlation between earnings capacity and willingness to save to consume at
a later date; there is underinvestment in human capital due to borrowing con-
straints; and if earnings are risky, then individuals save more, and those with a
good outcome end up with too much wealth relative to their intention. These the-
oretical arguments do not give a clear prescription for the rate at which capital
income should be taxed—or even in some cases whether it should be positive or
negative. It is certainly not the case that this literature necessarily supports the
view that capital income should be taxed at the same rate as labour income.

There are of course also arguments based on fairness and issues of implemen-
tation. On fairness grounds, it may seem straightforward to some that those who
rely more on capital income (who, in any case, tend to be the better off) should not
escape tax on that income. However, there are counter-arguments. An individual
who is willing to defer consumption from this period to the next will expect to
earn a normal return to her saving that compensates for the delay in consump-
tion. Hence her spending will be higher in the next period, but in net present
value terms, taking account of the delay, the consumption is the same. Indeed over
a lifetime, total income (including gifts and inheritances received) must equal
total expenditure (including gifts made and inheritances left). In principle, the
fairness of a tax system could therefore be based on either total income or total
expenditure. In this context, it is not necessary to tax the normal return to saving
to create a fair tax system—though it would be necessary to tax gifts and inherit-
ances appropriately.

A more practical issue is whether it is feasible to tax all forms of capital income
at the same effective rate (as would be required to achieve production efliciency).
One of the motivations for the Meade Committee’s (1978) proposals for an expend-
iture tax for individuals is that it would result in the same marginal tax rate on all
forms of capital income: in their case, zero. It is much more difficult—and arguably
impossible—to apply the same effective positive tax rate to all forms of savings and
investment—among other things, this would require an appropriate depreciation
for capital assets, effective accrual-equivalent taxation of capital gains, and appro-
priate treatment of inflation and relative price changes.

Against this, a practical issue in some countries is that governments have a much
smaller range of choice of feasible tax instruments. In this case, the more relevant
factor for governments is that some revenue is raised to support public spending.
If capital income of some individuals can be taxed, then it may be optimal to do so.
Another practical issue, as we discussed above, is that the fuzzy borderline between
labour and capital income is a practical argument in favour of taxing capital in-
come at the same rate as labour income, at least at the margin.

Aswell as asking whether capital income should be taxed in principle, we should
also ask whether it is taxed in practice. It is one thing to design a business-level tax
on profit on the grounds that capital income should be taxed; but if it is not gener-
ally taxed, then the practical case for taxing business profit is much weakened.
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From the perspective of an individual saver, there are many forms of saving, and
almost as many forms of taxation of the return to saving. It is customary to identify
three elements of the taxation of saving:**

o Is the saving made out of taxed, or untaxed income?

o Isthe return to saving taxed as it accrues?

« Is the payment of the return (and possibly the repayment of the initial saving)
to the saver taxed?

Different forms of saving have different treatment in these three respects. For ex-
ample, saving in a bank account is generally out of income that has already been
taxed. The interest accruing may be taxed on accrual, or it may not be taxed at
all. Generally, there is no tax charge on withdrawal of funds. As another example,
saving through a pension fund is typically permitted from income before tax, and
the return at the level of the fund is not taxed as it accrues. However, the eventual
payment to the individual is taxed.®> All three elements of the tax need to be taken
into account in determining an effective tax rate on the capital income generated.
For example, the pension fund treatment is akin to a cash flow tax, which is equiva-
lent to a tax on economic rent.

But there is also a deeper issue here. A bank earns its profit by borrowing from a
depositor and lending the funds, with a mark-up on the interest rate. The ultimate
return that the depositor receives may therefore depend not only on her own tax,
but also on the taxation of the bank and the taxation of the person or business
that borrows from the bank. Similarly, savings in a pension fund do not stay in the
fund—otherwise they would make no return. They are mostly invested in busi-
nesses that use the funds to undertake real activity on which they earn a profit.

So it is not possible to determine the appropriate taxation of business profit by
comparing it to, say, the taxation of the returns in a pension fund. In principle, we
would have to compare the taxation of business profit with the taxation of returns
that ultimately did not arise in a business—for example, purchasing a property or
lending to the government.

Where does that leave us? A full review of the literature on the optimal taxation
of capital income is well beyond the scope of this book. So is a full review of the ac-
tual tax treatment of capital income—including all the relevant levels of taxation.
That makes the appropriate treatment of the taxation of profit at the business-level
difficult to determine.

We therefore take a short cut. Instead of opining on whether capital income
should indeed be taxed, at what rate, and whether it is in fact taxed, we address
an easier question. Let us assume that there is a good case for taxing capital

9 See, for example, Mirrlees et al (2011).
5 A much more detailed account is given in Mirrlees etal (2011).
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income and that it is in fact taxed: then what are the implications for business-
level taxation of profit? In particular, assuming we want to tax capital income, is
a business-level tax on profit a useful and cost-effective component of the ways
of doing so?

Can a business-level tax on profit be a useful element of a tax on capital in-
come? Recall that in this section we are considering the case of a closed economy;
we consider an open economy below. In this setting we would aim to tax all forms
of capital income at the same rate. This would be fair, in comparing individuals
who choose different savings instruments. It would also be economically efhi-
cient in not distorting the choice between alternative savings instrument. So, the
system should have the aim that individuals could not avoid personal income
tax on their capital income by sheltering it in a business. In this setting, there
is therefore a plausible case for taxing the profit of the business as it accrues. If
there is more than one marginal tax rate in the personal income tax system, then
it is not possible to tax the profit at the rate of all possible owners simultaneously.
Nevertheless, a tax on business profit may be a useful approximation to the per-
sonal income tax.

A business-level tax on profit is not the only possibility, though. Anti-
avoidance rules, or pass-through treatment, might achieve this. But either
approach is probably more difficult in the case of genuine capital income,
compared to labour income masquerading as capital income. For example,
pass-through treatment may work well for a business in which there are not
frequent changes of owners. However, there are clearly problems in using such
an approach for a widely owned business, especially one that is listed. Suppose
for example, that one shareholder of a company bought shares mid-way
through the accounting and tax year, and then held those shares until the year
end. It would be necessary to identify the profit made in the remaining part
of that year to attribute to that shareholder. Of course, this could be done on
a pro-rata basis, but that may not adequately reflect the profit that should ac-
crue to the shareholder. In larger corporations, then there may be additional
problems with multiple classes of stock and information problems. There is
also an issue of liquidity; pass-through treatment would apply a tax to an in-
dividual shareholder even if the income were still held by the company as re-
tained earnings.”®

Where taxing on a pass-through basis is not feasible, an alternative might be to
modify existing taxes on personal income and capital gains. For listed companies,
for example, it may be possible to cut through this problem by identifying the
period-by-period capital gain attributable to the owner by tracking movements in

% These issues are discussed in more detail in US Treasury (1992).
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the share price.®” An alternative approach—as in Auerbach and Bradford (2004)—
is to adjust the effective rate of taxation so that it rises with the period of the invest-
ment, to offset the gain from deferral. These ideas are discussed in more detail in
Chapter 4.

One further point should be noted. We are presuming here that there is a tax
on the normal return to capital for other forms of savings and investment. That
raises the question of whether any tax at the business level should also fall on the
normal return. This would not be the case for a tax falling only on economic rent,
for example.”®

3.1.2 Open economy

We next consider an open economy, and in particular the cross-border situation
in which the residence state of the investor and the state where the business entity
is active are different. Does it make sense to introduce a business-level tax in such
cases in order to complement the individual income tax? This is a more compli-
cated question, since under existing systems, personal taxes are both levied on a
worldwide basis—an individual resident in country A is taxed in A on income de-
rived anywhere in the world following the concept of ‘unlimited tax liability’ —and
on an origin basis following the concept of ‘limited tax liability’ of foreign residents
as regards income derived on a territorial basis. We must therefore examine sep-
arately the rationale with respect to residence-based income taxation and with re-
spect to origin-based income taxation.

3.1.2.1 Worldwide taxation by the residence country

As we have seen, in a closed economy, with a personal tax on capital income, a tax
on profit at the business-level may serve as a backup to the personal income tax. But
a more difficult problem arises when the domestic investor owns shares in a non-
resident company that may not have any connection with the domestic country.

To proxy for the personal tax on the worldwide income of domestic residents,
the domestic tax authority would in principle have to tax the retained earnings of
any company in the world in which a domestic resident owned shares. It is subject
to debate whether the domestic tax authority would have the jurisdiction to apply
a tax to such non-resident companies. Further, such an approach would of course
entail being able to collect and audit information on any such company. And to do

7 This approach has been proposed by Toder and Viard (2014), and we discuss it in more detail in
Chapter 4.

%8 Other proposals for fundamental reform have taken a different approach. For example, the Meade
Committee (1978) and Hall and Rabushka (1983) effectively proposed forms of an expenditure tax at
the individual level, which would not fall on the normal return to capital. This fits with cash flow tax
treatment at the business-level, since such treatment also does not tax the normal return to investment.
It is sometimes argued that taxing only economic rent at the business-level is only compatible with ex-
penditure tax-type treatment at the individual level, for example, see Mintz (2015). In this section we
argue otherwise.
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this, it would in principle be necessary to look through all domestic savings ve-
hicles such as mutual funds and pension funds, to identify each resident’s claim to
retained earnings arising in each foreign company. Without very substantial auto-
matic exchange of information among countries it is difficult to see how this could
be achieved on a universal scale.®” More likely it would need to rely on information
provided by foreign tax authorities on the income of domestic shareholders. It is, of
course, possible for the domestic government to tax flows of income that are repat-
riated. But that is akin to taxing dividends from a domestic company to its share-
holders; that does not amount to a tax on all capital income as it accrues.

It might be objected that outbound portfolio investment is a relatively small
problem; that home bias in investment and savings portfolios means that in many
countries the bulk of corporate profit due to domestic shareholders is still gener-
ated in companies that are also resident domestically. This argument has typically
been made in respect of the US. However, Rosenthal and Austin (2016) estimate
that even in the US foreign investors directly owned around 26% of US corporate
stock in 2015; the equivalent percentage for UK listed companies for 2018 is 55%. '
For outbound investment, UK data from 2015 on the holdings of mutual funds in-
dicate that 56% of their holdings of corporate securities were in overseas securities.
In any case, in considering fundamental tax reform, we should take the long view.
The current system for taxing international profit originated in a very different
world in the 1920s. If we want to consider lasting fundamental reform now, we
need to imagine what the global economy will look like in the future. And it seems
inconceivable that the economy will be anything but more global. Designing a tax
system in the hope that not too many residents will directly or indirectly purchase
shares in foreign companies in future years is unlikely to provide a base for a stable
tax system.

Outbound portfolio investment is not the only problem. To support a residence-
based worldwide income tax, a domestic tax on business profit would in principle
need to tax the accruing worldwide profit of any business owned by domestic resi-
dents. That is, it should also include profit earned—whether or not distributed—
in foreign affiliates of any domestic business. On the whole, the international
tax system has been moving away from taxing the profit of foreign affiliates
even when it is repatriated.!’! The 2017 US tax reform did introduce the ‘Global
Intangible Low-Taxed Income’ (GILTI) provision to tax foreign-source intangible
income of US resident companies, calculated as profit in excess of a 10% rate of

0 However, exchange of information among counties has grown very significantly in recent years,
and the US has been remarkably successful in collecting information of this form under its Foreign
Account Tax Compliance Act (FATCA), enacted in 2010 to target non-compliance by US taxpayers
using foreign accounts.

100 Office for National Statistics (2019).
101 Practice varies across countries. China, Brazil, and India do seek to tax repatriated profit. Most
other major countries currently no longer do so.
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return to investment on tangible capital. A ‘minimum tax’ based on the location
of the parent company is also currently under active consideration by the OECD’s
Inclusive Framework.!%2 However, neither the GILTI provision, nor the proposed
minimum tax, are limited to businesses owned by domestic residents.!?® They
therefore cannot be easily justified as a means of taxing the worldwide capital in-
come of domestic residents. We discuss in more detail the prospect of taxing busi-
nesses on their worldwide income in Chapter 4. For now, we can just point out that
to the extent to which the business-level tax on profit does not tax outbound direct
investment on the same basis as outbound portfolio investment by individuals and
domestic investment by individuals, then it provides a poor proxy for a residence-
based personal tax on worldwide capital income.

It might be argued that there could be a balance at a macro level. That is, suppose
that country A taxes the profit of a business resident in A but owned by residents of
B. And country B taxes the profit of a business resident in B but owned by residents
of A. If the scale of cross-ownership and profitability between the two countries
were roughly balanced, then the origin-based business-level taxes on profit col-
lected in A and B would be similar, and might then represent a rough proxy for the
residence-based personal income taxes in A and B. However, that is a rather big ‘if”
There is no particular reason why the cross-ownership of profit should be balanced
in this way.

These drawbacks of the business-level tax on profit in this setting are severe. As
we discus below, in a small open economy, an origin-based business-level tax on
profit would be a poor proxy for a residence-based personal income tax.

3.1.2.2 Taxation of non-residents by origin country
This leaves the question as to whether there is a case for a business-level tax on
profit as a proxy for a personal income tax levied on an origin basis. In answering
this question, we set aside, for now, whether there is a case for countries to levy
personal income tax on an origin basis. We return to this question in Section 3.2.
Policy makers should act consistently. If the tax system in the country of origin
maintains the concept of ‘limited income tax liability’ for foreign residents, it is rea-
sonable to safeguard that concept by establishing a business-level tax for incorp-
orated businesses. Consider an example. An individual resident in country A who
rents out a property that she owns in country B may be taxed on the rental income
in country B. This is much more akin to an origin-based tax on business profit. If
country B does tax the rental income as it accrues to the owner, then it would also
make sense to tax the same income if the property were owned through a corpor-
ation resident in B. In this sense, a business-level tax in B on the income would be a
reasonable backup to the origin-based income tax in B.

102 OECD (2019a, 2019b, 2019d).
103 For the conceptual background of GILTI-style taxes see Shay et al (2015).
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3.1.3 Conclusions

In this section, we have discussed the case for using business-level tax on profit as
a backup for personal income taxes. There is a plausible case for a business-level
tax on capital income in a closed economy. There is also a plausible case for such a
tax in an open economy as a backup to a personal income tax levied on an origin
basis, although we have not yet discussed the case for taxing personal, or business,
income on an origin basis.

However, it is virtually impossible to see how an origin-based business-level tax
could usefully support a tax on the worldwide income of domestic residents where
there is both international portfolio and direct investment. One might hope that
there could be some balance in tax revenues; under existing systems, countries col-
lect origin-based taxes on business level profit, but do not collect personal income
tax on all worldwide income as it accrues. It would be a leap of faith to suppose that
these two factors offset each other.

3.2 Benefit principle

As has been described above, existing taxes on business profit are not generally
levied in the place of residence of the investor. They are typically—very broadly,
and with many exceptions—levied in the origin country in which the economic
activity generating the profit takes place. In more technical terms, they are levied
where the functions and activities of the business take place, or assets are held.

In searching for a rationale for a tax levied on this basis, some have argued for
the benefit principle, that it is fair on the grounds that the business makes use of
publicly provided goods and services in the place in which it does business.!%* This
could include a wide range of goods and services from infrastructure to the ability
to enforce law. On the face of it, this seems reasonable—to the extent that the busi-
ness does make use of such goods and services, then it may seem fair that it con-
tributes to their cost.

But there are three problems with the claim that this contribution should be
based on the profit earned in that jurisdiction. The first two apply generally to the
notion that a tax on business profit should reflect the benefits received from pub-
licly provided goods and services. The third concerns the international allocation
of profit.

The first problem returns us to the issue of who effectively bears the cost of the
tax. We cannot simply leave it as a tax ‘borne’ by the business—all taxes must ul-
timately be borne by individuals. The benefit principle argument seems to make
some sense if the tax is borne by the owners of the business. This seems consistent

104 Gee, for example, Vogel (1988a, 1988b, and 1988c¢).
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with the principle—that those who make use of publicly provided goods and serv-
ices should contribute to their cost (even if they are not personally resident). This
is perhaps less obvious if the tax is passed on to consumers in higher prices or
workers in lower wages. It is possible to argue, though, that both consumers and
workers benefit from the business and so it is fair for these groups to bear the cost
of the business’ contribution. In this way, if the tax is seen as representing the cost
of producing the good or service purchased by the consumer, for example, then it
may be thought reasonable for this cost to be treated like any other cost; initially
paid by the business, even if ultimately passed on in higher prices or lower wages.

The second problem is related. Different businesses make very different use of
publicly provided goods and services. And profit also varies considerably between
businesses. But there is not necessarily much correlation between the two.!% Think
of a large factory, employing a substantial workforce, making a great deal of use of
available transport facilities, and for good measure polluting the atmosphere. But
it may well make very little profit. By contrast, take a business developing software.
This may be extremely profitable yet use only a fraction of the resources of the fac-
tory. On the benefit principle, we should be seeking to relate tax liabilities to the use
of publicly provided goods and services. That suggests some kind of fee for their
use—in our example, with a larger fee being paid by the factory than the software
business. It does not suggest a tax on profit, and certainly not a tax of the kind that
is currently used in most countries.

The third problem requires us to go a little deeper into how the profit of a multi-
national company is allocated to different countries. Active business profit is largely
taxed in the place in which economic activity takes place. But a significant part
of profit relates to passive income—for example, interest and royalty payments—
which is typically taxed in the place in which the income is received, that is where
aloan is made, or where an intangible asset is owned. The benefit principle seems
much weaker in applying to such income since, for example, owning an intangible
asset in a country may make relatively little use of publicly provided goods and
services. Of course, there are some benefits—for example, in the legal protection
of property rights—but these benefits would apply much more widely to where the
company has activities. Indeed, one form of property rights is patent protection,
which is most relevant in the place in which the good or service is sold.

These considerations do not rule out an appropriate fee for the provision of
public goods and services. But they do raise a question as to whether a tax on busi-
ness profit is the best proxy for such a fee. There is an overlap with other consid-
erations here. Other ways of charging a fee may also create problems of economic
efficiency, although—depending on how they are levied—they may also be easier
to collect and be less susceptible to avoidance and evasion. The balance between

105 See, for example, Schén (2009).
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these considerations may vary between countries and the strength of its tax ad-
ministration. It is clear, for example, that the existing methods of allocating profit
between countries are very complex; and are likely to become more so. Developing
countries in particular that have relatively small and less sophisticated tax author-
ities may find that the balance of these factors favours a simpler approach, even
though it may induce greater economic inefliciencies.

These points need also to be related to the role of a business-level tax as a com-
plement to personal income taxation. This goes to the heart of ‘limited tax liability’
as applied to foreign resident individuals who are subject to individual income tax-
ation on an origin basis. The arguments against basing business-level taxation on
the benefit principle also apply to individual income taxation. If a foreign resident
owns real estate in the country of origin or carries on a business through a per-
manent establishment, the notion that local income taxation works as a quid pro
quo for public benefits received should also be challenged. To put it differently: the
persuasive force of the benefit principle does not depend on whether income is
derived by a local business entity owned by a foreign resident or directly by that
foreign resident. Therefore, whilst we argued—in Section 3.1.2—that if a personal
income tax is levied on an origin basis then an origin-based business-level tax is
necessary as a backup, we note that the case for an origin-based personal income
tax is not easily made on the strength of the benefit principle.

3.3 The possibility of a tax that meets the evaluative criteria

A third possible rationale for a business-level tax on profit is that it could meet the
criteria that we set out above for evaluating taxes. That is, if some form of the tax
could be fair, economically efficient, robust to avoidance, with reasonable costs of
administration, and incentive compatible, then it would be a good tax. We argue
in Chapter 3 that existing business-level taxes on profit do not do well in meeting
these criteria. But that leaves open the possibility that some form of such a tax
could meet these criteria. If a tax which met these criteria could be designed, then
meeting them would provide a sufficient rationale for the tax.

We now consider this possibility. We do not set out detailed proposals for such
taxes here—this is left to Chapters 6 and 7. Instead we simply make the case that
such a tax would be justified and begin to consider what it might look like. In this
section we focus primarily on economic efficiency and fairness; we leave issues
of avoidance, implementation, and incentive compatibility to the more detailed
discussion.

3.3.1 Taxation of rents
A starting point is to consider taxes on economic rent. We know from the ana-
lysis above that a tax that was levied only on economic rent, and which therefore
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permitted the owner to receive the minimum required rate of return free of tax
would not affect the decision to undertake an investment project. This would be
true if investors undertook all investments that yielded any economic rent. In
many circumstances then, a tax on economic rent would not generate any excess
burden; it would be efficient. We will return to cases where this may not be true in
a moment.

But before doing so, it is worth recalling from Box 2.4 that a tax on economic
rent would also generally be progressive. In general, we have argued that it is very
difficult to determine the incidence of a business-level tax on profit; the tax may be
passed on in higher prices to customers, in lower wages for employees, and lower
prices to suppliers. It is therefore difficult to say whether a business-level tax on
profit is progressive or fair. But a tax on economic rent is a special case. If the as-
sumption that businesses aim to maximize economic rent holds, then the decisions
they make will be unaffected by a tax on economic rent; maximizing pre-tax eco-
nomic rent will require the same behaviour as maximizing post-tax economic rent.
This is the basis for the claim that the tax would be efficient. But it also has impli-
cations for incidence. In particular, it implies that the prices at which the business
transacts with customers, employees, and suppliers will not be affected by the tax;
that is, the prices which maximize pre-tax rent are the same as the prices which
maximize post-tax rent. That has the important implication that the burden of the
tax cannot be passed on to customers, employees, or suppliers; it must be borne by
the owners of the business.

Thatis a striking claim, with strong implications for fairness. If we take the add-
itional step of claiming that business ownership is predominantly seen amongst
the better off, then taxing the economic rent earned is likely to be progressive.
In many discussions of tax policy there is thought to be a trade-off between effi-
ciency and fairness; this is an exception. A tax on economic rent can be both effi-
cient and fair.!%

A caveat is in order here. A tax based on economic rent as it accrues inside a
business will generally fall on the owners of the business at that time. But owners
of a business can also receive what amounts to an economic rent in anticipation
of future profit. Suppose for example, that an oil company discovered a new and
highly profitable well. We would expect the value of that company to increase im-
mediately, reflecting the higher stream of profit in the future that is now expected.
That amounts to an immediate gain for the current shareholders. If it were taxed it
would fall on those current shareholders, rather than the shareholders at the time
the income is eventually earned. But that does not detract from the likelihood that
the tax would be progressive.

106 Note that this does not generally apply to a tax on the normal return earned by a business, since
this is likely to be at least partly passed onto customers, employees, and suppliers. In that case we cannot
be sure whether the tax is progressive.
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However, we must be more careful in our claims of efficiency. As we have already
discussed, there may be circumstances in which investors have to choose between
two alternative investments each of which is expected to earn an economic rent.
The classic example is where the two locations are in different countries and would
be subject to different tax rates on the economic rent earned in each. In this case,
even a tax on economic rent could affect location choices, and so not be efficient.

3.3.2 Location-specific economic rent
One response to this problem is to consider economic rent that can be earned only
in one location: ‘location-specific economic rent’ Then in principle that location-
specific rent could be taxed by the government of the country in which it is earned
without affecting any business decisions. From a national perspective, it is natural
for a government to seek to tax economic rents that are specific to its jurisdiction.
But this is also efficient from a global perspective, since by definition, the activity
cannot go elsewhere, and so there are no negative spillovers onto other countries.
There may be many sources of such location-specific economic rent.!?”
briefly review the possibilities.

One obvious possibility is natural resources. For example, diamonds can only be
mined where they already exist underground. It is true that they are underground
in several countries but given the overall restriction in the world supply of dia-

Here we

monds, it seems plausible to suppose that opening a new diamond mine could re-
sultin earning economic rent. That economic rent, at least in part, can be located in
the place where they are mined.

Location-specific rents can in some cases also be attributed more generally to
the place where economic activity takes place. For example, there is a well-known
phenomenon of geographical clustering of businesses in the same sector—for ex-
ample, hi-tech software businesses in Silicon Valley, or financial companies in the
City of London. Such clustering appears to bring benefits to the businesses that
locate there. Those benefits should ultimately be reflected in higher profit—and
that higher profit is location-specific. A location-specific rent may arise in a place
of economic activity in any instance where the business has access to a resource
where the cost of that resource is less than its value to the business. In the case of
a cluster of businesses in the same sector, that may, for example, reflect access to a
specialist, highly-skilled workforce. There are many other examples.

One interesting case is where a business can exploit the fact that the local labour
force may be willing to work for a low wage—this is the basis of much offshoring,
where a business moves production from a high wage country to a low wage
country. It is certainly the case that the business may raise its profit by moving pro-
duction in this way (subject to other costs incurred), and this suggests the presence

107 For further discussion see, for example, Boadway (2015).
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of alocation-specific rent in that country. But while that rent might only be earned
in low-wage countries, it may not be the case that it can only be earned in a specific
low-wage country. It is more likely that there are many countries equally able to
supply labour at the same low wage. If so, then the rent is not specific to a single
country. As a general point, then, the location-specific rent in one country depends
on circumstances arising in other countries.

An important issue related to production-based location-specific rents is
the taxation of income from activities that are already established in a location.
Suppose, for example, that a business has invested a considerable sum in a new
production facility and is now earning a stream of income from it. Such income is
typically referred to as a quasi-rent: it appears to reflect rent earned by the facility,
but at least part of it reflects the normal return to the original capital cost. Because
that cost has already been spent, it is possible that the government may be able to
tax the quasi-rent without there being any effect on the behaviour of the business.
But this would not be true in the longer run. The prospect for future investors of
the government seeking to tax quasi-rents may induce them not to undertake the
investment in the first place.

A third source of location-specific rent may be the place in which the final good
or service is sold. This generally depends on there being some form of imperfect
competition which the business can exploit by reducing the supply of its product
to the market in that country, thereby enabling the price to rise, generating an
economic rent. The classic example of this is a monopolist, who earns a rent by
restricting supply and pushing up the price. This is likely to be enabled by some
barriers to entry. For example, there may be proprietary products, products that are
protected by patent, intangible assets associated with past purchases, or a number
of other factors. By contrast, under perfect competition, businesses take the market
price as given, and so this form of location-specific rent in the place of sale would
not exist. The existence of this form of location-specific rent also depends on what
other markets are available to the business. If the final good to be sold is fixed in
supply, and if consumers in many countries would like to buy the good, then the
business may have a choice as to where to make the sale; in that case, there may be
no location-specific rent in the country in which the good is sold since that rent
could also be earned elsewhere.!%®

Another form of rent may not be specific to any location in which the business
operates, but is nevertheless associated with a particular business. This can reflect
the return to any asset owned by the business which was acquired for less than its

108 A variant of the case in which location-specific rent arises in the country of the customer is the case
in which a business may earn the rent in the country of an immobile ‘user’ of its services. A customer
purchasing, say, an advertisement directed towards the user may be located anywhere, but the advertise-
ment is in effect delivered to the user’s screen. This is the basis of where digital services taxes are levied,
although they are typically based on revenue, rather than economic rent. For further discussion on these
issues in the context of cross-border digital services, see Cui (2019); Shaviro (2019); and Schon (2019).
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value for the business. For example, suppose the research and development div-
ision of a multinational business invents a process that reduces the cost of produc-
tion. The cost saving can be achieved in production wherever the business chooses
to produce. And although the research and development took place in a single lo-
cation, it could have equally taken place elsewhere. This cost saving represents a
rent to the business but is not location-specific.

Even in this case, it could be argued that all rent has an element of being location-
specific, because the business is ultimately owned by relatively immobile residents
of a particular country; this suggests that there is a sense in which even that rent is
specific to the location of the owners. So if the governments of the countries of resi-
dence of the owners could observe that rent, then they could levy an efficient tax on
it—unless residents choose to relocate to a different country where they would pay
alower rate of tax.

In principle, then, it might be feasible to consider efficient taxes based on
location-specific rent. That could be based on rents specific to the location of re-
sources, production, consumption, or ownership. However, there are at least three
difficulties in designing taxes to achieve this.!?”

First, we are interested in designing a general tax to apply to all business profit
earned within a single country. We are not attempting to design a specific tax that
applies only to a sector or group of businesses that generate a location-specific rent.
That means that the tax base would in principle need to be designed in such a way
that although it applies generally, in practice it falls only on location-specific rent.
An alternative approach would be to argue that the existence of location-specific
rent allows the government to engage in a trade-off. Introducing a general tax on
economic rent may affect the location of some businesses (for whom the rent is not
location-specific), but not those with a location-specific rent. Such a tax would not
be efficient, but it may be more efficient than some other taxes. That judgement,
however, depends on the proportion of rents that are location-specific.

Second, and crucially, the forms of location-specific rent that we have iden-
tified are not exclusive. For example, a business that extracts a resource in one
country may have market power in another country, where consumers have a
particular desire for that resource. Or a business may rely on more than one form
of production-related rent; for example, production of an engine may depend on
knowledge encapsulated in two patents that were generated in two different re-
search laboratories, each using location-specific factors. In these cases—and this
may apply to many examples, including natural resources—the extent to which one
country can tax the economic rent depends on the tax levied by the other country.

109 In some cases, it may be more practical for the government to auction the rights to produce, or
sell, specific goods or services within its jurisdiction. In this case, the value of the location-specific rent
may be revealed through auction. Since this would apply only to specific activities, it does not face the
same problems as a general tax on profit.
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And of course, in both cases, there is also an element of economic rent in the
country of residence of the shareholders.

Third, the existence of a unique, location-specific rent does not mean that the
rent is easily measured for the purpose of taxation. For example, even if Silicon
Valley is the location of vast rents, measuring these is difficult, not least because
of the internal transfer pricing companies use to influence the rents’ reported
locations.

These considerations suggest that, although a tax targeted at location-specific
rent would have attractive properties in terms of efficiency, in most cases it would
be extremely difficult to implement. If the tax authority had perfect information, it
could in principle levy a tax that depended on economic conditions and the actions
of other governments. But to implement a general tax would in most cases include
taxation of economic rent that was not location-specific. In the end, a country
levying a tax on the overall profit of a business would simply rely on an educated
guess about the share of the profit representing the location-specific rent.

Perhaps the best opportunity for introducing tax on location-specific rent
would be a tax on natural resources. The problems in doing so are similar to those
in other circumstances; it may be, for example, that the developer of a natural re-
source could instead exploit resources elsewhere. However, it seems plausible that
a greater share of economic rent generated would be location-specific, and so the
trade-off with creating distortions is probably weaker. But this observation sug-
gests that countries with natural resources should use a separate resource rent tax;
this need not be part of the general system of taxing business profit.

3.3.3 Other location-specific factors

We have concluded that a key problem of identifying location-specific rent is
the non-exclusivity of the location specificity. But we could also consider a more
general form of location specificity, based on the immobility of certain factors.
As we argue throughout this book, levying a business-level tax on profit in the
place in which economic activity takes place is prone to economic inefficiency
since that economic activity can move elsewhere. It may do so even if there are
only origin-based taxes on economic rent, since the tax rates may differ between
jurisdictions.

But other factors—notably individuals—are rather less mobile. One option
would be to levy the tax on economic rent in the place of destination or market—
where the good or service is sold. The value of immobility is that individual cus-
tomers are unlikely to move to another country to help the business avoid the tax
levied on the economic rent.''? Thus, suppose a business wanted to sell its product

110 As we set out in more detail, especially in Chapter 7, the destination-based tax on economic rent
will fall on consumers in the market country; so customers may have an incentive to move—but they
are likely to be much less mobile than, for example, production factors.
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to individuals in the UK. It could produce the product in a number of countries,
and its headquarters may be in any country, but its customers are in the UK. This
gives the UK the opportunity to tax the economic rent earned by that business
without distorting its behaviour.

Note that this is the same principle under which VAT and other sales taxes op-
erate. VAT is seen as a tax on sales in a particular jurisdiction; exports are zero-
rated, and imports are taxed. But the same approach could, in principle, be applied
to the taxation of business profit, and economic rent.

This argument could also be applied to support taxing large digital companies
in the location of their users. Even if the business model used is that revenue is
derived from advertisements that appear on users’ screens, paid for by other busi-
nesses in any location, there is still a sense in which the economic rent could be
taxed by the country in which the user is located (subject to issues of implemen-
tation). In this sense, as noted above, we might think of the country of the user as
being the ‘destination’ of the sale by the digital business.!!!

We distinguish the argument here from the case of identifying and taxing
location-specific economic rent. That is because it does not depend on the eco-
nomic rent arising exclusively in the market country. For example, we could im-
agine a medicine developed in a research and development laboratory in country
A, and sold to customers in country B. It might reasonably be claimed the eco-
nomic rent generated from this was created in country A, although this is arguable
since the business still requires customers to pay a premium price for the medicine,
and they are in country B. Nevertheless, and irrespective of the position taken on
whether there is a true location-specific economic rent in this case, a tax could be
levied on the economic rent in country B without distorting the behaviour of the
business.

In Chapters 6 and 7 we develop in detail two proposals which draw on the in-
sight that taxing profit in the market country can be economically efficient.

3.4 Absence of alternative sources of revenue

So far, we have assumed that the policy maker faces a choice between alternative
forms of taxation. We have implicitly or explicitly assumed that other forms of tax-
ation are available, so that the target for total tax revenue is attainable. The question
is then which is the best combination of taxes to achieve that revenue target, taking
into account our criteria of fairness, efficiency, robustness to avoidance, the costs of
administration, and incentive compatibility. This seems a reasonable characteriza-
tion of the problem in high income countries.

11 For more detailed discussion of these issues see Devereux and Vella (2017, 2018a); Cui (2019);
Schon (2019); and Shaviro (2019).
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But it is less clear that this is the case in lower income countries. As set out in
Chapter 1, revenue raised in these countries tends to be a much smaller proportion
of national income, and revenues from corporation tax tend to make up a larger
share of total revenues. That is not typically directly by choice—governments of
such countries would generally prefer to raise additional revenue from taxation,
and ‘revenue mobilization’ is a key aim. The reasons for lower tax revenues in these
countries stem from a number of factors, including lack of information and lack of
resources in the tax authority.

In this context, the arguments that apply to high income countries tend to be
less relevant. For example, we should not necessarily be debating the relative effi-
ciency of alternative forms of taxation. Rather, we should be attempting to identify
a means of raising tax revenue that is not so costly that it is not worth introducing
at all. In this context, too, the role of business is important, especially businesses
that are not very small. That is because businesses tend to have better records,
keeping better accounts—and so problems of information and implementation are
smaller. This is especially true of larger business, and even more so of multinational
companies.

This may be an additional reason for a tax on business profit in countries that
face problems in raising enough tax revenue. However, note that the benefits iden-
tified in taxing business occur here because the business itself is a useful tool in
tax administration, and can be required to undertake the role of tax collector. But
this feature of taxing businesses is independent of the tax base. It would apply, for
example, whether the tax base were sales, the stock of capital, or the income of em-
ployees, as well as profit.!!? The choice between these alternative bases therefore
needs to be based on considerations other than that the business is a useful element
of tax collection. This returns us to some of the considerations above. If govern-
ments that seek to increase tax revenues identify advantages to using businesses to
collect taxes, then they subsequently need to choose amongst alternative tax bases
associated with businesses.

4. Business-level and investor-level taxes

It is commonly believed that a business-level tax on profit combined with a
personal-level tax on dividends (and capital gains) represents ‘double taxation’
and should be avoided. As a result, most countries offer some relief against this
double taxation—but relief is often restricted to domestic taxes paid.!'*> However,

112 Best etal (2015) explore the options of taxing business profit or sales in the context of Pakistan.

113 For example, in Australia and the US dividends from domestic businesses are treated more
favourably than dividends received from foreign businesses. In the European Union, this distinc-
tion is no longer accepted, which has led to a widespread abolition of imputation systems and their
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a simple framework for thinking about these issues suggests that there is no need
for such relief; and that restricted relief is likely to create distortions to investment
portfolios.

To see this, suppose first that there is a single effective rate of tax that applies to
the worldwide personal capital income of each individual.!** To maximize income,
the investor should aim to equalize the post-tax risk-adjusted rates of return on
all available forms of investment. If these rates of return were not equal, then she
could increase her post-tax income by shifting investment from an asset with a low
rate of return to one with a higher rate of return. But if the tax rate were the same on
all forms of investment, then this is equivalent to equalizing pre-personal tax risk-
adjusted rates of return. Then the tax would not affect the portfolio choice of the
investor; she would choose the same portfolio even in the absence of tax.!!

Further suppose that the investor resides in a small open economy. By ‘small’
we mean that economy is small relative to the rest of the world. By ‘open, we mean
that there are no restrictions on flows of capital, or goods or services, between that
country and the rest of the world. Under such conditions, activities in the economy
will have no impact on the pre-personal tax rate of return available to domestic
residents, since that return is determined on world markets. Investors resident in
the economy must take the ‘world’ rate of return (commensurate with the risk of
the asset) as given. This characterization reasonably describes all but the very lar-
gest open economies, notably the US and China. To a reasonable approximation
it would include the UK, for example, which in 2019 had the world’s sixth largest
GDP, but only a little over 3% of the total world GDP.

In this setting, a rise in the effective tax rate faced by the investor would have
the effect of reducing her post-tax rate of return; the incidence would be on the
investor. Individual investors and companies would take the rate of return as
given even if they are in a large open economy. The difference as the economy be-
comes larger relative to the rest of the world is that changes in tax rates in the large
economy may affect the ‘world’ rate of return. This would reduce the power of the
general argument made here but would not negate it.

Now consider companies that raise finance on world markets (or from finan-
cial institutions that themselves raise finance on world markets). In a small open
economy, companies would take the required rate of return to the provision of fi-
nance as given. Any origin-based business-level tax to which they are liable in the

replacement by different shareholder-relief systems which apply even-handedly to domestic and
foreign underlying corporate income tax. In the UK, for example, the same tax rates apply to divi-
dends from both sources.

114 This is unlikely to be true in practice, but it serves as a useful simplification for understanding the
argument.

115 This is essentially the same as the case for residence-based taxation to achieve capital export neu-
trality, described above.



BUSINESS-LEVEL AND INVESTOR-LEVEL TAXES 79

countries in which they undertake business would need to be matched by a higher
pre-tax rate of return, so that the post-business-level tax rate of return is sufficient.
Then the post-business-level tax rate of return must be the same as the ‘world’ rate
of return earned by individuals before personal taxes. In this setting, a rise in the
effective tax rate faced by the business would have the effect of increasing the re-
quired pre-tax rate of return to investment in that business. In this case, share-
holders do not bear the incidence of the business-level tax—the tax must be passed
on in higher prices or lower wages, for example.!1°

The typical argument against combining these two forms of taxation is that they
represent double taxation: the underlying profit is taxed once at the corporate level
and taxed again at the personal level when it is distributed. And a conventional
response is that there should be some relief against such double taxation. Many
forms of such relief have been used—for example, a lower corporate-level tax rate
for distributed earnings and a lower personal tax rate on dividends received than
on other forms of capital income. Broadly, such forms of relief are known as inte-
gration of the personal and corporate levels of tax.

There is some truth in the fact that—in the absence of any relief—the income
has been taxed twice. However, in an open economy these taxes have very different
effects, and they have a very different incidence. That is, as just argued, in a small
open economy the residence-based personal tax is borne by the investor—given a
pre-personal tax rate of return on world markets, personal taxes reduce the return
to savings and investment. But in a small open economy the origin-based business-
level tax does not fall on the investor; rather, by increasing the required pre-tax rate
of return it must fall on others—such as customers and workers.

These effects would be moderated somewhat for a large open economy that can
affect the world rate of return on its own. For example, a rise in the tax rate on
business-level profit in a very large open economy would also tend to depress the
world rate of return, implying that business owners everywhere would see a reduc-
tion in their post-tax rate of return. This is because there would be a large outflow
of capital from the large economy following a rise in the business-level tax rate. Not
all of this capital could earn the same rate of return elsewhere, and so the equilib-
rium world rate of return would fall.

Taking this perspective—at least from the perspective of the small open
economy—implies very different prescriptions for taxation.

First, the two levels of taxation do not really imply double taxation in the sense
that a single person is made worse off by both taxes. A reduction in the business-
level tax would reduce the rate of return required by the business but would not
affect the return to owners of the business. A reduction in the personal-level tax

116 See Gordon (1986). Note that this would be true even if the location of the business-level tax for a
multinational were the location of the headquarter company or the destination country. The key issue
here is that the tax is not levied in the place of residence of the ultimate investor.
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would increase the post-tax income of the owners but would not affect the rate of
return required by the business.

Second, common attempts to integrate personal and business-level taxes may
result in distortions to economic choices by both savers and businesses. In practice,
many systems of personal and corporate tax integration only operate for domestic
taxes—that is only domestically earned business income distributed to domestic
owners receives the benefits of integration. For example, shareholders may re-
ceive a tax credit on dividends from domestic companies, but not from foreign
companies—an issue widely discussed in the European Union and subject to a
strand of jurisprudence by the Court of Justice of the European Union.!!”

