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PROFIT SHIFTING

ARE WE HEADING TOWARDS
A CORPORATE TAX SYSTEM FIT
FOR THE 2157 CENTURY?'

MicHAEL P. DEVEREUX AND

JoHN VELLA?

Introduction

A long-standing criticism of the system for taxing mul-
tinationals’ profit is that it distorts economic activity, af-
fecting investment, financial and location decisions, and
economic growth. However, it has been the recent grow-
ing realisation that multinationals are able to arrange
their affairs to reduce their aggregate tax liabilities by
taking advantage of deficiencies in the tax system that
has generated a real momentum for reform. The need for
reform rose to the top of the political agenda following
extensive press coverage of the tax affairs of a few well-
known multinational companies, including Starbucks,
Google and Amazon. In response, the G20 (G20 2012)
called on the OECD to undertake a project on “Base
Erosion and Profit Shifting” (BEPS). The OECD pub-
lished a report in February 2013 (OECD 2013a), an
Action Plan in July 2013 (OECD 2013b), and since then
has been engaged in developing proposals for reform of

the system.

Whilst the BEPS project is still in progress, its general
direction of travel is fairly clear. This paper argues that
although the BEPS project will probably close some ex-
isting loopholes, it will not provide the radical reform that
is required to produce a stable system for years to come.

Problems with the existing system

Before turning to the BEPS project, we begin by outlin-
ing the most significant problems with the existing sys-

! This is an edited and shortened version of a paper by the same au-

thors and the same title, published in Fiscal Studies, December 2014.
2 Both authors: Oxford University Centre for Business Taxation.

tem. These stem from two related sources. Firstly,
the underlying framework is based on an inadequate
compromise in allocating taxing rights between coun-
tries; and the system has become more complex and
less suited to collecting an appropriate amount of tax
as steps have been taken to shore up that compromise.
Secondly, the system effectively invites countries to
compete with each other in numerous dimensions,
which undermines its fragile state. We briefly discuss
each of these in turn.

When commercial activity moves beyond a purely do-
mestic setting, many countries can potentially claim
jurisdiction to tax the income from it. The internation-
al tax system seeks to address this by essentially allo-
cating primary taxing rights between “residence” and
“source” countries. Very broadly, the residence country
is where a person who has the right to receive the profits
of the activity resides, while the source country is where
the economic activity takes place. And broadly again,
in a “1920s compromise” (Graetz 2001) in the League
of Nations, source countries were allocated primary
taxing rights to the active income of the business, and
residence countries the primary taxing rights to pas-
sive income, such as dividends, royalties and interest.
Theoretical and practical arguments have been articu-
lated in favour of this allocation, yet they do not stand
up to much scrutiny.® The allocation is best viewed as an
arbitrary compromise, albeit one which has come to be
accepted by large parts of the international community.

This system is ill-suited to dealing with modern multi-
nationals operating in a truly global business environ-
ment. A modern multinational can have shareholders
scattered across the world, a parent company resident in
one country, a potentially large number of affiliates un-
dertaking an array of activities, such as research and de-
velopment, production, marketing and finance that are
located in many different countries* and consumers that
may also be scattered across the world. In such a sce-
nario, there is no clear conceptual basis for identifying
where profit is earned; as all of those locations may be
considered to have some claim to tax part of the compa-
ny’s profit. Conceptually, the residence/source distinc-

3 See the discussion in Schén (2009).
4 See OECD (2013a), Chapter 3 on global value chains.
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tion does not offer much help. In practice, applying this
distinction in the context of intra-group transactions,
where affiliated entities in different jurisdictions are as-
signed the status of “source” or “residence”, gives rise to
significant problems, not least those relating to transfer
pricing. Following the logic of the residence/source and
active income/passive income distinctions, specific in-
ternational tax rules have been introduced that are hard
to justify and that are easily manipulated, such as trans-
fer pricing rules dealing with risk and Cost Contribution
Agreements. Overall, the system is manipulable, distor-

tive, often incoherent and unprincipled.