Suppose a government introduced such a form of integration that reduced the
personal tax rate on returns from domestic businesses only.!!® In this case, the
post-tax rate of return earned by domestic individuals from investing in domestic
businesses would rise. Consequently, they would aim to switch their portfolio of
investments away from other assets towards the tax-favoured domestic businesses.
Assuming they started with a well-diversified portfolio, then as they made such a
switch their post-tax rate of return would rise due to the lower tax. But their risk
would also rise since the benefits of diversification would be lessened. At some
point they would reach a new balance, owning more shares in domestic businesses,
with a higher expected rate of post-tax return (due to the lower tax rate) but also
with higher risk. The world rate of return would be unaffected, and hence invest-
ment by businesses located domestically would be unaffected. The main effect
of introducing such a form of integration would therefore be to distort the port-
folio choices of domestic individual investors.!!® This is set out in more detail in
Appendix 1.

It has been pointed out that an integration system of this form may help to pre-
vent profit shifting by multinational companies.!?° That is because the benefits of
integration typically apply only to domestic profit. To the extent that a company
acts in the interests of domestic shareholders, then in order to allow them to benefit
from the integration scheme, the company must earn (or at least declare) a suffi-
cient share of its worldwide profit domestically. Hence it is less likely to shift profit
abroad—and indeed may deliberately shift profit to the domestic parent. But this
incentive also applies to real activity as well as profit shifting; domestic companies
would have a disincentive to undertake outbound foreign direct investment, since
such investment may face a higher effective tax rate if it does not benefit from the
integration system. More generally, this approach is unlikely to be consistent with

117 This jurisprudence is heavily criticized by Graetz and Warren (2007); for a comparative view on

cross-border integration see Vann (2003a).

118 This would not now be permitted within the European Union.

119 Evidence supporting this view is provided by Bond et al (2007), for example, based on a model of
Brennan (1970).

120 For a discussion, see Graetz and Warren (2016).
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maximizing the market value of a company, which is determined by the much
larger group of non-resident (potential) investors. Non-resident investors do not
receive the benefit of the preferential personal tax regime and would continue to
benefit from shifting profit to a lower taxed jurisdiction. The integration system
therefore creates a difference between the interests of domestic and non-resident
shareholders.

Third, this perspective also gives insight into the appropriate taxation of the re-
turns to owning, or providing finance to, either domestic or non-domestic busi-
ness. The insight here is that in principle all such businesses should be required
to earn the ‘world’ rate of return, commensurate with their risk, and importantly
after business-level tax but before personal level taxes. We should also expect the
required rate of return on other assets to be the same—again commensurate with
their risk—before personal tax. This includes investment in government bonds,
housing, and—crucially—also businesses that do not face any business-level tax,
for example, pass-through businesses (e.g. S-corporations in the US, and mostly
unincorporated businesses elsewhere). To avoid personal taxes distorting the
choice between these different investment options, any individual should face the
same effective tax rate on all such investment opportunities. Then pre-personal tax
rates of return are equalized, as well as post-tax rates of return.

It should be noted that this is a very different prescription from that commonly
advocated. It implies that origin-based business-level taxes should be ignored
when comparing personal taxes on different forms of investment. It implies that
personal taxes on the returns from business ownership should be no different from
the personal taxes on other assets—so there should be no integration of business
and personal taxes. It also implies that, in the cross-border setting discussed here, it
is not correct to aggregate business-level and personal level taxes in a comparison
with other personal taxes. Rather, the personal taxes levied on pass-through busi-
nesses should be equated with the personal level taxes on businesses that face a
business-level tax. Again, these strong claims need to be moderated somewhat in
the case of a large open economy (or a closed economy).

It might be objected that this analysis may apply to international businesses and
international investment, but not to a purely domestic business, even one oper-
ating in an open economy. After all, in a purely domestic context the distinction
between residence-based and origin-based taxes does not appear to be relevant.
However, while there may be some truth in this objection, it is open to challenge.
The issue is whether an individual owning a purely domestic business makes de-
cisions based on a required rate of return (or, equivalently, the net present value).
Basic investment theory would suggest that she should. That is, if she can earn a
rate of return of 10% on some other investment of comparable risk, then she should
require the same rate of return from her own business. If she can only earn, say, 7%
from her own business then she would be better off investing her money elsewhere.
But—as long as she resides in an open economy—the 10% rate of return she can
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earn elsewhere is almost certainly determined by the equilibrium rate of return
on world markets. In this case, her investment decision would still be determined
by the world rate of return even if her investment is purely domestic. And the 10%
should be the equilibrium after business-level taxes on profit.

Of course, it may be the case that individual business owners do not make such
calculations. Some may simply prefer to own, and work for, their own business,
as long as they receive a reasonable income.!?! In that case, the precise rate of re-
turn earned may not be relevant, and the analysis here is not relevant. There may
well be such business owners. But it is hard to analyse the effects of a profit tax in
such cases, since we do not have any good understanding of how they make deci-
sions. For example, we cannot simply revert to assuming that we should consider a
business-level and a personal-level tax on the profit earned to be an unfair form of
double taxation on the owner, since the incidence of either tax is still unclear.

5. Conclusions

This chapter has explored some of the fundamental issues that should be con-
sidered before moving to a more detailed design of a business-level tax on profit in
an international setting. We have discussed four broad issues.

First, in very general terms, we have considered the definition of profit as a tax
base. We distinguished three possible tax bases: a conventional tax base, which
constitutes the total return to the owner of the business; a broader tax base which
would also include the return to other financiers of the business; and a narrower
tax base of economic rent, representing the return to investment over and above
the normal rate of return. We set out the advantages to a tax on economic rent for
both economic efficiency and fairness. A caveat to the advantages for economic
efficiency is that even a tax on economic rent which is levied where functions and
activities take place may affect the location of economic activity. That draws us to
considering other locations for taxation. A second element of the choice of the tax
base is therefore the location of rights to tax business profit.

Second, we set out in some detail the criteria that we believe are suitable for
evaluating alternative ways of levying a business-level tax on profit. We identified
five: fairness, economic efficiency, robustness to avoidance, ease of administration,
and incentive compatibility. We believe that these should be relatively uncontrover-
sial, although the inclusion of incentive compatibility is uncommon. The idea of this
criterion is that a stable worldwide tax system would be one in which there was no
gain to governments from undermining that system, and imposing costs on other
countries. This can be achieved only if the best policy from a national perspective

121 Even in this case, they may be debt financed and they need to earn enough to pay their creditors—
and the return that creditors demand is determined by world markets.
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coincides with the best policy from a global perspective. Then governments have
no incentive to deviate from that policy. As we discuss further in Chapter 3, this is
clearly not the case under the existing system, which leads to competition between
governments.

Third, we reviewed the case for having a business-level tax on profit at all. Even
if governments have no intention of giving up such taxes, if we can identify good
reasons for having such a tax, then that should help to identify the best design of
the tax. The two most commonly advocated reasons are that a business-level tax
acts as backup to personal income tax and the benefit principle. But we also argued
that a business-level tax on profit would be justified if it met our criteria. We also
considered the case for using business as a tool for the collection of taxes because of
the benefits in terms of implementation.

The argument that a business-level tax on profit is useful in supporting a per-
sonal level tax on capital income has some force in a closed economy, where there
is no cross-border investment. But in an open economy, the argument is not per-
suasive. In particular, in a small open economy, a origin-based business-level tax
on profit simply cannot support a residence-based tax on the worldwide capital
income of domestic residents. The case for such a tax is stronger as a backup to an
origin-based personal income tax levied on non-residents. However, the rationale
for levying such a personal income tax is itself not very persuasive. We are also un-
convinced by the benefit principle argument. It may be reasonable that businesses
should contribute to the costs of publicly provided goods and services. But it is not
clear that such a contribution should be proportional to profit, rather than to the
benefits received by the business.

Fourth, we have considered whether taxation at both the business and owner
level should be a matter of concern. We argued that in the context of a small open
economy a worldwide personal income tax on resident investors and an origin-
based tax on businesses would not constitute double taxation, as the incidence of
the former is likely to fall on the investor and that of the latter is likely to fall on
other factors such as consumers or labour.

The considerations set out in this chapter do not rule out a business-level tax on
profit altogether. There is a case for a business-level tax on profit if the tax could be
designed that does well in meeting our five criteria. Two elements of such a tax are
likely to be that it falls only on economic rent and that it is located in a jurisdiction
from which the underlying taxable profit cannot easily be moved. We explore these
ideas in more detail in this book.
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The Current International Tax Regime

This chapter describes and evaluates the current regime for taxing the profit
of companies in an international setting. The question immediately arises
whether we can speak of a single ‘regime’ given the clear differences in the way
countries tax companies. There can be considerable differences in detail even
when countries tax companies in a similar way. But, taking a step back, it can
be seen that countries’ existing rules for taxing companies in an international
setting do follow a common broad framework which we set out in very general
terms here.

As we noted in Chapter 1, this book as a whole is concerned with the gen-
eral question of taxing the profit earned by a business—whatever the legal form
of that business. However, it is the taxation of the profit of companies, and in
particular multinational companies, that has dominated the tax policy debate.
In describing the current international tax system, this chapter will therefore
focus on the taxation of company profit, and in particular corporation taxes.

Section 1 introduces the current international tax regime. It explains its basis
in domestic law and international treaties and sets out three of its distinguishing
features: the distinctions between residence and source, between active and pas-
sive income, and its basis of separate accounting. Section 2 briefly outlines how
companies are taxed within the regime. At the time of writing the existing regime
is undergoing a sustained period of review and reform. So far this has resulted
primarily in the introduction of a number of new rules and a tightening of ex-
isting rules to address base erosion and profit shifting under the OECD/G20 BEPS
(Base Erosion and Profit Shifting) project, but these have not changed the under-
lying framework of the regime. These changes are described in Section 3. Section
4 evaluates the regime as it currently stands against the five criteria set out in
Chapter 2.

Section 5 briefly considers further reform proposals that are currently being
considered and how they would affect the performance of the resulting regime
against these five criteria. These reform proposals, if agreed and implemented,
could be more significant than those resulting from the BEPS project, in that
they could include elements that depart from the fundamentals of the existing
regime. However, these elements would be relatively minor and would be bolted
on top of the existing regime, which would still remain in place. Section 6
concludes.

Taxing Profit in a Global Economy. Michael P. Devereux, Alan J. Auerbach, Michael Keen, Paul Oosterhuis,
Wolfgang Schon, and John Vella, Oxford University Press (2021). © the several contributors.
DOI: 10.1093/0s0/9780198808060.003.0003.
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1. Anintroduction to the current regime
1.1 Sources

1.1.1 Domestic law and international treaties

The international tax regime is not a neat or perfectly coherent body of law de-
signed following clear first principles; it could hardly be so given its sources and
the manner in which it developed. It is the product of a multitude of national laws,
international treaties, and soft law.!

From alegal perspective, the starting point is that under public international law
each country is entitled to tax persons—natural or legal—or taxable events with
which it has a sufficient ‘nexus.* Countries generally tax companies either on the
basis of their ‘residence’ (i.e. country A can tax profit earned by companies resi-
dent in country A for tax purposes—whether the profit arises in country A or else-
where) or on the basis of the ‘source’ of their profit (i.e. country A can tax profit
arising in country A—whether earned by companies resident in country A or else-
where). The notions of ‘residence’ and ‘source’ are far from straightforward, as we
set out below. In the context of cross-border activity, two or more countries might
have a sufficient nexus and thus the right to tax. Each country can unilaterally de-
cide whether and how to exercise this right. Unless further action is taken, the un-
coordinated nature of individual countries’ domestic tax systems might result in
the same profit being taxed by more than one country. For example, a company
resident in country A earning profit in country B could be taxed by A on the basis
of its residence and by B on the basis of the source of its profit.

Traditionally, concern over this type of double taxation has been at the heart
of policies shaping the international tax regime. This double taxation is addressed
in two ways. First, countries address it, at least to some extent, through unilateral
measures in their domestic laws. In our example, A, the residence country, might
allow a deduction, or grant a credit, for the tax paid in B, or it might choose not
to tax the income at all (e.g. France does not tax foreign corporate income under a
strictly territorial approach). Depending on the nature of the income, B, the source
country, might impose a low tax on the income paid to the foreign company or
even exempt it altogether (e.g. Germany does not tax outflowing interest). Second,
two countries can also address double taxation through coordination with one an-
other, primarily through a bilateral double tax convention (DTC). DTCs allocate
taxing rights over certain types of income between two countries; that is, the con-
tracting countries agree on which of the two is to waive its right to tax particular

! Soft law includes, in particular, guidance to the interpretation of treaties like the Commentaries to
the OECD Model Tax Convention or the OECD Transfer Pricing Guidelines. For a closer analysis of
soft law in the area of international taxation, see Vega (2012).

2 For a recent account see Gadzo (2018).
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types of income or to exercise this right in a limited fashion. There are also some
limited examples of multilateral treaties—the most significant recent addition is a
major multilateral instrument which has arisen from the OECD/G20 BEPS pro-
ject, which facilitates the amendment of existing bilateral treaties between pairs of
countries.?

It is worth re-emphasizing that—within the limits imposed by public inter-
national law,* international treaties such as the European Treaties,” and World
Trade Organization (WTO) agreements like the GATT and the GATS®—in a
cross-border situation countries are free to choose what to tax and how to tax it.
They are also free to choose whether and how to provide relief from double tax-
ation; they are under no obligation to address the potential for double taxation ei-
ther unilaterally or bilaterally. Each country may make these decisions on the basis
of its own particular set of interests and concerns. But difficult trade-offs arise: for
example, the benefit of raising revenue by taxing the corporate income of foreign
companies on a source basis has to be set against the impact such a tax would have
on the country’s competitive position for attracting capital, real economic activity,
and mobile tax bases.

As the international tax regime is made up of individual countries’ domestic
laws and an extensive network of DTCs, it is not surprising that it can be rather
incoherent. However, when viewed as a whole, common concepts, principles, and
practices, and indeed a common underlying framework, do emerge. This is partly
due to the fact that countries deal with some issues on a unilateral basis in a broadly
similar manner. But it is also because the majority of DTCs closely follow a small
number of model treaties, which themselves are relatively similar to one another.

Countries have addressed the double taxation of cross-border activity through
DTCs since the end of the nineteenth century. There are now over 3,000 DTCs and
their primary, though not sole, function is to allocate taxing rights between the two
contracting countries, in order to remove or reduce double taxation. DTCs are not
meant to create new charges to tax. And because DTCs merely allocate a right to
tax between two contracting countries, each country retains a choice as to whether
or not to exercise, through domestic law, a taxing right allocated to it under a treaty.
Many countries choose not to levy taxes on some forms of income even though
they are entitled to do so under a particular DTC.

Most DTCs follow the OECD Model Treaty (‘OECD Model’).” This was first
produced in 1963 and was revised most recently in 2017. However its genesis can

3 OECD (2017¢).

4 See Gadzo (2018).

5 See Section 1.1.2.

¢ This concerns both prohibitions on tax provisions discriminating against foreign goods and for-
eign service providers and tax provisions conveying export subsidies. For an overview see Schon (2004).

7 OECD (2019¢). The OECD Model is accompanied by a detailed Commentary which assists in its
interpretation and is frequently cited by courts. This influential Commentary, like the OECD Model
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be traced back to the work of the League of Nations in the 1920s. The main features
of this original model can still be found in the current version. The US produces
a Model Treaty that is similar to the OECD Model but departs from it in some re-
spects.® A third Model Treaty was produced by the United Nations in 1980—and
most recently revised in 2017—that is intended for adoption between developed
and developing countries.” Again, this treaty bears considerable similarity to the
OECD Model, but contains some important differences. In particular, as we de-
scribe below in more detail, it favours a greater retention of ‘source country’ taxing
rights, which, it is thought, is of specific importance to developing countries. For
example, unlike the OECD Model, the UN Model allows source countries to tax
outbound royalty payments. In this book we focus primarily on the OECD Model
as it is the most influential of the three.

1.1.2 The impact of EU law

European Union (EU) law has had a considerable impact on the domestic inter-
national tax law of its Member States. This impact comes from two sources. First,
Member States’ international tax law must comply with EU legislation in the field of
direct taxation. For example, the Interest and Royalties Directive'® forbids Member
States from introducing withholding taxes on cross-border payments of interest and
royalties between associated companies within the EU (subject to a 25% minimum
shareholding requirement). The Parent/Subsidiary Directive,!! amongst other
things, abolished withholding taxes on payments of dividends between associated
companies within the EU (subject to a 10% minimum shareholding requirement).
As the adoption of such measures requires unanimity amongst Member States—
which has proved difficult to achieve—only four directives had been passed by the
early 2000s and they were limited in scope. However, the political and public forces
that propelled the BEPS project forward also injected fresh impetus into the EU
direct tax legislative machinery. As a result, part of the BEPS Action Plan was im-
plemented in the EU through the 2016 Anti-Tax Avoidance Directive.!? It remains

itself, is produced by the Committee on Fiscal Affairs , a body composed of senior government offi-
cials from each OECD member state. The OECD has been accused of undertaking substantive changes
through changes in the Commentary rather than the OECD Model itself. The OECD also produces
Transfer Pricing Guidelines, which are equally influential.

8 United States Department of the Treasury (2016). For example, unlike the OECD Model, the US
Model does not permit the exemption method of relief.
9 United Nations (2017).
10 Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation applicable to
interest and royalty payments made between associated companies of different Member States.
1" Council Directive 90/435/EEC of 23 July 1990 on the common system of taxation applicable in the
case of parent companies and subsidiaries of different Member States.
12 Council Directive (EU) 2016/1164 of 12 July 2016 laying down rules against tax avoidance prac-
tices that directly affect the functioning of the internal market, as amended by Council Directive 2017/
952 of 29 May 2017.
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to be seen how far this impetus will carry the EU Commission’s legislative designs in
this area in the future.

The second source are the fundamental freedoms of the Internal Market as
fleshed out by the jurisprudence of the Court of Justice of the European Union
(CJEU), which, to date, has been of greater consequence to the domestic tax
systems of Member States.! In a series of cases starting in the mid-1980s the
CJEU found important features of domestic international tax regimes to be
incompatible with the fundamental freedoms that underpin the EU Internal
Market, and thus had to be dismantled. Three strands of this jurisprudence de-
serve to be mentioned here. In a famous line of judgments which impacts the
topic of this book, the CJEU forced Member States to adapt their tax systems
in order to achieve neutral treatment of cross-border dividend payments.!*
Another set of judgments constrained the options for Member States to apply
special anti-avoidance rules to controlled foreign companies.!® Last, but not
least, a number of cases dealt with issues of special rules on cross-border intra-
group transactions under the heading of ‘thin capitalization’'® or the ‘arm’s
length standard’!'” This case law has created an important constraint on EU
Member States’ freedom in designing their domestic international tax regime
although the Court seems to be currently less inclined to interfere with na-
tional tax sovereignty.'®

1.2 Three central features

Despite the multiplicity of sources—domestic legislation and treaties—and
the diversity of rules, it is possible to discern a basic framework underlying
the existing regime. This framework has a number of features which combine
to produce its particular character. We here focus on three central features: (i)
the residence/source dichotomy; (ii) the distinction between different kinds of
income; and (iii) the treatment of affiliates within a group of companies as sep-
arate entities.

13 For a critical assessment of the jurisprudence of the Court in the area of non-discrimination, see
Schon (2015).

4 For a critical assessment of this jurisprudence see Graetz and Warren (2007).

15 Case C-196/04, Cadbury Schweppes, judgment of 12 September 2006; Case C-201/05, Test
Claimants in the CFC and Dividend Group Litigation, judgment of 23 April 2008; Case C-135/17, X
GmbH, judgment of 26 February 2019.

16 Case C-324/00, Lankhorst-Hohorst, judgment of 12 December 2002; Case C-524/04, Test
Claimants in the Thin Cap Group Litigation, judgment of 13 March 2007; Case C-105/07, Lammers &
Van Cleeff, judgment of 17 January 2008.

17" Case C-311/08, Société de Gestion Industrielle (SGI), judgment of 21 January 2010; Case C-282/12,
Itelcar, judgment of 3 October 2013; Case C-382/16, Hornbach Baumarkt, judgment of 31 May 2018.

18 For further discussion, see Schon (2015).
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1.2.1 Residence and source

In Chapter 2 we set out four possible locations where multinational companies
might in principle be taxed: the location of its shareholders, parent companies, af-
filiates, or customers. International corporation tax regimes adopt one or more lo-
cations, and this choice strongly influences the performance of a regime under our
evaluative criteria. Under the existing regime, multinational companies are taxed
primarily in the third location, but also in the second: namely, that of their affiliates
and parent company respectively. This is achieved through the concepts of resi-
dence and source, which are thus central to the regime.

Under the existing regime, companies may be taxed on the basis of their ‘resi-
dence’ or the ‘source’ of their income. The international dimension of countries’
current corporate tax systems addresses whether and how to tax the foreign source
income of domestic resident companies, and the domestic income of foreign resi-
dent companies. Companies can be—and at times are—taxed multiple times on
the same income. But domestic legislation and DTCs tend to result in tax being
levied—or at least, primarily levied—in either the country of source or residence.

Despite their central importance to the international tax system, the terms ‘resi-
dence’ and ‘source’ are used in different ways in tax debates and literature. This is
discussed further in Box 3.1.

Box 3.1 The different meanings of ‘residence’ and ‘source’—
and introducing ‘origin’ and ‘destination’

The terms ‘Tresidence’ and ‘source’ can cause considerable confusion in public, aca-
demic, and tax policy debates, because they can be used with different meanings.

From a legal perspective, a country taxes on a residence basis when it taxes
companies that are resident in that country for tax purposes on income arising
in that or in another country. A country taxes on a source basis when it taxes
companies that are not resident in that country for tax purposes on income
deemed to arise in that country.

A subsidiary has a legal identity that is separate and distinct from that of its
parent; and its residence is equally distinct from that of its parent. Suppose that
company P, resident in country A, has a wholly-owned subsidiary, S, resident in
country B. From a legal perspective, country B may then tax income accruing to
S on a residence basis since S is resident in B, whether that income arises in B or
elsewhere.

From a legal perspective, source taxation would arise when company P op-
erates directly in country B rather than through a subsidiary. For example, if P
operates in B through a branch, B can tax the income generated by the branch
(and this income could in principle be identical to the income that would have
been generated if the entity in B had been a subsidiary). But in this case, this




AN INTRODUCTION TO THE CURRENT REGIME 91

would be regarded as source taxation, since B would be taxing the income of P, a
non-resident company, as the branch is not a separate legal entity. As discussed
below, countries tend to tax non-resident companies on a source basis when the
companies’ activities in their territory meets a certain threshold, for example,
the Permanent Establishment (PE) threshold. A branch meets the PE threshold.

Source country taxation would also arise, from a legal perspective, when sub-
sidiary S pays a dividend to the parent P (or, more broadly makes specific pay-
ments, including interest or a royalty payments, to a non-resident) and country B
levies a withholding tax on the payment. Since the recipient of the payment is not
resident in country B, but the source of the payment is deemed to be B, then from
alegal perspective this too is regarded as a form of source country taxation.

Economists and policy makers tend to take a broader perspective. Whatever
the legal form of the affiliate in B, the ultimate beneficiary of the income gen-
erated is the parent company, P, resident in A.!® Economists therefore tend to
regard residence taxation of the underlying income as meaning that it is taxed
by A. Any tax levied by B on income arising in B would then be a form of source
country taxation, even if the income is earned by a subsidiary resident in B.

Note that part of the distinction here is the use of the term ‘income’ In the
economists’ sense, income arising in S is part of the accrued income of P, ir-
respective of whether S actually makes a dividend payment to P. So any taxes
levied outside the country of legal residence of the parent company (i.e. A)
would then be considered as source country taxes, and it would not matter
whether a payment was made by S, the entity in B.

For consistency, in this book we have tried to use the terms ‘residence’ and
‘source’ according to their legal meaning. Where we have not done so, we have
made this clear.

We also make use of two different terms, taken from the academic literature
on VAT: ‘origin’ and ‘destination’. We use the term ‘origin’ to refer broadly to the
location in which economic activity resulting in the production of the good or
service takes place.2’ We use the term ‘destination’ to refer broadly to the loca-
tion where a sale takes place. For example, suppose that the entity in country
B—whether a subsidiary or a branch—undertakes some activity and exports
the resulting good or service to another country, C.2! Then we call B the ‘origin’
country and C the ‘destination’ country.

19 Strictly, we should view the ultimate beneficiaries as the shareholders of P, who may be resident
anywhere. However, thinking of residence in this sense in not common usage.

20 For a thorough account of the ‘origin’ concept in the concept of tax treaties, see Kemmeren (2001).

2l This is intended to be quite general. For example, suppose a lawyer in B provides advice by phone
toa client in C; then B is the origin country and C is the destination country. However, even this distinc-
tion may not be clear-cut—for example, if the lawyer flies to C to provide the advice face-to-face, be-
fore returning home to B. Such distinctions may become important in designing taxes on a destination
basis, as we discuss further in Chapters 6 and 7.
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Note that a country can be simultaneously both an origin and a destination
country. If the entity in B opens a shop in C selling goods to customers there,
C would be an origin country due to the location of the shop, and a destination
country due to the location of the customers. Under the existing system, taxing
rights are not allocated to destination customers. In other words, the sale of a
good or service in a country does not—in and of itself—lead to the allocation
of taxing rights to that country. Such countries are only allocated taxing rights
under the existing system if they also happen to be origin countries, as in this
example.

1.2.2 Categories of income
A second feature of the framework is that the tax treatment afforded to a particular
item of income often depends on its type.??

As a first step, it is helpful to distinguish between ‘active’ and ‘passive’ income
(sometimes referred to as ‘business’ and ‘investment’ income). Passive income is
defined by the OECD as ‘[i]ncome in respect of which, broadly speaking, the re-
cipient does not participate in the business activity giving rise to the income, e.g.
dividends, interest, rental income, royalties, etc?® Active income, on the other
hand, entails participation by the recipient in the business activity giving rise to
it.2* Whether a country is entitled to tax the domestic income of a foreign company
or the foreign income of a domestic resident company under a DTC, and whether
it does so under its domestic law, typically depends on whether the income falls in
one category or the other. Each type of income can be—and generally is—subject
to further distinctions. For example, the distinction between the returns to debt
(interest) and equity (dividends) is also very important and has far reaching conse-
quences for the international tax regime.

As explained below, very broadly, under the existing regime active income tends
to be primarily taxed in the country of ‘source’ and passive income tends to be
taxed primarily in the country of ‘residence’?®

1.2.3 Separate accounting
A third key feature of the framework is that subsidiaries within a multinational
group are treated as if they were independent entities. This has profound

22 1t should be noted that the OECD Model Treaty is entitled the ‘Model Tax Convention on Income
and on Capital—rather than on ‘profit. To follow the OECD convention this chapter therefore fre-
quently refers to ‘income;, rather than ‘profit. We use these terms interchangeably.

23 OECD Glossary of Tax Terms.

24 For an active business which earns revenue and pays a royalty, a licence fee, interest, or some other
payment, then the notion of ‘active income’ is income net of these payments, which can be regarded
as costs of the active business. Active income should be considered to be gross of dividend payments,
however.

25 See, for example, Avi-Yonah (1996) and Graetz (2001).
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consequences. It means that even though multinationals operate as a single eco-
nomic entity, when one part of a multinational transacts with another in a different
jurisdiction, then for tax purposes they are treated as different entities. The con-
tractual arrangements between them are recognized, subject to anti-avoidance le-
gislation described below. As a result, the source/residence distinction and related
rules are applied to them as if they were independent entities—again, subject to
some modification. This is important: the contractual allocation of asset owner-
ship, financial funds, and business risk to specific entities within a group therefore
has major consequences for the allocation of taxing rights.

To see some of the consequences of this approach, suppose a parent company
(P), resident in country A, pays interest to a wholly-owned subsidiary (S), resi-
dent in country B. From B’s perspective a resident company (S) has received pas-
sive foreign source income which it is likely to tax under its domestic law. From
A’s perspective a resident company (P) has made a payment of interest; it is likely
to allow P to deduct the interest from its taxable profits (although this could be
limited under anti-avoidance rules). Furthermore, from A’s perspective, domestic
source income (the interest) is paid to a foreign company (S), which it might tax
by means of a withholding tax. A DTC between A and B may limit or eliminate the
withholding tax imposed by A.

For present purposes, the main point of this example is that transactions among
subsidiaries have real tax consequences. One can easily see the profit shifting op-
portunities this presents. If A is a high tax country and B a low tax country, P can
set up S in B for planning purposes. It can finance S through the purchase of new
equity (which has no tax consequences), which then returns the same funds to P
as aloan, thus completing a circular flow of funds. Careful tax planning can ensure
that the interest is deductible from P’s tax base and that A applies no withholding
taxes on the interest payment. If this were successful, the multinational would have
shifted profits from a high to a law tax country through relatively uncomplicated
tax planning.?

As we shall see below, much effort has been expended in recent years in
closing, or at least narrowing, such planning opportunities, but fundamen-
tally the problem arises because of this third feature of the regime. The ability of
multinationals to set up affiliates all over the world and to create any number of
cross-border within-group transactions among them—possibly with little or no
economic consequence from the multinational’s perspective, but with a real and
significant tax consequences—is at the heart of many of the problems faced by the
existing regime.

26 Since S is a subsidiary of P, it may pay the interest that it receives from P back to P as a dividend.
This may in principle be subject to a withholding tax in B, and a tax on the receipt in A.
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2. General trends in the current regime

Having set out some of the key features of the current regime, we can now de-
scribe it more directly. This is not intended to be a detailed description—if it were,
it would take up many books rather than just a section of a chapter. Rather, it is
intended to outline the main elements of the existing regime in enough detail to
identify and understand its key problems. We begin with the basics of source-
based taxation and residence-based taxation. We then describe some important
elements of the regime that arise in response to two fundamental—and to some
extent—conflicting policy goals. On the one hand, policy makers need to use a set
of complex anti-avoidance rules to prevent profit being shifted to low tax countries.
We describe some of the most important anti-avoidance rules: transfer pricing
rules, interest deduction limitations, and controlled foreign company rules. On the
other hand, policy makers concerned with real economic activity taking place in
their country may also compete with other countries for inward investment. They
may do so in various ways, as explained below, including reducing corporate tax
rates and weakening anti-avoidance rules. Countries have to carefully negotiate
the balance between these competing objectives.

2.1 Source-based taxation

Income deemed to arise in a country and accruing to a non-resident, may be
taxed by that country on a source basis. In considering source-based taxation, we
need to distinguish between the treatment of active and passive income. Active
income is generally taxed in these circumstances only if the level of domestic ac-
tivity producing it meets a specified threshold. For example, a company resident
in country A is generally not directly taxed in country B on its active income
arising in country B unless it has more than a minimal amount of activity there.
The level of activity required and the nature of the test setting out the threshold
varies from country to country under domestic law. Examples include carrying
on a business activity in a country and having a ‘permanent establishment’
(PE) there.

The OECD Model uses the PE concept as a threshold—meaning that active in-
come is allocated to the source country only if a non-resident company operates
there through a PE. Following the OECD Model’s traditional definition, this PE
threshold is based on the degree of physical presence. This is typically met in coun-
tries where the taxpayer has a production unit (e.g. a manufacturing or research
and development facility) or a distribution unit (e.g. a sales office). But simply
selling goods or services in country B does not—following the OECD Model—in
and of itself create a PE in country B and, therefore, it does not give rise to cor-
porate taxation in country B. Whether the threshold is met or not determines in
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which country (and therefore at which tax rate) income is taxed. As a result, much
tax planning has traditionally taken place around the threshold.

This threshold test has been criticized for being inadequate for many years,
in particular by developing countries claiming taxing rights on income from in-
bound sales and services. Academics have long noted a slow but constant ‘erosion’
of the PE concept.?” This tendency has been reinforced in the context of an increas-
ingly digitalized economy. A company located in country A can now sell signifi-
cant quantities of goods and services—digital as well as physical —to consumers in
country B without having any physical presence in the latter. The lack of physical
presence—and hence a PE—in country B prevents B from taxing the foreign com-
pany on a source basis. This has led to calls for a revision of the PE threshold. Some
have called for a ‘digital’ PE;® others for change that would grant taxing rights to
market countries in a more general fashion—even in the absence of a physical
presence there.?’

Under both domestic law and the OECD Model, once the necessary threshold is
met, for example by a non-resident company establishing a branch in a particular
country, complex rules are then necessary to determine how much income is at-
tributable to the branch. Source taxation of income arising in a PE is restricted to
taxing the share of the overall profit that can be attributed to the specific func-
tion (e.g. manufacturing or distribution) performed by the PE. For example, the
opening of a sales office in a market country does not lead to the allocation of the
overall business profit arising from these sales to that country. Rather, the principle
is that the market country is entitled to tax the profit that can be attributed to the
functions performed by the sales office.

The relevant rules for attributing profit to a PE under the OECD Model extend
the third feature of separate accounting identified above.*® For profit attribution
purposes, PEs are treated as if they were separate entities, even if—from a legal
perspective—they are not. Take the example of P, resident in country A, which
opens a shop (and, therefore, has a PE) in country B. Country B can tax P—a for-
eign company—on the profit earned in country B on a source basis. Income is at-
tributed to the PE in B by broad analogy with the income which an independent
enterprise engaged in the same or similar activities under the same or similar con-
ditions, would have earned taking into account the functions performed, assets
used, and risks assumed by the enterprise through the PE. The UN Model Treaty,
which attempts to serve the interest of developing countries, diverges from the
OECD’s approach to profit attribution.

27 See Skaar (1991).

28 Hongler and Pistone (2015).

29 Devereux and Vella (2014).

30 For a critique of these rules see Collier and Vella (2019).



96 THE CURRENT INTERNATIONAL TAX REGIME

A different approach typically applies to ‘passive’ income. Passive income earned
by foreign companies may be taxed by source countries through withholding taxes.
That is, dividends, interest, or royalties paid by a company resident in country A to
aresident in country B may be taxed by A through such taxes. The extent and detail
of withholding tax regimes for passive income vary considerably from country to
country, and different types of passive income may be treated differently. There is
also a need to determine what the source of the income is, and source rules—which
determine when such income is deemed to ‘arise’ in that particular country—also
differ amongst countries. For example, some countries might deem royalties to
arise where intellectual property (IP) is held, and others where the IP is used.

The OECD Model restricts source countries’ taxing rights over passive income.
It allows source countries to impose withholding taxes on gross dividends and
interest paid to non-residents but only subject to limits. Contracting countries
may, and in practice often do, agree to lower withholding taxes below the limit
permitted by the OECD Model or waive their right to impose withholding taxes
on such items of passive income altogether. The OECD Model does not permit
source-based taxation of royalty payments—but the UN Model does, with the aim
of shifting taxing rights to developing countries which benefit from technology
transfer from industrialized countries.

2.2 Residence-based taxation

2.2.1 Corporate residence
A country may also tax companies’ income on the basis of their residence. Much
can thus turn on the tests for determining corporate residence. These tests fall into
two broad categories. The first rely on formal legal criteria, such as the country of a
company’s incorporation. The second rely on substantive criteria, such as the place
of ‘management and control’ or the place of the ‘primary business location’ For ex-
ample, the US relies exclusively on a place of incorporation test, but many countries,
including the UK and Germany, now use both types of tests. To apply DTCs one must
first establish in which country the relevant companies are resident; under the OECD
Model this is done by reference to the domestic law of each contracting country.
Both types of test have clear limitations.>! Formal tests can be easily avoided or
even satisfied by ‘false claimants), thus requiring further legislation to address both
concerns. Substantive tests ought to be harder to avoid. However, they often boil
down to a number of subtests or factors that can also be met at a manageable cost.
The place of ‘management and control” often ultimately translates into the place
where the board of directors meets, meaning that this test can be satisfied by the
mere expedient of jetting directors to the country of choice a number of times a

3L See, for example, Shaviro (2011b) and Schén (2009).
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year, ensuring that decisions are ‘taken’ at these meetings, and keeping a careful set
of board minutes.

As a result of disparate domestic legal tests, companies might find themselves
resident in more than one country, or none. A company incorporated in country
A but having its central management and control in country B might be resident
in the former under the domestic law of A, and resident in the latter under the
domestic law of B. The opposite problem has also arisen where a company was
deemed not to be tax resident in either country.** Some countries address the
problem of dual residence through their domestic law. This may also be addressed
through DTCs—previous versions of the OECD Model provided a tie-breaker: if
a company was resident in both contracting countries according to their domestic
laws, the company would be deemed to be resident in the country in which the
company’s ‘place of effective management’ was situated. Some existing treaties em-
ploy different tie-breakers, and others do not provide one at all. In the latter case,
there is often another clause in the treaty that sets out that the two countries must
or shall endeavour to reach an agreement using the ‘mutual agreement procedure’
(MAP). This approach has been adopted in the 2017 version of the OECD Model.**

2.2.2 Residence tax on foreign source income

Under the existing regime, countries may either tax or exempt resident companies’
foreign source income. In the former case, the country may provide relief for the
tax paid in the source country by allowing it to be credited against the tax due in the
country of residence.* In practice, many countries adopt a mixed approach: taxing
but allowing a credit for some forms of foreign income (mostly passive income)
and exempting others (mostly business income, dividends from foreign direct in-
vestment, employment income, and income from immovable assets).

Depending on the tax rates in the two countries, a credit can wipe out the tax to
be paid in the residence country altogether, meaning that the residence country
will not actually collect any tax on certain items of foreign source income. The
credit is typically not allowed to exceed the underlying tax due in the country of
residence. Systems for providing credit can be extremely complex. Detailed rules
are generally in place, for example, limiting the credit, setting out which foreign

32 This was the case for an important subsidiary of Apple, see Ting (2014).

3 The OECD Model provides the MAP as a mechanism for resolving differences or difficulties re-
garding the interpretation or application of the Convention on a mutually agreed basis. See OECD
(2015d).

3 Less commonly the tax paid in the source country can be deducted from the tax base in the resi-
dence country. Relief through deduction is less generous than through credit. Consider the following
example. Company P, resident in country A, earns 1,000 of income in country B. The tax rates in A and
B are 30% and 20% respectively. P pays 200 in tax to B. Under a credit system, P pays an additional 100
in tax to A (300 [1000 @30%] less a credit of 200); under a deduction system P pays an additional 240 in
tax to A (1,000 less a deduction of 200 taxed at 30%).
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taxes may be credited, whether credits may be pooled oft-shore or on-shore, and
whether they can be carried back or forward and used within a group.

In principle, exemption systems ought to be simpler—creating lower compli-
ance costs for companies and administrative costs for revenue authorities—than
a credit system. However, complexity is usually introduced in exemption sys-
tems because built-in protections are necessary to address concerns about profit
shifting. ‘Subject-to-tax’ provisions and ‘switch-over’ clauses in treaties and do-
mestic legislation make exemptions increasingly dependent on the tax treatment
of commercial income derived from PEs, and other categories of income in the
source country.

The widespread exemption of dividends from cross-border direct investment
can also be exploited. For example, parent company P resident in country A could
take advantage of an exemption system in A by setting up and financing through
new equity a subsidiary S in low tax country B. S uses these funds to acquire IP
and enters into licensing agreements with P for use of the IP. Royalty payments
from P to S would normally lead to a deduction in A and a low tax payment in
B. The income earned in this way can be returned to P through dividends that
A will not tax under its exemption system. As noted above, a similar strategy may
seek to strip income out of A through interest payments made to subsidiaries in
B. Exemption systems often seek to guard against profit shifting opportunities of
this kind through exceptions—such as limiting the application of the exemption to
active foreign income—which invariably add complexity to the regime. They can
also address such concerns through anti-profit shifting legislation, such as con-
trolled foreign company rules, which are discussed below.

Countries are frequently said to operate either a worldwide or a territorial system
of taxation. Of the thirty-four OECD countries, seven are said to operate a world-
wide system, and twenty-seven a territorial system.>> Countries could be under-
stood to have worldwide systems if they tax resident companies on their domestic
and foreign income, and countries could be understood to have territorial systems
if they tax resident companies only on their domestic income. However, these
terms can be very misleading, because categorization as one or the other often de-
pends on whether a country taxes resident companies on their foreign source divi-
dends.?® To be more specific, this refers to a large extent to the issue of whether
dividends from foreign subsidiaries are fully exempt or only convey an ‘indirect tax
credit’ with regard to the underlying corporate tax paid in the subsidiary’s country

3 Australia, Austria, Belgium, Canada, Czech Republic, Denmark, Estonia, Finland, France,
Germany, Hungary, Iceland, Italy, Japan, Luxembourg, Netherlands, New Zealand, Norway, Portugal,
Slovak Republic, Slovenia, Spain, Sweden, Switzerland, Turkey, the UK, and the US operate a terri-
torial system. Chile, Greece, Ireland, Israel, Korea, Mexico, and Poland operate a worldwide system; see
Business Roundtable (2011)—as amended following the 2017 reform of the US corporate tax system.

3 Although the term ‘worldwide’ is frequently used to mean that dividends received from foreign
subsidiaries are taxed on receipt by the parent, it could also have a broader meaning that foreign income
is taxed as it accrues, whether or not the income is repatriated to the parent.
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of residence. The UK, for example, is usually said to operate a territorial system. It
exempts (most) foreign source dividends and profits of foreign branches; however,
it taxes other foreign source income, including interest and royalties (providing a
credit for foreign tax paid). Categorizing the UK system as territorial is thus some-
what of a misnomer.

This is not to say that the treatment of foreign source dividends is not
important—it clearly is. But note also that in practice exemption and credit sys-
tems can produce tax results that are substantially similar. Under exemption sys-
tems, if a company sets up a subsidiary in a foreign country, income earned by the
subsidiary will not be taxed by the parents country of residence, either when it is
earned by the subsidiary or when it is paid up as a dividend. Under credit systems,
such dividends will be taxed by the parent’s country of residence only when they
are distributed to the parent—and then a credit will generally be given for taxes
paid in the subsidiary’s country of residence. This may—depending on the expect-
ations of tax rates in both countries—create an incentive for the foreign subsid-
iaries to delay paying dividends back to the parent.?” Prior to its 2017 tax reforms,
the US employed a ‘worldwide’ system with deferral. Under this system, profits
paid by foreign subsidiaries to their US parents as dividends were subject to US
tax. As a result, US multinationals delayed dividend payments and instead held
trillions of dollars in foreign subsidiaries. In terms of US tax revenue, this approach
therefore produced substantially similar tax results to an exemption system.

Both credit and exemption systems give multinationals incentives to hold pas-
sive income-generating assets, such as IP, in low tax countries. Under exemption
systems, subsidiaries can simply pay the income earned by such foreign subsid-
iaries to the parent as exempt dividends. Under credit systems multinationals
may keep the income generated by such assets in the offshore subsidiaries, al-
though they might be able to make use of it creatively. For example, the parent
may be able to borrow domestically against the retained earnings held by foreign
subsidiaries, although many countries have sought to address this issue, with
varying degrees of success, through anti-avoidance rules. Some supporters of
worldwide systems argue that deferral should be eliminated, and parent com-
panies should tax the income of foreign subsidiaries on an accrual basis. This
would constitute a significant change from the broad parameters of the existing
system, although a form of taxation of accrual has now been implemented in
the US with its GILTI provision, and the OECD/G20 Global Anti-Base Erosion
(GloBE) proposal would also introduce taxation on accrual. We consider this re-
form option in Chapter 4.

37 Strictly, if the company believes that tax rates will not change, and that profit can only be paid to the
parent through a taxed dividend, then there is no incentive to delay dividend payments, since the value
of the dividend paid will always be reduced by tax at the same rate. If, however, the company believes
that the tax rate may fall, then there is an incentive to delay. See Hartman (1985).
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2.3 Broad patterns

A broad pattern emerges when taking a step back and viewing individual coun-
tries’ domestic international corporate tax rules as a whole. Active income tends
to be (primarily) taxed in the source country once a threshold of activity is met.
There is less clarity on the taxation of passive income. Some countries impose
withholding taxes on passive income paid to non-resident companies; however,
others do not tax certain forms of passive income or tax it at a low rate. As noted
above, for example, EU directives eliminate this type of taxation amongst associ-
ated companies of EU Member States under certain conditions. Countries tend to
tax foreign-source interest and royalties received by resident companies—and give
a credit for taxes paid in the source country—but an increasing number of coun-
tries exempt (at least some) foreign source dividends and active income generated
by overseas PEs.

A clearer overall pattern emerges, both in terms of consistency and univer-
sality, once DTCs are overlaid onto domestic tax regimes, particularly as they
uniformly tend to limit the scope of source-based taxation of passive income.
Broadly and generally, treaties tend to allocate active income to the source
country and passive income (primarily) to the residence country. However, this
is not to say that there are no differences between treaties; treaties do depart from
the OECD Model. Furthermore, there are many pairs of countries that are not
covered by a bilateral treaty.

2.4 Anti-avoidance rules

The fundamental structure of the existing system makes it susceptible to avoid-
ance. A system employing the separate entity approach, where the tax paid by a
multinational group on its global profit depends on the terms of the transactions
between different entities within the same group, clearly requires significant po-
licing to limit manipulation. Over the years, countries have adopted reams of anti-
avoidance legislation, often of mind-boggling complexity.

By way of example, this section describes three prominent anti-avoidance
rules: rules regulating transfer pricing, controlled foreign company (CFC) rules,
and rules limiting the deductibility of interest payments. Many countries have op-
erated such measures—domestically and through treaties—for a number of years.
The OECD/G20 BEPS project—discussed further below—sought to bolster ex-
isting measures and to increase the number of countries operating them.

2.4.1 Transfer pricing rules
As seen above, a separate accounting approach is used for international tax pur-
poses meaning that tax rules are applied separately to each company within a
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multinational group, even when these companies are transacting with one an-
other. If, for example, a company (P) in country A pays a royalty to a wholly-
owned subsidiary (S) in country B, A is designated as the source country and B as
the residence country and the latter is broadly allocated the right to tax the roy-
alty income. This system is manifestly susceptible to manipulation because these
companies are under common control. Profits can be shifted from one country to
the other by creating and mispricing within-group transactions. In our example,
inflating the royalty payment reduces taxable income in country A and increases
it in country B, which benefits the multinational if the tax rate in the former is
higher than in the latter.

This opens the door to extensive problems, which the OECD Model seeks to ad-
dress through the arm’s length principle (ALP). The basic premise of the ALP, which
is also adopted by many countries in their domestic legislation, is that within-
group prices should be aligned with the prices that would have been charged be-
tween independent parties. The underlying rationale is that the prices charged by
independent parties are determined by market forces and thus untainted by ma-
nipulation. This simple principle may seem both justified and straightforward to
operate. In fact it is neither.

The approach is not necessarily persuasive at a conceptual level, largely be-
cause companies within a group differ from independent parties in a number
of respects.’® For example, a multinational group can choose whether to pro-
duce an intermediate good used in production through a wholly-owned subsid-
iary or a joint venture, or to buy it from an independent party. In principle, the
multinational would choose the most profitable approach. As long as the overall
profit earned differed amongst the three approaches, the ‘true’ price of the inter-
mediate good is likely also to be different. Another, well-understood, example is
that synergies arise from running a business through an integrated multinational
group.® That is, in some cases the multinational can make higher profit because it
is multinational. Transactions between subsidiaries are not necessarily the same as
transactions between unrelated parties.*

But even if the ALP is thought to be a reasonable approximation, it can be dif-
ficult to apply in practice. The OECD thus produces guidelines (Transfer Pricing
Guidelines) that are extremely—and increasingly—complex to expound its oper-
ation. At their core are five recommended methods for reaching an arm’s length
price: the comparable uncontrolled price (CUP), resale price minus, cost plus,
profit split, and transactional net margin method. The CUP approach employs
the price charged on comparable transactions between independent parties and
thus reaches what can be easily understood as an arm’s length price. The other

38 See Vann (2010) and Schon (2012a).
3 This point is elaborated in Kane (2014).
40 For a fuller discussion see, for example, Keuschnigg and Devereux (2013).



102 THE CURRENT INTERNATIONAL TAX REGIME

methods are deemed to be reasonable alternatives when a CUP cannot be found
since certain types of transaction or classes of assets, intangibles being a notable
example, are simply hard to value. But these methods clearly move away from
the principle of an ‘arm’s length’ price. For example, the profit split approach?! is
based on estimating a reasonable level of profit in each of the transacting parties;
in practice, this comes much closer to allocation by formula rather than by an
arm’s length price.*?

In practice, the ALP approach can justify wildly varying prices, thus creating
uncertainty and undermining its legitimacy. Overall, it is fair to say that the ALP
does not provide a satisfactory answer to the transfer pricing problem.**

The treatment of risk under the ALP provides an instructive example of its in-
herent conceptual difficulties and limitations.** Risk is an important factor in de-
termining the expected return required by independent parties when contracting.
If a party assumes a high risk, she generally requires a higher expected return as
compensation for the greater risk borne. In a contract between separate parties,
the party taking on more risk would generally therefore require a higher rate of
return to compensate for the higher risk. However, this reasoning does not carry
over to the context of contracts between entities in the same group. It is simply not
economically meaningful to speak about risk being allocated to one or the other
wholly-owned affiliate in such a case (certainly as long as third parties, such as
creditors or insurers are not involved). Ultimately risk is borne by the shareholders
of the multinational, and this does not change by locating risk in one subsidiary
over another.

Unsurprisingly, multinationals have used this feature of the regime for tax plan-
ning purposes. Profits of successful businesses could relatively easily be located in
low tax countries by contractually allocating risk to affiliates in these countries.
Indeed, in the years preceding BEPS risk allocations were ‘at the heart of much
tax avoidance planning’*® The BEPS Action Plan attempted to address this issue
by allocating profit, at least in part, to the location of the people within the multi-
national group ‘controlling’ risk, rather than the location of the contractual risk.
We discuss the issues this approach raises below.

2.4.2 Interest deduction limitation rules
Within-group debt provides another significant tax planning channel. As seen
in the examples given above, profit can be shifted from a high to a low tax

41 OECD (2018d).

42 Formulary apportionment is described and evaluated in some detail in Chapter 4..

43 See, for example, Avi-Yonah (1995); Avi-Yonah and Benshalom (2011); and Collier and Andrus
(2017). For empirical evidence see, for example, Lohse and Riedel (2013).

4 For a more detailed discussion, see Devereux and Vella (2014); and Schon (2014).

4 Durst (2012), page 285.

46 OECD (2015c).
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country through an interest payment from an entity in the former—for which
it receives a deduction—to an entity in the latter—where it is taxed. Limitations
on interest deductibility are found in many countries to address this profit
shifting channel. Under these rules, interest deductions can be limited by ref-
erence to a variety of tests, for example, ranging from the ALP to fixed ratios
such as equity to debt, interest to assets, or interest to EBITDA* ratios. These
limitations are commonly known as ‘interest barriers’ or ‘thin capitalization’
rules.®

2.4.3 Controlled foreign company rules

CFC rules were first introduced by the US (known as ‘Sub-Part F’) in the 1960s
and have since been adopted by many other countries. Under these rules the (gen-
erally passive) income of subsidiaries located in low tax countries can be taxed in
the hands of domestic parents, even if such profits have not been distributed to
the parents in the form of dividends or realized in the form of capital gains. CFC
rules could address, for example, a strategy based on locating IP in low tax coun-
tries. If parent company P, resident in high tax country A, transfers its IP to sub-
sidiary company S, resident in low tax country B, robust CFC rules could allow
A to tax the income from royalties received by S in B on accrual, thus defeating this
profit-shifting strategy. CFC rules vary in their breadth, partly to reflect the inter-
national tax policy of the country in question.*’ Action 3 of the OECD/G20 BEPS
Action Plan urged countries to introduce CFC legislation, and the EU’s Anti-Tax
Avoidance Directive has turned this recommendation into an enforceable man-
date in Member States. Yet CFC legislation has its own constraints, even in the
EU: according to a consistent jurisprudence of the CJEU, CFC legislation has to
focus on clearly abusive structures, so-called ‘artificial arrangements;, which does
not include shifting real investment abroad.>

2.5 Competitive features of a corporate tax regime

Countries balance conflicting goals when setting their domestic international tax
policies. On the one hand, they seek to raise revenue from taxing cross-border in-
come and to clamp down on perceived avoidance activity. On the other hand, they
seek to attract real economic activity—and mobile profit—by competing along

47 Earnings before interest, taxation, depreciation, and amortization.

48 As we discuss below, there is empirical evidence that thin capitalization rules affect choices about
internal and external debt. See, for example, Biittner et al (2012) and Blouin et al (2014).

49 Evidence on the impact of CFC rules is provided by Biittner and Wamser (2013); Egger and
Wamser (2015); and Clifford (2019).

50 Case C-196/04, Cadbury Schweppes, judgment of 12 September 2006; Case C-201/05, Test
Claimants in the CFC and Dividend Group Litigation, judgment of 23 April 2008; Case C-135/17, X
GmbH, judgment of 26 February 2019.
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a number of dimensions with one another, including cutting tax rates, allowing
their tax bases to be eroded and facilitating the erosion of other countries’ bases.
Countries strike this balance in different ways; some countries appear to move ag-
gressively in both directions simultaneously.

The most visible source of international competition is the headline cor-
porate tax rate, which has fallen steadily in many countries over time, as shown in
Figure 1.2 in Chapter 1. Countries also compete through tax rates for particular
types of income. Patent box regimes, for example, essentially offer reduced tax rates
on income generated by IP and were the subject of much attention during the BEPS
process. Both the OECD and EU countries agreed on the ‘nexus standard’ which
tries to link the preferential tax treatment of intangible income to ‘real’ activities in
the field of research and development.>!

However, the terrain over which countries compete also includes substantive
rules affecting the tax base such as capital allowances, and, perhaps less obviously,
anti-avoidance rules. Strong anti-avoidance rules can weaken a country’s com-
petitive position by raising the effective tax burden on activities operating within
its jurisdiction. This is particularly true when countries compete for ‘headquar-
ters functions) trying to attract the seat of the parent company of a multinational
enterprise. As a result, some countries either do not introduce certain common
anti-avoidance rules (e.g. CFC rules) or introduce weak versions. This might be
to the detriment of other countries too. For example, in 1997 the US introduced
‘check-the-box’ rules which substantially weakened its Sub-Part F (CFC) rules as
applied to certain types of passive income, thus allowing US multinationals to set
up structures, such as the notorious Double Irish Dutch Sandwich, to shift profits
to favourable jurisdictions. Similarly, the UK Finance Company Partial Exemption
regime introduced in 2013 as part of the reform of the UK CFC rules, facilitated the
shifting of profits by UK multinationals from high to low tax countries.’> Whether
the BEPS project marks a sea change in countries’ willingness to compete along
this dimension is discussed further below.

2.6 Resulting allocation of taxing rights

This section has described the basic structure of the existing system in relatively
simple terms. But the system is not simple, and this description constitutes a mere
starting point in understanding its operation. Many of the rules mentioned above
are tremendously complicated, and their detail is unknown to all but those who en-
gage with them on a regular basis.

51 OECD (2015c¢).
52 On these rules see Devereux and Vella (2014).
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Ultimately, the tax due by a multinational on its profits, and its allocation among
different countries, is determined following the combined application of several of
the rules described above, and many more. An example makes this point. Suppose
a multinational enterprise has its headquarters and parent company in country P;
shareholders in country S; a manufacturing subsidiary in country M; owns intan-
gible assets in a subsidiary situated in a low tax jurisdiction L; and sells products to
consumers in country C.

Under the existing system, the company may pay tax on its profit in some or
all of countries P, M, L, and C—and shareholders may pay additional tax in S —
depending on the precise nature of the arrangements and the specific rules (do-
mestic and treaty—based) in force. Different outcomes are possible depending on
these two factors.

The subsidiary resident in M would generally pay tax in M on the profits it gen-
erates. However, suppose that the manufacturing subsidiary paid a royalty to the
subsidiary in L owning the intangible asset—this could be for IP used in produc-
tion, for example. This would allocate profit from M to L, since the royalty would be
deductible in M and taxable in L. On the other hand, transfer pricing rules might
restrict the impact of such profit re-allocation. If the IP had been developed in a
country other than L—say P—there might also have been tax paid on the transfer
to L, and again transfer pricing rules would attempt to police the within-group
price charged. If P operated robust CFC rules, the profits arising in the subsidiary
resident in L might then be taxed in the hands of the parent in P.

As there is no subsidiary in C, the subsidiary in M sells products directly to con-
sumers in C. The question then becomes whether the subsidiary in M is operating
in C through a permanent establishment (PE), which in turn depends broadly on
the physical presence of the company’s employees in that country. If M’s operations
in C do constitute a PE, then part of the profit of the manufacturing subsidiary in
M would be allocated to C for tax purposes. If not, C does not tax any of the profits
arising from the sales.

Finally, if a dividend is paid to the parent company in P, then there may also be
a withholding tax levied in M on the dividend from M, as well as a tax on P on the
receipt of that dividend, usually after receiving a credit for taxes paid elsewhere.

The allocation of taxing rights thus depends on the specifics of the arrangements
and the particular rules governing them. Taking a step back, however, can we pro-
vide a high-level picture of how a multinationals’ overall profit is divided among
countries? As a starting point, and as noted above, we can see that out of the four
possible locations for taxing multinationals’ profit set out in Chapters 1 and 2—the
locations of the ultimate shareholders, parent company, affiliates, and customers—
the existing system primarily allocates rights to tax the profit of the multinational
to the origin country, where the affiliates are located. The country where the parent
company is located also might be allocated taxing rights through the application of
CFC rules. Note that while taxing rights might be allocated to the country where
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customers happen to be located (the market or destination country) this would
only be because an affiliate (PE) is located there. The mere presence of customers
does not lead to the allocation of taxing rights to that country.

How then are taxing rights allocated amongst the countries where the parent
and the various affiliates are located? One could start by saying that income
is allocated among countries where the activity generating the income takes
place—either because the multinational operates there through a company or
through a PE. But the limits of this descriptive statement are easily shown.”
As seen above, countries can tax resident companies on their foreign (passive)
income even if no real activity takes place in the country of residence. And this
simple picture may be further complicated, even undone, through careful plan-
ning. A substantial portion of a multinational’s profits may be allocated to a
low tax jurisdiction even if little real activity takes place there. Anti-avoidance
rules had for some time sought to counter this outcome. However, by 2013 they
had been deemed to be insufficient, leading to the OECD/G20 BEPS project.
That large-scale project did, in fact, narrow some important loopholes in the
regime, but did not eliminate the problem. It is to the BEPS project that we
now turn.

3. The BEPS project

The OECD/G20 BEPS project was heralded in 2015 as the ‘first substantial—and
overdue—renovation of the international tax standards in almost a century’®
However, and despite reference in its early documentation to the importance of re-
visiting ‘some fundamentals,> the project ultimately had the relatively limited goal
of addressing the perceived excesses of multinationals’ tax planning. It did not aim
to alter the existing system’s fundamental framework; neither was it ‘directly aimed
at changing the existing international standards on the allocation of taxing rights
on cross-border income’*®

But its failure to address countries’ discontent over the current allocation of
taxing rights—which ultimately is the main purpose of the international tax
system—was bound to re-open the question of reform. Soon after the conclusion
of the BEPS project the OECD noted that ‘BEPS measures do not necessarily re-
solve the question of how rights to tax are shared between jurisdictions, which is
part of the long term issue’>” Unsurprisingly, further reform proposals were put
forward and are currently being considered. These proposals do alter the allocation

33 See Section 3.2.

5 OECD (2015¢), p. 3.
> OECD (2013a), p. 8.
5 OECD (2013b), p. 11.
7 OECD (2018a), p.1.
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of taxing rights among countries, if only to a limited extent. At the time of writing,
it is not clear whether these proposals will be adopted, and if so, what their precise
content will be. We discuss this further in Section 5 of this chapter. Here, we look at
the BEPS project and the changes it brought.

3.1 Theroad to BEPS

The history of the BEPS project can be traced back to the OECD’s report on
‘harmful tax competition’ published in 1998.% In that report, the OECD went be-
yond its traditional remit of technical work on double taxation and addressed the
interaction between tax competition amongst countries and corporate tax plan-
ning. The OECD drew a distinction between what it perceived to be two types of
tax competition. It argued that ‘harmful’ tax practices include those that are ei-
ther operated by ‘tax havens’ or ‘ring-fenced in favour of foreign investors and
which grant preferential treatment to highly mobile tax bases like financial assets
and services. On the other hand, a country’s strategy to create a generally friendly
tax environment that even-handedly benefits foreign and local investors and does
not distinguish between different kinds of taxable activity was considered to be ac-
ceptable as part of sound tax competition.

This distinction between ‘good’ competition for substantial activity and ‘bad’
competition for purely tax driven arrangements was taken up elsewhere, in par-
ticular in the tax policy work of the European Union.®® The EU Member States
agreed on the ‘Code of Conduct for Business Taxation’ in 1998 which intro-
duced both a standstill and a rollback of ‘harmful tax measures, where the as-
sessment of whether a measure was harmful depended on (among other things)
‘whether advantages are granted without any real economic activity and substan-
tial economic presence within the Member States offering such tax advantages’®!
Similar references can be found in the jurisprudence of the CJEU on the Member
States” right to fight abusive tax planning. And in recent years, the European
Commission has extended this mission for ‘good tax governance’®* to non-EU
countries.

The idea that tax competition between countries to attract economic activity
is in some way ‘good’ is highly questionable. To the extent that lowering the tax
rate in one country reduces economic activity in another, then that creates a nega-
tive impact—what economists call a ‘negative externality’ This represents a so-
cial cost of the policy which is generally not taken into account by the tax-cutting

% OECD (1998).

% OECD (1998), para. 62.

€0 The legal perspective of tax competition in Europe is laid out by Schén (2000).
6! European Council (1997), para. B.3.

2 European Commission (2009).
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government. The result of such competition is that tax rates on corporate income
are lower than governments would otherwise choose. Unless one believes that gov-
ernments would otherwise systematically choose tax rates on corporate income
that are too high, this constraint on government choices is unlikely to be ‘good’
or ‘sound’ It is hard to escape the conclusion that at the time there was simply not
enough political will to address this issue, which would have required considerably
greater coordination between countries; and so the OECD and EU actions focused
on low tax jurisdictions.

However, there is little doubt that what the OECD and the EU regard as
‘harmful” tax competition is indeed also harmful to other countries. The oppor-
tunity to shift profit to a low tax jurisdiction where there is little or no economic
activity undermines the tax base in other countries. This is, of course, a direct result
of the very structure of the international tax system, where the overall tax paid by
a multinational depends on intra-group cross-border transactions. We described
this structure in broad outline above. As long as it is possible—for example—to set
up affiliates in low tax jurisdictions which license IP, lend, or assume other business
risks in relation to other affiliates, then the basic rules will identify profit as arising
in such jurisdictions. Given this fundamental approach, it becomes difficult to pre-
vent profit being located in those jurisdictions. Yet this is precisely what the BEPS
project aimed to do.

3.2 BEPS: target, guiding principle, and actions

The BEPS project was launched in 2013 in response to the public and political
clamour over the tax planning activities of multinationals. Unprecedented press
coverage of these activities and campaigning struck a chord at this particular point
in time; possibly because of broader factors, including perceptions of fairness in a
period characterized by the lingering effects of the 2007-08 global financial crisis
and increased awareness of rising inequality among income groups.

In its 2013 BEPS Action Plan the OECD reached the conclusion that:

Fundamental changes are needed to effectively prevent double non-taxation, as
well as cases of no or low taxation associated with practices that artificially segre-
gate taxable income from the activities that generate it.... A realignment of tax-
ation and relevant substance is needed to restore the intended effects and benefits
of international standards, which may not have kept pace with changing business
models and technological developments.®®

6 OECD (2013b), p. 13.
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The guiding principle adopted by the BEPS project—and which, to some extent,
harked back to the OECD’s earlier work on harmful tax competition—was that
‘profits are taxed where economic activities generating the profits are performed
and where value is created’** Guided by this principle, the substantive actions pro-
duced by the BEPS project sought to address specific tax planning channels (hy-
brid mismatch arrangements, debt contracts, patent boxes, treaty abuse, planning
around the PE threshold, and transfer pricing) to better align taxing rights and
value creation.

In a remarkably short space of time, the principle that taxing rights should be
aligned with value creation has become widely accepted as the guiding principle for
taxing business profit in an international setting. The OECD, the EU Commission,
some Finance Ministries, academics, and even multinational companies regularly
repeat the mantra that profits should be taxed where value is created. The prin-
ciple has popular appeal, perhaps because it appears to follow an intuitive under-
standing of fairness. In Chapter 2 we set out the difficulties in using fairness as a
criterion for designing a system to tax business profits in an international setting.
We here set out five additional reasons to question this principle.®®

First, the existing system does not follow the principle. As we have discussed,
under the existing system countries tax foreign profits earned by resident com-
panies, for example, even if value is not created in the country of residence.
Perhaps the issue here is that the BEPS guiding principle did not properly track
the specific problem BEPS was designed to address: ‘no or low taxation ... when
it is associated with practices that artificially segregate taxable income from the
activities that generate it'%® Note that this implies that that taxable income can
be segregated from the country where it is generated—for example through the
payment of cross-border royalties or interest, as long as it is not done ‘artificially’.
Of course, this requires a workable distinction between ‘real’ and ‘artificial, which
can be difficult, even impossible, especially in the context of within-group finance
and other types of business risk allocation. Long-standing allocation rules with
regard to ‘passive income’ do not follow the ‘value creation’ concept and have
never done so.

Second, BEPS did not seek to redesign the existing system following this prin-
ciple; it simply adopted rules that—in some cases—better aligned the system with
the principle. Tax planning has not become impossible or useless, but it has largely
become more costly in terms of the ‘frictions’ confronted by taxpayers.®” The result
has been an even less coherent and principled, and more complex, system.

% OECD (2014a), p. 4.

6 See the discussion in Devereux and Vella (2014, 2018b) and Hey (2018).

% OECD (2013b), p. 10 (emphasis added).

7 The concept of legal ‘frictions” which make tax planning more costly, has been developed by
Schizer (2001).
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Third, the principle focuses exclusively on the supply side; no value is deemed to
arise in the market jurisdiction. This reflects the operation of the existing system; it
ignores the market and is based, instead, ‘on a determination of how different activ-
ities by the firm contribute to [the multinational’s] profits.®® In Chapter 4 we ques-
tion the rationale for allocating taxing rights over a multinational company’s profit
only to countries where its functions and activities take place. Here we merely note
that a notion of ‘value creation’ that ignores the market is not sufficiently compre-
hensive. The corporate profit being taxed requires a market just as it requires the
various parts of a supply chain. The profit is dependent on the price charged at the
point where supply and demand meet; it simply would have not arisen in the ab-
sence of a market.

Fourth, even when it is possible to identify the countries where activities
creating value take place, it is extremely difficult to establish how much value
is created in each country.®® But the latter is necessary for setting up and op-
erating a tax system that follows this principle. This is true of companies oper-
ating in the traditional economy, but it is even more so in a digitalized economy.
As the EU Commission explained: ‘[i]n a digitalised world, it is not always
very clear what that value is, how to measure it, or where it is created’”? It is
therefore not surprising to find strong disagreement among countries, and even
businesses, as to whether certain factors generate value, let alone how much.
But it does seem surprising that despite this, the EU Commission—and the
OECD—persist with this principle to guide the design of a tax system in the age
of digitalization.

It might be argued that the principle should be understood as providing a nega-
tive prescription: that profit should not be taxed where no value is created, or no
real activities take place. In this case, the point of the principle is to deny that profit
is generated in low tax jurisdictions which have little or no real activity. This may
be a reasonable point, but it is a different principle. Its proponents frame the value
creation principle in positive terms to provide guidance on sharing profit among
countries where value is deemed to be created. Proposals by the EU Commission
and the UK Treasury for taxing highly digitalized businesses, for example, expli-
citly sought to allocate taxing rights over these businesses’ profit in proportion to
the value created by their users.”!

Fifth, for the reasons discussed in previous chapters and also further below, a
system which taxes profit where value is created—or where economic activities
take place—distorts the location of activities; in turn this intensifies competition, is
not incentive compatible, and hence is unstable in the long run.

% OECD (2019a), p. 12 (emphasis added).

For further discussion see, for example, Devereux and Vella (2017) and Schén (2018).

70 EU Commission (2017), p. 7.

7L HM Treasury (2017, 2018) and EU Commission (2018c). See also the Gaspar Committee (2014).
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3.3 BEPS and the allocation of taxing rights

Despite not being directly aimed at doing so, BEPS changed the allocation of taxing
rights among countries to some extent. In particular, consistent with its aims, it
made it harder for low tax countries to be allocated taxing rights over income in the
absence of real activity.

The BEPS Action Plan attempted to water down the relevance of concepts like
‘ownership, ‘contracts, funding, and ‘risk’ for within-group profit allocation.”?
Under pre-BEPS rules, as set out above, profits could be shifted through careful
contracting, including locating the ownership of assets and risk in particular af-
filiates, and within-group funding. BEPS actions sought to alter the system so that
taxation more closely follows ‘real activity’ and ‘value creation’ instead, thus redu-
cing the allocation of taxable income to low tax jurisdictions where no, or little,
‘economic substance’ is to be found.”

The policy can be seen in play in a number of BEPS Actions. Action 2, for ex-
ample, addressed hybrid mismatch arrangements (HMA), which were used by
companies to exploit arbitrage opportunities arising from differences in countries’
tax rules. HMA generated deductions that could ‘artificially’ shift profits away from
the countries where the value creating activities were deemed to take place. Action
4 proposed interest limitation rules, which limit companies’ ability to use ‘exces-
sive’ interest payments to shift profits away from countries where value creating
activities were deemed to take place. Action 5 addressed patent box regimes that
offered lower tax rates on income generated by patents resulting from research and
development (R&D) undertaken in a different country. This proposal sought to
align taxing rights over the patent income with the activity (R&D) that created it.

This policy is most clearly visible in the work on transfer pricing under Actions
8-10 of the BEPS Action Plan. Post-BEPS the real allocation of assets and the ac-
tual performance of business functions and the control of risk by real people on
the ground has become a key factor for international tax allocation. Consider the
case, for example, in which a multinational subsidiary resident in a low tax country
assumes risk on a contractual basis, for example by funding R&D activities per-
formed by another group company in a high tax jurisdiction, and where the return
earned by the company undertaking the R&D is determined as a simple mark-up
on costs. According to the relevant OECD/G20 BEPS report, the resulting income
should not be allocated to the low tax subsidiary simply on the basis that this entity
funds the activity, owns the relevant assets, and bears the financial risk of failure.”*
Instead, the BEPS project moved towards the allocation of income being based
on the active performance of tasks, for example, the presence of people obliged

72 OECD (2015€) Annex A, p. 15.
73 Saint-Amans and Robert (2015).
74 OECD (2015c).
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and able to ‘control’ the risk in a meaningful manner.” Practically speaking, there
has to be a sufficient number of ‘experts’ present in the low tax country to justify
the assumption of risk by the local subsidiary.”® It is very clear that this approach
will frequently clash with the within-group allocation of asset ownership and fi-
nancial risk to separate subsidiaries under property law and contract law. Against
this background, current OECD work favours an intensified policy to partially re-
characterize or even completely disregard existing contracts and asset allocations
between affiliated companies.””

This incremental change of paradigm has met with a lot of support among the
governments of OECD countries, and has recently been strongly endorsed by the
European Commission,’® but it is itself subject to major criticism.”

First, it undermines the fundamental approach of the international tax system
based on separate entity. This is clearly based on the notion that a subsidiary of a
multinational company should be treated as if it were an independent entity. In
this case, factors like ownership, funding, contracts, and risk are important in de-
termining the taxable income of the subsidiary—consistent with defining income
in terms of ownership and contracts, and not from ‘activity. Of course, as already
identified, this approach does offer multinationals the opportunity to organize the
contractual relationships between their affiliates in such a way as to make profit ap-
pear in low tax jurisdictions. It would therefore perhaps be reasonable to acknow-
ledge the problems of the basic system and define a new set of principles; but this
is not the approach of the BEPS project. Instead, it sought to layer a new principle,
and new rules, on top of existing principles in, what is in effect, a pretence that
there had been no change.

Against this background, criticism should not go against the value of concepts
like ownership, contracts, funding, and risk for international income taxation in
general. It should be accepted that between independent parties these legal rela-
tionships are central in determining the allocation of profit. Rather, it makes sense
to doubt the value of these concepts for the tax treatment of within-group relation-
ships of multinational enterprises in particular. But this is not the result of the work
done on BEPS.

To give a simple example outside the context of multinational enterprises: no-
body would seek to tax an agent on income produced by her work on behalf of
her principal simply because the agent performs the ‘real activity’ while the prin-
cipal simply ‘funds’ the activity and ‘owns’ the resulting income.®° This is because

75 See Bilaney (2016).

76 Verlinden et al (2016), p. 111, rightly note that ‘control’ in this sense is regularly scattered among
different levels in the hierarchy of the firm.

77 See Hickman (2016). For a critical view see Schén (2014); Verlinden et al (2016), p. 113; and
Wittendorff (2015), p. 461.

78 European Commission (2015).

79 IMF (2014), para. 59 fn.79.

80 See Boidman and Kandev (2015).
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the income is in no way related to any ‘activity’ as such and rather relies on the
ownership of the underlying capital assets and the receipt of the resulting income.
Instead, it is natural to tax the principal on the income that she receives.

To make one last point in this context: business profit may be derived from a
combination of capital and labour. The return to labour is generally taxed where
labour is performed. It does not follow (as the BEPS Action Plan seems to sug-
gest) that the remuneration for the provision of capital flowing to the capital owner
should be taxed in the same place—simply due to the fact that this is where the ‘real
activity’ is performed by the labour force. The same can be said for an allocation of
the capital income on the basis of where ‘real’ assets are used. Thus, a new standard
for profit allocation based on the central notion of ‘economic activity’ is evidently
out of sync with long-standing treaty practice and does not provide a solid basis for
future international tax reform.

4. Evaluating the current regime

In Chapter 2 we set out five criteria to evaluate different systems for the inter-
national taxation of corporate income: economic efficiency, fairness, robustness to
avoidance, ease of administration, and incentive compatibility. We now turn to an
evaluation of the current regime based on these criteria. In subsequent chapters we
evaluate a number of reform proposals using the same criteria.

4.1 Economic efficiency

In Chapter 2 we set out the main issues regarding the economic welfare costs arising
from economic inefficiencies in both the domestic and international taxation of
business profit. As we noted there, the existing international corporate tax regime
distorts corporate choices in a number of dimensions—and these distortions are
likely to create a reduction in economic welfare for global society as a whole. For
example, if, for tax reasons, a business is induced to choose a more costly location
for its activities, then those higher costs reflect a cost to society; they are likely to
be reflected in higher prices for consumers, lower income for employees, or lower
post-tax income to the business owners. Similarly, projects that are worth under-
taking in the absence of tax may become uneconomic in the presence of tax; the
value of those projects would then be lost to society.

4.1.1 Measuring economic inefficiencies

Policy makers may reasonably ask how important economic inefficiencies are—
what estimates are there of the size of economic cost (the ‘excess burden’ or
‘deadweight loss’ of the tax) and hence its importance relative to, say, distributional
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concerns. There is now a considerable body of economic evidence that the existing
tax system affects the choices of business. In general, the more sensitive behav-
ioural choices are to prices and taxes, the higher is likely to be the excess burden.

A starting point for evaluating the excess burden resulting from distortions to
different types of business decision is that taxes on profit tend to raise the cost of
capital—the required rate of return on investment—and as a consequence they
depress the level of investment, and hence, ultimately, the size of the economy.
Research on the extent to which taxes depress investment goes back over half a
century at least to Hall and Jorgensen (1967). Recent work has tried to distinguish
different aspects of the tax regime on investment—for example, contrasting the
role of the tax rate and the permitted depreciation rate for tax purposes. This re-
cent literature has tended to find large effects of taxation. For example, estimates
of the elasticity of investment with respect to the net of tax cost of an asset (that is,
the percentage fall in investment in response to a 1% rise in the net cost of an asset,
after taking into account tax allowances) range from around 1.6 to as high as 14.8!
These elasticities are very high, but the implied elasticity of the size of the long-run
capital stock with respect to the net cost of investment is lower.? These estimates
are hard to translate directly into a measure of the excess burden, but they suggest
an important role for taxation in determining the size of the business sector, and
hence the economy.

A second form of distortion is to the location of investment and economic ac-
tivity more generally. There is also a large empirical literature investigating how
flows of investment between countries, and location decisions by businesses, are
affected by differences in taxes between countries. There are numerous compli-
cations in estimating the effects of taxation, not least in determining the relevant
form of taxation for different elements of investment decisions. However, a recent
survey of the literature reports that the median semi-elasticity of flows of foreign
direct investment (FDI) with respect to an effective tax rate (that is, the percentage
change in FDI in response to a one percentage point change in the effective tax
rate) is around 2.5.8% This is again a large effect, indicating that the location of eco-
nomic activity is very sensitive to differences in tax between countries.

81 For recent evidence, see House and Shapiro (2008); Zwick and Mahon (2017); Ohrn (2018); and
Devereux et al (2019). These estimates are much higher than in an earlier literature summarized by
Hassett and Hubbard (2002). Zwick and Mahon (2017) offer three explanations. First, recent studies
include more small and medium-sized firms than have been previously available; evidence suggests that
these are more responsive to taxes. Second, recent studies have used tax return data, thereby avoiding
significant measurement error which arises with accounting data. Third, more recent studies have fo-
cused on the impact of depreciation incentives; these might be expected to have a larger impact on in-
vestment than other elements of taxation.

82 That is because ultimately it is the size of the capital stock that should be influenced by taxation.
Investment represents additions to that stock. A reduction in tax, for example, may induce a moderately
higher capital stock in the long run; but that may require a substantial increase in investment in the
short run.

83 Feld and Heckemeyer (2011). See also De Mooij and Ederveen (2008).
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A third form of distortion is between the use of debt and equity finance. The tax
advantage to the use of debt may lead business to borrow more, and hence raise the
probability of default, although the effects of this may depend also on investor-level
taxation. Again, this has been the subject of empirical investigation for decades.
A recent survey and meta-analysis of the literature has estimated that, on average,
a ten percentage point rise in the tax rate would raise the share of debt in the total
funds of a business by 2.7 percentage points.3* However, this masks a large vari-
ation in estimates and there is evidence that this rate of response is rising over time.
A more recent study using detailed tax return data found much larger effects, with
aten percentage point rise in the tax rate raising the share of debt in the total funds
of between seven and fourteen percentage points.®> The effects are particularly im-
portant in the financial sector. One study finds that eliminating the bias to debt
finance would increase banks’ use of equity capital in the long run by more than
50%, which would be significant in terms of the fragility of the financial system.

Another decision that may be affected by taxation is the choice of legal form,
and in particular whether to incorporate. Again, recent studies have found that the
differences in taxes between unincorporated and incorporated businesses have an
economically significant impact on this decision.®” There are many other margins
of business decisions which are affected by taxation, and we will not summarize
all of the empirical literature here. Other margins include the choice between ditf-
ferent methods of production—for example, between using more labour or more
capital, or between different types of asset; whether to retain earnings in the busi-
ness or to distribute them to the owners; whether to outsource or insource inter-
mediate goods and services in the supply chain; and how aggressively to seek to
minimize tax liabilities by shifting income to lower taxed jurisdictions. In addition
to affecting these behavioural choices, taxes can also distort competition between
businesses, if one business faces a higher effective tax rate than another.

Whilst all of these distortions due to taxation imply the existence of an ex-
cess burden, estimating the excess burden itself is more difficult, because it may
be difficult to assess the cumulative impact of multiple, interacting distortions.
However, under certain conditions, the excess burden of a tax can be inferred
from an estimate of the sensitivity of the taxable profit to changes in the tax rate.®
Intuitively, this is because at the margin, the agent should aim to equalize the mar-
ginal cost of raising her pre-tax profit with the marginal benefit of the additional
post-tax profit. A marginal change in the tax rate affects the pre-tax profit, and the

84 Feld et al (2013).

85 Devereux etal (2018).

De Mooij and Keen (2016). The very largest banks appear to be much less responsive to taxation.
87 See de Mooij and Nicodéme (2008); Liu (2014); and Devereux and Liu (2016).

This approach is originally due to Feldstein (1995, 1999). Strictly, these are the marginal
deadweight costs—that is, the effect on these costs of a small change in the tax rate. For a review, see
Saezetal (2012).
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impact of this on the choice of pre-tax income can be used to estimate the mar-
ginal excess burden.

This approach has been used primarily in the context of determining the op-
timal marginal rates of tax on personal income. However, the approach has also
been applied to taxes on the profit of small businesses in the UK with an estimate
of a substantial marginal deadweight cost of up to 29% of tax revenue.®* Even if this
is a high estimate, and even if it is smaller for larger businesses, this does suggest
that policy makers should take economic efficiency into account in choosing tax
policies.

We should note, though, that these distortions to economic behaviour create
costs which are borne by society as a whole. In an international context, an indi-
vidual country may nevertheless benefit from a distortion. For example, if country
A induces a business to relocate from country B to A by reducing its taxes, then
A may gain, even if costs of production are higher in A and therefore there is an
excess burden for the world as a whole. This potential conflict between global and
national welfare maximization underlies our concern that the tax system should be
incentive compatible, as discussed in Chapter 2.

4.1.2 Economic efliciency and tax avoidance

The changes brought about by the BEPS project do not address these distortions;
that was not the project’s goal. On the contrary, it is likely that distortions to real ac-
tivities will increase as a result of BEPS. Before the BEPS project, certain planning
strategies allowed profit to be shifted to low tax countries without having to locate
substantial real activity there. As we have seen, post-BEPS, the same broad strat-
egies may be available but only if a greater level of functions and activities is located
in the low tax countries. For example, to achieve desired transfer pricing outcomes,
senior decision makers might have to relocate to low tax countries post-BEPS. One
can predict that companies will meet such requirements if the tax savings outweigh
the costs.