A second, important, source of problems is that the
system invites countries to compete with one anoth-
er in ways that destabilise the system itself. Countries
compete to attract economic activity and to favour “do-
mestic” companies, which has led to gradual reductions
in effective rates of taxation of profit for at least thirty
years. For example, the current UK coalition govern-
ment has been explicit on its strategy in this regard;
it came to office in 2010 with the declared “aim ... to
create the most competitive corporate tax regime in
the G20” (Cabinet Office 2010) and it has acted on that
aim. Such a goal is not easily reconciled with another
goal often explicitly held by governments: ensuring that
companies should pay to some country or countries a
reasonable amount of tax on their global profits. This
tension is particularly evident in the UK, where the goal
of having the most competitive corporation tax regime
in the G20 is held concomitantly with an active role in
pushing forward the OECD’s BEPS Action Plan. There
may be competition not only with respect to rates, but
also with regard to many other aspects of the tax base.
For example, several countries have introduced rules —
such as the US check-the-box rules and the UK Finance
Company Partial Exemption — designed to gain a com-
petitive advantage for domestic companies, but which
facilitate the erosion of the tax base of both domestic
and foreign jurisdictions.

This fundamental tension is at the heart of whether the
existing international tax system can be reformed to
provide a reasonable and stable system for taxing the
profits of multinational companies in the 21 century.
The issue is one of incentive compatibility. If countries
acting in their own interests believe that they have an in-
centive to undermine the international consensus, then
that international consensus cannot provide a stable
long-run system. There is ample evidence that countries
have been acting in precisely that manner.
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What is the OECD BEPS project trying to achieve?

The OECD BEPS project focuses on the need to change
the existing legal system. A first question is whether
the reform being considered is as radical as the brief
analysis in the previous section suggests it needs to
be. A starting point is provided by the OECD’s artic-
ulation of the central problem it is addressing: “double
non-taxation, as well as cases of no or low taxation as-
sociated with practices that artificially segregate taxa-
ble income from the activities that generate it” (OECD
2013b, 13).

In the first document produced by the OECD in this pro-
cess (OECD 2013a) it intimated a willingness to take a
bold approach: “it is also important to revisit some of
the fundamentals of the existing standards. Indeed, in-
cremental approaches may help curb the current trends,
but will not respond to several of the challenges gov-
ernments face” (OECD 2013b, 8). The second document
produced (OECD 2013b) also spoke of “a bold move by
policy makers [being] necessary to prevent worsening
problems” (OECD 2013b, 10). However, it made it clear
that there was a limit as to how bold and fundamen-
tal the proposed reform would be. This document ex-
plained that its proposed actions “are not directly aimed
at changing the existing international standards on the
allocation of taxing rights on cross-border income”
(OECD 2013b, 11).

The reforms proposed by the OECD are both less and
more radical than the statements cited above make it
out to be. It is less than a “fundamental” and “bold”
reform because the Action Plan seeks to bring change
within the existing international tax framework. The
OECD is not setting out to change the framework it-
self. It is not even questioning the desirability or logic
of a regime centred on the residence/source and active/
passive income dichotomies in the 21% century. Indeed,
it only mentions one alternative to the current frame-
work, formulary apportionment, and gives it very short
shrift.

On the other hand, it is more radical than might at first
appear because whilst purporting not to be changing the
current allocation of taxing rights, the changes proposed
do depart from it to some extent. This is done by add-
ing a qualification to the current allocation rules where
abuse is perceived. Specifically, a number of the ac-
tions focus on ‘economic activity’, relevant substance’
or ‘value creation’. Indeed, the general principle guid-
ing the reform proposals of the OECD is explained in




these terms “this Action Principle should provide coun-
tries with domestic and international instruments that
will better align rights to tax with economic activity”
(OECD 2013b, 11). We discuss this general principle

first, and then consider problems of competition.

A principle based on the location of economic
activity: some issues

The use of a new notion of economic activity raises at

least six problems, which are discussed in turn.

First, the desired outcome of better “align[ing] rights
to tax with economic activity” constitutes a departure
from the current regime. Put simply, the international
tax system does not currently allocate taxing rights to
countries according to where “economic activity” takes
place. When passive income is paid across borders it
will be taxed in the recipient’s country of residence sole-
ly by virtue of the recipient’s residence in that country.
No economic activity in the country of residence is re-
quired. This change thus overlays a new and completely
different principle onto the existing structure. As the
new principle points in a different direction the inevita-
ble conclusion is that the OECD is proposing a shift in
the taxation of certain forms of passive income from a
residence basis to a “place of economic activity” basis.
Whether this is a sensible policy is open to discussion.
However, the OECD does not attempt a proper analysis
of such a change.