Certain planning strategies may simply not be available following the imple-
mentation of the BEPS project proposals, resulting in companies having to move
their real activities to achieve the same tax result. An example arises from Action 5
of the BEPS Action Plan which addresses patent box regimes. These regimes essen-
tially offer preferential rates on returns generated by IP. Action 5 seeks to counter
situations where IP is produced through R&D activity undertaken in country A,
but is subsequently transferred to country B, which offers a patent box regime. The
aim of the BEPS measure was to align taxing rights with economic activity (the
R&D). But this means that businesses will have an incentive to move their R&D
facilities to the country offering the patent box.

89 Devereux et al (2013).
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More broadly, to the extent that the changes brought about by BEPS have made
the tax regime more robust to profit shifting, multinationals that wish to lower
their global tax charge may have to do so by relocating their real activities to low
tax jurisdictions. As the regime becomes more robust to profit shifting, it is likely to
create greater distortions to real business decisions.

4.2 Fairness

Fairness dominates public, political, and even some academic debates on inter-
national tax reform. In Chapter 2, we set out the difficulties in evaluating cor-
poration tax systems on the basis of fairness. We do not repeat these points here;
instead, we make two broad observations on criticisms of the existing system that
have been made based on ‘fairness.

First, some strands of criticism are compelling, but are more accurately or use-
fully formulated in terms of other criteria used in this book. For example, com-
panies are often criticized for not paying their ‘fair share of tax’ because they lower
their tax payments through tax avoidance. It is more useful to reformulate this as
a criticism of the existing system for not being sufficiently robust to tax avoidance.
Another example is that the existing system unfairly allows multinationals to pay
lower rates of tax than small domestic businesses, and highly digitalized busi-
nesses to pay lower rates of tax than traditional businesses. The EU Commission,
for example, argued that ‘[t]he system is unfair and there’s no level playing field
as traditional companies tend to carry a heavier tax burden than digital ones.®
The quintessential example here is of the small local bookshop paying a higher tax
rate than large multinationals selling books online. The Commission’s criticism is
formulated both in fairness and efficiency terms; however, the latter is less vague
and, to our mind, more useful. By allowing large digital multinationals to pay lower
rates of tax than small domestic traditional businesses, the existing system creates
a real economic distortion. Whether this is unfair depends on the incidence, and
ultimately the progressivity, of the tax.

Second, although, as noted in Chapter 2, ‘fairness’ does not provide a very
useful guide for allocating taxing rights among countries, there certainly is a
politically powerful belief that the allocation under the existing system is ‘un-
fair’ Indeed, the OECD itself recognized at the start of the BEPS project that ‘a
number of countries have expressed a concern about how international standards
on which bilateral tax treaties are based allocate taxing rights between source and
residence countries’’!

9% EU Commission (2018a).
91 OECD (2013b), p. 1.
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This criticism is often focused on the regime favouring developed over devel-
oping countries—at times classified as ‘residence’ and ‘source’ countries. The UN
Model, which is intended for adoption between developed and developing coun-
tries, was drawn up with this in mind. This model ‘generally favours retention of
greater so called “source country” taxing rights under a tax treaty—the taxation
rights of the host country of investment—as compared to those of the “residence
country” of the investor. This has long been regarded as an issue of special signifi-
cance to developing countries ... %2 It should be noted that the terms ‘residence’
and ‘source’ appear to be used here in a broad economic meaning; the idea seems to
be that relatively wealthy investors located in a developed country may be financing
economic activity in a developing country. A perceived emphasis on residence
country taxation in the existing system (through the treatment of passive income)
then favours the developed country over the developing country. Of course, this
is only partially true, given the ability of many multinational companies to ensure
that their passive income arises in low tax jurisdictions. In this case, neither the
‘source’ nor ‘residence’ country is able to fully tax the underlying income.

As noted, the BEPS project was not meant to—and did not—address perceived
problems of fairness. However, the procedures followed in drawing up the BEPS
recommendations furthered perceptions that the design of the regime was led by
a small group of developed countries and was thus unfair. Some steps were taken
for non-OECD/G20 countries to input their views while the BEPS recommenda-
tions were being developed, and they were invited to join the project—through the
Inclusive Framework—once the final reports containing the recommendations
had been drafted. But developing countries were invited to join the project after the
rules had been agreed by a group of countries with different concerns and needs.
This criticism has been addressed in the latest round of possible reforms—current
proposals are being discussed among more than 130 countries that constitute the
Inclusive Framework and the goal is to achieve a consensus-based solution. This is
clearly an improvement; however, due to resource constraints, there are concerns
about the extent to which many of the countries that currently participate in the
Inclusive Framework can do so in an adequately informed and meaningful manner.

A more recent line of criticism—with a number of strands—has arisen following
the advent of digitalization. One strand is that market countries are not receiving
their ‘fair share’ of tax revenue because in the digital age companies are able to sell
to consumers located in a country without incurring corporation tax liability there.
Another strand is that ‘fairness’ demands that countries where digital users are lo-
cated should be allocated some taxing rights over the profit of certain highly digi-
talized businesses which are in part generated by exploiting users” contributions.
This issue is discussed in Section 5.

92 United Nations (2017), para. 3.



EVALUATING THE CURRENT REGIME 119
4.3 Robustness to avoidance

Concern over the regime’s susceptibility to tax avoidance is long standing and
most eloquently evidenced by the incessant waves of anti-avoidance legislation
adopted by countries over the years. Anecdotal evidence of the tax avoidance
strategies employed by multinationals abounded in the run up to the start of
the BEPS project, and some arcane strategies even made it into the mainstream
media. There have also been a number of empirical estimates of the scale of profit
shifting, as well as how far it could be attributed to specific channels, such as
within-group debt.”®

The OECD/G20 BEPS project put the scale of BEPS at between 4% and 10%
of worldwide corporation tax revenues—between $100 billion and $240 billion.”
A paper from the International Monetary Fund (IMF) put the estimates somewhat
higher, at around 1% of GDP for OECD countries and 1.3% of GDP for developing
countries.®®

Two recent papers reviewed the academic literature estimating the size of
the avoidance by multinational companies.”® They both emphasize the diffi-
culties in identifying the scale of such avoidance, and describe the different
techniques that have been used, based on both macroeconomic and firm level
data. They also report considerable uncertainty about the scale of such activity;
Riedel (2015) reports a wide range of estimates from 5% to 30% of taxable
profit and concluded that [i]t is thus too early to draw final conclusions on the
quantitative importance of international tax avoidance activities. That conclu-
sion still holds.

Another recent paper conducted a meta-analysis of twenty-seven empirical
studies that have been undertaken.®” An important part of this analysis was to iden-
tify how and why estimates differed between studies, and between different types
of business and profit shifting. Notwithstanding the variation in estimates, how-
ever, overall, taking into account the influences of study design and confounding
factors, the average effect identified was a semi-elasticity of pre-tax profit of about
-0.8. That is, reported profits decrease by a little under 1% if the international tax
rate differential increases by one percentage point.

A still more recent paper used UK tax return data to investigate the differ-
ences in corporation tax paid by UK affiliates of non-UK multinational com-
panies and comparable domestic companies, and found that the former group

93 See, for example, Desai et al (2004).

% OECD (2015f). But this BEPS Action 11 report—showing empirical foundations for assumptions
about tax planning—was vague in its conclusions. Terslov et al (2018) estimate worldwide revenue loss
to be at the top of this range, at 10%.

9 Crivelli et al (2016).

% Dharmapala (2014) and Riedel (2015). See also Beer et al (2018).

97 Heckemeyer and Overesch (2017).
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had on average a twelve percentage point lower ratio of taxable profit to total
assets.”® 60% of this difference was explained by the fact that a much higher pro-
portion (50%) of the former group report zero taxable profits compared to the
latter group (20%).

The uncertainty around these estimates is neatly illustrated by an academic de-
bate ongoing at the time of writing. Blouin and Robinson (2020) have argued that
some estimates of profits shifting are significantly overstated due to researchers’
misunderstanding of the accounting treatment of indirectly owned foreign affili-
ates in the US international economic accounts data. They suggest a correction to
address this misunderstanding which, in one example, reduces an estimate of US
corporate tax revenue lost to profit shifting from 30-45% to 4-8%.%

At first glance some of these figures might appear underwhelming, thus making
the extensive political and media attention given to this issue appear dispropor-
tionate. They should also caution politicians against inflated revenue expectations
from tightening the existing system. However, these estimates ought to be treated
with great caution due to the inherent difficulty in both defining avoidance and
measuring the revenue loss it generates.

Whatever the overall empirical estimates, however, tax avoidance remains
of critical importance. First, the revenues lost might be significant for particular
countries—such as developing countries—that rely more heavily on corporation
tax than others. Second, weakness to avoidance has a negative impact on a tax
system’s overall performance under the other criteria set out here. It creates a sig-
nificant welfare loss as highly trained individuals, in both the private and public
sectors, engage in a never-ending, unproductive cat and mouse game; it leads to
escalating complexity and administrative and compliance costs; and it undermines
public confidence in the tax system as a whole. The costs of a porous international
tax system thus go significantly beyond the direct revenue loss.

Profit shifting ought to have become harder as a result of the proposals
emanating from the BEPS project and other contemporaneous unilateral meas-
ures. Anecdotal evidence appears to confirm this, as a number of prominent
multinationals are reported to have changed their tax structures in response to
these measures.!% Reports by the OECD,!! the EU Commission,'?? and others!®

%8 Bilicka (2019).
9 See Clausing (2020) for a response.

100 See, for example, ‘Facebook, in Accounting Change, Could Pay Millions More in British Taxes,
New York Times, 4 March 2016.

101 OECD (2018b), Chapter 3.

102 EU Commission (2018b), pp. 26-7.

103 HM Treasury (2017), para. 3.3: “The significance of the BEPS project should not be underesti-
mated. There is clear evidence that its reccommendations, along with the unilateral action under-
taken by the UK through the Diverted Profits Tax, are having a discernible impact on multinational
groups” behaviour and the viability of complex tax planning structures that unfairly reduce UK tax
receipts’
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have also claimed that these measures have had an impact, albeit some reports

>104

acknowledged that it is still ‘early days’'°* and that ‘implementation gaps’ do

exist.!%°

But the critical question is how much more robust the system has become as a
result of these changes. Have the changes made a moderate or a significant dif-
ference? It is too early to answer this question empirically and doing so through
persuasive empirical work will be extremely difficult anyway. However, there are
reasons to believe that the existing system remains somewhat vulnerable to tax
avoidance.

First, there are implementation gaps; thus far the measures proposed in BEPS
have not been adopted in full universally. Second, countries retain discretion in
implementing the measures proposed in BEPS and, therefore, even when measures
are implemented they might take a weak form. Third, certain new or enhanced
anti-avoidance rules knowingly allow a degree of profit shifting. For example the
BEPS proposed interest deductibility rules cap—but do not forbid—deductions for
interest payments. Fourth, critical features of the system remain deficient—notably
transfer pricing rules.

The continued weakness of transfer pricing rules is implicitly acknowledged
by the introduction of rules—such as the ‘modified nexus approach’ introduced
through Action 5 of BEPS—that would be unnecessary if transfer pricing rules
were trusted fully. It is also acknowledged expressly by the OECD with respect to
some issues. For example, the OECD recently noted that:

An increasingly heavy reliance on intangibles may also pose challenges to the
existing tax framework. The BEPS Project has significantly contributed to re-
aligning income from intangibles with value creation, notably by putting greater
emphasis on real economic activities (e.g., Action 5, Actions 8-10), and by taking
a more holistic approach to the review of cross-border transactions. Nonetheless,
it may still often be very difficult to determine how to allocate income from intan-
gible assets among different parts of an MNE group.!%

Fifth, a number of countries have sought to respond to tax planning through sep-
arate taxes, such as the UK’s and Australia’s Diverted Profits Taxes. The increasing
resort to digital services taxes can also be partly explained by the difficulties faced
by countries in taxing certain highly digitalized businesses. Searching for solutions
outside the framework of the existing system betrays the difficulty in finding a so-
lution within the system.

104 OECD (2018c¢), p- 90.
195 EU Commission (2018b), p. 27.
196 OECD (2018c¢), p-170.



122 THE CURRENT INTERNATIONAL TAX REGIME

Finally, soon after the completion of the BEPS project a fresh set of proposals
were put forward, partly to address profit shifting opportunities.!%” At the time
of writing, these proposals are being considered by the OECD/G20 Inclusive
Framework. The main objectives of the Global Anti-Base Erosion (GloBE) pro-
posal, in particular, include curbing profit shifting (and tax competition). The
BEPS project clearly did not satisfactorily address profit shifting, and it is not clear
that this round of reforms will do so either. These proposed reforms are discussed
further in Section 5.

It is worth emphasizing again that the existing system’s vulnerability to avoid-
ance is a direct consequence of its fundamental structure. Cross-border within-
group transactions are still the building blocks for determining the overall tax paid
by multinationals, and these are by their very nature open to manipulation. The
vulnerability of the system also arises from another of its fundamental features.
It taxes companies where mobile factors are located, including where its internal
lending is made and its IP is held. The number and strength of anti-abuse rules
to address the consequences of these fundamental features of this regime can be
increased. But they can only be addressed comprehensively by changing the funda-
mental features directly.

4.4 Ease of administration

The existing regime imposes high compliance costs on businesses and collection
costs on tax authorities.!® Many aspects of the regime are highly complex. This
complexity partly results from rules that are necessary to implement the particular
features of the regime. For example, the concept of the permanent establishment is
fundamental for the source-based tax that is permitted under the existing system,
but this requires complex profit attribution rules.

Significant complexity also results because of the need to address tax avoidance
under the existing system. The plethora of complex rules that are necessary for this
purpose include transfer pricing rules, interest limitation rules, and CFC rules. It is
worth reiterating that this ever-growing body of rules is not the product of overly
active rule makers—it is necessary to address avoidance opportunities arising from
the fundamental structure of the existing system. A system in which cross-border
within-group transactions—that are easy to create and manipulate—determine

107 OECD (2019a).

108 For the UK in 2018-19, HMRC estimate the cost of collecting corporation tax to be 60 pence for
every £100 collected in revenue. This has fallen gradually from 78 pence in 2013-14. The comparable
cost of personal income tax was 72 pence in 2018-19, mainly for self-assessed income, down from 93
pence in 2013-14. The cost of collecting VAT fell slightly from 60 pence in 2013-14 to 58 pence in 2018-
19. See HM Revenue and Customs (2018/9) and earlier years. Shaw et al (2010) cite alternative estimates
of compliance costs for corporation tax. These are considerably higher than HMRC costs, ranging from
1.5% to 2.2% of revenue collected.
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the overall tax paid by a multinational, requires extensive anti-avoidance rules
to police it. The constant need to add to, and update, these rules increases com-
plexity, administrative and compliance costs, and makes the system increasingly
uncertain.

The BEPS project appears to have aggravated the problem. For a start, in some
countries, the BEPS Actions have been implemented through extraordinarily com-
plex legislation. The UK, for example, implemented Action 2 on hybrid mismatch
arrangements through legislation which is seventy pages long and which is accom-
panied by 390 pages of guidance, and it implemented Action 4 on interest deduct-
ibility through legislation which is 156 pages long, accompanied by 489 pages of
guidance.

More broadly, the necessity to take a closer account of economic reality (and
the necessity to take into account tax treatment in other countries) will greatly
burden the players, in business and in tax authorities. Under the pre-BEPS re-
gime there was—at least theoretically—the option for a country to tax the local
subsidiary of a large multinational on the basis of what it does and earns in its
country. Under the post-BEPS regime it seems necessary to establish a world-
wide network of information and enforcement, starting with exchange of infor-
mation between tax authorities and detailed country-by-country reporting by
multinationals.

The costs imposed by the increasing complexity of the system should not be
underestimated. There is a real danger that the system comes crashing down under
the weight of rules that increase in length and complexity year after year. Anecdotal
evidence suggests that even well-resourced countries struggle to apply certain
rules that are integral to the system, including profit attribution and transfer
pricing rules. But an international tax system should also be judged on how poorly-
resourced countries are able to run it. Due to its complexity, few would argue that
this system is fit for use by such countries (including some EU Member States). As
will be seen in the next section, the complexity of the system is likely to increase ra-
ther than decrease in coming years.

4.5 Incentive compatibility

In this chapter we have seen that under the existing regime companies are taxed
where mobile factors are located, including, for example, where production takes
place and where IP is located. They thus have an incentive to shift their real activ-
ities (e.g. production) and profit (e.g. that generated by IP) to low tax countries.
In turn, countries have an incentive to attract real activities and profit by lowering
their tax rates but also through other measures, including narrowing their tax base
and weakening their anti-avoidance rules. The fundamental structure of the ex-
isting system thus creates the conditions and incentives for countries to compete
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with one another. Overall, this destabilizes the system itself and threatens its long-
term viability.

The impact of competition among countries can be seen most clearly in the fall
in headline corporate tax rates over time, illustrated in Figure 1.2 of Chapter 1. This
fall is dramatic, but it tells only part of the story. Competition is even more intense
among countries over factors that are particularly mobile, including IP. This has re-
sulted in the proliferation of patent box regimes offering lower tax rates for income
from IP. IP is clearly more mobile than other factors, which explains why competi-
tion over this factor is even more intense.

Competition through other measures is less clear. Many countries have broad-
ened their base in recent years through less generous depreciation allowances,
thus worsening their competitive position. But some countries also improved
their competitive position by narrowing their base through structural measures,
for example by moving from a ‘worldwide’ to a ‘territorial’ system of taxation (or,
more precisely, by exempting certain forms of foreign source income), which is
particularly important when it comes to attracting headquarter functions and by
introducing notional interest deductions (these are similar to deductions under
the Allowance for Corporate Equity, discussed in Chapter 2).

Countries also compete by not introducing common anti-avoidance measures
or introducing lax versions. For example, countries may improve their competi-
tive position for attracting headquarters by maintaining weak corporate residence
tests and not introducing (or introducing lax) CFC and interest deduction limita-
tion rules. Countries’ ability to compete through this channel may be more limited
following the BEPS project and related developments. For example, EU Member
States are obliged by the Anti-Tax Avoidance Directive to adopt exit taxes, CFC
rules, switchover rules, interest deduction limitation rules, and general anti-
avoidance rules.!” However, to the extent that countries maintain some discretion
in the implementation of these measures, competitive factors create an incentive
to implement them—and BEPS measures more broadly—in the weakest manner
possible.

Clearly, countries have competed along some dimensions but not others, and
they have competed with different intensities. The UK provides an interesting
example here. It has competed aggressively by slashing its headline tax rate,
introducing a patent box regime, exempting foreign source dividends and foreign
branch profits, introducing favourable features in its CFC regime, and—for many
years—operating limited rules restricting interest deductibility. On the other hand,
it introduced the Diverted Profits Tax, a unilateral anti-avoidance measure that
had a negative impact on its competitive position and at the time of its introduction

199 Council Directive (EU) 2016/1164 of 12 July 2016 laying down rules against tax avoidance prac-
tices that directly affect the functioning of the internal market, as amended by Council Directive 2017/
952 of 29 May 2017.
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was unique to the UK. It was also a front-runner in adopting BEPS measures, in-
cluding interest deductibility rules, despite having previously advertised the ab-
sence of such rules as a competitive advantage.

So even countries that are openly willing to compete do not compete consist-
ently through all channels. Does this mean competitive pressures do not actually
threaten the viability of the existing system? Some broader issues have to be ad-
dressed to answer this question.

First, it is sometimes argued that the fall in the headline corporation tax rate
should not be a concern given that revenues from corporation tax have remained
relatively stable. However, revenue in previous years is not a meaningful target in
itself. A stronger formulation of this argument is that the corporation tax is still
capable of raising significant revenues despite falling rates. A number of factors
might explain the stable revenues, including an increase in corporate profitability
and an expansion of the tax base.!1? But the ability of the corporation tax to raise
significant revenues if these other factors change does not detract from the nega-
tive impact competition has on the tax’s revenue-raising ability. To continue raising
significant revenues for years to come in the face of falling rates, profitability has to
keep rising or the tax base has to keep expanding. The latter can occur through def-
initional changes, though eventually a point will be reached when it can no longer
be regarded as a tax on profit.

Second, it might be argued that public and political preferences will prevent cor-
porate tax rates falling beyond a certain point. But countries with such preferences
would suffer the consequences of being at a competitive disadvantage for invest-
ment from a tax perspective. Countries can choose not to give in to the competitive
pressures generated by the existing system, but they cannot extricate themselves
from them. Some countries are better placed to weather such a disadvantage than
others, but in the long run, it seems unlikely that many countries could withstand
the economic forces generated by competition.

Third, it might be argued that competition on rates will be curtailed at some
point because the benefit of moving real activity and profit to low tax countries de-
creases when the differences in rates between traditionally high tax countries and
low tax countries become relatively small. If, in the extreme case, companies can
shift their profits to jurisdictions with a zero tax rate on profit, then the relevant dif-
ference is just the tax rate avoided in the high tax country. As this high tax rate falls,
then the gains from shifting to the tax haven fall. This would to some extent relax
the downward pressure on the tax rate in the high tax country.

Furthermore, the gains of moving to a low tax country might at some point be
outweighed by the costs, including, higher compensation for managers who would
have to relocate, higher monitoring costs, less robust legal systems, lower skilled

110" For contributions on this question see, for example, Devereux et al (2004); de Mooij and Nicodeme
(2008); and Creedy and Gemmell (2010).
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work forces, and even higher political and reputational risk. Tax competition
clearly does not take place in a vacuum, and, therefore, account should be taken of
the non-tax factors that also contribute to a country’s ability to attract investment.
As long as a country’s non-tax benefits outweigh the disadvantage of its higher tax
rate it should be able to maintain its higher tax rate.

This suggests that an equilibrium could be reached where some countries main-
tain positive tax rates, to some extent offsetting the benefits of the non-tax fac-
tors they offer. However, three points caution against such a conclusion. First, the
non-tax factors would have to be unique to a single country to prevent compe-
tition among countries also enjoying similar non-tax factors; that is, the profit
would need to be location-specific. Second, it seems more plausible that some
countries would be able to maintain taxes on specific activities—such as software
development—in which they could offer such non-tax factors. But we are con-
cerned with a general tax, which could affect businesses that did not make use of
such factors. Third—and critically, given the discussion in the preceding section on
ease of administration—as rates drop, at some point revenues may be outweighed
by the high administrative costs of running such a complex tax. At this point coun-
tries would have an incentive to simply abandon the tax altogether, at least in its
current form.

Finally, it might be argued that coordination could halt—or at least slow down—
this competitive process. The BEPS project showed that some coordination is pos-
sible, but it also showed it can have limits. Coordination was not achieved over
certain actions—most notably CFC rules and the response to digitalization—even
among the limited and relatively homogenous group of countries in the OECD/
G20. And some countries broke ranks during the process itself by implementing
unilateral measures with similar goals—the UK and Australia’s Diverted Profit
Taxes being obvious examples. Most importantly, certain fundamental issues
were not even on the table for discussion: modifying the allocation of taxing rights
among residence and source countries and, of course, tax rates.

The partial coordination achieved by the BEPS project might even intensify
competition in other dimensions. To the extent that the BEPS project narrowed
certain profit shifting opportunities, companies may have to move their real ac-
tivities to favourable tax jurisdictions to obtain their desired tax outcomes. But
then countries may compete even harder through the tax system to attract real
activities because of the positive spillovers they can bring. Furthermore, to the
extent that countries’ ability to compete through the tax base—through no, or
weak, anti-avoidance rules—have been curtailed by the BEPS project, countries
that wish to compete may have to do so even more aggressively through their tax
rate instead.

At the time of writing there is renewed optimism towards countries’ willingness
to coordinate, even going considerably beyond the coordination achieved in the
BEPS process. The GloBE proposal mentioned in Section 4.4 is being considered,
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partly to slow down or stop tax competition among countries. Of course, if coun-
tries agree not to compete and adhere to this agreement then competition—by
definition—will be stopped. But reaching and maintaining such an agreement
requires significant political and technical challenges to be overcome. The next
section discusses this and the related reform that is currently being discussed.

5. Post-BEPS reform
5.1 Proposed reform

The goal set for the BEPS project was challenging but also politically attain-
able: making it harder for profit to be shifted to low tax jurisdictions if no real
economic activities were located there. Countries where real activities are located
could largely agree on measures to achieve this, even if, as seen above, the measures
agreed upon are now deemed not to have been sufficiently effective

Addressing dissatisfaction over the existing allocation of taxing rights is much
harder. It requires agreement amongst countries that believe they have claims to
tax the income in question. The BEPS project left this long-term issue’ open, and
it was not surprising that some countries sought further reform so soon after the
BEPS project was concluded. It was also not surprising that this arose in the con-
text of digitalization, as digitalization exacerbates and exposes even more clearly
the problems plaguing the existing system.!!!

Consensus was not reached on how to address the challenges posed by digital-
ization under BEPS Action 1. Work continued on this issue after the BEPS Final
Report was published in 2015, but an Interim Report in 2018 revealed that—
despite the opposition of influential countries—the debate had opened to include
consideration of reforming the system as a whole.!'? The outline of the proposed
reform became clearer in later documents, published in February, May, October,
and November 2019, respectively.!'® Reform is being considered under two pillars.
Pillar I consists of a change to the allocation of taxing rights to allocate more rights
to ‘market countries’; that is, where consumers—and possibly users of services
provided by some highly digitalized businesses—are located. Pillar II—the GloBE
proposal—focuses on the remaining BEPS issues and seeks to develop rules that
would provide jurisdictions with a right to tax back where other jurisdictions have

1 See Devereux and Vella (2017).

112 One group of countries argued against further reform and another, including the UK and France,
argued for reform targeting certain highly digitalized businesses. A third group, which included the US,
argued that: ‘the ongoing digital transformation of the economy, and more generally trends associated
with globalisation, present challenges to the continued effectiveness of the existing international tax
framework for business profits. Importantly, for this group of countries, these challenges are not exclu-
sive or specific to highly digitalized business models. OECD (2018c), para. 391.

13 QECD (2019a, 2019b, 2019¢, 2019d).
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not exercised their primary taxing rights or the payment is otherwise subject to
low levels of effective taxation’!'# This Pillar consists of an income inclusion rule (a
minimum tax) and a tax on base-eroding payments.

5.2 Comment

At the time of writing, these proposals are being considered by the OECD/G20
Inclusive Framework, with a view to reaching a consensus-based solution by 2020.
We do not consider these proposals at length here,!!> not least because it is not at all
clear whether any agreement will be reached, and, if it is, what it will be. We limit
ourselves to some general comments.

First, much will turn on the exact nature and detail of the agreed reform. This
will determine how the resulting system performs under our five criteria.

Second, the proposals under Pillars I and II would be overlaid on top of the ex-
isting system. This is not a proposal to reform the existing system in a coherent and
comprehensive manner. Instead, the existing system with its problems and com-
plexity will be kept in place and these reforms—which will be complex in their own
right—will be bolted on top. It is safe to predict that this programme of reform will
increase the system’s overall complexity.

Third, the proposed move towards a destination basis of taxation under Pillar
I could—in theory—bring benefits in terms of efficiency, robustness to avoidance,
and incentive compatibility, as discussed in Chapter 4. However, the move in this
direction is very partial and it is not part of a comprehensive and coherent reform.
Both these factors mean that the overall impact of this reform in practice is hard to
predict with confidence.

Fourth, Pillars I and II move the existing system in two opposite directions,
possibly simultaneously. We have set out four possible locations for taxing multi-
national companies: the residence of shareholders, the residence of the parent
company, and the origin and destination countries. As explained in this chapter,
under the existing system multinational companies are primarily taxed in the
origin countries, though may also be taxed in the location of the residence of the
parent company. The BEPS project, which embraced the value creation principle,
moved the system more firmly towards an origin basis. Pillar I would now move
the system towards the destination country, whilst Pillar IT would move it towards
the location of residence of the parent company. The combined reform would leave
the system in an even more incoherent and unprincipled state than it currently is.

114 OECD (2019b), p. 6, and OECD (2019d).
115 For comments on the ‘Programme of Work, see Schén (2019). For comments on Pillar II see
Devereux et al. (2020).
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Fifth, Pillar I seems to depart quite dramatically from the principles and policy
expounded throughout the BEPS project. Throughout this process it was explained
that ‘no or low taxation is not per se a cause of concern, but it becomes so when it
is associated with practices that artificially segregate taxable income from the ac-
tivities that generate it.!!® Pillar II is clearly premised on the view that no or low
taxation is a cause of concern.

Consider BEPS Action 5 which addressed patent box regimes. Agreement on
this action was found, first by the UK and Germany and then the other partici-
pants in the BEPS process, on the understanding that taxing revenues from IP at
the favourable patent box rate was unobjectionable as long as the revenues were
taxed in the country where the IP was developed (the ‘modified nexus approachy).
The principles underlying Pillar IT are in direct opposition to this understanding;
indeed, under these principles low taxation is per se a cause of concern even if
the income being taxed arises from real economic activity. It might be possible to
introduce carve outs for patent box regimes that comply with the modified nexus
approach, but this would not be consistent with the principle of Pillar II, and it
would threaten the robustness and integrity of the regime.

Also, as intimated in the previous comment, taxing in the location of the parent
company does not align with any reasonable notion of the ‘value creation’ prin-
ciple. This is a surprising and an apparently unprincipled volte face given the fer-
vour with which many involved in the debate repeated that taxing in the location
in which value is created is, and should be, the principle that underpins the inter-
national tax system.

Sixth, its proponents believe that Pillar IT could slow down or even stop tax com-
petition, at least for effective tax rates below an agreed threshold.!!'” However it
would require very robust and highly coordinated rules (including on a tax rate)
to be agreed universally.!'® One problem is that countries might ask for carve outs
that allow them to use the corporate tax system to support specific industries.
But—as noted above—carve outs would substantially weaken the system. A more
general problem is that Pillar IT seems inconsistent with incentive compatibility.
Countries would not have an incentive to agree to such coordination if they believe
they can gain by refusing to cooperate. Of course, arms can be twisted politically to
force (certain) countries to join, or other consideration could be offered in return
for a cooperation on this issue. However, cooperation of this kind makes it even
more important to design robust and highly coordinated rules. Otherwise, coun-
tries that have agreed to cooperate might still find ways of undermining these rules
when implementing or administering them domestically. Furthermore, incentives
to defect by leaving the agreement will remain and might be enhanced at some

116 OECD (2013b), p. 10.
117 See, for example, Englisch and Becker (2019).
118 See Devereux et al. (2020).
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point in the future by domestic economic and political considerations. It is not
clear if it is possible to design a system that can be robust to one, or a group, of de-
fectors. Overall, bringing competition to a halt and stabilizing the existing system
through Pillar IT appears to be a tall order.

Seventh, Pillar I also appears to be unstable. In future years, countries that are
currently pressing for taxing rights to be allocated to market countries may feel
unsatisfied with the allocation reached under this reform. If they believe it is in
their interest, they might reopen the allocation question or they might take unilat-
eral action to enhance their taxing rights as a market country, for example through
taxes on the revenues earned by certain businesses in their own market.

6. Conclusions

This chapter has argued that the existing system for taxing international profit is
economically ineflicient, susceptible to avoidance, extremely complex, and hence
very costly to run. Furthermore, competition continues to put downward pressure
on effective tax rates, thus threatening the system’s viability in the long run. Even
given its extensive deficiencies, simply allowing the system to waste away under the
influence of competitive forces is not a good outcome. Recognition of these defi-
ciencies should instead be followed by clear-headed and principled reform.

At the time of writing reform is in fact being considered. If this package of re-
form is agreed, much will depend on its precise design. It could potentially lead to
a system that constitutes an improvement under our criteria relative to the existing
system. On the other hand, this package of reform will be layered on top of the ex-
isting system and is thus likely to come at the expense of even more complexity.
Furthermore, countries may have an incentive to undermine the post-reform
system through unilateral action.

The long-term viability of the existing system is not guaranteed, even if agree-
ment is reached amongst countries engaged in the current process of reform. All in
all, it would be preferable to move to a more coherent and principled international
system of taxation that is not incapacitated by complexity. And it would also be
preferable to move to a system that countries acting in their own interest, have
an incentive to join, rather than undermine, through unilateral defection. We
examine two such systems in Chapters 6 and 7.
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Fundamental Reform Options

So far, this book has set out principles for the taxation of profit and described and
evaluated the existing regime. As set out in the previous chapter, the existing tax
regime is beset by problems. In response to such problems, many proposals have
been made for reform. In this chapter, we turn to examining options for funda-
mental reform.

In broad terms, there are two dimensions to designing a tax on business
profit: defining the base of the tax, and the location of the tax.! The main choices
in defining the tax base for business profit are whether to tax all income before any
deductions of the cost of finance, income after the cost of debt is deducted, or in-
come after the cost of debt and equity finance are both deducted. The last of these
would be a tax on economic rent. These distinctions were set out and discussed in
Chapter 2 and we do not focus on this issue in this chapter.

Instead we focus on the location of the tax. We introduced the principles of
choosing different locations in Chapter 2, in the context of identifying the reasons
for a tax on profit. Here we consider reasons for and against choosing alternative
locations in more detail, and partly in the context of specific proposals that have
been made; these we group together according to where the tax on profit would be
levied. In broad terms, the profit of a business could be taxed in one of four loca-
tions. First, it could—in principle, at least—be taxed in the location of the owners
of the business. A second option is the location of the parent company or busi-
ness headquarters. A third option is the location where the business undertakes its
functions and activities, or where its assets—defined broadly to include financial
assets—are held.? We refer to this location as ‘origin’ And finally, a business could
be taxed in the location of its customers. We refer to this location as ‘destination.

Each of the activities taking place in these four locations might be thought to
be necessary, but not sufficient, for the generation of profit—the initial invest-
ment by owners, management by the parent company or headquarters, all of the
functions, activities, and assets of the business, and eventually sales to third par-
ties. In principle, then, they would all also generate a nexus which would justify

! While much of the analysis in this chapter applies to all business profit, for ease of exposition this
chapter primarily refers to corporate profit, which constitutes the bulk of business profit in an inter-
national setting.

2 Technically, a multinational’s subsidiaries are taxed on the basis of their own residence as they are
taxpayers in their own right. But—as discussed in Chapters 2 and 3—we refer to a country as the place
of ‘origin’ if this is where the function and activities, or assets, of the business are located.

Taxing Profit in a Global Economy. Michael P. Devereux, Alan J. Auerbach, Michael Keen, Paul Oosterhuis,
Wolfgang Schon, and John Vella, Oxford University Press (2021). © the several contributors.
DOI: 10.1093/0s0/9780198808060.003.0004.
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the government in each location—legally and politically—to have some claim to
taxing the profit.

The specific options within each location have strengths and weaknesses. In
choosing among these options, the factors that we have in mind are the criteria set
out in Chapter 2: economic efficiency, fairness, robustness to avoidance, ease of ad-
ministration, and incentive compatibility. In some of the main proposals described
and discussed below, we explicitly address each of these five criteria. For brevity,
in other cases we do not explicitly do so, instead just focusing on the main issues
raised. In all cases, though, we highlight the key issues for each option, in the light
of these criteria.

We now turn to a discussion of fundamental options under each of the four pos-
sible locations. We begin with ‘origin’ countries. First, we consider general argu-
ments for locating taxing rights in these countries. We then consider in some detail
one commonly-advocated reform option, unitary taxation and formulary appor-
tionment. We then turn to the other possible locations: that of the parent company;
the owners; and the customers.

1. Origin country

Under the existing system for taxing corporate profit, companies are taxed pri-
marily in the third of the locations set out above: the country of origin.

1.1 Fundamentals of the origin basis

Before evaluating this as a basis of taxation, it is worth recalling a point made in
Chapter 3. A country can fall under more than one of the four possible locations
set out above. For example, a country can be both an origin as well as a destin-
ation country. If a company in country A sells goods through a shop in country
B, country B is both a country of origin and destination. The fact that country B
would tax part of the company’s profits under the existing system does not mean
that taxes are levied on a destination basis under the existing system. The tax would
be imposed by B because of the presence of the shop—a PE—and, therefore, it is
imposed on an origin basis.

Similarly, the country where a parent company is located can also be an origin
country. Under an origin basis of taxation, the country where a parent company is
located may tax part of the profit of the multinational because the entity there—
which happens to be the parent company—carries out functions and activities and,
possibly, holds assets. The parent company is thus treated like any affiliate within
the multinational group under an origin-based tax. This should be distinguished
from the second option set out above, where the profit of the multinational is taxed
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in a particular country specifically because the parent company is located there.
Under a pure form of the second option, the country where the parent company is
located would tax a multinational’s worldwide profit on an accruals basis.

We have been very critical of the existing international system. But to assess the
possibility and desirability of moving towards a better structure within an origin-
based system, we should distinguish problems that arise inevitably in an origin-
based system from the more specific problems of the existing system.

1.1.1 Origin and the separate entity approach

An origin-based system can be implemented using a separate entity approach,
as under the existing system. But it can also be implemented using a unitary ap-
proach, as explained below. The problems inherent in the separate entity approach
are not, therefore, an inevitable feature of an origin-based system.

Similarly, it is also worth noting that some problems within an origin-based
system employing the separate entity approach are inevitable, but others, found in
the existing system, are not. In any system in which profit is to be allocated amongst
one or more affiliates of a multinational, there have to be rules which govern that
allocation. The key approach of the existing system is that the allocation is based
on the value of transactions between two members of a multinational group. As
set out above, this is done under the principle of arm’s length pricing. An inevitable
consequence of this approach is that differences in tax rates among jurisdictions
will create an incentive for the multinational group to manipulate the prices used
in those transactions to reduce its overall tax liability. Policing this within-group
trading is likely to create complexity and higher costs of administration.

But other problems of the existing system do not arise inevitably in origin-based
systems employing the separate entity approach. Rather they depend on the dif-
ferent treatment of ‘active’ and ‘passive’ income. Important examples of these prob-
lems are the treatment of royalty payments, licence fees, and interest from one
part of the group to another. The fact that these flows generally receive relief in
the country in which they are paid and are taxed in the country in which they are
received creates significant incentives for groups to hold intangible assets in, and
to lend from, low-tax jurisdictions. But this is not an inevitable part of taxing the
multinational group on an origin basis following the separate entity approach. It
may therefore be possible to conceive of reforms that leave taxation still broadly
in the origin countries using the separate entity approach, but which do not suffer
from all of the problems of the existing system. For example, one relatively easy way
to combat profit shifting through the use of internal debt would be simply to deny
relief for within-group interest payments, or to levy an equivalent withholding tax.?

3 Dealing with ownership of intangibles is more difficult. Under an origin approach, profit arising
from ownership of an intangible asset would be attributed to the country where that asset was created.
Suppose it was created in country A, and the intangible asset was then sold to a subsidiary in country B
for a fair price, with tax paid in A on the gain made from the sale. Then there would be no need to levy
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But origin-based taxation need not employ the separate entity approach at all.
A much more radical approach to origin-based taxation would be to avoid al-
together basing the allocation of taxable profit between countries on the value
of transfers between them. A unitary taxation and formulary apportionment
method would instead divide the worldwide profit of the multinational group
among countries on the basis of some agreed formula incorporating measures of
the degree of local origin such as ‘assets’ or ‘payroll. Avoiding the need to value
transactions between members of a multinational group clearly would have con-
siderable advantages in terms of complexity and probably profit shifting. As a re-
sult, this proposal has received considerable attention, most prominently in the
Common Consolidated Corporate Tax Base (CCCTB) proposals of the European
Commission.* This is clearly an important option for international reform, and we
therefore discuss it in more detail below.

1.1.2 Fundamental inefficiencies under the origin principle

Some problems are, however, inevitable under origin-based taxation. A broad
problem with allocating taxing rights on an origin basis—whatever the precise
system of doing so—is the incentive it gives businesses to move functions and ac-
tivities, or assets, to low tax countries. This in turn gives countries an incentive to
compete with one another.

Trade-offs arise between profit shifting on the one hand, and distortions to real
economic activity and tax competition amongst countries on the other. If busi-
nesses can shift profit from countries where their real activities are located to low
tax jurisdictions, then their incentives to move their real activities are reduced.
Suppose, however, that the existing system could be reformed to significantly
minimize the shifting of profit to low tax jurisdictions or suppose a formulary ap-
portionment system could be introduced which also largely prevented such profit
shifting. In these cases, differences in tax rates (and possibly tax bases) among
countries may induce real economic activity to move instead. If real economic ac-
tivity moves purely in response to tax differences, then this is a tax-induced distor-
tion which is likely to create a welfare cost to the business and society at large. For
example, production may move from a low cost location to a high cost location if
the latter has a lower tax rate. Increasing the likelihood of moving real economic
activity also seems more likely to stimulate tax competition amongst governments.

An example arises in the context of the BEPS Action Plan. Under the previous
set of rules, it was possible to shift intangibles to a low tax jurisdiction without the

further tax on the royalty income subsequently received in B, since the underlying value would already
have been taxed in A. But if the ownership was shifted to B without tax being paid in A, then in principle
A would need to tax the subsequent royalty income arising in B.

* For similar proposals see, for example, the Independent Commission for the Reform of
International Corporate Taxation (ICRIT) (2018).
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need to create a fully-fledged business activity there. Under the new rules, how-
ever,’ the allocation of royalty income to the subsidiary in the low tax jurisdiction
requires moving personnel in order to exercise ‘control’ over the intangibles.

These types of problems seem inevitable if we aim to allocate a multinational
group’s profit on an origin basis. They therefore create a powerful reason for con-
sidering alternative locations for the taxation of profit. But in general, the costs
arising from driving away economic activity must be set against the costs imposed
in any other system that might be considered. Conversely, the benefits of any im-
provement in economic efficiency and reduction in avoidance must be set against
any new costs that are introduced by a reform, as well as the costs of transition. We
should therefore also consider arguments for nevertheless keeping at least some
part of the tax base on an origin basis. We consider four such arguments.

1.1.3 Origin and the benefit principle

First, perhaps the most powerful rationale for taxing profit on an origin basis is that
the economic activity makes use of publicly provided goods and services in that
jurisdiction. The benefit principle—as set out in Chapter 2—would imply that the
recipient of those goods and services should make some contribution to the costs
of their provision. That does not necessarily imply that the business itself should
make a contribution; for example, in principle a contribution could be required
from anyone that benefits from the business—that could include the owners, em-
ployees, customers, and suppliers. But it would generally be much more convenient
simply to levy a charge on the business itself.

The main counter-argument to using profit as a base for such a contribution is
that, as noted in Chapter 2, there is not necessarily a correlation between the use
of publicly provided goods and services by the business and the profit generated by
the business; and this would be true even if there were no problem in identifying
where profit was located. The benefits of publicly provided goods and services as-
sociated with economic activities in any jurisdiction are many and varied; as well
as the use of infrastructure, the business may benefit from, for example, the rule of
law, or the education and health provision for its workforce. So actually identifying
the value of the benefit associated with economic activities in any jurisdiction
would be extremely difficult in practice.

If the aim is to make a reasonable charge for publicly provided goods and serv-
ices, a question that arises is whether there could be a base for such a charge that is
more amenable to measurement than the contribution of the activity taking place
in that jurisdiction to the worldwide profit of the business. Possibilities could in-
clude, for example, the value of the assets used in that jurisdiction, or the number
of employees or their total remuneration. These are factors that are typically used

5 See OECD (2015c¢).
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in formulary apportionment systems. And some—such as remuneration—are al-
ready typically the base of other taxes.

The point of considering such an alternative tax base here is not that these meas-
ures are closely correlated with profit earned in that jurisdiction; rather it is that
they may arguably provide a reasonable, if ad hoc, way of charging a fee for pub-
licly provided goods and services. But, of course, they also have problems. Any tax
charge based on the volume of economic activity which varies amongst countries
may affect the allocation of those economic activities among countries. So, even
if we can potentially avoid the problems of profit shifting associated with a tax on
an origin basis, it is unlikely that we could avoid distortions to the location of real
economic activity.

1.1.4 Origin and ability to pay

A second argument for maintaining a tax on an origin basis might be as a pro-
tection for the domestic personal income tax. This is an ‘ability to pay’ argument,
also set out in Chapter 2. There are two elements to such personal income: income
which might be regarded as remuneration for labour, and capital income. The basic
idea here has been discussed in Chapter 2: if there were no separate business-level
tax on profit, then (a) there would be an incentive for an employee to trade as a
business, so that her labour income was not subject to personal income tax; and
(b) the capital income of an individual represented by retained earnings in a busi-
ness would not be taxed, at least as it accrued. Here we focus on the location of the
profit generated by cross-border activities of a business.

As set out in Chapter 2, the first of these problems arises when the owner of a
company also provides an input of labour, so that the distinction between the wage
and profit earned is blurred. A typical corporation tax helps to counter the incen-
tive to declare labour income as profit, since the profit would be subject to corpor-
ation tax—depending on the relative tax rates there may be an incentive to declare
income as wage or profit. Neutrality in tax rates between these two sources of in-
come is difficult to achieve, partly because income declared as profit may be taxed
again as a dividend, or as a capital gain, in the hands of the shareholder. But, given
the possibility of retaining profit in the company, a corporation tax at a rate that
does not exceed the personal income tax rate would reduce the incentive to declare
income as profit rather than labour income.

The key question for our purposes here is whether the need for corporation tax
to counter the incentive to declare income as profit implies a particular location for
the taxation of profit. In general, the owner will compare the taxation of a possible
wage with the taxation of a possible profit; this does not necessarily imply that both
the wage and the profit need to be taxed in the same jurisdiction. However, from
the perspective of the government of the owner’s place of residence, it is natural for
that government to ensure an appropriate incentive by taxing profit, as well as the
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wage, in its own jurisdiction. This is clearly satisfied by an origin-based tax. But
taxes in other locations may achieve this as well.®

The second of these two problems would be best addressed by a tax levied in the
place of residence of the shareholders. This is because personal income taxes—to
the extent that they tax capital income at all—typically tax the worldwide capital
income of domestic resident individuals. A tax that is a useful proxy for such a
personal income tax would ideally also have that property. That is clearly not the
case under an origin-based system, since a shareholder in country A who owns a
company making profit in country B would not, in general, be taxed in A on profit
accruing in B. Below we consider whether such a tax is feasible. For now, we simply
note that, in the presence of cross-border investment, an origin-based corporation
tax is not a very good proxy for a personal income tax on capital income.

1.1.5 Taxexporting

A third argument for maintaining a tax on profit on an origin basis is that the ul-
timate cost of the tax may at least partly fall on non-residents; this is known as ‘tax-
exporting’ This is clearly a consideration for national governments acting in their
own interest, rather than a consideration for the world as a whole. It is perhaps most
likely in the case where the tax is effectively borne by shareholders; that is, if a com-
pany in country A is owned by shareholders in country B, then any tax imposed in
A might reduce the net income of those shareholders in B. Other things being equal,
that would improve the welfare of A’s residents at the expense of Bs residents.

We should be clear, though, that the extent to which this may happen depends
on market conditions and on the nature of the tax itself. As discussed in Chapter 2,
in the standard economic model in which A is a small open economy and where
capital is mobile and labour is immobile, a tax in A would push up the required
rate of return in A until the post-tax rate of return to shareholders in B would be
unaffected; only then would the investors in B continue to invest in A. In this case,
the tax would actually be borne by the labour force or other immobile factors (such
as land) in B.” But there are other possible cases. The opposite would occur if the
company generated an immobile economic rent and the tax base in A was only
that economic rent. If the company aims to maximize economic rent, then the
tax should have no effect on the prices which it charges or pays to its suppliers,

¢ For example, the Destination-Based Cash Flow Tax set out in Chapter 7 also has this property. The
choice for an owner who also worked for a company would be to declare, or not declare, income as a
wage. Ifit is declared as a wage then it would be subject to personal income tax and be deductible at the
domestic corporation tax rate. If it is not declared as a wage, then there would be a reduction in allow-
ances for corporation tax, the value of which would again depend on the domestic corporation tax rate.
The incentives under the Residual Profit Allocation by Income set out in Chapter 6 are more complex,
since any reduction in the amount declared as a wage would reduce the mark-up for routine profit and
raise the residual profit; incentives may then depend to some extent on tax rates in other jurisdictions.

7 See Gordon (1986).
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including wages. In this case, the tax should indeed fall on the shareholders in B.3
In general, it is likely that at least part of the cost of an origin-based tax on profit
would fall on the shareholders, and A can export part of its tax burden if share-
holders in its companies include non-residents.

1.1.6 Location-specific rents

In principle, it might be possible to identify and tax only that profit that could not
be earned elsewhere. We discussed in Chapter 2 the notion of location-specific
economic rent which in principle the government could tax away without
inducing the business to move the activity elsewhere. In principle, this could in-
clude both pure rents and quasi-rents (income from ‘sunk’ investments). Some
have advocated taxation in the origin country by reference to such location-
specific rents.’

However, as we noted there, this idea is not easily compatible with a general
corporation tax. If there was a general origin-based tax on economic rent, but only
some economic rent was location-specific, then the tax would still be expected
to drive away some economic activity. This is similar to the usual problem that
an origin-based tax on profit can be expected to drive away economic activity. In
the end, countries would have to consider a trade-off between the benefits of add-
itional revenue from taxing economic rents that were more location-specific and
the costs of driving at least some economic activity elsewhere.

1.1.7 Transition costs

Another argument for maintaining at least some element of an origin-based
system is that we currently have one; moving away from this would give rise to
transition costs. It is possible that these costs might be greater than those asso-
ciated with the problems of profit shifting and distorting the allocation of real
activity which characterize the existing system—even though these latter costs
are likely to be permanent while transition costs are a one-off. However, even if
we maintained an origin-based system, we would propose that it needs to be re-
formed. The important question is then the size of transition costs from the ex-
isting system to any potential new system. Maintaining some element of an
origin-based system may keep transition costs lower, but this depends on the
nature of the reform and the alternative possible reforms. Our proposal for a
Residual Profit Allocation by Income in Chapter 6 is intended to address the key
existing problems with profit shifting and to reduce economic distortions, whilst
still partly in the context of an origin-based tax. However, as a general matter, to
the extent that a tax is levied on an origin basis it is likely to continue to affect the
location of real economic activity.

8 See Auerbach and Devereux (2018).
° See, for example, Kane (2016); Shaviro (2019); and Schén (2019).
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1.2 Unitary taxation and formulary apportionment

We now turn to consider the principle alternative approach to the existing system
for taxing profit in a way that is consistent with an origin principle, the commonly
advocated approach of unitary taxation and formulary apportionment.'? The idea
here is in principle to assess the worldwide profit of a business, and then to allocate
shares of that profit to individual countries on the basis of a formula. If that for-
mula broadly reflects where the economic activity of the business is located then
we might think of this also as a form of origin-based taxation.

1.2.1 US Practice, the OECD approach, and the CCCTB project

Formulary apportionment has been on the agenda of international tax reform for
many decades.!! The basic approach used in formulary apportionment is to iden-
tify the total taxable profit of a single multinational business arising in a number
of jurisdictions using a broadly common definition of profit, and then to allocate a
share of the total profit to each jurisdiction based on the location of particular fac-
tors, traditionally the assets, workforce, and sales of the business. Each jurisdiction
then applies its own tax rate to its allocated share of total profit.

This approach is used at the level of state taxation in the US as the inter-state
allocation of the corporate tax base is performed on a formulaic basis treating cor-
porate groups as a single unitary enterprise.!? In the US the rules on the measure-
ment of profit for taxation are broadly common, being largely derived from the
set of rules governing the federal corporate income tax. However, each state is en-
titled to apply its own formula for allocation. These formulae were initially based
on anumber of factors. By 1978, forty-three out of forty-five states had adopted the
three-factor formula consisting of assets, labour force, and sales.!® But the leeway
granted to states on what formula to apply has consistently led both to taxing the
same profit in more than one state, and also to tax competition which is barely
constrained by the US Constitution.'* Over the years—and consistent with one of
the main themes set out in this book—this competition has led to an ever stronger
tendency to move the formula towards the ‘sales factor’—that is, taxation on a des-
tination basis—which avoids taxation in the origin state. In 2019, out of forty-six
states that implement a corporation tax, thirty-seven use only sales in their alloca-
tion formulae.!

10 Tn this section, we refer to this approach simply as formulary apportionment’

1" See, for example, Bird and Brean (1986). For a recent collection of articles on formulary apportion-
ment see Krever and Vaillancourt (2020).

12 See Hellerstein et al (2016).

13 See Hellerstein (2018).

14 See US Supreme Court in Comptroller of the Treasury of Maryland v. Wynne, 135 S. Ct. 1787 (2015),
aff’g sub nom., 64 A.3d 453 (Md. 2013), and Knoll and Mason (2017).

15 US Federation of Tax Administrators (2020); Suarez Serrato and Zidar (2016), Figure 3, show the
evolution towards sales apportionment across the years 1980, 1990, 2000, and 2010.
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Many commentators have argued for an extension of formulary apportionment to
the international arena.'® However, the OECD has consistently rejected the concept in
order not to endanger its precarious ‘consensus’ for the arm’s length pricing approach,
but also because it has traditionally rejected the notion that the transfer pricing meth-
odology is in the deplorable state that critics claim.!” Neither the UN nor the IMF have
advocated a formulary apportionment approach either. However, the OECD has em-
braced a limited influence of formulary elements on the ‘evolution’ of the arm’s length
standard.!® In its most recent draft guidance on the ‘profit split, the OECD has inte-
grated a formulary approach into the world of separate accounting and arm’s length
pricing:'” when there is a highly integrated value chain involving hard-to-measure
unique contributions (e.g. intangibles) by separate entities within the group, a ‘trans-
actional profit split’ is advised. This involves profit being split between locations based
on ‘profit splitting factors?® which are largely the same as the traditional factors ap-
plied under formulary apportionment. Still, there remains a difference between an all-
embracing concept of formulary apportionment covering the whole corporate group
and its activities at large and a transactional approach which limits the impact of factor
attribution to individual transactions. However, significantly, such an approach is
being considered at the time of writing. The OECD's Pillar I proposal that is being con-
sidered by the Inclusive Framework has an element of formulary apportionment.?!

A major reform proposal for grand-style formulary apportionment has been put
forward by the European Commission: the ‘Common Consolidated Corporate Tax
Base’ (CCCTB). Starting in 2001,%? the European Commission worked on this pro-
ject for a decade and produced a fully-fledged draft directive in 2011. Since then,
two major developments impacted their work. First, it became clear that not all
Member States of the European Union were willing to support this proposal.?® It
was then referred to the ‘enhanced cooperation’ procedure under which a limited
number of Member States is entitled to enact a European directive having effect
only for this group of countries.?* Second, the nature of the CCCTB was shifted
from a voluntary instrument (under which multinational firms would be per-
mitted to choose whether to employ the CCCTB or to continue with the current
system) to a mandatory instrument (which is intended to reduce the leeway for

companies to allocate corporate profits at will within the European Union).?

16 See, for example, Avi-Yonah and Benshalom (2011) and Picciotto (2016). Others disagree—see,
for example, Fleming et al (2014). See also Krever and Vaillancourt (2020).

17" OECD (2017a).

18 Although it is debatable whether formulary apportionment could ever be described as ‘arm’s
length’

19 OECD (2018d).

20 OECD (2018d), Section C.5.1.

21 OECD (2020).
European Commission (2001).
Tax directives in the EU can be passed only with the unanimous agreement of all Member States.
See Vella and Yevgenyeva (2016).
European Commission (2015).
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This is the baseline for the most recent proposal which was published by the
Commission in mid-2016. The proposal aims at a two-step procedure. In a first
step, the rules on measuring taxable profit would be harmonized for all entities
that are part of a corporate group above a threshold of a consolidated turnover of
€750 million. This first step might be useful to reduce compliance costs, to reduce
the possibility of arbitrage of differences in tax rules across countries by multi-
national companies, and to prepare the field for further integration. But it would
not affect fundamentally the allocation of profits among business units and taxing
rights among countries. In a second step, there would be full consolidation within
the EU of profits and losses of the multinational group, with the overall profit being
allocated to jurisdictions under a formula composed of fixed assets, payroll or
number of employees, and sales.

1.2.2 Evaluation of formulary apportionment

1.2.2.1 Definitional issues

Formulary apportionment has the support of many commentators on international
tax issues. Does it meet the criteria which we outlined in Chapter 2? Below we as-
sess formulary apportionment against these criteria. We do not explicitly focus
on the European Commission’s proposal but consider the idea more generally. In
doing so, we must also distinguish the case in which there is a universal adoption
of formulary apportionment from the case in which only a group of jurisdictions
adopt it. Clearly, even if all EU Member States adopted the CCCTB, this would still
represent only partial adoption globally.

Before explicitly evaluating formulary apportionment against the criteria, it is
worth discussing two general points which affect the evaluation under more than
one of the criteria.

The first is the nature and definition of a multinational business. Formulary ap-
portionment presupposes that there is a clear-cut division between independent
businesses and integrated groups. This assumption is far from evident.?® There are
many mixed situations, for example, when individual subsidiaries have to comply
with the interests of minority shareholders or when two separate multinationals
engage in joint venture companies. Against this background, the legislator has to
decide which entities qualify as a member of the ‘group’ for the purpose of con-
solidation under the new tax system. This would probably be based on ownership,
rather than the level of integration. For example, the European Commission pro-
posed a two-pronged test: 50% of voting rights and 75% ownership rights. Such a
‘bright line’ distinction effectively invites businesses to organize their affairs to be
just on the more favourable side of the line.

26 This criticism also applies, albeit with less force, to the Residual Profit Allocation by Income
(RPAI) proposal set out in Chapter 6. It has less force in that context since in that case the formulary ap-
portionment applies only to a limited type of costs—non-allocable costs.
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Such a test has little or nothing to do with economic integration. The economic
reality is that there is a whole spectrum of commercial arrangements between full
integration and independent action. In recent times, more and more successful en-
terprises have set up highly integrated business models including routine manu-
facturers which operate outside the common control of the corporate group. In
these cases, businesses reduce their own functions to head office, research and de-
velopment, branding, and distribution (these have been called ‘factoryless goods-
producing firms’).?” With formulary apportionment, there may be a distinct tax
advantage to incorporating—or not incorporating—these routine contributions
into the multinational group. We discuss this further below in the context of eco-
nomic efficiency.

The second general point relates to the apportionment factors. How should
these be chosen?? The traditional approach may seem to be a rough and ready way
of identifying different factors affecting profitability and allocating some taxable
profit to jurisdictions hosting these factors. But it is worth noting that the trad-
itional factors are very different from the factors that implicitly determine the al-
location of profit under the current system. Most obviously, the traditional OECD
framework gives no role to the destination of sales, yet that is increasingly the most
important factor for state level taxes in the US.? By contrast, the location of intan-
gible assets plays a very significant role in the allocation of profits under the existing
regime, but is entirely absent from the traditional formulary allocation factors. Of
course, there are good reasons why intangibles are excluded from the traditional
factors: both their value and location are very difficult to determine. Yet it could
be argued that the jurisdiction where high-value intangibles are created but not
shown in the books and in the formula will lose out to jurisdictions where highly
staffed production units perform routine functions with high capital investment
and limited returns on capital, or where sales are undertaken at low margins. Then
again, under the existing regime countries where high-value intangibles are cre-
ated could also lose out to low tax jurisdictions if intangibles are transferred there.

More generally, the question arises whether formulary apportionment sys-
tems can allocate profit in proportion to the profit earned or value created in
each country. Critics of formulary apportionment systems partly dismiss it on
the ground that it fails to do so**—even if some proponents of the system put this
forward as their goal.>! The better view is that numerous factors contribute to the

27 See Bernard and Fort (2015).

28 On this point see the discussion in Agundez-Garcia (2006).

2 Although, as discussed in Chapter 3, a move in this direction is being discussed at the OECD’s
Inclusive Framework at the time of writing.

30 See, for example, OECD (2017a), paras 1.25 and 1.29.

31 See, for example, CCCTB Working Group (2006) and Picciotto and Bertossa (2019). The principle
adopted by the EU Commission for its CCCTB proposal, for example, is to ‘assign[s] a proportionate
share of the company’s or associated companies’ corporate tax base to the state by reference to a factor
or factors that reflect (or are deemed to reflect) the underlying income-producing activities within the
state’
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profit of a business and it is hard, even impossible, to reflect their contribution in
a formula of general application.*? In general, we do not believe that systems for
taxing business profit in an international setting should be judged on whether they
allocate profit in proportion to value creation.*® Hence formulary apportionment
systems should not be criticized on these grounds. A better method to evaluate
formulary apportionment—and indeed any system—is to ask whether it satisfies
reasonable criteria for the evaluation of taxes on profit in an international setting.
We now address this.

1.2.2.2 Economic Efficiency

There are at least two ways in which a formulary apportionment system could af-
fect business location decisions, even in the case in which all countries agreed to
move to a formulary apportionment system, and used the same definition of the
tax base, and the same allocation formula. First, and most clearly, if any of the fac-
tors used reflects the economic activities of the business—whether production,
finance, management, marketing, research and development, or any other factor—
then locating that activity in a lower taxed country would tend to reduce the overall
tax liability of the business.** In this sense, formulary apportionment would still
primarily be an origin-based tax, and as such, differences in tax rates between jur-
isdictions would affect location decisions.

More subtly, using the destination of sales as a factor may also affect location
decisions, if the sales are to mobile businesses. If business A purchases materials
or intermediate products from business B, and B’s tax depends on the location of
the sale—in effect the location chosen by A—then A may be able to reduce B’s tax
liability, and hence potentially the price paid by A, by locating in a lower taxed
jurisdiction.’ This effect reinforces the first effect; both induce A to locate its pur-
chasing activities in a lower taxed jurisdiction.

Whether the distortion to location decisions would be greater or worse than
under the current system would depend on the economic circumstances of each
case.*® But under formulary apportionment, these distortions are aggravated by

32 See, for example, Hellerstein (2005); Hines (2010); and Vella (2020). Hines” empirical study on this
issue led him to conclude that, based on the data used, traditional formulae ‘significantly misattribute
income, since employment and other factors in which they are based do a very poor job of explaining a
firm’s profits. For example, the magnitude of property, employment and sales explains less than 22% of
the variation in profits between firms’ Hines (2010).

33 Hellerstein (2005) and Vella (2020).

34 Gordon and Wilson (1986) demonstrated that for a three-factor formula based on the location of
property, payroll, and sales could be examined as, in effect, three forms of distortionary taxation. See
also Riedel (2010).

3 This problem also affects the RPAI proposal described in Chapter 6, but not the DBCFT proposal
described in Chapter 7.

3% In a simulation model that examines the allocation of capital under both separate accounting
(SA) with profit shifting and various versions of formulary apportionment (FA), Altshuler and Grubert
(2010) find that ‘even when we assume a great amount of shifting under the current system, FA does not
seem to have any notable advantage over SA. FA causes a greater widening in the disparities in marginal
effective tax rates that result from tax differentials across countries” (p. 1166).
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other factors. For example, it may be advantageous for a business to over-invest
in a low tax jurisdiction, in order to get the benefit of a higher allocation of its
profit to that jurisdiction. A highly profitable R&D company resident in a high tax
country might be induced to acquire shares in a routine manufacturing firm in a
low tax country in order to allocate as much profit as possible to the low tax juris-
diction. Examples could also be given where it would be more profitable to break
up a multinational business in order to reduce the aggregate tax liability. Other fac-
tors reflect the scope of the multinational, as outlined above.*” This holds particu-
larly true for the asset factor and the labour factor as the location of the underlying
assets and employees can easily be influenced by the group management. Such a
move might drive down the tax burden on profits which are effectively ‘generated’
in a high tax country.?®

Neither would a formulary apportionment system necessarily treat similar
businesses in the same way. Suppose business A in country A and business B in
country B were competing to purchase another business C in country C. The tax
rate faced by A and B on the profits subsequently earned in C would generally de-
pend on the tax rates in countries A and B, as well as on the ratio of profit to the
factors included in the formula. The same applies to the case if A and B were com-
peting to sell to consumers in country C—even if the only factor were based on
the destination of sales. For example, if A had 99% of its sales in C, whereas B had
only 1% of its sales in C, then a marginal increase in sales in C would be taxed at a
different rate for A and B.

Again, though, this does not necessarily imply that these distortions are greater
or smaller than under the current system. That would depend on the circumstances
of the individual case: in any particular case, the distortions could be greater or
smaller. But this does mean that there is not a prima facie case for a formulary
apportionment system based on economic efficiency, even in the case where the
system was agreed by all countries.

If only a group of countries introduced formulary apportionment, then the dis-
tortions to location and ownership decisions are likely to be even greater. That is
because there could be examples where a business would be taxed on its profit in
more than one country. For example, a business producing outside the formulary
apportionment group of countries would pay tax on its entire profit in the origin
country; if it sold into a country using formulary apportionment and including
sales as a factor, then it could also be liable to tax in the market country. A high ef-
fective tax rate overall could create a powerful incentive to switch location. Similar
considerations would arise if—as for US states—all countries operated a formulary
apportionment system but differed in the factors used to apportion profits.

37 See IMF (2014), para. 69.
3 These examples may also be taken to reflect opportunities for avoidance.



ORIGIN COUNTRY 145

1.2.2.3 Fairness

The basic structure of the tax base would not change under formulary
apportionment—at least any change in the tax base would not be a necessary fea-
ture of the tax. The key difference from the existing system is rather the allocation
of taxing rights among jurisdictions. So from the taxpayer’s perspective, apart from
the possible incentive to shift real activities, the key difference is the possible re-
striction in tax planning opportunities and saving on compliance costs, both dis-
cussed below. Any restriction in planning opportunities may result in more tax
being paid; this may be more in line with what governments intended in setting a
tax on business, although for the reasons set out at length in Chapter 2 it is not clear
whether this would be more or less ‘fair’* For this reason, or simply because of the
different allocation of profit across jurisdictions, a taxpayer may face a difference
in the effective rate applied to the consolidated profit, and the ultimate incidence
may also change.

The more significant effect from a fairness perspective is that the allocation of
taxable profit among countries would likely be different under formulary appor-
tionment. Exactly how it would be different would depend on the factors used in
the allocation: using the destination of sales would favour market countries while
ignoring intangible assets would reduce the share of taxable profit going to coun-
tries where such assets are owned (which may or may not be the countries where
research and development takes place). Either of these factors—a greater allocation
to market countries, and a smaller allocation to where assets are owned—might be
taken to represent a fairer allocation than the existing system. However, again as we
have argued in Chapter 2, it is also difficult to identify what would be a fair alloca-
tion among countries.

1.2.2.4 Robustness to avoidance

Many proponents of formulary apportionment do not emphasize its benefits with
respect to economic efficiency or fairness. Rather they emphasize the benefits with
respect to avoidance and the costs of implementing the tax. In these dimensions,
formulary apportionment certainly has advantages.

Key problems of the current system involve locating valuable intangible assets in
low tax jurisdictions, within-group lending from such jurisdictions, and the diffi-
culties in determining an appropriate price at which members of a group transact
with each other. If all countries adopted the same formulary apportionment
system, this would at one stroke do away with such problems. In this case, only the
consolidated taxable profit would be relevant. There would simply be no benefit
from making taxable profit appear in one affiliate or another. Since the allocation

3 It might be argued that formulary apportionment is also more likely to achieve a single level of tax
on business profit. However, we have argued in Chapter 2 that this is less important than the overall ef-
fective rate levied.
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of profit among countries would no longer depend on the value of transactions
within a multinational business, the entire set of transfer pricing rules which sup-
port the existing allocation of profit across countries could therefore be scrapped.
This would undoubtedly be a major benefit of a common formulary apportion-
ment system. Any formula which largely relies on payroll, real assets, and/or sales
therefore virtually excludes low tax jurisdictions where no real economic activity
takes place from participating in the global tax base. Intra-group games relating
to the allocation of debt or the choice of specific transfer prices which make profit
shifting and base erosion possible under current rules would largely disappear.*

That does not mean that there would be no tax avoidance however, even with
a common system across countries. That would remain possible, for example, by
manipulating which aspects of the business are consolidated. As noted above,
moving from one side of the threshold for consolidation to the other may affect
the overall tax liability of a group of integrated businesses, as would routing sales
through an independent distributor located in a low tax country, thus manipulating
the sales factor. Other strategies may be devised.

But, beyond this, greater problems may arise when the system is not common
across all countries, either because some countries maintain a conventional
system, or the definition of the tax base , or the allocation formula, differs among
countries.*!

Suppose a group of countries introduced a common formulary apportionment
system. There are two main options for these countries. The first option—Option
A—allocates the profit earned by a multinational within the participating group of
countries. The allocation of profit to each participating country is in proportion to
its share of specified factors within that group of countries. For example, under a
traditional three-factor formula, the profit allocated to each participating country
is proportionate to its share of assets, labour, and sales in the participating coun-
tries as a whole.

Under Option A, one needs to establish how the profit consolidated within
this group of participating countries would deal with transactions with the
multinational’s affiliates outside this group of countries. The current approach
could be used for such transactions; this is what is envisaged in the European
Commission’s CCCTB proposal, for example. But if this is the case, then many,
if not all, of the current opportunities for avoidance would continue. Suppose
there remain low tax jurisdictions outside the formulary apportionment group.
Then there would continue to be an incentive to locate valuable intangible as-
sets in those jurisdictions, and to undertake within-group lending from them.
These opportunities for planning would be closed down only within the group of
countries, not outside it. Shifting profit outside the countries adopting formulary

40 For further discussion, see IMF (2014), para. 67.
41 For further discussion, see Schon (2007).
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apportionment may still be possible. This could seriously undermine the advan-
tages of becoming a member of a group of countries introducing a common for-
mulary apportionment system.

The second option—Option B—is that a group of countries (or a single country)
could implement the formulary apportionment system independently of the rest of
the world. That is, any single country—call it X—could implement a formulary ap-
portionment system independently. It would define the tax base of a multinational
company as a share of its worldwide profit, where that share is country X’s propor-
tion of whatever factors are in the apportionment formula. Country X could define
profit using its own rules, or it could simply rely on international accounting stand-
ards, and use the multinational’s consolidated group profit. Implementing such an ap-
proach would not require valuing any transactions of the multinational. In addition,
for example, if the formula was based on assets, labour income, and sales, it would
simply require information on the aggregate of each of these in country X and in the
whole world. Option B would certainly be more robust to tax avoidance strategies
than Option A. Such a system would also appear to be much more straightforward to
implement than the existing system.

Of course, either approach would move decisively away from a system aimed at
sharing worldwide profit in an agreed way, whether by arm’s length pricing or by
worldwide formulary apportionment. If all other countries maintained their existing
system, then it is very likely that some of the multinational’s profit would be taxed
twice—by X and another country—or not at all. We have argued in Chapter 2 that
the principle of single taxation should not be a key determinant in designing an inter-
national tax system, but the differences in the overall effective tax rate faced by a multi-
national on its different activities are likely to lead to economic inefliciencies.

1.2.2.5 Ease of administration

The second main advantage of formulary apportionment is closely related. Neither the
taxpayer nor the tax authority would need to identify profit earned in any particular
jurisdiction. As a result, the relevance of concepts such as ‘ownership, ‘contracts, ‘risk,
and ‘funding’ would be greatly diminished under formulary apportionment. This is
the second and related reason why many commentators regard formulary apportion-
ment as offering a convincing alternative to the world of separate accounting and arm’s
length transfer pricing. Formulary apportionment requires a consolidation of the in-
dividual accounts of all entities belonging to a corporate group, thus doing away with
the need to deal with the key factors in the OECD transfer pricing guidelines.

These benefits depend on there being a uniform—or near uniform—tax base; if
different countries used different definitions of taxable profit, then they would—
in principle, at least—each need to identify a separate measure of worldwide
consolidated profit.*? In this case, there could be significantly higher compliance

42 This issue also arises in the context of the RPAI proposal in Chapter 6.
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costs—relative to a uniform tax base—for multinational businesses that would be
required to file different tax returns and income statements with regard to their
worldwide profits for each individual country and its tax authorities.

If there is less than universal adoption of a common formulary apportion-
ment system, then these benefits would depend on whether Option A or B, set out
above, is followed. The benefits should follow if Option B is followed. However, if
Option A is followed then the benefits would be greater the larger the size of the
group adopting the agreed formulary apportionment system. Tax authorities in
the adopting group of countries would need to maintain a system which identifies
whether profit is earned inside or outside of the group of countries. Multinational
companies would probably be present both inside and outside the common for-
mulary apportionment area, and so tax authorities would continue to have to cope
with the overlap and arbitrage options between the old regime (separate accounting
and transfer pricing) and the new regime (consolidation and factor formula).
Multinational groups would have significant leeway to structure their intra-group
activities and entities in order to live in the ‘best of both worlds. Whether the bene-
fits in terms of reduced compliance and administration costs would be outweighed
by this effect would depend on the precise rules implemented and hence on the
opportunities for tax planning.

A further advantage of the system is that, within the adopting group, only one
tax authority would need to be responsible for auditing the tax return of an in-
dividual taxpayer. In principle, that could be a separate tax authority acting at a
supra-national level. In practice (and as envisaged by the European Commission)
it would be more likely to be the tax authority of one of the members of the group
of countries implementing the system. However, that requires a high level of trust
within the group; tax revenue in country Y would depend on the competence of
officials in country Z. The officials in Z could well have little incentive to protect the
tax base of country Y.

A related issue is the need to monitor the definition of the tax base. In most
countries there is continual development of the definition of the tax base to
combat planning and avoidance and to correct aspects that do not work well. It
is likely that this need to develop the tax base would have to continue in some
form. There would therefore need to be some mechanism within the adopting
group to allow for agreement of such developments, and to ensure that coun-
tries that may lose out from the proposed change are not able to block it without
good reason.

A final, and important, issue of implementation is the extent to which the cur-
rent treaty network would become redundant. This depends both on the territorial
and the personal scope of the formulary apportionment system. The treaty net-
work would have to be applied (in a modified form) when taxpayers’ economic
activities stretch beyond its territorial scope (e.g. when taxpayers resident in the
European CCCTB area do business in the US, or China). The recent proposals of
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the European Commission in this regard include a large number of specific provi-
sions dealing with ‘third-country’ relations of the CCCTB area.*3

1.2.2.6 Incentive compatibility

Would individual countries have an incentive to switch to a formulary apportion-
ment system? And if they did join, what incentives would they have to compete
over the tax rate, or to leave? The EU’s experience is not promising with regard
to the first of these questions. Part of the reason may be due to political factors—
for example, the view that agreeing to enter into formulary apportionment would
imply giving up some sovereignty over tax matters. But there may also be economic
reasons.

Any country considering whether to switch to a formulary apportionment
system should analyse whether it would be likely to gain or lose as a result. Such
an analysis should take into account both the real economic consequences and the
tax revenue consequences of such a switch.** It is clear that any specific country
might gain or lose from such a switch, depending on its current tax system and its
economic situation. That would depend on the extent to which the country hosted
the principal factors in the formula used, which in turn would determine its share
of worldwide profit.

Once again, if the system is adopted by a group of countries rather than world-
wide, then the method of implementation becomes critical. If Option A, described
above, is followed, then the analysis is complicated by the question of which
other countries would also join. That is because the gain or loss for any individual
country would depend on which other countries were members of the adopting
group. The decision-making process then becomes complex. In the EU context, for
example, suppose that fifteen out of twenty-seven Member States decided that they
would gain if all countries joined. But if only those fifteen joined, the calculations
of gains and losses would be different, and some of those fifteen may then lose. At
that point, some of these Member States might pull out, reducing the number still
further. On the other hand, some of the other twelve countries might seek to join.
Such a decision-making process could go on ad infinitum. The same issues would
apply to any country that initially joined a formulary apportionment group and
sought to analyse whether it would be better off by leaving. On the other hand, if
Option B is followed, then the size and composition of the group will not matter.
Under this option, the profit allocated to each country within the group is based on
that country’s share of worldwide factors.

More narrowly, within any discussion of a new formulary apportionment
system, countries could negotiate both over the definition of the tax base and over

43 For a detailed discussion of these issues, see Lang et al (2013).
44 This type of analysis has been carried out with respect to the CCCTB—see, for example, Bettendorf
etal (2010).
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the apportionment factors. There would clearly be differences between countries
in their preferred factors. The treatment of labour within the formula proposed by
the European Commission illustrates this issue. The contribution of labour could
be measured by the total wages paid to employees or the number of employees (or
a combination of the two). The former approach would tend to benefit high wage
economies, and the latter would tend to benefit low wage economies. The current
EU compromise on this issue is to split the labour factor evenly between these two
approaches.

Within a group of countries that had decided to switch to a common formulary
apportionment system, there would be no—or at least very limited—opportunity
to compete for inward investment through a more generous definition of the tax
base (e.g. on depreciation allowances, restrictions on relief for interest payments,
international anti-avoidance rules, and many other factors). Whilst under the cur-
rent system, countries are able to compete both by adjusting the tax base and redu-
cing the tax rate, under a common formulary apportionment system, they could
compete only by lowering the tax rate. This could lead to more intense downwards
pressure on the tax rate thus bringing into question the long-term viability of the
system. Of course, in the absence of an agreement on the apportionment factors,
they could also compete on these; the evidence from US states—consistent with
the arguments set out in this book—suggests that there would be a move towards
countries basing their formula on their relatively immobile markets, through
giving a greater weight to sales.

1.3 Conclusions

This section has considered the advantages and disadvantages of an origin-based
system for the allocation of rights to tax the profits of multinational companies.
Although the existing system is largely implemented on an origin basis, there are
alternative approaches that could be used whilst remaining broadly in an origin-
based system. Specifically, an origin-based system need not necessarily be based on
separate accounting and the arm’s length principle. In this section we have there-
fore focused more on the general features of an origin-based system, rather than on
the existing system.

Within this framework, the main alternative to a system of separate accounting
is one based on formulary apportionment, and this approach commands wide sup-
port in the policy debate. We have therefore discussed this option at some length.
On balance, we are not persuaded by a move to a formulary apportionment system
that relies substantially on origin-based factors, such as the traditional three-
factor formula of assets, labour, and sales. It is certainly true that there would be
significant advantages in abandoning the complexities of separate accounting
within a group of countries introducing a formulary apportionment system. These
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advantages relate to the costs of implementing the system and the marked reduc-
tion in avoidance opportunities. These are major benefits, although they could be
markedly reduced if formulary apportionment system is adopted by a small group
of countries, depending on how this is done. But it is not clear that a formulary
apportionment system would reduce the problems of economic efficiency seen in
the existing system. There are also significant problems in terms of a lack of incen-
tive compatibility and competition. The experience of the European Commission’s
CCCTB proposal suggests that it would be very difficult to persuade a group of
countries to introduce such a reform. And if such a reform were successfully im-
plemented by a group of countries—even with a common tax base and common
factors for the apportionment—there would still be an incentive to compete on tax
rates in order to attract economic activity, thus bringing into question the long-
term viability of the system. That problem would exist for any system based on the
‘origin’ of profit.

Opverall, then, it seems worth thinking about more radical reforms that are not
origin-based. We turn now to discuss other possible locations for taxing inter-
national profit, beginning with the residence of the parent company or business
headquarters.

2. Country of residence of parent company or
business headquarters

A second option is to tax business profit in the location of the parent company or
the business headquarters. Under a pure form, in a corporate setting, the world-
wide profit of a multinational group of companies would be taxed in the parent
company’s country of residence on an accruals basis. But there could be many vari-
ants of such a system. For example, profit could be taxed in the country of resi-
dence of the parent company only when it is distributed to the parent, rather than
as itaccrues. And features of this system may be introduced by countries alongside
origin-based taxes, as explained below.

2.1 Reform options

A distinction should be made between a universal shift to taxing multinationals ex-
clusively in the location of the parent company, and the adoption of such a tax by a
limited group of countries. In the former case, the profits of multinationals would be
taxed once in the country of residence of the parent company. But in the latter case,
with some countries retaining their origin-based tax systems, the question arises
whether the parent company’s country of residence should give relief for the tax paid
in origin countries. A few options are available then, including a credit or deduction
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being offered by the country of residence of the parent company.*> A variant of this
option is that the tax in the country of the parent could act as a minimum tax on
worldwide income, where the country of the parent imposes a minimum rate on
foreign income as it accrues, with a credit given for taxes paid in other countries.*®

There is a literature which compares credit and deduction systems for the treat-
ment of foreign taxes. Most commentators assume, or argue in favour of, a limited
credit system; that is, foreign taxes should be creditable against the home country
tax, but that this credit should be limited to reducing the home country tax liability
to zero.*” However, from the home country perspective, this implies that a do-
mestic parent company should be indifferent as to the level of tax paid abroad since
it can be credited against home country tax on a one-for-one basis. It has been
claimed that this is not optimal from the perspective of the home country, since
the multinational has no incentive to reduce foreign taxes paid. Shaviro has there-
fore argued in favour of deducting foreign taxes in determining the home country
tax base but adjusting the tax rate applied to foreign income to keep it the same
as would have been paid under a credit system.*® This addresses the tax planning
problem from the perspective of the home country, conditional on the location of
both the parent and the subsidiary. But it does not address the broader issues raised
below about economic efficiency.

The idea of taxing worldwide profit in the hands of the parent company is per-
haps a natural consequence of the ‘ability to pay” approach set out in Chapter 2.
Personal income taxes generally tax individuals resident in a jurisdiction on their
worldwide capital and labour income.*’ To the extent that an individual owns
shares in a domestic business that earns profit in the rest of the world, then the no-
tion of the separate tax on business as a ‘backstop’ to the personal income tax nat-
urally suggests that the profit (especially that not distributed to the owners) taxed
by the domestic jurisdiction should also be defined as that arising worldwide. This
is the basis of claims that taxing the worldwide income of a business in the hands of
its parent company is a natural starting point to considering the international tax-
ation of business profit.>°

Based on this starting point, some commentators, especially in the US, have long
shared the view that any ‘deferral’ of taxation for foreign-source income (i.e. taxing
foreign profit only when it is distributed back to the parent) presents an irregularity
which has been accepted in the past somewhat grudgingly in order to support
the ‘competitiveness’ of foreign subsidiaries of domestic companies operating in

45 Most OECD countries now have a territorial system; the US moved largely in this direction in
the tax reform of December 2017, although as discussed below, it also introduced a new provision for
taxing foreign income as it accrues.