Secondly, as the basic structure is being kept in place
and the principle overlaid on top of it, the post-BEPS
international tax regime will be even less coherent. In
some situations taxing rights will be aligned with “eco-
nomic activity”, but in others it will not. Consider the
following example. P, a company resident in State A,
funds S1, a wholly-owned operating company resident in
State B through debt. Under the current international tax
regime interest paid by S1 to P is primarily taxed in State
A. Generally, interest payments are deductible from S1’s
taxable profits, meaning that to the extent that they are
covered by the interest payments, profits generated by S1
are taxed by State A and not State B, where the economic

activity might be deemed to have taken place.

Action 4 addresses base erosion via interest deductions
and other financial payments, although how this might
be done is still under discussion. The Action Plan does,
however, shed some light on the perceived problem cre-

ated by inbound financing of this nature:

“From an inbound perspective, the concern regarding
interest expense deduction is primarily with lending
from a related entity that benefits from a low-tax regime,
to create excessive interest deductions for the issuer
without a corresponding interest income inclusion by
the holder” (OECD 2013b, 16).

This explanation suggests that the options for change the
OECD might consider could include making S1’s ability
to deduct interest paid in State B dependant on whether
State A taxes the interest and at what rate.’ Taxing rights
would be aligned with economic activities if State A has
no or low taxation but not otherwise. This might address
the problem of profit shifting through the use of debt,
but it does not appear to be principled and also intro-
duces further incoherence into the system. As discussed
below, competitive pressures might also undermine this

change altogether.

Action 3 of the BEPS Action Plan concerns the strength-
ening of Controlled Foreign Company (CFC) rules.
Their operation, in conjunction with the limitations on
interest deduction rules, raises further questions. Let us
suppose now that P has another subsidiary S2, resident
in State H, a tax haven, and that P funds S2 through eq-
uity, which, in turn, funds S1 through debt. Let us as-
sume also that State A, where P is resident, has robust
CFC rules in place. Action 4 implies that the deduction
in State B for the interest paid by S1 to S2 ought to be
addressed given that State H is a low tax regime. This
could be done, perhaps, by allowing State B to limit the
interest deductions available to S1. However, the CFC
rules of State A might make the interest received by S2
taxable in the hands of P in State A, so that the rules
resulting from Action 4 addressing the interest paid by
S2 to S1 would not be required. Note however, that if this
were the case, and by “economic activity” the OECD
here means more than funding through debt or equity,
the taxing rights would again not be aligned with “eco-
nomic activity”. State A would have taxing rights de-
spite the fact that no economic activity takes place there,
other than P owning shares in S2.

For these reasons the post-BEPS international tax sys-
tem is likely to be more incoherent, with taxing rights
being aligned with economic activity in some cases, but
not in others. There does not appear to be any principle

° Note that the primary response recommended under Action 2 to deal
with hybrid mismatch arrangements which produce deduction/no in-
clusion outcomes is to deny the deduction in the payer’s jurisdiction.
If the payer’s jurisdiction does not adopt such a rule, the defensive
response recommended is for the income to be included as ordinary
income in the payee’s jurisdiction. See OECD (2014b, 36).
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for distinguishing between the two; at best, reliance will
be placed on vague and arbitrary tests such as “artifi-
cial” and “excessive”.

Thirdly, if applied too narrowly an “economic activ-
ity” test might wrongly identify instances of low or no
taxation. Consider the following example. P is a parent
company resident in State A, a high tax jurisdiction op-
erating an [P Box regime which taxes royalty income at
five percent. S is a wholly-owned subsidiary of P, resident
in State B, a high tax jurisdiction. S develops intellectual
property which it sells to P for a fair price; and S pays tax
in State B on the transfer. P grants a licence over the intel-
lectual property to T, an independent company resident
in State C, another high tax jurisdiction. T pays royalties
to P which it can deduct from its taxable profits; P pays
tax on the royalties at the low tax rate of five percent.®

As aresult of this arrangement, royalties that might oth-
erwise have been taxed at a high rate in State B, where
the IP was developed, are taxed at a low rate in State A.
Focusing narrowly on the royalty payments. one could
reach the conclusion that there is low taxation as a result
of taxable income (in State A) having been segregated
from economic activity (in State B). However, if the
transfer of the intangible to P were priced correctly, with
State B collecting appropriate tax on that transfer, sin-
gle taxation on the intangible would have already taken
place.” This is not therefore a case in which there is “no
or low taxation ... associated with practices that artifi-
cially segregate taxable income from the activities that
generate it” (OECD 2013b, 10). But to identify this, one
cannot focus only on the royalty payment and ignore the
tax paid on the transfer of the intangible. By contrast,
the OECD’s approach does not appear to consider any
tax paid in B in the transfer of the IP (OECD 2014c, 33);
indeed, the example given above appears to fall foul of
the regime proposed by the OECD in relation to Action
Plan 5 dealing with harmful tax practices.