46 The OECD is currently considering such a minimum tax. See OECD (2019a, 2019b, 2019d).

47 See, for example, Fleming et al (2016a).

8 See Shaviro (2011a, 2014) and Clausing and Shaviro (2011).

49" Although there are exceptions to this rule.

%0 See Shay et al (2015) p. 678 et seq.
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foreign markets and to lower the administrative burden when it comes to the meas-
urement of foreign income and to the enforcement of the resulting tax claim.”!

Several proposals have been made—typically within the context of the US—to
extend the reach of the US tax system to incorporate different forms of world-
wide income. Some of these proposals are in the form of a minimum tax; that is,
a tax liability would arise only if tax liabilities in other countries were low enough.
Clausing et al (2016) proposed a tax on the worldwide economic rent earned by
US parent companies without deferral, but with a credit for foreign taxes paid.>
Shay et al (2015) proposed an ‘interim minimum tax’ of 15% on the active income
of controlled foreign corporations subject to a low tax rate in the host country.>
The Obama Administration, in its 2016 budget (building on the 2012 ‘President’s
Framework for Business Tax Reform’ and on work by Grubert and Altshuler, 2013),
took yet another twist. The main characteristic of this proposal was the introduc-
tion of a ‘minimum tax’ of 19% on current profits derived by all foreign establish-
ments and subsidiaries.>* >

This latter proposal is similar to a provision introduced in the 2017 US tax re-
form. One of the main thrusts of the 2017 reform was to move the US away from
a worldwide system, permitting US parent companies to receive dividends from
their non-US subsidiaries free of US tax. But a new provision—using the acronym
GILTI (Global Intangible Low-Taxed Income)—introduced a tax on foreign-
source income of US resident companies as it accrues, calculated as the excess over
a 10% rate of return on investment in tangible assets.”®

As noted in Chapter 3, at the time of writing, a broadly similar approach is also
being considered by the Inclusive Framework ostensibly in the context of reforming
the taxation of the profits of businesses in the digital economy.>” The OECD’s ‘Pillar

51" Against this background, in 1962 the Kennedy Administration introduced ‘CFC legislation’ for
passive income thereby abolishing deferral for subsidiaries in low tax jurisdictions insofar as these
entities receive interest, royalty, and portfolio dividend income. In the decades which followed, CFC
legislation spread all over the world and has also been recommended as an anti-avoidance device both
in the context of the BEPS Action Plan (Action 3) and by the European Commission, although its com-
patibility with double taxation treaties is in doubt and its scope under EU law appears rather limited.

52 Clausing et al (2016), p. 22 et seq. They also consider a less fundamental reform which would
include a minimum tax based on foreign source economic rent, with a credit for foreign taxes, p. 28
ef seq.

53 Shay etal (2015), p. 705 et seq.

54 Senator Camp also proposed a ‘Tax Reform Act of 2014’ which involved an extension of the ex-
isting CFC Regime (‘subpart F’) to ‘foreign intangible income’ and ‘related-party sales income’ (Section
4103 of the Draft) whenever the foreign tax burden went below 15%.

5 The BEPS Action Plan included a couple of recommendations which involve an extension of
worldwide taxation. One example is the ‘defensive’ rule on hybrids under Action 2, which requires the
country of residence to tax cross-border capital income which is treated as deductible expenditure in
the country of source. Another example is Action 3, which urges countries to introduce or expand CFC
taxation in order to ensure the ‘single-tax-principle’ But the BEPS Action Plan sees worldwide taxation
only in a ‘supporting role’ with the primary role allocated to the source country.

5 The tax rate starts at 10.5% and rises to 13.125% in 2026. This is effectively an expansion of the US’s
CFC rules and would permit a foreign tax credit to some extent.

57 OECD (2019a, 2019b, 2019d).
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IT" proposals seek to introduce a minimum worldwide tax on profit. Although
the details are yet to be finalized, the basic idea would be for countries to agree a
threshold effective tax rate—say 10%. If a multinational business has a subsidiary
in a country which levied an effective tax rate of less than this threshold, then the
country of the parent would levy a tax up to that threshold.>®

2.2 Evaluation

The US GILTI provision incrementally extends US residence taxation on top of the
foreign source tax levied by host countries with respect to profits derived by foreign
subsidiaries of US corporations. The OECD Pillar II provisions would have a similar
impact, although they are likely to be implemented differently if agreement is reached.
To the extent that a credit is permitted against foreign taxes, then these reforms would
not fundamentally change the structure of the international tax system, which would
remain something of a compromise between notions of ‘source’ and ‘residence’

Rather than examine the US GILTI provision and other specific proposals here,
we focus on the broader picture. We evaluate a pure form of taxation in this loca-
tion: worldwide taxation at the level of the parent company on an accruals basis.
But we also consider some measures which extend taxing rights to the country of
residence of the parent company in a more limited fashion.

What are the merits of replacing origin country taxation with a worldwide tax
in the location of the parent? On the face of it, such a tax has considerable merit;
it should not affect location decisions of multinational companies (except the lo-
cation of the parent), and if it replaced origin taxation, there could be a consider-
able simplification compared to the existing system. Further—conditional on the
location of the parent company—it would greatly ease problems of tax avoidance
and profit shifting. Let us turn to examining these issues in greater detail, using the
criteria set out in Chapter 2.

2.2.1 Economic Efficiency

In its pure form, a tax on the worldwide profit in the country of residence of the
parent company would have some attractive properties from the perspective of eco-
nomic efficiency. If profits are taxed at the same effective rate wherever economic
activity takes place, then—conditional on the location of the parent company—tax
should not affect the location of economic activity. This could be achieved either if
there were no origin-based taxes on profit at all, or if such origin-based taxes were
tully creditable against the residence-based tax. Note that since this would imply a
negative tax liability in the (home) country of the parent company in the event that

8 See Schon (2019); Englisch and Becker (2019); and Devereux et al (2020).
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the tax rate in the origin country exceeded that in the home country, advocates of a
tax on worldwide profit in the home country typically propose only a limited credit
system.” A limited credit system would not remove the impact of taxation on the
choice of location of a subsidiary by a parent company, at least if one possible lo-
cation had a higher tax rate than the home country. By contrast, taxing foreign-
source income at the same rate as domestic income, but with only a deduction for
origin-based taxes, implies that domestic businesses must earn a higher pre-tax
rate of return on outbound investment.*

But there remains one other major problem with respect to economic efficiency
(and other criteria, as we discuss below): the treatment introduced by these pro-
posals relies fundamentally on the taxable residence of the parent company in
question. If introduced only in the US for example, there would be no US world-
wide tax for parent companies whose tax residence is located outside of the US.
This would generate enormous pressure on US companies to ‘invert’ or to ‘emi-
grate’ in order to leave behind the constraints of the US tax. That is, there would be
an incentive for a US parent company to merge with a company in another country,
which becomes the ultimate parent; restructuring the business would allow it to
effectively move the location of the parent company and avoid the US worldwide
tax. This incentive already existed in the US prior to the 2017 reform, and the re-
sponse of the US authorities was to create a series of new anti-inversion rules, in an
attempt to limit inversions from the US. The same incentive would arise for new
businesses. The introduction of a worldwide tax in the US would create a strong
incentive to set up the parent company of a new business outside the US. The same
would apply to any other country seeking to introduce a tax in the country of resi-
dence of the parent.®!

Given that the location of parent companies is inherently mobile, increasing
the tax liability based on the location of the parent would substantially increase
those incentives, and put considerably more pressure on such rules. There is no
particular reason why the parent company has to be located in the country of resi-
dence of its shareholders. Employees and directors can either be moved to other
countries, or the company can hire new employees and directors in the country in
which it chooses to locate. If such a tax were introduced in the US or elsewhere—
even as a minimum tax—then that country would need to create sufficiently strict
anti-avoidance rules to prevent existing companies from shifting the location of

59 See, for example, Shay et al (2015). This would not permit negative tax liabilities in the home
country and is the basis of most forms of credit system in practice.

€0 In principle, this should lead to equating the post-foreign tax rate of return on outbound invest-
ment with the pre-tax rate of return on domestic investment (Feldstein and Hartman, 1979), which
should maximize the total income of the home country.

61 The aim of the OECD’ (2019d) Pillar I proposal is that all countries would agree to implement the
minimum tax. If this happened, depending on how it is done, it could reduce the incentive to move the
residence of the parent company. But it is not clear why this would be incentive compatible: there would
be an incentive for countries not to implement the proposal, in order to gain a competitive advantage.
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the parent company.®> And arguably, that would advantage companies that were
originally registered outside the US.

Of course, all of these effects would be diminished if only features of this system
were introduced in the form of a minimum tax, or, as in the case of the US 2017
reform, introduced only for an ‘excess’ return on intangibles. The equality of treat-
ment across all locations would no longer hold, so that taxes would again affect
business location decisions; but there would be less pressure to invert relative to
a pure system. In proposing a reform similar to the US 2017 reform, Grubert and
Altshuler (2013) argued that such a system combined two useful features. On the
one hand, normal returns earned abroad by affiliates of US multinationals would
be taxed in the same way as other businesses in those jurisdictions, possibly
improving the competitiveness of US companies relative to the pure worldwide
system. On the other, it would be harder for US multinational companies to shelter
economic rents, or residual profits, in low tax jurisdictions.®> However, such an
approach is not able to reconcile two aims of economic efficiency: not distorting
competition with other companies, while at the same time being neutral with re-
spect to location choices.

2.2.2 Fairness
We have argued that a tax on the worldwide income of a parent company can
perhaps be most easily justified as a proxy for a tax on the worldwide income of
resident shareholders and business owners. But that case is only strong where the
parent company is wholly owned by domestic shareholders, so that the business
level tax could reasonably be a proxy for taxing the capital income of domestic resi-
dents. Where this is not true, it is hard to see why giving taxing rights to the country
of residence of the parent company represents a fair allocation amongst countries.
The nature and scale of cross-border ownership of business is important here.
Consider a company resident in country A that has sales and activities all over the
world and is wholly owned by a shareholder in country B. A case could be made
on fairness grounds for allocating taxing rights on an origin basis to some or all of
the countries involved (on the benefit principle), or for simply allocating the taxing
rights to the owners of the company in B (on the ability to pay principle). But it is
hard to make a case based on fairness among jurisdictions that country A should
be the sole beneficiary of tax on worldwide profit. The company may (or may not)
be managed from A, but there may be very little activity taking place in A—perhaps
only meetings of the board of directors, for example—and the business is not

2 See IMF (2014), para. 65 and Graetz (2001), p. 137 ef seq. and ch. 4, p. 212.

3 Shay et al (2015) have criticized this approach on two grounds (p. 711 ef seq.). First, a low ‘final’
taxation on an accruals basis leaves no room for a further tax on repatriation which they regard to be
necessary to provide for equal treatment of domestic and foreign income. Second, they consider taxing
only economic rent arising abroad as contradicting a requirement that income measurement should
follow the same rules for domestic and foreign profits.
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owned by residents of A.% To allocate all profit to A would be an arbitrary alloca-
tion that would have to be defended on other criteria: such as economic efficiency,
robustness to avoidance, ease of administration, and incentive compatibility.

It is then important to identify the correlation between the location of parent
companies and the location of shareholders. The data suggest that, even though
there is some home bias in the allocation of individual investments, this has shrunk
considerably over time. In addition, the share of personal savings held in tax ex-
empt accounts has increased. As discussed in Chapter 2, Rosenthal and Austin
(2016) report that foreigners directly owned around 26% of US corporate stock
in 2015; the equivalent percentage for the UK for 2018 was 55%—up from 7% in
1963;%° and in Germany, the average percentage of foreign shareholders among the
top DAX 30 corporates amounts to 56% and has shown a high degree of volatility
between companies and between years.%® Rosenthal and Austin also estimate that
the share of US corporate stock held in personal taxable accounts fell by nearly
three-quarters over the last fifty years, from 84% in 1965 to 24% in 2015. For the
more open economy of the UK, the share of listed company stock held directly by
domestic individuals fell from 54% in 1963 to 12% in 2014.°” So, where there is
international portfolio investment, the link between the location of shareholders
and parent companies breaks down. Of course, there is still variation among coun-
tries, but this link is generally becoming weaker over time.

There is reason to believe that this link would become much weaker still under
a tax based on the residence of the parent company. That is because that place of
residence of the parent company would become much more important than it is
under the existing tax system. The mobility of parent companies was already an
issue in countries, such as the US until 2017, which do tax worldwide income—
even though that is only when the income is repatriated, and only with a credit for
taxes paid in other countries.

The interests of origin countries depend on how the tax is introduced. If the
parent company tax is levied only after a credit for origin countries, then from the
perspective of origin countries, there may be little change from the existing system.
The same would be true if the tax were implemented as a minimum tax on ‘ex-
cess returns, similar to the 2017 US tax reform. As long as origin countries have
the opportunity to tax the returns arising within their jurisdiction, then they can
continue to collect tax as under the existing system. The pressure on them to com-
pete with each other would be lessened as the total amount of tax paid by a multi-
national business would not depend on the tax rates in the origin countries. This
would not be true if foreign taxes were only deductible.

64 In this case, it is hard to make a fairness case for any taxing rights to be allocated to the country of
the parent.

65 Office for National Statistics (2019).

% Ernst & Young (2019).

67 Office for National Statistics (2019).
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2.2.3 Robustness to avoidance
In principle, taxing foreign source income as it accrues could have substantial
advantages with respect to avoidance and tax planning. But the extent of that ad-
vantage would depend on how it was administered, and in particular whether
origin-based taxation continued.

If there were no origin-based taxation at all, then the need for tax purposes for
separate accounting of each of a multinational’s affiliates would disappear. There
would be tax only at the level of the parent company. As a result, there would be
no incentive for a multinational to report income in a low tax jurisdiction, since
that income would in any case be taxed in the country of the parent company.
This would remove the incentive to move financial or intangible assets to a low tax
jurisdiction.

If origin-based taxation remained and was creditable against the tax due in the
parent country, then this advantage would be diminished. That is because it would
remain necessary to identify the location of taxation for the purposes of the origin-
based tax. And if the tax rate in the parent country were lower than the tax rate in the
origin country, then with a credit system there would be no tax at the parent level of
foreign source income, and hence separate accounting would be decisive, as is largely
the case under the existing system. This is also more likely to be the case if the tax at
the parent level is a minimum tax, where the rate levied by the country of the parent
is lower than the normal rate. It would also be the case under a deduction system;
in this case, the overall tax paid would always depend on the tax paid in the origin
country, since that tax would only be deductible against the parent company tax.

As noted above, taxing foreign source income would put considerably more
pressure on the definition of the ‘residence’ of the parent company. Countries use a
number of tests for residence which differ with respect to their malleability. If resi-
dence is simply built on incorporation, residence is easier to move than if residence
is built on substantive tests such as ‘management and control, but the latter are also
open to manipulation.

The issue of residence is therefore clearly important for the implementation of a
tax at the level of the parent company. Recognizing the problems of existing defin-
itions of residence, and that taxation at the level of the parent is most easily justified
as a proxy for the taxation of the shareholders, Fleming, Shay and Peroni (2016b)
propose that the definition of corporate residence be linked to the residence of the
shareholders, suggesting that a company would be tax-resident in the US if at least
50% of its shareholders were resident in the US. This would be a radical change to
the definition of corporate residence, in an attempt to more closely align the tax-
ation of the parent company with the location of its shareholders. In that sense, the
proposal might be thought to be closer to one that would levy tax on profit in the
location of the shareholders.

At least three issues arise with this proposal. First, it is necessary to identify who
is the shareholder. There is a conceptual issue here, where the ownership is held
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by an intermediary such as a mutual fund. Should we seek to locate the mutual
fund, or to look through the mutual fund to the ultimate shareholder? Especially
in the latter case, this could be very complicated in practice. Second, the 50%
threshold—or any other threshold chosen—would be likely to become very im-
portant, depending on whether other countries also adopted such a system and
what their tax rates were. Suppose, for example, the system were adopted in the US,
but not elsewhere. Then there could well be an advantage for US-resident share-
holders who wholly own a company resident in the US to sell 51% of the shares to
non-residents. Both sets of shareholders could then gain at the expense of tax paid
to the US government.

Third, resident shareholders would have an incentive to hold shares in non-
resident companies who were not subject to the tax on worldwide income. The
authors do have a response to this problem. They propose that domestic residents
who own shares in a non-resident company (i.e. through outbound portfolio in-
vestment) should face an additional tax on the resulting income to the extent that
the foreign tax borne is lower than would be borne if that company had been resi-
dent in the US.8 This is broadly similar to systems of integration between cor-
porate and personal tax, where it is common for relief to be given only to domestic
shareholders on domestic income earned by a domestic company. But as we saw
in Chapter 2, taxing outbound portfolio investment at a higher rate than domestic
portfolio investment in order to offset the business level tax on domestic invest-
ment would be unlikely to achieve parity between domestic and foreign invest-
ment. For small open economies, businesses in any one country would be owned by
investors from all over the world, and the personal taxes levied on those investors
in their home country would be unlikely to affect the required rates of return post-
business-level tax. The net effect of levying a higher rate of tax on outbound port-
folio investment would therefore be to make it less attractive to domestic investors
than domestic portfolio investment. Even for the US, a large country, the required
rates of return after business level taxes (whether origin-based, or levied only on
the parent company) and before personal taxes, would be determined in the world
markets at least partly by the actions of non-US investors.

2.2.4 Ease of administration

Introducing a tax on worldwide profit as it accrues would give rise to at least
three types of problems of administration. These are all related to the issues al-
ready outlined. First, it would be necessary to implement and administer robust
rules on residence. We have already discussed options as to how to define resi-
dence. But, given that this concept would become an even more crucial aspect
of the tax system, then rules determining residence would become even more

8 Shay etal (2015), p. 719 et seq.
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important than under the current system. Second, and related to this, it would be
necessary to implement and administer strict rules regarding inversions—or any
other ways in which resident companies may move their residence elsewhere.
The difficulty faced by the US in creating anti-inversion rules is an illustration of
this problem.

Third, and perhaps most importantly, taxing worldwide profit even when it is
not repatriated requires having a mechanism for identifying and auditing the for-
eign activities of resident businesses—primarily the subsidiaries and branches of
resident parent companies. Taxing only repatriated profit is relatively straight-
forward in that there would be flows of income into the domestic country. But
consider a small resident company in country A owned by a non-resident share-
holder, and which has a subsidiary in a foreign jurisdiction, country B. In prin-
ciple, the tax authority in A would need to administer a tax on the profit of the
subsidiary in B. That would be easier with the cooperation of the tax authority in
B. For a large and powerful country such as the US, it may be possible to require
the foreign country to cooperate, following the model established by the Foreign
Account Tax Compliance Act (FATCA) legislation. But it is by no means clear
how smaller countries—certainly if acting individually—would be able to achieve
this. Small, low income countries find it hard enough to tax income arising within
their own jurisdiction. It seems inconceivable that they could ever implement a
tax on profit arising on the other side of the world on an accruals basis. They could
perhaps start with the worldwide consolidated financial statements of the parent,
but there could be significant difficulties in auditing such statements. It seems
likely that this is why no countries apart from the US have seriously considered
this option.

If the tax on worldwide profit were implemented as a minimum tax (as under
the US GILTI provision discussed above), then it could be necessary to run two
kinds of taxes in parallel: the current corporate income tax (possibly with a tax
on foreign source income, but with deferral of taxation until repatriation) and the
minimum corporate tax (at a lower tax rate, but including accrued profit). This
could lead to substantial costs, both on the side of the tax authorities and on the
side of the taxpayer. This burden might be slightly compensated to the extent that
the necessity to allocate income to foreign and domestic entities would lose some
of its relevance; nevertheless, as long as there exists a tax wedge between the full
corporate tax on domestic profits and a lower minimum tax on foreign profits, the
requirement to exercise existing controls on transfer pricing and controlled foreign
corporations, for example, will not go away.

2.2.5 Incentive compatibility
What incentives are there for a country to implement a tax on the worldwide in-
come of its resident parent companies?
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If the tax replaced any origin-based taxation in that country, then this would be
a radical move in the tax competition game. That is, suppose that country A uni-
laterally replaced the existing system with such a tax. Then the resident subsid-
iaries of non-resident multinationals would not be taxed in country A. That would
have two profound effects. First, it would make country A an extremely attractive
location to undertake productive activity. But, second, it would place its own resi-
dent companies at a competitive disadvantage, since they would continue to be
subject to tax.

This disadvantage suggests that this is unlikely to be the choice made by country
A. Rather, it is more likely that the worldwide tax would be combined with a tax
on an origin basis. If the tax on worldwide profit simply supplemented the existing
origin-based tax, then there would be no competitive gain with respect to inward
investment. But there would be a different trade-oft. On the one hand, country
A would address possible problems arising from profit shifting to low tax jurisdic-
tions and hence raise additional revenue from its own resident multinational com-
panies. But, as a consequence, it would raise the tax liabilities of its own resident
multinationals relative to non-resident businesses. This would be a disadvantage
to domestic multinationals competing in markets around the world with non-
resident businesses.

From the perspective of other countries, the worldwide tax in country A would
give their own resident companies an advantage over multinational companies
with parents in A. If A were a large enough country, with substantial outbound
investment—the US, for example—then this may affect the choice of tax rates in
other countries. Specifically, if country A offered a credit for taxes paid in other
countries, there would be an incentive for those countries to capture as much rev-
enue from afhiliates of multinationals resident in A, up to the point that they would
not pay any further tax in A. This would simply represent a transfer of tax revenue
from country A to other countries. Of course, the merits of this strategy would de-
pend on the extent to which other countries depended on inward investment from
country A.

However, to the extent that other countries did follow such a strategy, the main
gain from introducing such a system would be the higher revenue achieved by other
countries. Country A would in effect be introducing a minimum tax, which would
underpin the taxes on profit levied in other countries.® Those countries might also
gain, to the extent that companies resident in A would seek to move elsewhere.
The appropriate response of other countries to country A introducing a tax on the
worldwide profit of its resident companies, with a credit for taxes paid in other
countries, would therefore be a note of thanks to the government of country A.

% Note that this would not be true if country A offered only a deduction for foreign taxes.
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2.3 Conclusions

At the time of writing, there is some support for the idea of a tax imposed in the
country of residence of a parent company on the accruing foreign income of that
company. The US introduced a provision to do so in its 2017 reform, and members
of the OECD/G20 Inclusive Framework are also considering the idea in the form
of a minimum tax.

The strongest argument in favour of such a system is that it would be the
best way of supporting a personal tax levied on the worldwide capital income of
domestic residents. In the absence of outbound, and inbound, portfolio invest-
ment, and hence cross-ownership across countries of multinational businesses,
this would be a convincing argument. But in the modern global economy,
with cross-border portfolio investment, it is not necessarily the case that
parent companies are owned primarily by domestic shareholders. This is espe-
cially true in smaller and more open economies. But even in larger economies,
such as the US, the direction of travel is clearly for there to be more cross-border
portfolio investment. That means that the link between resident individuals
and resident businesses has weakened and is likely to continue weakening
over time.

In practice, it is quite possible for a business resident in country A to be
owned by shareholders in country B, have almost all of its activities in country
C, and sell to residents of country D. In such a situation, the case for basing
the international tax system on the fact that the ultimate parent is in A is not
persuasive. It is hard to see a case for such an allocation of taxing rights based
on fairness, when countries B, C, and D would seem to have a stronger claim. It
would create economic distortions in that businesses would seek to locate their
parents in countries with low tax rates, or in countries that did not comply with
this approach. Governments may seek to prevent existing companies switching
the residence of parents (although this has proved to be hard in practice and
adds complexity to the system), but new businesses would be likely to locate
elsewhere.

And there is a problem of incentive compatibility: the incentive for countries
that seek to compete with each other would be not to introduce such a system
for fear of deterring parent companies from locating in their jurisdiction. If such
a system were already in place, then these countries would have an incentive to
undermine it, by reducing their tax rates or abandoning the tax on foreign in-
come. It is therefore hard to see how this could possibly be a stable system for the

long term.”°

70 For a policy analysis of the minimum tax being considered by the Inclusive Framework at the time
of writing see Devereux et al (2020).
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3. Country of residence of owners

A much more radical reform would be based on attempting to tax business profit
as it accrues, but in the hands of the ultimate owners.”"”? In principle, this fits
well with the aim of the tax system being to support the taxation of capital income
under the personal income tax. Broadly, this mirrors the fact that personal income
taxes are typically levied in the residence country of the individual, on worldwide
income. Where that income accrues inside a business, it is natural to assign that to
the owners, whether or not the income is actually distributed. A business level tax
on profit would then be unnecessary, or it could be used as a withholding tax which
is creditable against personal taxes.”?

A major advantage of such an approach would be that the location of tax on
profit would be identified as the location of the owner of the business. While indi-
viduals are not immobile, they are certainly much less mobile than the key elem-
ents of a multinational business.”* Locating the taxation of business profit—of a
multinational, or a business resident only in one country—in the place of resi-
dence of the owner, would therefore have a considerable advantage for reducing
or even eliminating both profit shifting and distortions to the location of real
economic activity. Since the ultimate location of tax would depend only on the
country of residence of the owner, there should be no profit tax considerations at
the business level.

Where the owner and business are resident in the same country, then—as noted
in Chapter 2—to some extent business level taxes serve the purpose of supporting
the personal tax on capital income. In this case, a business level tax can be seen as
a proxy for the personal income tax of the shareholder.” This is generally known

71" Conceptually, business profit may also be taxed in the location of businesses’ owners through a
formulary apportionment approach. Under this approach, the worldwide profit of a business would
be allocated to countries in proportion to the share of owners in that country. See the discussion in Cui
(2018), who sets out the administrative difficulties entailed in such an approach.

72 Conceptually, too, profit could be taxed as it accrues in the hands of all suppliers of finance—both
equity and debt. In this section we limit our analysis to suppliers of equity finance, that is shareholders
of companies.

73 The United States Treasury (1992) and Warren (1993) both examined a ‘shareholder allocation’
proposal that used a business level tax as a withholding tax.

74 Throughout the discussion which follows, it should be borne in mind that multinational enter-
prises with widely-owned shares are unlikely to be able to shift their shareholders to low tax jurisdic-
tions to lower their overall tax liability. However, if the shares are held by a small number of (wealthy)
shareholders, there is perhaps a greater likelihood of such a shift. In such cases, corporation taxes levied
in the shareholders’ residence provide a further incentive—beyond incentives created by personal
taxes—for these shareholders to move their residence to low tax jurisdictions.

75 Three taxes may be levied in this case: corporation tax on the corporate profit as it accrues, per-
sonal income tax on dividends when the profit is distributed, and capital gains tax on an increase in
value of the company. Note that any such increase in value may reflect any profit that the company has
made and not yet distributed; but it may also reflect a rise in anticipated future profit. There have been
numerous ways in which reliefhas been given to reduce the double taxation of corporate profit and divi-
dends, from an explicit tax credit to a lower tax rate on dividend income.
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as pass-through treatment—broadly business profit is allocated to shareholders
who for tax purposes include their share of profit in their personal income. This
is broadly how commercial and professional partnerships are taxed around the
world and how some closed companies (e.g. S-corporations and LLCs in the US)
are taxed in some countries on a mandatory or elective basis.

What about cases in which the shareholder and company are not resident in the
same country? Returning to the example above, suppose an individual in country
B purchases shares in a company in country A. An origin-based tax would tax
the profit of the company in A. It could be argued that this is still a proxy for the
personal income tax that B would like to collect on that profit; but—as we have
discussed in Chapter 2—unless A remits the tax revenue to B, then the govern-
ment of B is likely to feel that it is not a very good proxy, since it will not receive the
revenue necessary to provide public goods and services. Even in an international
context, then, it is worth considering whether the profits of a company could be
allocated to its shareholders for the purposes of including those profits in the tax-
able income of the shareholder.

In principle, there could be two broad ways in which profit is taxed in the
hands of the owners of the business. One approach—which is used for com-
mercial and professional partnerships and for S-corporations in the US, for
example—would be to allocate all profit to owners and ignore any dividend
payments or other flows of profit from the business to the owner. The other
approach is simply to tax flows of dividends (and possibly other forms of remu-
neration). This would allow the tax on the underlying profit to be deferred until
it is remitted to the owners.

In the pass-through case, in principle, in any tax year for the individual, the in-
dividual would need to declare in her tax return her share of any profit accrued
within companies which she has owned within that year.”® Note that ‘her share’
would depend on the proportion of each company that she owned during the year,
and complications arise when that changes during the year. For example, suppose
that she began the year owning 10% of company X, but after four months she pur-
chased a further 50%, and then after eight months she sold 20%, meaning that by
the end of the year she owned 40%. For a precise allocation of profit to this share-
holder, it is generally supposed that the profit accruing in each of these periods
would need to be calculated, so that the correct proportion could be allocated to
the shareholder for each part of the year.”” In practice, and as an approximation to
this, the shareholder could be allocated a share of the total annual profit of the year

76 There is a problem of matching the year end of the company and the tax year of the share-
holder. It is more straightforward to rely on the financial year of the company, and to allocate a
share of retained earnings at this point in time to be included in some subsequent tax return of the
shareholder.

77 1f the shareholding changed more frequently, then in principle the profit would need to be calcu-
lated on a daily—or hourly, or minute-by-minute, or even second-by-second, basis.
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based on her average shareholding during the year.”®”® Problems mount if pass-
through treatment is applied to more complex businesses, with a large number
of owners (some of them corporate, tax exempt, or non-resident), possible con-
tinuous trading in the shares, and multiple classes of stock.3

A second option would be to tax only the dividends and capital gains received
by a shareholder, which could again in principle mean that the corporate level tax
could be abolished entirely or used as a withholding tax. Note, however, that as the
capital gains received by a shareholder may partly reflect expected profit, this op-
tion would not be a strict tax on business profit as it accrues. Different versions of
such an approach have been proposed. In the 1990s a number of US scholars pro-
posed taxation of securities in listed companies according to ‘mark-to-market in
order to capture undistributed changes in the corporation’s value, sometimes com-
bined with a pass-through approach for closely held entities.®! Toder and Viard
(2014) proposed that non-listed businesses should be taxed on a pass-through
basis, broadly as described above. Shareholders of listed companies would be taxed
on the dividends and also on the accrued capital gain on the value of their shares,
on a mark-to-market basis. Grubert and Altshuler (2016) made a similar proposal,
also in a US context, with dividends and capital gains being taxed as personal in-
come. The main difference is in the determination of the capital gains. Grubert and
Altshuler proposed to tax capital gains on realization, but to introduce an interest
charge to offset the gain from deferral of taxing accrued gains.®? In this case there is
no need to observe the current market price, and so the system could be applied to
all businesses. A problem with both of these proposals is that—in the US context, at
least—they would raise less tax revenue. Grubert and Altshuler therefore proposed
to keep the corporation tax, but at a much lower rate, and a later paper from Toder
and Viard (2016) proposed the same.

One complication arises here that was discussed in the context of taxing parent
companies above: how to treat ownership of shares through financial intermedi-
aries such as mutual funds. The principle is that the tax should be allocated to the ul-
timate shareholders. But that calls into question the taxation of intermediaries. For
example, suppose that pension funds do not pay tax on the accumulation of their

78 For S-corporations, where stock is sold mid-year the default rule is that the selling shareholder
is allocated a pro-rata share of the annual profit. So, for example, if a shareholder sells a 50% share of
the business six months into the year, she would be allocated 25% of the company’s annual profit. But
shareholders can also agree to elect that they close the books at date of sale, with a profit allocation being
made up to that date.

7% This is not necessarily the only, or best, way to proceed. The price at which shares in the business
are transacted should depend on the future profits and taxation of the business. For example, the pro-
ceeds from selling a share should reflect the post-tax stream of profit that is expected to arise within the
business. If the purchaser of the shares were liable to a tax which matches her share of the income (that
is, on the total income accruing in that financial year), then it is not clear that the seller of those shares
needs to face further tax at the end of the financial year.

80 For a discussion of these issues, see United States Treasury (1992) and Warren (1993).

81 See, among others, Bankman (1995), Dodge (1995) and Knoll (1996).

82 This is based on the proposal by Auerbach (1991).
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returns, as is common. Then should we view the pension fund as being the share-
holder, or should we look through the pension fund to identify the beneficiaries—
who may not receive their pensions for many decades to come? If there is a deliberate
policy of providing a tax advantage to pensions, then looking through the pension
fund would undo this advantage. This would suggest treating the pension fund as
the shareholder, which would certainly be a simpler approach. However, taking this
approach is also problematic, in that the financial intermediary is likely to be mo-
bile, and able to locate in a low tax jurisdiction. This is similar to the problem of the
relocation of parent companies discussed in the last section.

A key question for our analysis, however, is how either of these two broad ways
of passing the tax on business profit to the owners of the business deals with the
international problems with which we wrestle in this book. Let us consider them
in turn.

The first option of passing through profit to owners does not really address the
problems of the taxation of multinational companies, since that approach is si-
lent on how to identify and locate profit. The options for identifying that profit are
therefore those that are considered elsewhere in this chapter—it could be based on
an origin basis, the residence of the parent company, or a destination basis. But un-
like the current system which is based on separate-entity taxation of corporations
it leaves open the option of fully allocating all profits to the owners of the corpor-
ations wherever they are resident on a current basis.

It might be natural to think of applying this option to the worldwide profit of
the business, based on the residence of the parent company, since that is the com-
pany in which the ultimate owner directly owns shares. Where the shareholder is
resident in the same country as the parent company, this would be an effective way
of taxing the worldwide income of the shareholder. But this does not easily deal
with international portfolio investment, such as the case when a shareholder in
country B owns shares in a company in country A. In principle, the profits accrued
in A should be allocated to the shareholder in B, and taxed by the government
of B.3 This is an approach taken by many countries in the context of ‘controlled
foreign corporations’ and ‘passive foreign investment companies’—but this does
not reflect the treatment of the overwhelming majority of cross-border business
holdings.

There would be one very significant problem with a cross-border implemen-
tation of this option: enforcement. The tax authority of the country of residence
of the shareholder would require information from all companies (or other busi-
nesses) in which a domestic resident has an interest. That might be acquired from

83 This problem is avoided for S-corporations in the US, since they are not permitted to have non-
resident shareholders. And US shareholders of non-resident companies do not receive pass-through
treatment either. S-corporations are permitted to own non-resident subsidiaries, but those subsidiaries
are treated as C-corporations and hence are liable to US corporation tax.
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the resident shareholder, but then responsibility for information collection is
passed to the shareholder. Otherwise the tax authority could collect information
from the company directly. It might just be conceivable for a large country such
as the US to impose such a requirement on non-US companies. It is hard to see
many other countries being able to impose such a requirement, especially small
low-income countries on companies all over the world. Another alternative would
be for the tax authority in the residence country of the company to collect the in-
formation and distribute it to all countries that have individuals who own shares in
that company. This would require a dramatic increase in cooperation among tax
authorities; although there has certainly been a sharp increase in recent years in
cooperation among tax authorities through exchange of information, and country-
by-country reporting, such exchange has not yet reached the levels that would be
required here. Each tax authority would in effect be helping other countries to col-
lect a residence-based tax on the foreign shareholders of local companies; it is not
clear that they would have an incentive to do so.%*

The second option described above bypasses the first of these problems. If we
take the approach in its pure form, of abolishing the business level tax of profit,
and relying solely on taxes on dividends and capital gains of the owners, then we
no longer have the problem of identifying the relevant profit of a multinational in
any particular jurisdiction. In effect, we would be taxing the worldwide profit of the
business directly owned by the individual. Note, though, that tax on dividends may
be deferred from the time at which profit accrues, and tax on capital gains may re-
flect profit that is expected to accrue in the future.

However, even with this option, there remains the problem of dealing with
international portfolio investment, when a shareholder in country B directly owns
shares in a company in country A. In principle, if the aim is to tax the owner of the
business on the accrued income from owning that business, then it is natural to aim
to do this for worldwide accrued income. Toder and Viard (2014) propose to tax
the accrued capital gains of any company listed on a domestic or foreign exchange;
but they would not tax the income of non-listed, non-resident, companies owned
by domestic residents. Against this background, others have proposed to combine
‘pass-through’ treatment for closely held companies with mark-to-market treat-
ment for shares in listed companies (Dodge, 1995).

Grubert and Altshuler (2016) do not address the problem of international port-
folio investment. However, the enforcement problems for taxing dividends and
realized capital gains of non-resident businesses may be less significant than taxing
the profit of the business directly; at least the shareholder is presumably aware that
she has either received a dividend or realized a capital gain, even if these are de-
rived from non-resident businesses. If an interest charge is also levied to effectively

84 Tt remains to be seen to what extent the current plans to implement a worldwide minimum tax on
corporate profits will address these issues and ramp up international assistance in tax matters.
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convert the tax on realized capital gains to a tax on accrued capital gains, then it is
plausible that the shareholder could be taxed on her worldwide income from her
ownership of businesses at a rate equivalent to her personal income tax rate. There
may of course be problems of evasion, but these are similar to those for any other
form of foreign income that the owner may seek to hide from the tax authorities.
Again, this problem could perhaps be addressed with suitable agreements on ex-
change of information.

A final point to note, however, is that it is no coincidence that these proposals
have been made in the context of a large country such as the US. While it is con-
ceivable that the US, and perhaps other large and developed countries, might be
able to identify and tax all dividends and realized capital gains from the worldwide
holdings of US citizens, that seems unlikely for many other countries. In particular,
low income countries tend to rely much more on taxes on business for the admin-
istrative reasons that businesses are more likely to have financial records and to be
registered with the tax authority. Moving away from taxing the business to taxing
the owners of the business would be problematic where tax administrations lack
resources.

But then the number of residents in low income countries that own shares in
foreign companies is likely to be small. While this may help if such a reform were
introduced, it also illuminates one likely consequence of such a reform. Ownership
of companies worldwide is heavily biased towards high income countries. So
moving towards a system in which corporate profits are taxed in the place of resi-
dence of the shareholders could have a substantial negative impact on revenues in
low income countries.

4. Destination country

A fourth broad location to which the rights to tax multinational profit could be
allocated is the market country. This is at the opposite end of the spectrum of a
multinationals’ activities: where it makes sales to third parties. There may be dif-
ferent forms of taxes on a destination basis, and we discuss two of these at length in
Chapters 6 and 7.

But before analysing possible mechanisms for allocating some, or all, profit
to the market country, we must first examine the rationales, costs, and benefits
of doing so. We distinguish two bases for allocating taxing rights to the market
country. These correspond to whether we think of the market country as one of
several ‘origin’ locations, or as a distinct location in its own right simply because
sales are made there. In the latter case, borrowing again from the literature on VAT,
we call this the place of ‘destination’ It may seem that identifying the conceptual
basis for taxing profit in the market country is a purely academic exercise, which
can be ignored by practical policy makers. We disagree; the basis for allocating
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taxing rights to the market country—and indeed the reasons for doing so—should
be important in determining whether and how to do so.

4.1 Market countries as countries of origin

First, taxing rights can be—and are—allocated to market countries because some
economic activity and possibly ownership takes place in these countries.® In other
words, taxing rights can be allocated to market countries on an origin basis. At
the time of writing, such a reform is being discussed by the OECD/G20 Inclusive
Framework. The justification for doing so could be that the activities—defined
broadly—of foreign businesses in market countries are not taken into account, or
not given sufficient weight, under existing rules. For example, a foreign business’
investment in a market country may create valuable intangible assets that generate
areturn not fully taken into account under existing rules.

The jurisdiction of ‘the market’ is where what valuation experts describe as
‘customer-based intangibles’ reside. Such intangibles are an important part of the
value of many successful multinational enterprises. In many technology busi-
nesses, for example, technological advances lead to customers installing a par-
ticular company’s hardware, software, or both. Once that base of customers is
established, the company has a competitive advantage for subsequent generations
of products and services independent of any technological superiority. Similarly,
in many businesses one successful product, whether based on technology, iden-
tification of consumer tastes, or some blend of both, can give a favourable image
to a company, which can help to sell other products in the future. The intangibles
that reflect these elements of value are often described as an ‘installed customer
base’ or ‘customer relations’ or even ‘goodwill Once developed they can have value
far in excess of any specific technology that fuelled their initial creation. Arguably,
these intangibles are inherently located in the jurisdiction of final purchaser for
the product or service, which is the market jurisdiction, because that is where the
customer is. In the recent debate on taxation of the digital economy, the concept of
taxation on the basis of ‘digital investment’ is built on this approach.8¢

In addition, new products and services are typically protected by patents,
trademarks, and/or copyrights—and these clearly also constitute an important
element in generating returns to a business. Within the logic of an origin-based
tax—such as it is—there is an argument for sourcing these returns to the market
jurisdiction: the value of these products is determined in substantial part by the
legal protections offered through patent, trademark, copyright, and other laws in
the market jurisdiction itself. A patent-protected drug cannot generate profit in a

85 For discussion, see Schon (2009).
86 See Schon (2018, 2019).
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market that readily permits generic products to be sold without regard to patent
rights. Similarly, a handbag maker cannot readily earn profit if fake versions of the
product are readily available. It is predominantly the law of the market country that
protects these elements of value.

A tax on profit in the market country can therefore be seen in part as a return
to several sources of profit, related to the country of the customer. In this sense,
the market country is simply one of a number of ‘origin’ countries. Even if the tax
system were to continue to be based primarily on an origin basis, then the market
country should be considered as a source of profit, alongside other countries, such
as the location of production, or R&D. On the other hand, there are considerable
difficulties in measuring the return to ‘marketing intangibles’ and other such fac-
tors that are being used in the current debate to justify enhancing taxing rights of
market countries on an origin basis.

4.2 Market countries as countries of destination

However, there is a second and distinct basis for allocating at least some taxing
rights to the market country—as the ‘destination’ of sales. Under this basis of tax-
ation, taxing rights would be allocated to a market country by mere virtue of sales
in that country—even if the foreign business making the sale has no other eco-
nomic presence in the market country. This basis of taxation is not followed under
the existing regime. But it does form the basis of value-added taxes.

The case for a destination basis of taxation may be made on two grounds. The
first is that the market creates value in and of itself. This may be thought to jus-
tify taxation in the market country even if a foreign business sells remotely and
has no economic activity there. It may be argued that if taxing rights are allo-
cated according to the principle of value creation, then they should be partly al-
located to market countries, as the creation of value requires both a supply and
a demand side. Without customers to purchase the goods produced by a busi-
ness there would be no business profit to allocate. This view has supporters and
detractors.®” However, more generally, and as discussed in Chapter 3, we do not
believe that taxing rights can or should be allocated on the basis of value creation.
We therefore move on to the second and more persuasive reason for taxing on a
destination basis.

A key advantage of taxing profit in the destination country is similar to that of
using the country of residence of the shareholders; individual customers are rela-
tively immobile. At least in most cases, we would not expect an individual cus-
tomer to change her location in order to reduce the tax charge of the multinational

87 See, for example, the discussions in Schon (2018); Hellerstein (2018); and Devereux and Vella
(2018b).
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from which she buys a product.®® Thus, unlike an origin-based tax, or a tax in the
location of the parent company, it would be hard for the multinational to affect the
location of the tax levied on its revenue.

In principle, the relative immobility of the place of destination has significant
advantages in terms of economic efficiency, robustness to avoidance, and incentive
compatibility. As we have discussed elsewhere, the existing system creates signifi-
cant distortions to the location of economic activity, and the ownership of assets
within a multinational, because under an origin basis these factors determine the
location of the tax base. But where a multinational sells its product to a third party
depends on the location of that third party. In principle, a tax based on the destin-
ation of sales would avoid such location distortions.

A similar argument applies to profit shifting: if income is taxed in the place of
destination, then it is very hard for a multinational to manipulate the source and
hence the location of taxation of that income, or indeed the amount of income. As
aresult of these two factors, competition among countries should also be curtailed.
If country A lowers its destination-based tax rate, that should attract neither eco-
nomic activity nor tax revenue from country B, since the taxable income depends
onsalesin A.

These are powerful reasons for exploring a tax based on the place of destination.
But what of our other criteria? In particular, could a tax on profit in the place of
destination be said to be fair? It could perhaps be argued that having a tax based
solely on the destination of sales is rather arbitrary. Under the existing system,
we are used to the concept that the return from an activity should be taxed in the
place of the activity (even if the existing system does not always achieve that); thus,
in principle say, the return from undertaking research and development (R&D)
should be taxed in the place where the R&D is undertaken. A system based solely
on the destination of sales would not achieve this. And so arguably, there may be a
problem in terms of the fairness of the allocation of the tax base among countries.

However, as we set out in Chapter 2, it is difficult to employ the concept of fair-
ness in relation to taxes on profit. To compare the effects of such a tax on individ-
uals, we need to look though the company or business to identify which individuals
are worse off as a result of the tax. In general, that depends not just on the location
of the tax, but also on the base of the tax and the market conditions in which the
multinational operates. In some circumstances we can be more precise. For ex-
ample, in principle a tax on economic rent in the destination country—such as the
destination-based cash flow tax (DBCFT) described in Chapter 7—should fall on
consumption out of non-wage income by residents in the destination country. That
is likely to be progressive in that since spending out of wage income is unaffected,
the tax falls only on other forms of income, notably capital income. However, this

88 As we discuss in detail in Chapters 6 and 7, this is more likely if the customer is a business,
depending on the precise form of the destination-based tax.
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leaves the welfare of the multinational’s owners, likely to be resident in other coun-
tries, unaffected by the tax.

There is also a question about fairness among governments; a destination-based
tax would allocate taxing rights to the country of destination, rather than any other
location in which the multinational operates.®® Switching from an origin-based
tax to a destination-based tax, the effect on the distribution of taxing rights de-
pends (amongst other things) on the balance of trade. Under a DBCFT, for ex-
ample, moving from an origin to a destination basis would mean that each country
would forego tax on its exports, but collect tax on its imports. Where trade was
balanced, these effects would net out. In the short and medium term, and ignoring
all other factors, a country with a trade deficit would see a rise in its tax base, whilst
a country with a trade surplus would see a fall. Note that it would be wrong to as-
sume simplistically that countries with ‘small’ markets would ‘lose out” in a move
to a destination basis of taxation. First, countries with ‘small’ markets may have
limited real activities that attract taxing rights under the existing origin-based
regime. Second, less revenue should be lost to profit shifting under a destination
basis of taxation than is currently lost under the existing origin-based regime.
Looking to the future, in an origin-based regime, countries with ‘small’ markets
will continue to face competitive pressure to cut rates to attract real activity. This
will make it increasingly difficult for these countries to raise revenue on this basis.
These pressures would be reduced or even eliminated under a destination-based
tax. We discuss these issues in more detail in the context of more specific proposals
in Chapters 6 and 7.

But identifying gainers and losers may tell us little about whether the system is
more or less fair. For that we have to rely on principles of how taxing rights should
be fairly allocated among countries. However, despite considerable writing on the
notion of ‘inter-nation equity, these principles are not clear.

One possibility is to return to the notions of ability to pay and the benefit
principle. As we set out in Chapter 2, the ‘ability to pay’ case for a business level
tax on profit is not strong. But in this context, the issue is whether a destination-
based tax would be useful as a support for a personal income tax—either for
taxes on labour income, or for taxes on worldwide capital income. As we noted
above, in the context of origin-based taxation, a destination-based tax can pro-
vide support for taxes on labour income, as long as remuneration paid to em-
ployees is deductible from the tax base in the country of the employee, as it
would be under a DBCFT. And a DCBFT would also fall on the owners of cap-
ital, albeit in the destination country rather than the country of the owners of
the business.

8 Although this is not a necessary feature of such a tax; in principle, the destination country could
share tax revenues with other countries. Clearly this would need some international agreement.
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The benefit principle approach is most closely associated with origin-based tax-
ation, although the link between the benefit of publicly provided goods and serv-
ices in a country, and the profit made there, is unlikely to be strong. The ‘benefit
principle’ case for a tax in the market country would probably need to rely on the
argument that the market country is also a source of profit, and that the size of the
contribution to profit is affected by the provision of publicly provided goods and
services. This does not add up to a strong case on fairness grounds, but that is also
true for origin-based taxes on profit.

So, although there may be questions about fairness, these are rather more gen-
eral than applying only to destination-based taxes. As argued above, the case for a
destination basis instead is based on its performance with respect to the criteria of
economic efﬁciency, robustness to avoidance, and incentive compatibility.

That leaves the costs of administration as the remaining criterion. In principle,
there could be many forms of taxation on a destination principle; these are likely
to differ in how well they meet the criteria of low costs of administration. The cost
of administration of alternative destination-based taxes depends on what form the
tax takes. Chapters 6 and 7 outline in detail two options—and refer to other re-
lated taxes—that are either wholly, or partly, based on the destination principle.
The Residual Profit Allocation by Income (RPAI) identifies the worldwide residual
profit of a multinational and allocates that to jurisdictions based on third party
sales in each jurisdiction. The DBCFT is more akin to a VAT, zero-rating exports
but taxing imports. Each raises several important issues of administration, in-
cluding for example, the treatment of remote sales into a country. However, these
issues are relatively detailed, and we defer further discussion to Chapters 6 and 7.

5. Final thoughts

This chapter has explored four options for the allocation of the rights to tax the
profits of multinational businesses amongst countries: the origin country, the resi-
dence countries of the ultimate business parent and of the ultimate owners, and the
destination country. For each of these four locations, there are different options
for the form of taxes that could be levied. This chapter is not intended to be an ex-
haustive account of all possible options. Rather we have tried to identify the key
issues arising with taxes in each of these four locations. We have examined each in
the context of the five criteria we set out in Chapter 2: economic efficiency, fairness,
robustness to avoidance, ease of administration, and incentive compatibility.

Of the four locations, one may not represent a business level tax at all—instead
it would allocate all profit earned by the multinational to the ultimate individual
owners of the business, and tax it in the hands of those owners—full pass-through
treatment or taxation on the basis of dividends and (unrealized) capital gains. This
approach scores well on most of the criteria. The real issue is whether it could be
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successfully implemented; if so, there would arguably be no need for a business
level tax on profit at all. On the basis of current—and at the least the short-term
future—levels of information collection and provision, full pass-through is un-
likely to be possible and mark-to-market taxation seems feasible only with regard
to shares in listed corporations. But information levels have risen dramatically over
the last twenty years or so and are likely to continue to improve; so this option
should not be ruled out indefinitely.

The approaches by origin and by the residence of the business parent perform
particularly badly on the grounds of economic efficiency and incentive compati-
bility. And the problems are fundamental with respect to these locations, rather
than being a feature of particular forms of taxation. In particular they apply both
to the separate accounting approach and to most forms of formulary apportion-
ment. That is because there is a clear problem for national governments: raising
tax revenue on either of these bases tends to drive away real economic activity. Tax
competition between countries to attract real economic activity (but also taxable
income) has driven down effective tax rates and would be likely to continue to do
so with taxes based on either of these locations.

The performance of these locations with respect to robustness to avoidance and
the costs of administration depends on the form of the tax. Here there are clear dif-
ferences between, for example, separate accounting and formulary apportionment.
One issue which we discuss in more detail in the next chapter is the cost of tran-
sition. The existing system—with all its faults—is based on separate accounting.
Undertaking radical reform away from this system would have transition costs
and also uncertainty about how well any reformed system would work in practice.
Before undertaking a reform, it is reasonable to require a good case that the bene-
fits of any reformed system would outweigh these costs.

The fourth location is the destination country—where sales are made to third
parties. This has not traditionally been part of the international system for taxing
profit, although of course value added taxes and sales taxes are levied in this loca-
tion. The relative immobility of the customer creates significant advantages with
respect to economic efficiency, robustness to avoidance, and incentive compati-
bility. These advantages may well be strong enough to justify reform in the dir-
ection of allocating taxing rights to the destination country, as long as a suitable
form of tax can be implemented, and the transition costs are not too large. The
remainder of this book sets out options for reforms which move in this direction.
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Basic Choices in Considering Reform

The previous chapters of this book set out principles for the taxation of profit and
described and evaluated the existing regime and options for structural reform. We
now turn to considering more specific options. We develop two of these, which we
label the ‘Residual Profit Allocation by Income’ (RPAI) and the ‘Destination-Based
Cash Flow Tax’ (DBCFT). These have some common features, but also differ from
each other in a number of ways.

Before setting them out in detail, in this chapter we explain both the broad ap-
proach that we have taken and why we have settled on the key features of these two
options. We first discuss the extent to which international coordination would be
required, or desired; this depends in part on the nature of the reform, and whether
a reformed regime can be designed that eliminates, or significantly reduces, the
incentive for countries to compete with each other. We then consider the issue of
transition to a new system. In broad terms, we can compare incremental reforms
which are based on the existing structure, with more fundamental reforms that
more radically change that fundamental structure. Here there is a trade-off: more
radical reforms could be designed that have more desirable long-run properties,
but it is likely that there would be significantly greater costs of moving towards
such longer term solutions. We also discuss what should be required in terms of
revenue requirements, and as part of this discussion consider the likely redistribu-
tion of revenues among countries.

We then discuss two issues which are common to the two options. First, we dis-
cuss the scope of the tax—which businesses should be liable to the tax. This ques-
tion includes both the type of legal form of business, and whether small businesses
would be exempt from the tax—and if so, how they would be identified. Second,
since both proposals include at least an element of taxation in the ‘destination’
country, we discuss the concept and definition of destination. In this case, we draw
heavily on existing experiences with Value Added Taxes (VATs). More detailed
analysis for each of the two options is given in the next two chapters.

In evaluating the two options, we use again our five criteria; economic efficiency,
fairness, robustness to avoidance, ease of administration, and incentive compati-
bility. We have set these out at length in Chapter 2, and used them in Chapters 3 and
4. In any reform, we would aim for a significant improvement on the existing tax
system in at least some of these five dimensions, whilst not significantly worsening
the performance in other dimensions. That may lead to some trade-offs depending
on what are perceived to be the most serious problems of the existing system.

Taxing Profit in a Global Economy. Michael P. Devereux, Alan J. Auerbach, Michael Keen, Paul Oosterhuis,
Wolfgang Schon, and John Vella, Oxford University Press (2021). © the several contributors.
DOI: 10.1093/0s0/9780198808060.003.0005.
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One factor is noteworthy for not being included in our list of criteria for
evaluating reform: the political acceptability of any reform. We do acknowledge
the importance of political acceptability—any successful reform must appeal to
politicians, policy makers, and the general public. Public debate about tax re-
form is often shut down by the claim that one group or another would not accept
the reform. But second-guessing the reaction of any group to a particular re-
form is hazardous. Public opinion about taxes on profit may be driven by many
factors, not all of which are consistent with a balanced and evidence-based ana-
lysis of the pros and cons of any option. We therefore see our task as being to
set out as clearly as possible a rigorous analysis of the properties of alternative
reform proposals—whether those properties may be deemed to support the
proposal or not. We hope that such a clear analysis will generate greater under-
standing of the issues, and that such greater understanding can ultimately sway
public opinion.

1. What degree of coordination is required?

A starting point for considering tax reform is how far reform needs to be under-
taken in a coordinated way by a group of countries, as opposed to being under-
taken by a single country. There are two aspects of this question. First, what are the
legal constraints to unilateral action? Second, would it be in the interests of a single
country, or group of countries, to act unilaterally?

Reform will require changes to laws but it is clear that some laws are easier to
change than others (and that the capacity to change laws relating to the taxation of
profit may be greater in some countries than in others). At one level there is purely
domestic law, typically set by a national legislative body (or possibly a regional or
state level legislative body). Where no other country is involved or has a say in that
law, then it can be relatively straightforward to change according to the decision of
the national government, although this varies from country to country.

But even a single country acting unilaterally must consider law that requires
agreement among two or more governments, which is necessarily more difficult
to reform. There are many examples of such law. Double tax treaties between two
countries are one example. These can be undone or reformed by agreement. Or
in some countries, such as the US, they can be overturned unilaterally by the na-
tional government. Underlying most individual treaties is the OECD Model Treaty
(OECD Model) and its commentaries. This is a ‘soft law’ instrument. In some coun-
tries changes to it are automatically incorporated into domestic law and adminis-
trative practices.! While countries could change this automatic incorporation, it

! For a detailed account of the OECD Model as an instrument of soft law see, for example, Grinberg
(2016).
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would be much more difficult for them to engineer a change in the OECD Model
or the commentaries. Clearly such a change would require significant international
agreement. Of our two proposals, the RPAI would be likely to require some alter-
ation to existing treaties and the OECD Model; whether the DBCFT is consistent
with existing treaties and the OECD Model depends on whether or not it is treated
as a tax on income. We return to these issues briefly in Chapters 6 and 7.

Another example is the law of the European Union which typically overrides the
national law of the EU Member States. There have been many examples of national
tax laws being effectively set aside by the Court of Justice of the European Union
(CJEU). Any reform—or aspects of reforms—that is found by the CJEU to conflict
with the EU’s fundamental freedoms cannot be kept in place by Member States.
Changing EU law on taxation requires the unanimous agreement of the Member
States. A similar situation applies to other countries that are also members of re-
gional blocs.?

A third example are agreements made at the World Trade Organisation (WTO).
These constrain treatment of both imports from other countries and exports to
other countries, for example in the form of subsidies. Although they concern trade
rather than taxation, they are relevant for the design of taxes where those taxes may
discriminate against foreign goods or services or where they act as a restraint on
imports or a subsidy to exports.

In considering reform options we do not rule out any on the grounds that a
change in the law may be difficult to achieve. However, we do acknowledge that, for
example, there is a particular problem with reform proposals that may be deemed
to be contrary to EU or WTO law, which are multilateral agreements and thus par-
ticularly hard to change.

What then of the incentives for individual countries to undertake unilateral
reform? Under the existing system, there is an uneasy compromise between co-
ordination and competition. In many ways, countries coordinate with each other
through the international aspects of law just described, for example through the
many detailed provisions in the OECD Model and the commentaries, and through
mechanisms for resolving disputes including between tax authorities. Yet it is gen-
erally agreed that countries are also engaged in competition with each other—for
real economic activity and also for tax revenue. This process of tax competition ser-
iously undermines the international tax system, with ever lower rates of tax levied
on business profit.> Those countries that would wish to tax profit at a high rate may

2 For example, the members of the West African Economic and Monetary Union (WAEMU) and the
Central African Economic and Monetary Community (CEMAC).

3 Some have argued that competition to keep down rates of tax on business profit is beneficial. That
could be true if one is not persuaded by the arguments in favour of such a tax set out in Chapter 2.
But the case made more frequently is one based on competition constraining the size of govern-
ment. In high income countries that is generally not the case; governments in those countries have
other means by which to raise tax revenue. So a constraint on taxing business profit would typically
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face significant disadvantages if they try to do so; in effect low taxes elsewhere act
as constraint on the rates that any government can in practice charge. Businesses
would be likely to respond by trying to shift profit out of such higher rate coun-
tries to others offering lower tax rates. Where they were not able to do so, they
would face an incentive to move their real economic activity. In this way, countries
with lower tax rates impose costs on countries that would otherwise choose to have
higher tax rates. Such competition can take many forms—a reduction in the statu-
tory tax rate, but also more generous provisions, for example, for interest deduct-
ibility or preferential regimes for particular activities.*

But competition is not a necessary feature of international tax. Competitive
pressures to reduce tax rates are much more powerful for origin-based taxes, as
discussed in Chapter 4. For example, there is very little pressure for a country to
reduce VAT rates to match lower rates in other countries, since VAT is generally
levied on a destination basis. These differences reflect the location and the mobility
of the base of these taxes and suggest that tax competition may not be an inevitable
feature of taxes on profit.

One key aim of any reform option should be to reduce or eliminate this incentive
for countries to compete with each other and hence undermine the international
tax system. As we have set out in Chapter 2, one of our criteria for evaluating taxes
on profit is ‘incentive compatibility’. That is, in this context, if one or more coun-
tries operated a particular tax system, then other countries would have an incen-
tive to join that tax system, rather than stay apart from it. For a country operating
the system, there should be little or no incentive to undermine it by setting lower
rates than other countries that operate the same system. The same should apply
to the first mover—in principle, an incentive compatible tax system would be one
worth undertaking even unilaterally.

This would have profound implications for the need for coordination in
implementing a tax system. Coordination is problematic for a variety of reasons.
To be most effective, coordination would require a high number of countries to
participate, but, of course, reaching agreement among countries with different
needs and preferences is challenging. It is likely to involve compromises that lead
to sub-optimal outcomes. From a political perspective, there is also concern that
weaker countries are pushed into agreeing to systems without proper consider-
ation, or which are not clearly in their interests. Furthermore, even if countries
agree to coordinate, there remains the hanging threat of defection.

mean higher taxes on other income or spending. It may be more true in low and middle income
countries. But a general consensus is that such countries collect too little in tax revenue, rather than
too much.

* Keen and Konrad (2013) provide a comprehensive review of the theory of tax competition.
Devereux and Loretz (2013) survey the evidence and Devereux and Vella (2014) discuss different forms
of competition.
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A tax system that was incentive compatible would reduce or eliminate com-
petition and would make coordination both easier and less necessary. Incentive
compatibility is important for creating stability, and hence reducing uncertainty.
In turn, this supports investment and economic activity.> A system that signifi-
cantly reduced, or eliminated, competition among countries should also be more
stable. Under the existing system, most countries continuously reform their laws,
to maintain or improve a competitive position relative to other countries. A system
that did not provide an incentive to compete would remove this incentive for re-
form, and hence be more stable over time.

Of course, fundamental reform can worsen the problem of uncertainty in the
short term, especially if there is doubt over the extent to which a single country has
a legal commitment to international agreements. That is an example of a problem
of transition, to which we now turn.

2. Transition

Any tax reform involves costs. There is the direct cost to countries of designing the
new system, drawing up legislation and guidance, implementing new procedures,
and training officials. There may be a need to collaborate with other countries in
confirming that the reform is compatible with double tax treaties or if necessary
seeking to amend them. The same applies to other international laws agreed with
other countries. There are also direct costs to the taxpayer to learn and understand
a new system and for businesses to implement their own procedures with appro-
priate training for their staff.

In principle these are one-off costs of setting up a new system. However, reform
is rarely so clean-cut; it is likely that adjustments would be made to any new system
to cope with unforeseen circumstances. On the other hand, the same could be
said of the existing system which is constantly being adjusted to combat perceived
avoidance opportunities.

There are also indirect costs. A reformed tax system may create significantly dif-
ferent incentives for business, which may lead to business needing to change its
activities—for example, the extent and location of investment and employment,
and its financial policy. It is possible that even discussion of reform could be costly
if it creates greater uncertainty which can harm business investment.

5 There is evidence from macro data that countries with greater uncertainty experience lower growth
rates; see, for example, Ramey and Ramey (1995) and Engel and Rangel (2008). At the micro level,
Leahy and Whited (1996) and Bloom et al (2007), for example, find a negative relationship between un-
certainty and investment. There is less evidence that uncertainty specifically about taxation affects in-
vestment; however, in a survey of large businesses, Devereux (2016) found that respondents considered
uncertainty about taxation to have a significant impact on investment.
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Most of these costs tend to be greater the more fundamental is the reform. At
one extreme, simply changing the rate of tax is relatively straightforward. At the
other, perhaps, changing the tax base and the location of tax is likely to prove more
costly in transition.

These transition costs need to be taken into account to set against any perceived
benefits of a reform proposal. Of course, if transition costs are greater than the
potential gains, then the reform should not go ahead. But three points should be
noted. First, as already mentioned, transition costs are generally one-oft, whereas
the potential gains from reform should arise in every subsequent year, at least as
long as the new system survives. Second, it is likely to be harder to estimate the
benefits of any reform than to identify its transition costs. This is partly because
those benefits may be rather intangible. For example, a reform may give rise to an
improvement in economic efficiency through better allocation of resources among
activities or among countries. These may be real and sizeable benefits, but they
are not as easily measured or understood as immediate transition costs. Related to
this, the size of any benefits is likely to be uncertain. By contrast, transition costs
must be paid up front, and are likely to be much more salient to the policy makers
and tax administrators who would have to undertake the reform. Third, the distri-
bution of benefits among individuals and even among countries is even harder to
assess. We return to the problems generated by changing the distribution of costs
and benefits below.

The reform options in the next two chapters take different approaches to the
scale of change. The first, an RPAI, is intended to remain as close as possible to the
existing system whilst addressing the most significant problems. The idea here is
that significant gains could be made by identifying and changing some elements of
the tax system; but that by not deviating too far from the existing system, transition
costs would be kept to a minimum. The second proposal, for a DBCFT, is more far
reaching, and would require much more substantial reform; in this case the poten-
tial benefits are in theory likely to be greater, but transition costs are also likely to
be more substantial.

We believe that both reforms could meet the basic threshold of requiring the
benefits to outweigh the costs. It is worth noting, though, that these two proposals
move in a similar direction—towards a destination basis. The RPAI retains some
origin-based taxation as well as introducing more destination-based taxation. The
DBCEFT moves directly to a destination base, effectively abolishing origin-based
taxation, at least for the taxation of business profit.

The question remains as to whether reform should be implemented all in one
go, with a ‘big bang” approach, or whether it should be implemented gradually.
This is hard to judge and would depend on the nature of the reform. But to take
the example of the DBCFT, a key element of the proposal is to zero-rate exports
and to tax imports (this is what changes the system to a destination basis). But,
even if that were the ultimate aim, it might be possible to implement such a reform
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gradually—for example, partially zero-rating exports and partially taxing imports
as a start. That would clearly push any benefits associated with the full destination
basis further into the future. But it may also reduce transition costs. We discuss this
further in the context of the actual proposal below.

3. Revenue neutrality and distributional issues

A common approach to analysing a tax reform proposal is to consider the case in
which it aims to be revenue-neutral—that is, that the new system should be ex-
pected to raise the same amount of revenue as the old system. Given an overall
revenue target, combined with alternative options available for meeting this target,
this is a sensible starting point. The focus of the analysis can then be on the char-
acteristics of the proposed tax, and how well it meets the desired criteria, given a
revenue target.

Without revenue neutrality, the revenue required from other elements of the
tax system would have to change, or the aggregate revenue target would have to
change. In either of these cases, the basis of reform would be much wider; what
would be the consequences, for example, of raising the foregone revenue from
some alternative tax? In principle, that would require the costs of raising such rev-
enue in this way to be taken into account. To sidestep this issue, it is therefore nat-
ural to consider a revenue-neutral reform.

That is not to say that the size of revenue generated from any existing tax is ne-
cessarily optimal. Neither does it imply that actual reforms are not intended to
increase or lower revenue. The OECD/G20 BEPS project, for example, aimed to in-
crease the revenue from taxing the profit of multinationals. But it is worth pausing
to consider what the benefits of raising more revenue in this way may be.

For example, do the benefits arise because other—less efficient—taxes can be
reduced? The optimal balance between a tax on business profit and all of the other
elements of typical tax systems is a complex question. It is one that we considered in
Chapter 2, but it is not one that we attempt to answer. As we discussed in Chapter 3,
it is certainly arguable that corporation tax as traditionally structured imposes
greater costs than most other taxes and should therefore contribute a smaller pro-
portion of total tax revenue.

Or do the benefits of raising additional revenue from taxing profit arise because
some countries are unable to meet an aggregate revenue requirement, in which
case almost any additional revenue is beneficial? We have argued that lower in-
come countries especially tend to rely more heavily on taxes on business profit be-
cause of the administrative difficulties in collecting other taxes, such as personal
income taxes. But this does not generally apply to higher income countries.

Or do the benefits arise because there is a sense that the system would then
be fairer? That is a more difficult question, as we discussed in Chapter 2. This is
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a question where other taxes are relevant; it makes sense to think about the fair-
ness of the tax system as a whole, and not just the taxation of profit. For consider-
ations of fairness, then, revenue raised—ultimately from individuals, and across all
taxes—is relevant.

For a given distribution of pre-tax incomes, a revenue-neutral reform is almost
certain to create gainers and losers—otherwise the reform would have had no ef-
fect on tax payments. Offsetting this, a successful reform may generate greater eco-
nomic activity and higher pre-tax incomes. That makes it at least possible that all
taxpayers might be better off. However, there is no guarantee that this would be the
case, and—in the absence of side payments between gainers and losers—the gains
would have to be very significant and fairly distributed for this to be even close to
being true. And even if it were true, at the time of reform there would be consider-
able uncertainty. As a result, it is understandably extremely challenging to generate
political acceptability for a revenue-neutral reform. This is why, to compensate
losers, reform is often accompanied by a reduction in tax revenue (the BEPS pro-
ject being an exception to this).

This problem also arises to a certain extent in an international setting where
there is concern about the distribution of tax revenues amongst countries. This re-
lates to the earlier discussion about incentive compatibility. An attempt to organize
a tax reform which is coordinated across a large number of countries is likely to
be difficult since at least some countries may perceive that they may be worse off
under a reformed system (unless those losing out have weak political power).

But an incentive compatible system would in principle not need such large-scale
international agreement; even those countries worse off under a reformed system
might choose to adopt it, finding the alternative of retaining the previous system
to be even worse if other countries chose to reform. That is not to say that we are
unconcerned about the distribution of tax revenues among countries; this is an im-
portant issue which we address in the context of the two detailed proposals in the
next two chapters.

4. Scope of the reformed taxes

Any tax on business profits has to contend with a number of questions relating to
its scope. These include specifying which legal forms of business are to be subject
to the tax, whether there is to be a minimum threshold below which businesses
would be exempt, and how such businesses would then be taxed. In setting the
scope of either the RPAI or the DBCFT, a number of efficiency considerations
arise. In principle, the tax should have a minimal impact on the choice of legal
form, size of the business, or competition between different businesses. It should
also in principle not affect the choice of owner-managed businesses to take remu-
neration in the form of labour income or profit. Of course, most existing systems
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create some forms of distortion in these dimensions, which partly arises whenever
there are different rates for personal and business income.® It is also important to
consider the administrative and compliance burden on small businesses and rev-
enue authorities.

Under existing systems, the scope of the tax on business profits varies between
countries. In most, corporation tax is applied to all incorporated businesses. But
this is not universal. In the US, for example, ‘S-corporations’ are subject to pass-
through treatment, under which profit is allocated to individual shareholders and
is subject to personal income tax.” By contrast, VAT is normally applied to all busi-
nesses over a certain size threshold, almost always defined in terms of turnover; the
smallest businesses are not required to register for the tax because for them admin-
istrative and compliance costs would be disproportionate to the revenue at stake
and potential distortions from their exemption.

Ultimately, the key choice here is that of the threshold between those businesses
(whether or not they are incorporated) that would be subject to a separate tax on
business profit, and those that would not be. The latter could most probably be
subject to pass-through treatment. Two questions arise in choosing the threshold.
First, what should the nature of the threshold be? Should it be specified in terms,
for example, of having a certain number of investors, earning some level of profit or
(like most VAT systems) having turnover above some level?® Second, at what level
should that threshold be set?

The appropriate level of threshold has been most extensively studied in relation
to the VAT. This literature points to three main considerations.” First, as might be
expected, a lower threshold tends to raise more revenue. Second, and acting in the
opposite direction, administration and compliance costs rise the more businesses
lie above the threshold. A third, though somewhat less clear-cut, consideration is
that the competitive distortions among different types of businesses are likely to
increase with the number of businesses that do not face a separate tax on busi-
ness profit.' Businesses that are not subject to a separate tax but are subject to

¢ Crawford and Freedman (2010) and Mirrlees et al (2011) propose to maintain the corporation tax
for incorporated businesses only, but to introduce the combination of a rate of return allowance at the
personal level, an allowance for corporate equity at the corporate level, and an alignment of rates to limit
shifting between personal and corporate taxes.

7 There are restrictions on which businesses can elect for S corporation status. For example, S-
corporations are allowed a maximum of 100 shareholders, who must be US citizens or residents and
must have a single class of equity shares.

8 It is worth pointing out that one can cover most business activity, or at least the activity of large
businesses that operate in a manner similar to corporations, without covering most businesses, given
the size distribution of the business sector. For example, according to Auerbach (2010), in 2007 in the
US, 90% of all S-corporations, accounting for 58% of all net income of S-corporations, had at most two
shareholders. Only 0.2% of the sector’s returns, accounting for less than 8% of the sector’s income, came
from S-corporations with more than twenty shareholders. So limiting the reform in the US to those S-
corporations with more than a few shareholders would probably have a minor impact on the sector as
awhole.

9 See Ebrill et al (2001); Keen and Mintz (2004); and, on empirical evidence, Liu et al (2021).

10 Further considerations arise when noncompliance is accounted for; see Kanbur and Keen (2014).
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pass-through treatment may be better or worse off than businesses subject to the
separate tax, depending on the relative rates of tax.

On balance, the best option may well be to follow the same approach as is
standard under the VAT and apply a separate business tax to all businesses over a
certain (modest) size, measured by domestic sales. Indeed, an obvious and simple
approach would be to set the threshold at the same level as the VAT threshold.!! 12

The question also arises as to whether businesses outside whatever scope is de-
termined should be allowed to register for the tax voluntarily. Efficiency consid-
erations argue that they should be; but this may need to be tempered by the costs
and risk of including taxpayers who are a call upon, rather than contributors to,
public funds.

5. Identifying destination

A central element in the implementation of the RPAI or the DBCFT would be
making operational the relevant notion of ‘destination’. For the RPAI this is key to
identifying where residual profit is taxed. For the DBCFT, it is key to identifying
‘exports’ to be taken out of tax and ‘imports’ to be brought in. In thinking about
this, the design of either tax can usefully draw on experience under the VAT, for
which notions of destination have been most fully discussed and developed.'?

The OECD VAT/GST Guidelines define the destination principle as when ‘tax is
ultimately levied only on the final consumption that occurs within the taxing jur-
isdiction’ (OECD, 2017b). The Guidelines recognize the difficulties in identifying
where business use or final consumption actually takes place, since VAT must in
principle be charged at or before the time when the supply is made available for
business use or final consumption. VAT systems therefore generally use ‘proxies
to determine the jurisdiction of taxation, based on features of the supply that
are known or knowable at the time that the tax treatment of the supply must be
determined’!*

The use of proxies is a near-universal feature of VAT systems, recommended by
the OECD as an appropriate way in which to establish destination. The complexity

1" See though Kanbur and Keen (2014), who show there can be disadvantages in aligning thresholds
for distinct taxes (in aggravating the bunching of taxpayers just below them).

12 In the case of the DBCFT, aligning it with VAT would bring the two routes to implementing a
DBCEFT (discussed in Chapter 7) closer together. As part of their credit-invoice method VAT, approxi-
mately two-thirds of OECD countries allow small businesses to elect to be exempt from VAT. Because
small businesses exempt from the credit-invoice method VAT cannot claim input credits, and pur-
chases from small businesses do not provide input credits, exempting small businesses generally does
not provide a significant advantage to those businesses.

13 Tt has to be said, however, that there has been endless scope for confusion in the VAT context
in both the usage of the term ‘destination” and the notion of ‘consumption’: see Hellerstein and Keen
(2010).

4 OECD (2017b).
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of this approach varies. For example, the European VAT system has been particu-
larly complex, with determination of the place of taxation of any specific transac-
tion depending on such issues as: whether the supply involved goods or services;
the identity of the acquirer, in particular whether she is a VAT registered person;
the timing of the supply; the location of the supply; and the nature of the goods or
services supplied.'

The general principle set out by the OECD, that the tax should be levied in the
place of final consumption is not quite the same as the principle set out in this
book. Our fundamental principle underlying the idea of a ‘destination’ basis is not
that the tax should be levied in the place of consumption per se, but that the tax rate
that is ultimately decisive should be determined by the location of a factor of rela-
tive immobility. In principle, a more immobile location than the place of consump-
tion is likely to be the place of residence of the consumer, rather than the place of
consumption.'® In principle, then, in considering cross-border shopping, for ex-
ample, the RPAI and DBCFT should be applied to the residence of the consumer,
rather than the place in which they made a purchase. However, in many cases, tra-
cing the residence of individuals may not be practical, and so the place of purchase
may have to serve as a proxy.!”

Two distinctions are important in practice for implementing a tax on a des-
tination basis. The first is between the taxation of goods as opposed to services.
The OECD generally regards the taxation on a destination basis of cross-border
sales of goods as being straightforward in theory and effective in practice, on the
grounds that a physical good must cross borders, and therefore at least poten-
tially subject to border controls. VAT on imported physical goods is generally
collected at the same time as customs duties, although it may be postponed until
declared on the importer’s next VAT return. But this does not apply to sales of
services and intangibles. The VAT Guidelines focus on the latter. There is there-
fore a considerable body of experience to draw on for practical implementation
of a destination basis, even for services and intangibles, summarized in the VAT
Guidelines.

The second distinction is between sales to businesses (‘business to business, or
‘B2B, transactions) and sales to consumers (‘business to consumer’, or ‘B2C), trans-
actions). The VAT Guidelines make clear that B2C transactions should be taxed
in the place of consumption; but this is less easily identified for B2B transactions.

15 See de la Feria (2009).

16 Tn the context of discussing the implementation of a DBCFT, de la Feria and Devereux (2014) ana-
lyse in some detail the use of proxies for ‘destination’ in VAT. This discussion also applies to considering
the nature of destination for the RPAI Taking into account the aim of having a relatively immobile tax
base, they recommend the use of the customer location proxy, defined as ‘the location, residence, or
place of business of the customer, the person to whom the seller has a contractual legal obligation to
supply the goods.

17 This will be the case where the supply of services requires the physical presence of both the supplier
and the customer in some way, such as restaurant services, concerts, and sports events.
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As an example, consider a business that has a purchasing subsidiary that buys
office furniture for its subsidiaries around the world. In principle the furniture
should be sold on to each of the subsidiaries and so the ultimate place of consump-
tion would be where the furniture was eventually used. In this case, there is no
problem for VAT. However, if there were no formal transactions within the multi-
national group, with the furniture simply allocated to different subsidiaries, then
it would appear that the destination of the entire purchase would be the location
of the purchasing company. Of course, such an approach would not be consistent
with the arm’s length principle. The same issue arises in respect of the DBCFT,
which uses the same border adjustment as VAT. However, as we explain in detail
in Chapter 7, one way of dealing with B2B imports under the DBCFT is simply
to ignore them. No tax would be paid on the import but equally there would be
no credit against the tax eventually due on income earned. This is a considerable
simplification relative to keeping track of purchases and sales through a multi-
national business.!8 But this would not be a suitable approach for the RPAL In the
case of the RPAI the business agreement between two businesses in a B2B trans-
action should enable a proxy based on the customer location to work reasonably
well in most cases, although this would not avoid the incentive of the purchasing
business to locate purchases in a low tax jurisdiction where services or intangibles
are used by multiple related-party recipients located in multiple jurisdictions
under an internal recharge arrangement. We discuss these issues in more detail in
the subsequent chapters.

B2C transactions in cross-border services create difficulties for administra-
tive obligations, especially when the selling business does not have a presence in
that country by, for example, selling over the internet or through catalogues and
distributing the goods through third party or related-party logistics providers. The
destination principle requires the tax authority in the market country to collect tax,
even if the seller does not have a physical presence there. The considerations here
differ depending on the nature of the tax. The DBCFT would tax the value of the
import, while the RPAI seeks only to tax the residual profit of the selling business.
These raise different considerations, which are discussed in the separate chapters
on the RPAT and the DBCFT. This implementation issue would also arise under the
Pillar I proposal currently being discussed by the Inclusive Framework. It might
be noted that countries which have recently proposed a Digital Sales Tax have not
seen this as a problem. For example, the UK Treasury has stated that it has ‘signifi-
cant experience of collecting tax from businesses with no physical presence in the
UK in areas such as VAT’ and concluded that it ‘does not therefore see collection as

a significant issue’!

18 For further detail on why a DBCFT cannot be gamed by placing a purchasing subsidiary in a low
tax jurisdiction see Devereux and Vella (2018c).
19 HM Treasury (2018).
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But in principle it would be necessary for the business to register for tax in the
country into which it is exporting the good or service; this is difficult to admin-
ister for relatively small exporters, particularly when the good or service can be
downloaded electronically, or where there are no customs operations at borders.
The exporter must also identify the location of its customer. The tax authority must
identify businesses from around the world that export to its country, and—again in
the case of the DBCFT—also guard against any opportunities for fraud if final con-
sumers pretend they are businesses. For this purpose, gathering information from
intermediaries such as credit card and other payment companies is likely to be an
important enforcement tool.?

6. Final thoughts

In sum, international tax reform is difficult to achieve. It is likely to mean revising,
or unilaterally withdrawing from, existing international agreements. There would
be significant transition costs. There would very likely be taxpayers who would be
worse off, certainly without taking into account any consequential improvement in
economic conditions. There will certainly be a revenue shift between countries the
magnitude of which—in particular in the long-term—is hard to predict. And the
benefits of reform in terms of an improvement in economic efficiency are likely to
appear abstract and uncertain. It is little surprise then that we have a system that in
its essentials has been unchanged for a century.

But the analysis in Chapter 3 suggested that the existing system is in dire need
of reform. Indeed, at the time of writing there appears to be a general consensus in
tavour of reform—the question is what form it should take. Our preference is for a
principled, coherent, and comprehensive reform that performs well under our five
criteria. The next two chapters present two reform options of this kind.

20 One innovation in the EU that could be applied amongst cooperating countries in implementing
a DBCFT is a ‘one stop shop, as described in Chapter 7. However, this approach would not be easily ap-
plied to the RPAI, since the tax base in the market country is more complex.






6
Residual Profit Allocation by Income

1. Introduction

This chapter and the next chapter present and evaluate two alternative regimes
for taxing international business profit, each of which we believe has significant
advantages compared to the existing regime. The focus in this chapter is on the
Residual Profit Allocation by Income (RPAI).!

The RPAI is one of a family of Residual Profit Allocation (RPA) regimes that
divide international business profit for tax purposes across countries into two
parts.? In the first step of any such RPA scheme, all business functions and activ-
ities within a multinational business—research and development (R&D) activities,
manufacturing, general and administrative activities (G&A), sales and marketing
activities, and others—would be allocated a ‘routine profit’ and taxed in the coun-
tries where these functions and activities are performed. In a second step, the re-
maining ‘residual profit —the multinational’s total profit less the sum of routine
profit across all countries—would be apportioned across countries according to
some mechanical rule.

Options within this family of regimes vary most significantly in the manner in
which routine profit is calculated for the first step, and, perhaps especially, in the
choice of location and apportionment rule for the second step. An important op-
tion, first proposed by Avi-Yonah, Clausing, and Durst,* calculates routine profit
through a fixed mark-up over costs and apportions residual profit to the market,
or destination, country entirely by sales.* The RPAI proposed in this chapter cal-
culates routine profit using existing transfer pricing techniques. It also apportions
residual profit to the destination country, however it does so using as an apportion-
ment factor not sales but ‘residual gross income’ (RGI), defined as sales to third
parties less costs attributable to those sales.

! An earlier version of this chapter was published as Devereux et al (2019).

2 See Andrus and Oosterhuis (2017), p. 102 et seq. and Oosterhuis and Parsons (2018).

3 Avi-Yonah et al (2009); see also Avi-Yonah (2010); Avi-Yonah and Benshalom (2011); and
Benshalom (2009).

4 Luckhauptetal (2012), p. 107 et seq. put forward a similar model.

Taxing Profit in a Global Economy. Michael P. Devereux, Alan J. Auerbach, Michael Keen, Paul Oosterhuis,
Wolfgang Schon, and John Vella, Oxford University Press (2021). © the several contributors.
DOI: 10.1093/0s0/9780198808060.003.0006.
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1.1 The RPAT’s appeal

The RPAI offers important improvements over the current regime, and, in some
respects, also over the Destination-Based Cash Flow Tax (DBCFT) discussed in
Chapter 7. It also offers improvements over other RPA proposals.

The RPAL like other recently proposed RPA regimes, allocates taxing rights
over residual profit to destination countries—that is, the country of a third
party purchaser of goods or services. It therefore partly harnesses the benefits of
destination-based taxes discussed in Chapter 4. Below we assess the RPAT against
the five criteria set out in Chapter 2 that we use to evaluate any system for taxing
international business profit. By way of introduction, however, we note two major
advantages relative to the existing system: it would be less susceptible to tax avoid-
ance, and it would have a smaller distorting influence on real economic decisions.

These advantages stem primarily from the relative immobility of the third party
purchaser. This is particularly true when the purchaser is an individual consumer,
but in many cases it is also true when the purchaser is an independent business.
By apportioning residual profit to the destination country, the place of taxation
becomes both more transparent and less mobile. The greater transparency arises
because there is a transaction with an independent third party, as opposed to be-
tween affiliates of the same multinational; the value of the transaction is therefore
observable, which greatly diminishes, though, as will be seen, does not eliminate,
the opportunity to shift residual profit to a tax-favoured jurisdiction. The relative
immobility of the destination country should also mean that the location of the
activities of the multinational will be less sensitive to differences in taxation be-
tween countries. For example, given the option of producing in one jurisdiction
and selling in another a tax in the place of sale should not affect the location of
production.

As discussed below, the RPAI should also create less economic inefficiency and
be less susceptible to tax avoidance than other RPA schemes, including that pro-
posed by Avi-Yonah et al, although this does come at the price of greater com-
plexity. The DBCFT does—in principle, at least—have more attractive efficiency
properties and goes further in eliminating profit-shifting opportunities and the
scope for tax competition. But RPAs also have an important advantage over the
DBCFT and other pure destination-based options, such as a sales-based formulary
apportionment, that vest taxing rights exclusively to the destination country. That
is because RPAs allocate some taxing rights to all countries involved in the gener-
ation of a multinational’s profit. This reduces the advantage from locating the tax in
the destination country but gives RPAs a practical appeal since they accord more
readily with a common perception of fairness and depart less dramatically from
current arrangements in the allocation of taxing rights.

As a result, the basic structure of RPA schemes should be more familiar to tax
practitioners than that of pure destination-based options. In fact, the distinction
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between routine and residual profit, which is at the heart of RPAs, is the basis for
most profit splits under existing transfer pricing rules. RPAs can thus be viewed as a
significant expansion and modification of an existing transfer pricing mechanism.

The RPAI in particular would require a less dramatic departure from the existing
system than other RPA schemes, since it uses familiar transfer pricing methods
to calculate routine profit. Moreover, as explained below, the implied apportion-
ment of residual profit can also be achieved by using transfer pricing methods and
concepts familiar to practitioners. The RPAI thus achieves fundamental reform,
addressing many of the problems left outstanding by the BEPS project and devel-
opments since, but does so in a way that is readily comprehensible to today’s tax
practitioners.

The design of the RPAI is thus guided by two principles. The first is that signifi-
cant benefits follow from allocating taxing rights on a destination basis, but this is
tempered by, second, a principle of minimal reform. Whilst the RPAI moves to-
wards a destination basis of taxation, it does so whilst remaining as close as pos-
sible to the existing system.

1.2 More on the RPAI

The RPAI has the appeal of a hybrid: it uses familiar transfer pricing methods to
achieve what they are generally thought to (or could) do relatively simply and ef-
fectively (in calculating the routine profit), and it reaps the benefits of a unitary ap-
proach where they do not (in allocating the residual profit). Even in the latter case,
however, it partly uses well-known transfer pricing methods and concepts. This
requires some further explanation.

Under the RPAI routine profit is determined using well-established transfer
pricing methods. The right to tax this routine profit is allocated to the country in
which the multinational’s functions and activities take place. The concept of rou-
tine profit is familiar to transfer pricing specialists.” It is the profit a third party
would expect to earn for performing a particular set of functions and activities on
an outsourcing basis, in which the third party is essentially a service provider that
does not share in the overall risk of the business. Typically, routine profit for func-
tions and activities in a particular country can be calculated as a mark-up over (cer-
tain) expenses incurred,® where the mark-up is based on the rate of profit earned
by comparable service providers, although other transfer pricing techniques could
also be used. But the key to the use of these methods in this context is that they aim
to identify only the routine element of profit, and not to include any residual profit.

5 See OECD (2017a), Annex II to Chapter I, p. 433.
¢ In principle a mark-up should not be given for expenses incurred in purchasing intermediate
goods, as this would result in double counting. This is discussed in more detail below.
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The right to tax the remaining residual profit is allocated to the countries in
which sales to independent third parties are made: the ‘destination’ (synonymously,
for our purposes, with ‘market’) countries. The allocation of residual profit among
destination countries can be undertaken in two ways, which generate exactly the
same results.

The first approach (which we label ‘bottom-up’) draws more closely on existing
techniques and is in two steps.

In the first step, the RGI in each destination country is calculated as sales rev-
enues in that country less all ‘allocable’ costs (by which is meant costs incurred in
any country that can be directly allocated to the goods or services sold), and less
the routine profit associated with those costs. Where costs are incurred in another
country, the allocable cost in the destination country is based on a transfer price
from that other country, composed of the initial cost plus the associated routine
profit.

In the second step, residual profit in each destination country is determined as
RGI, calculated as above, less a share of the multinational’s total ‘non-allocable’
costs (by which is meant those costs that cannot be directly allocated to any specific
sales, e.g. R&D costs general and administrative costs and global sales and mar-
keting costs) and the routine profit associated with those costs. The share of the
non-allocable costs allocated to each destination country is equal to its share of the
multinational’s total RGI.

The alternative approach (which we label ‘top-down’) is to first calculate the
multinational’s total residual profit, as its total profit less its total routine profit. This
total residual profit can then be allocated amongst destination countries in propor-
tion to their RGL. This yields identical results to the first approach.”

The ‘bottom-up’ approach to the RPAI is likely to appeal most naturally to prac-
titioners steeped in the use of transfer prices to allocate profit. The ‘top-down’
approach may appeal more to economists and others familiar with the concept
of formulary apportionment. But it is important to emphasize that the two ap-
proaches yield the same outcome.

Countries then tax, potentially at different rates, the routine profit and the re-
sidual profit allocated to that country.

We should note, at the outset, the changed role of Permanent Establishment
(PE) rules—one of the cornerstones of the existing system—under the RPAIL
Existing PE rules retain a role for the purposes of determining routine profit.
A multinational’s functions and activities in a particular country are allocated a
routine profit only if existing PE thresholds are met. The RPAI aims to be neutral
in its treatment of subsidiaries and PEs. For this reason, once the PE threshold is
met, the profit allocated to the PE ought to be the same as the profit that would be

7 This is shown in Appendix 2.
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allocated to a local subsidiary. This again suggests using transfer prices for the sale
of a good or service based on its cost plus any routine mark-up associated with that
cost.® PE profit attribution rules could also be used for these purposes, but the goal,
again, would be that of attributing only a routine profit to the functions and activ-
ities undertaken by the PE.

The RPAT abandons existing PE rules for residual profit purposes. Destination
countries are allocated a residual profit once revenues from third party sales meet
a set threshold level. Under the RPAI, therefore, it is immaterial whether a multi-
national sells its goods or services to consumers in a particular country through
a subsidiary, a branch, or remotely without having any physical presence there.
Residual profit is calculated in the same way in each of these settings, meaning that
the RPAI does not distort behaviour along this margin.

An example, which we label the ‘entrepreneurial model, may help to illustrate
important similarities and differences of the RPAI with the existing system. Under
traditional transfer pricing rules many multinationals are able to centralize their
risks, and to some extent their global or regional functions and activities, in an en-
tity, sometimes described as the entrepreneur affiliate, resident in a tax-favoured
jurisdiction.” Imagine then a manufacturer and seller of products that finances
its R&D internally from an entrepreneur affiliate in a tax-favoured jurisdiction.
It also either manufactures its products in a low cost or tax-favoured jurisdiction
or engages third party contract manufacturers that provide manufacturing serv-
ices. Finally it sells its products to limited-risk distribution affiliates around the
world, who then sell to local affiliates, who sell to third parties. Its R&D activities
are funded under a cost-sharing basis, or on a cost-plus basis, under a research
contract so that the R&D-performing affiliate is deemed to earn no more than a
cost-plus ‘routine’ return. Any third party contract manufacturers that provide
manufacturing services also receive a cost-plus routine return on investment; al-
ternatively, an internal transfer price would be arranged so that the manufacturing
affiliate would also earn a cost-plus routine return. Finally, the limited risk dis-
tributor affiliates again earn a cost-plus routine return. In this case, the entrepre-
neur affiliate earns the entire residual profit (and suffers any loss) reflecting its role
as the deemed ‘risk taker’ (in addition to whatever functions and activities it per-
forms) within the multinational.

The BEPS Action Plan fully recognized the tax planning opportunities pre-
sented by current tax arrangements and tried to address them by a new approach

8 Under the existing system, profit is attributed to PEs following a specific set of profit attribution
rules (Article 7 of the OECD Model Tax Convention). These are separate from transfer pricing rules
(Article 9 of the OECD Model Tax Convention). Using transfer pricing rules to attribute profit to a
PE thus constitutes a departure from the existing system. However, the profit attribution rules have
moved closer to transfer pricing rules under the Authorised OECD Approach (AOA) introduced in
2010. Admittedly, the take up of such rules has been somewhat limited. See Collier and Vella (2019).

°® OECD (2017a), Chapter IX: Transfer Pricing Aspects of Business Restructurings.
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to risk allocation within corporate groups. This looks into the financial capacity
of an affiliate to assume risk as well as the personal capacity of its directors and
employees to control and monitor risk.!? This approach is unconvincing, partly be-
cause it still allows profit shifting, albeit at the higher cost involved in moving some
real activity, but also because, following the OECD’s own guiding principle for the
existing system (i.e. aligning profit with value creation), the mere increase in per-
sonnel controlling and monitoring risk in a jurisdiction is not logically linked to
the generation of a profit in that jurisdiction.!!

The RPAI system mimics the outcome just described, in which most affiliates
of the multinational are deemed to earn only a routine return for tax purposes—
except, crucially, that the residual profit would no longer be allocated to an entre-
preneurial affiliate in a tax-favoured jurisdiction. Instead, it would be allocated to
destination countries. This is the key shift that drives the strengths and appeal of
the RPAL

The RPAI is not perfect. A number of weaknesses are acknowledged in this
chapter, and some issues certainly merit more consideration. But we believe that
the RPAI constitutes a significant improvement over the existing system, per-
forming better on all five of our criteria. It therefore offers some promise as a
system for taxing business profit for years to come.

1.3 Chapter structure

This chapter is structured as follows. Section 2 provides context to the RPAI pro-
posal by briefly describing the current movement of the OECD Transfer Pricing
Guidelines towards transactional ‘profit splits. Section 3 describes the RPAI in
more detail; it sets out, at some length, each aspect of the calculations it requires
and the rationale underlying them. It also briefly compares the RPAI with a limited
number of alternative RPA proposals. Section 4 evaluates the RPAI proposal
against the criteria set out in Chapter 2. Section 5 discusses issues of implementa-
tion. Section 6 concludes.

2. The gradual move towards profit splits

The distinction between routine and residual profit, which is at the heart of RPA ap-
proaches, is familiar to practitioners because a similar distinction is made under an

10" OECD (2017a), Chapter I.D.1.2.1, para. 1.56 et seq.; for business restructurings see Chapter IX.D.2,
para. 9.43 et seq.; for an analysis of this new approach see Bilaney (2016); Verlinden et al (2016).

1 For further discussion, see, for example, Andrus and Oosterhuis (2017), p. 89 et seq., and Schén
(2014), p. 280 et seq.
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existing—OECD-approved—transfer pricing method: profit splits. Moving from
the existing system to an RPA would be a very significant change for the reasons
discussed below. However, this similarity makes the move evolutionary rather than
a complete rupture. Indeed, in some respects, it would be a further step in the dir-
ection of travel the international tax regime has been on for some time.

2.1 Profit splits under OECD guidelines

Since the publication of the OECD Transfer Pricing Guidelines in 1995, there has
been a constant drift towards profit splits and other formulary methods in the
allocation of the profit associated with particular transactions (or related sets of
transactions) among affiliates of a multinational.!? This development reflects prac-
tical difficulties that are rooted in underlying conceptual difficulties with the arm’s
length principle, as discussed in Chapter 3.

At a practical level it has been acknowledged that traditional transfer pricing
methods—looking for comparable uncontrolled prices or applying a cost-plus test
or a resale-minus test—increasingly fail to deliver satisfactory results.!® This out-
come is inevitable given the increasing tendency of businesses towards tailor-made
production chains, close economic integration, and the decisive relevance of pro-
prietary intangibles.

These practical difficulties are predicted by theory, given that it is the combin-
ation of different production factors (involving input from all parts of the inte-
grated business) that justifies the very existence of businesses; and that in the case
of multinationals these factors can be spread across the world. More precisely, the
operation of a worldwide value chain under common ownership generates profit
that goes beyond the sum of the profit that would be derived by the individual
group entities in an open-market situation.'* These synergies (and the economic
rents generated by them) are not only hard to capture in practice—there is not even
in principle any unique way of allocating them to specific corporate units or geo-
graphical locations.'®

Moreover, this fundamental practical and theoretical indeterminacy at the heart
of traditional transfer pricing brings about options for profit shifting between
members of the corporate group. Given the mobility of proprietary intangibles and
the difficulty faced in valuing them, intra-group transactions involving intangibles

12 See Vann (2003b), p. 152 et seq. and Wittendorff (2016). For recent materials see OECD (2014a,
2014b, 2017a). For a historical analysis of the secular movement towards profit splits see Li (2002),
p. 857 et seq.

13 For further discussion, see, for example: Avi-Yonah (1995); Rosenbloom (2005); Couzin (2013).

4 For discussion, see: Avi-Yonah and Benshalom (2011), p. 378 et seq.; Elkins (2017), p. 158 et seq.;
Li(2002), p. 832 et seq.; Schon (2010), p. 231 et seq.; Luckhaupt et al (2012), p. 100 et seq.; Vann (2003b),
p. 139 et seq.; Vann (2010), p. 321 et seq.

15 See Keuschnigg and Devereux (2013); Kane (2014).
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have been at the very centre of the profit shifting activities targeted in the BEPS
project and initiatives since.

Against this background, in 2018 the OECD put forward the ‘Revised Guidance
on the Application of the Transactional Profit Split Method’'® (OECD Revised
Guidance) which is the latest in a series of moves towards formulary methods.
This emphasizes the necessity of introducing further formulary elements into
transfer pricing—although without changing the international consensus on the
value of the arm’s length standard as a guiding principle—and applied not to the
unitary profit of a multinational but to specific transactions (or related sets of
transactions).

This results in a two-step approach. In a first step, traditional transfer pricing
methods are applied as far as possible. This means that for ‘routine functions’ within
a multinational, the pricing of intra-group dealings will be built on ‘comparable
uncontrolled prices, the ‘cost-plus’ method, or the ‘resale-minus’ method.!” Taking
into account the activities of an affiliate—the functions it performs, the assets it
uses, and the risks it assumes—this would most probably result in a ‘routine profit’
that can be allocated to that entity. But it is also clear that this ‘routine profit, cor-
responding to the earnings of an outsourced provider of that sole function, cannot
logically include the profit derived from the synergies generated by the business as
awhole.

In a second step, those functions within the multinational come to the fore,
which—due to their highly integrated nature!® or due to the influence of unique
and valuable intangibles as key sources of profit!*—are not amenable to traditional
transfer pricing examination. The same is true of entities within a multinational
which contractually share in the overall business risk of the business.?’ For these
functions (and the group entities performing these functions) the OECD Revised
Guidance proposes a limited profit split.

This approach does not involve a pre-ordained allocation rule as under statu-
tory formulary apportionment, but instead looks at integrated businesses on a
case-by-case basis. The main basis for the allocation of the residual profit is the
relative value of the ‘contributions performed by the separate affiliates within the
firm—either asset-based or cost-based’?! This reflects the underlying assumption
that all locations where the business is present contribute to the residual profit and
thus justify taxation.?? The allocation of profit amongst these locations will involve

16 OECD (2018d); this revised guidance replaces Section C, Part I, Chapter II of the OECD Transfer
Pricing Guidelines for Multinational Enterprises and Tax Administrations.

17" OECD (2018d), paras 2.127, 2.152; see also, in a similar vein, Avi-Yonah (2010), p. 16 et seq.
8 OECD (2018d), paras 2.120, 2133 ef seq.
9 OECD (2018d), paras 2.119, 2.130.
20 OECD (2018d), paras 2.121, 2.139-2.142.
1 OECD (2018d), paras 2.114, 2.150 et seq., 2.169 et seq., 2.179 et seq.; for a similar proposal see
Schon (2010), p. 246 et seq.

22 For a theoretical argument for this kind of profit split see Vann (2010), p. 321 et seq.
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a close examination of the nature of the relevant business functions, the level of
expenditure incurred by the participating entities, and—to a more limited extent
post-BEPS—the contractual arrangements between the involved affiliates. This ex-
ercise is meant to fully allocate the business profit to the involved entities insofar as
it exceeds the routine profit assigned to the entities in the first step.

The OECD approach appears to create a fundamental de facto distinction within
the corporate group between limited risk affiliates (which are assigned a routine
profit) and entrepreneurial affiliates (which participate in the residual profit of
the overall enterprise). For the entrepreneurial affiliates this method will result, in
most cases, in a higher return on investment (given the existence of synergy rents
within the business), but also in a higher volatility of net results (given the necessity
to allocate residual losses in the same fashion as residual profit).2?

According to the OECD guidance, the division between limited risk and entre-
preneurial entities will be derived by testing whether an affiliate’s functions as well
as its contractual relations with other group members are amenable to traditional
transfer pricing analysis, for example whether information on comparable uncon-
trolled transactions is available.?* The more integrated a business is and the more
hard-to-value its intangibles are, the less it seems possible to resort to those trad-
itional methods and the more prevalent becomes the need to apply a profit split.

2.2 OECD profit splits and RPA schemes: similarity
and differences

The distinction between routine and residual profit is at the heart of both profit
splits and RPA schemes. But there are also significant differences between the two,
and especially between the OECD approach and more formulary approaches, such
as the RPA proposed by Avi-Yonah et al. We briefly identify these as a means of
introducing some of the choices made in developing the RPAL

First, the basic approach of RPA schemes is to calculate residual profit at the
level of the multinational as a whole, or within the multinational on a product
line basis. By contrast, profit splits aim to allocate profit in more limited circum-
stances, between a limited number of affiliates within a multinational. The RPAI
is aligned more closely with RPA schemes, in that it takes a systematic approach to
allocating residual profit for the whole multinational. However, it does leave open
the possibility of allocating residual profit on a ‘product-by-product’ basis, within
amultinational.

Second, RPA schemes apply to all multinationals (defined broadly), while
profit splits are applied only to multinationals with certain characteristics, such as

23 OECD (2018d), para. 2.115.
24 OECD (2018d), para. 2.143.
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high-integration and strong reliance on hard-to-value intangibles, and even then
they apply differentially among affiliates of such multinationals. In the latter case,
the OECD Revised Guidance distinguishes between entities that are assigned rou-
tine profit and entities that are assigned the residual profit.?> The OECD’s approach
has the weakness that the level of a subsidiary’s integration within the overall value
chain of a multinational is not a binary matter; rather, it is an incremental matter
subject to a sliding scale. There is no ‘discontinuity’ in the level of integration on
which a sharp contrast in tax treatment can be built. In particular as far as synergy
rents are concerned, these rents derive from the overall set-up of the multinational
and not only from the interaction within a subset of affiliates.

Third, unlike the OECD approach, RPA schemes may not apply the full transfer
pricing methodology to identify the routine return. For example, the RPA pro-
posed by Avi-Yonah et al sets a fixed return on expenditure incurred by the en-
tity in question irrespective of the functions performed and the risks assumed.2
This distinction introduces an important trade-off. A fixed return offers simplicity
over the OECD approach. However, among other things, this may drive a wedge
between in-sourcing and out-sourcing and therefore makes taxation more rele-
vant in determining the boundaries of the business. By using the full complement
of transfer pricing methodology, the OECD approach—and, in relation to routine
profit, the RPAI approach set out here—seeks to approximate the tax treatment of
dependent and independent businesses, which is the basic rationale for the arm’s
length principle.

The benefit of doing so becomes clear when comparing a multinational’s choice
whether to allocate manufacturing functions to a subsidiary or to an independent
contractor. In principle, this choice should not be distorted by the application of
a transfer pricing approach allocating only ‘routine profit’ to individual entities
to the extent that these closely approximate the profit an outside contractor
would earn. As long as only routine profit is allocated to the manufacturing sub-
sidiary, the tax burden on the remaining part of the multinational would remain
largely unchanged irrespective of the outcome. It would not even be necessary
to establish an overall concept of which entities belong to the ‘group’ as such (an
important point as regards the treatment of joint ventures or subsidiaries with
minority shareholders). The ‘make or buy’ decision which lies at the heart of the
overall business model of the firm would be subject only to genuine business
considerations.?”

Fourth, while the OECD approach allocates taxing rights over residual profit
on an asset or activity basis—albeit in a rather unprescriptive manner—the RPAI

25 For a critical view see Robillard (2015), p. 448 et seq.

26 Avi-Yonah et al (2009); Luckhaupt et al (2012), pp. 110, 114.

%7 The distortions created by formulary allocation of profit within a business as opposed to the alloca-
tion of profit to independent contractors are highlighted by Hines (2010).
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and other RPA schemes allocate taxing rights over these profit to destination
countries. As discussed in general terms in Chapter 4 above, and more specific-
ally below, allocating the residual profit to destination countries brings benefits in
terms of improved economic efficiency, less profit shifting, and improved incentive
compatibility.

3. The RPAlin outline
3.1 Anexample and some terminology
In order to explain the RPAI proposal as clearly as possible, we will make use of an

ongoing example. We set out this example first in Table 6.1, and then describe how
the tax would be applied.

Table 6.1 Basic example: third party costs and revenues

Affiliate in: TOTAL
A B C
Sales
Quantity sold 96 24 80 200
Price per unit 10 10 15
Revenues 960 240 1200 2400
Costs
Allocable costs incurred by
each affiliate
Purchase of intermediate goods 200 200
Other cost of goods sold 340! 340
Sales & Marketing: Local 200 40 180 420
Total allocable costs 200 580 180 960
Non-allocable costs incurred by
each affiliate
Sales & Marketing: Global 200 200
General and Administrative (G&A) 100 100
Research and Development (R&D) 300 300
Total non-allocable costs 600 0 0 600
Total Costs 800 580 180 1560
Global Profit 840

1. This reflects per unit costs of 2 per unit for the variant sold in C, and of 1.5 for the variant sold in
AandB.
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We consider a multinational with three affiliates located in different countries,
A, B, and C. Each affiliate sells a single finished good to local consumers. In total,
ninety-six units are sold in A, twenty-four units are sold in B, and eighty units are
sold in C. To allow for variation across countries, we assume that the product spe-
cification sold in C is of higher quality than that sold in the other two countries. As
a result, it sells for a higher price: 15 in C, and 10 in A and B. The finished goods
are produced by the affiliate in B. B purchases one unit of an intermediate good at
a price of 1 for each of the 200 units of the finished good produced, at a total cost
of 200. In addition, and in line with the higher price charged for the product in
G, it has costs of 2 per unit for the specification sold in C, but of only 1.5 per unit
for the specification sold in A and B; for an additional total cost of 340. The total
manufacturing cost incurred in B is therefore 540.

In addition to the costs of manufacturing, which are incurred in country B, the
multinational has other costs: local sales and marketing costs, which are incurred
where goods are sold; and costs of global sales and marketing, general and admin-
istrative (G&A), and research and development (R&D), all of which are incurred in
country A. We briefly define these terms in Box 6.1.

All of these costs relate to purchases from third parties—they do not include any
purchases from other affiliates. Overall, the group has sales of 2,400 and costs of
1,560, implying a total profit of 840.

We now describe in more detail the calculation for this example of routine and
residual profit under the RPAI, and how each is allocated to each country.

Box 6.1 Some definitions of costs

Allocable costs: Costs that can be allocated directly to specific goods and
services sold. The costs may be incurred in any country but—for the purpose of
identifying residual profit in each country—they are ‘allocated’ to the country in
which the sale to an independent purchaser is made. In our example, these costs
include the cost of goods sold and local costs for sales and marketing.

Non-allocable costs: Costs that cannot be allocated directly to specific goods
and services sold. In our example, these include general and administrative
(G&A), research and development (R&D), and global sales and marketing costs.

Cost of Goods sold: Direct costs attributable to the production of the goods
or services sold. These costs may include the purchase of raw materials and
other intermediate goods,® labour costs, and the costs of storage, shipping, and
depreciation.

8 By intermediate goods we mean goods incorporated in other products typically either by trans-
formation (e.g. chemical processing) or assembly (e.g. installing semiconductors in a circuit board).
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General and Administrative (G&A) costs: Operational costs that cannot be
directly related to the production of any specific goods or services, including
some or all costs relating to rent, utilities, insurance, and managerial salaries.

Sales and Marketing costs: Costs related to selling, promoting, and delivering
a product; these are not included in the costs of goods sold. Such costs can be
incurred in and for a specific market (which we label a local cost, and which are
an allocable cost), or they could be general costs not for a specific market (which
we label a global cost, and which are a non-allocable cost).

3.2 Routine profit

3.2.1 What is routine profit?

As set out above, the concept of routine profit is familiar to transfer pricing spe-
cialists.?® It can be defined as the profit a third party would expect to earn for per-
forming a particular set of functions or activities essentially on an outsourcing
basis. In this ‘outsourcing model’ the third party does not share in the overall risk
of the multinational, and earns no return based on the overall success or failure of
the product or business to which its activities relate. It functions essentially as a
service provider. By employing this concept of routine profit for an affiliate under-
taking a similar activity, the tax system would not generally discriminate between
activities that are undertaken within the business as opposed to outsourced to an
independent business.*

Such third party outsourcing businesses appear to exist for most functions
and activities of multinational groups, in the form of contract manufacturers, re-
searchers, logistic providers, and marketers. Their returns reflect the value of any
expertise in performing their activities and functions plus their capital invest-
ments. The returns also reflect their own risk—including the risk inherent in at-
tracting sufficient customers to maintain a profitable business. But these risks do
not include the underlying risks of the businesses that use their services.?!

The concepts of routine and residual profit are broadly related to—but are not
equivalent to—the economic concepts of normal’ returns and ‘excess’ returns
or ‘economic rents’ which were introduced in Chapter 2. Box 6.2 discusses the

2% OECD (2017a), Annex II to Chapter I1, p. 433.

30" Note that the notion of a routine profit is not inherently linked to that of a ‘routine activity’ often
encountered in discussions of transfer pricing. The RPAI does not distinguish between routine and
non-routine activities.

31 It is possible that the risks of the service provider may, in general, depend on the risks associ-
ated with the general market conditions for the final goods and services to which its inputs contribute,
though in principle not on the unique risks of the specific multinational to which it sells its intermediate
goods or services.
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similarities and differences between routine profit and the normal return, and be-
tween residual profit and economic rent.

Box 6.2 Is residual profit equivalent to economic rent?

Suppose a multinational business wants to undertake an investment project and
could undertake it directly or pay an independent contractor to undertake it.
The contractor would require a normal return on its investment which reflected
only the risks faced by the contractor. These risks would not include the general
risks faced by the multinational employing the contractor.

The routine profit of the multinational for the purposes of the RPAI is the
normal return the contractor would require. It may differ from the normal re-
turn required by the multinational had it undertaken the investment itself—as
this should also reflect the underlying risk of its entire business. The residual
profit of the multinational for the purposes of the RPAI is profit earned in excess
of this routine profit.

Consider, for example, a pharmaceutical company that requires re-
search into a potential new medicine. It could subcontract that work to an
independent contractor, who is paid irrespective of the outcome of the re-
search. Or it could undertake the research itself directly. The routine return
for the purposes of the RPAI for the latter approach could be evaluated by
comparison with such an independent contractor. This may differ from the
normal return to the multinational, which should reflect the entire risk borne
by the multinational, which will depend also on whether or not the research
is successful.

The risk of the multinational business is likely to be greater than that of the
independent contractor; and in this case the multinational’s routine profit for
the purposes of the RPAI will be lower than its normal return, and its residual
profit will exceed its economic rent. However, this is not inevitable, since the
relevant measurement of risk is how the returns of a project are expected to co-
vary with returns from other projects; so it is also possible that residual profit
could be less than economic rent.

In practice there may be many reasons why the ex-post rate of return of a con-
tractor may differ from its expected ex-ante normal return. For example, higher
rates of return may incorporate an element of economic rent, to the extent that
the contractor has some market power. In this case a multinational using such a
contractor as a comparable for the purposes of identifying its routine profit for
the RPAI may include an element of economic rent. While an adjustment could
in principle be made to remove any component of economic rent, this would be
difficult in practice.
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3.2.2 Where is routine profit deemed to arise?

Routine profit is in principle deemed to arise in the country where func-
tions and activities take place. This is also the case if inputs are purchased
from or in a different country. In our example, the multinational undertakes
R&D activities in country A. Routine profit in A can be calculated as a mark-
up on its relevant costs—subject to the availability of data from comparable
businesses.

3.2.3 Measuring routine profit under the RPAI

In the RPAI system, routine profit is measured following existing transfer pricing
practice that relies on public third party comparable outsourcing data. The pri-
mary approach we discuss in this chapter is the cost-plus approach, which re-
quires there to be a comparable business with a relevant rate of mark-up on its
costs that can be applied to the costs of the multinational.

An important preliminary question is which costs should be eligible for a
mark-up to determine routine profit. To begin to answer this question, we start
from the perspective of economic efficiency, which implies that trade between
businesses along a supply chain should not be taxed. This is a basic principle
arising from the ‘production efficiency’ theorem of Diamond and Mirrlees
(1971), described in Chapter 2. The reason is intuitive; suppose that inter-
mediate goods and services, bought and sold along a supply chain, were subject
to a tax on the value of the sale. Then the impact of the tax would cumulate—
or ‘cascade’—along the supply chain, creating potentially large economic
distortions.*

This problem could also potentially occur within the RPAI. An example is pre-
sented in Table 6.2. Suppose that a good is produced in a three-part production
process. Each part uses labour at a cost of 100. Within a combined business, the
costs are therefore 300. Suppose the required rate of return for this business is
10%; in a competitive market, this implies that the business must sell the good for
330 and earn profit of 30.

Now suppose that the three parts of the production process are divided into
separate entities along a supply chain. Business X uses 100 of labour to create
an intermediate good that it sells to Y. Y uses that input, together with 100 of la-
bour, to produce a second intermediate good that is sells to Z. Z uses the input
from Y, also together with 100 of labour, to produce the final good. In a com-
petitive market, the total profit that X, Y, and Z can earn together must be 30. If
Z tried to charge more than 330 for the final product then it could be undercut

32 This problem does not arise with VAT—or the DBCFT analysed in the next chapter—as long as
at each stage of the supply chain the purchasing business can claim back the VAT (or DBCFT) that has
been charged in the business’ inputs.
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Table 6.2 Establishing routine profit

No tax RPAI with RPAI with
routine mark-up of 10%
profit of 10 on all costs
Labour costs in X 100 100 100
Profitin X 10 10 10
Rate of return on total costs in X 10%
Taxable profitin X 10 10
Taxin X 2 2
Price of saleto Y 110 112 112
Labour costsin Y 100 100 100
Profitin Y 10 10 10
Rate of return on total costs in Y 4.8%
Taxable profitin Y 10 21.2
TaxinY 2 424
Price of sale to Z 220 224 226.24
Labour costsin Z 100 100 100
Profitin Z 10 10 10
Rate of return on total costs in Z 3.1%
Taxable profitin Z 10 32.62
TaxinZ 2 6.52
Sale price to customer 330 336 342.76

by another business operating as a single unit. The prices of the intermediate
goods should therefore reflect the final sales price of 330 and a profit of 10 for
each business, representing an even distribution of the total profit of 30 be-
tween the three businesses.

The resulting transfer prices between X and Y, and between Y and Z, are shown
in Table 6.2. In the absence of tax, X sells its intermediate good to Y for 110 and Y
sells its intermediate good to Z for 220. In each case, the business earns a rate of
return of 10% on its labour costs. But note that for Y and Z this is a lower rate of
return relative to its total costs. That is because Y has labour costs of 100 but must
also purchase the intermediate good from X for 110, so that its total costs are 210.
For Y, profit of 10 therefore represents a rate of return on total costs of only 4.8%.
Z earns profit of 10 on total costs of 320, representing a rate of return on all costs of
only 3.1%.

Now consider the application of the RPAI to determine routine profit in each
business. Since this is a perfectly competitive market, economic theory would
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predict residual profit to be zero. So routine profit in each business should be
10. The second column illustrates this, using a tax rate of 20%. Each business has
routine profit of 10, and therefore pays tax of 2. With a fixed wage rate, we would
expect this tax to be passed on in a higher price. So X would sell its intermediate
good to Y for 112, and Y would sell its intermediate good to Z for 224. Finally,
Z would sell the final good for 336. This price is higher by 6 than would be the
case in the absence of tax, which reflects the tax of 20% on the total profit of 30.
This is therefore the same outcome as for a unified business taxed on the whole
profit of 30.

The third column illustrates the problem of cascading. This would occur if the
routine profit of each business were calculated by applying a mark-up on total costs
of 10%. This makes no difference to X, which only has labour costs. But total costs
in'Y are 212; applying 10% to this would result in a routine profit being measured
as 21.2 and a tax of 4.24. If this tax were passed on in the price to Z, total costs in Z
would be 326.24, imply routine profit of 32. 62 and tax of 6.52. In this case, Z would
need to charge a price of 342.76 for the final product. This is clearly higher than a
unified business would charge.

Note that for businesses that earn a residual profit the effect of this cascading
may be only to increase the proportion of profit labelled as routine, and corres-
pondingly reduce the proportion labelled as residual. Whether or not a business
has residual profit, however, this cascading can create economic inefficiencies and
opportunities for tax planning.

Note that this problem of cascading does not arise in the existing regime.
Consider Y, for example. Under the existing tax system, Y would be taxed on sales
net of all costs. Based on column 2, with sales of 224 and total costs of 212, its profit
before tax is 12. Charging tax of 2 reduces the profit to the required amount of 10.
(Note that this implies a tax-inclusive rate of 16.67%, instead of 20%; this is be-
cause the tax rate is applied to the value of the sale, which includes the impact of the
tax.)* The problem of cascading potentially arises because routine profit is deter-
mined by reference to costs incurred.

There are two ways to avoid the cascading problem within the RPAI frame-
work. The first is to apply the rate of mark-up of 10% only to costs excluding any
intermediate goods—labour, in our example. Since labour costs are 100 in each
business, then applying a 10% mark-up yields routine profit of 10. The second is
to apply the rate of return that yields the ‘true’ profit of 10. This is 4.8% for Y and
3.1% for 2.4

33 The tax inclusive rate is t/(1 + t) where t is the tax-exclusive rate of 20%.
3 These rates are slightly lower in the presence of tax, since the costs of the intermediate goods is
higher in the presence of tax.
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Which of these approaches is more feasible depends on how the choice of mark-
up is made. Under a fixed mark-up for all businesses, such as that proposed by Avi-
Yonah et al (2009), it is not possible to distinguish businesses at different stages of
the supply chain. A fixed mark-up should therefore in principle only be applied to
costs that do not already reflect the tax on the routine profit of the seller—labour
costs, in our example.

Instead the RPAI sets the mark-up by reference to financial data available for
third party comparable businesses operating on an outsourcing basis. In prin-
ciple, at least, such a comparison should reflect the relevant stage in the supply
chain. For example, if the three businesses in our example were subsidiaries in a
multinational, the comparison for Z should reflect the performance of an inde-
pendent business at the third stage of this particular supply chain. Comparing it
to a business at the second stage, say, would be likely to yield too high a rate of
mark-up.

Two other conditions are also important. First, it is also crucial that the
mark-up of the comparable business should be calculated with reference to
the same set of costs as will be used in the multinational subsidiary. Second,
this approach is always likely to be approximate, in that the balance of costs of
intermediate goods and other costs may differ between even otherwise quite
similar businesses. Suppose for example, that the comparator to Y had labour
costs of 50 but paid 162 for intermediate goods (so that its total costs were also
212). But if the true profit is 10% of the labour costs, then the rate of mark-up
in the comparator would be only 2.4%. Using this rate would underestimate the
true profitin Y.

Making such comparisons is of course likely to be difficult in practice and this
process is far from being a precise science. Nevertheless, this is broadly how the
arm’s length principle works. To the extent that it is feasible to do so, then the cas-
cading problem could be minimized by carefully matching the cost bases of the
business receiving the mark-up and the comparable business and selecting an ap-
propriate mark-up. However, it should be acknowledged that this exercise is always
likely to be somewhat rough and approximate, thus possibly allowing some degree
of cascading.

The more precise approach is to leave the costs of intermediate goods out of the
base for a cost mark-up, and to apply a mark-up which reflects the routine return as
a proportion of other costs. We propose that this approach is taken where possible.
Where it is not possible, because of deficiencies in the data of comparable busi-
nesses, it will be necessary to use the entire cost base and the best available measure
of an appropriate mark-up.

Two other factors should be noted. First, purchases from other affiliates of the
same multinational business are more open to tax planning. If X, Y, and Z were
affiliates of the same group, for example, then if a routine mark-up on costs were
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given at all stages of the supply chain then not only would residual profit be under-
stated, there would also be a significant opportunity for the business to manipulate
its supply chain to allocate different amounts of routine and residual profit in dif-
ferent countries. So there is a strong case for ignoring purchases from other affili-
ates where the price already reflects the routine profit of the selling affiliate. But
second, treating within-business purchases differently from purchases from inde-
pendent businesses may affect how the multinational chooses to organize its activ-
ities across countries.

Returning to our ongoing example, set out in Table 6.1, there are purchases
of goods from B by A and C, which are then sold in the markets in those coun-
tries. It is common for distribution entities to be able to exclude the costs of
these goods from a routine profit calculation; in our example, we assume that
this applies to all within-multinational transactions, and so the purchasing en-
tity does not include those costs in the case for calculating routine profit.
Also, B purchases intermediate goods from third parties. We also assume that data
exist to enable these costs to be ignored in the calculation of the routine profit in
B. All other purchases are included in the base for the calculation of routine profit.

The cost-plus method is used to calculate routine profit in our example. Note
that other transfer pricing approaches can also be used. However, whatever ap-
proach is used, its aim should be that of identifying only routine profit. This is
important in ensuring that the RPAI complies more closely with the criteria for
evaluating taxes set out in Chapter 2. For example, using a transfer pricing ap-
proach to identify only routine profit limits both the incentive and opportunity
to shift profit to a low tax jurisdiction. It also diminishes the distortions to any
real location choices of the multinational. We discuss these issues further below.

There are many problems with the current transfer pricing system. But whilst
it is clearly often inadequate in dealing with certain transactions, such as pay-
ments for the use of intangibles, we believe it is relatively uncontentious in
dealing with functions and activities where the only risk taken into account is
the overall level of business activity of an independent subcontractor. We pro-
pose using current transfer pricing practices to determine routine profit be-
cause they tend to work relatively well in this context.?®

In many cases, data exist on relevant aspects of businesses that may be con-
sidered comparable. For example, whether the activity is services (e.g. performing

% It is true that finding comparables within specific geographic areas, particularly in developing
countries, can be a challenge given limitations on the numbe