Fourthly, the focus on economic activity suggests a mis-
diagnosis of the problem in some situations. In the last ex-
ample given above, if P paid S less than the fair price for
the intangible, there would not have been single taxation
of the intangible and the concern over low or no taxation
would be warranted. However, this problem is not due to

¢ The tax base would be net of any allowances relating to the pur-
chase of the intellectual property; but unless the full purchase price was
immediately deductible, then P would face a positive tax liability in
present value terms.

7 From an economic perspective there is no difference between S li-
censing the intangible to T in return for a royalty and S selling the in-
tangible to P which then licenses it to T in return for a royalty. A neutral
tax system should treat both in the same way.
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a lack of economic activity in State A. The problem here
stems from the inability to price inter-company transfers
such as that between P and S. If this is the real cause of
the problem it should be addressed directly.® If it is not
possible to remedy that situation, then the soundness of a
system which relies on the correct pricing of such trans-
fers should be questioned. If the real problem here is that
the system itself is unsound then a stable, long-run solu-
tion cannot rely on keeping the system, but amending one
part to correct for the failure of another part.

Fifthly, the proposed solutions are likely to be under-
mined by tax planning and to create real economic dis-
tortions. While it is unclear what “substantial activity”
will be required for preferential regimes, one can safely
predict that as long as the cost of satisfying this test is
less than the resulting tax saving, multinationals will
satisfy it by moving real activity to low tax jurisdictions.
This will undermine the OECD’s solution and, more im-
portantly, it will also create a real economic distortion

where there was none.

Sixthly, from a conceptual perspective, a system that
seeks to align taxing rights over income with the “eco-
nomic activity” that created it is questionable because it
is not at all clear where such economic activity actually
takes place. Thus far, we have side-stepped the issue by
assuming that the OECD means an activity which goes
beyond simply holding a debt or equity instrument or an
intangible. However, these concepts are elusive and thus
constitute a critical weakness in the OECD’s project.
Numerous factors contribute to the creation of income,
including finance, research and development, head of-
fice functions, manufacturing, marketing and sales. In
the context of a multinational, these factors might be
spread over a number of countries thus making it im-
possible to pinpoint where the relevant “economic activ-

ities” which created the income took place.

Problems of interaction with tax competition

Even if all the problems with the approach proposed
by the OECD were solved, however, there remains the
problem that the system will be undermined by national
governments competing with each other. To illustrate
this, let us return to the last example given above where
P, resident in State A, acquires intellectual property
from its wholly owned subsidiary, S, resident in State B.

§ At the time of writing the OECD’s work on transfer pricing has not

been finalised. The OECD is considering the introduction of special
measures to address hard to value intangibles. Whether such meas-
ures will be adopted and how successful they will be, is, of course, not
known. See OECD (2014d).




T, resident in State C acquires a licence over the IP and
pays a royalty to P in return. The perceived problem
here arises because State A taxes the royalty income at
a low rate.

It might be argued that the relevant economic activity
took place in State B where the intangible was created.
However, State B might decide not to tax that income or
to tax it at a very low rate, because taxing the income
would raise the effective tax rate on R&D in State B,
thereby deterring real economic activity from taking
place there. Alternatively, it might be argued that the
relevant economic activity took place in State C, where
the operating company’s activities took place. However,
State C might also decide not to tax that income or tax
it at a low rate because taxing the income would raise
the effective tax rate in State C, thereby deterring real
economic activity from taking place there. There is no
evidence that under the existing system either State B
or State C would wish to tax the income associated with
the royalty payment to State A. On the contrary, many
examples of various forms of tax competition suggest
that neither State B nor State C would wish to do so
since if they did, they would worsen their competitive

position with respect to other countries.

If one of the three states agreed to tax the income (above
a certain rate) for the foreseeable future, there would be
nevertheless a concern that this could not be the basis of
a stable tax system. This is because there would always
be an underlying incentive for a future government in
these states to gain a competitive advantage by switch-
ing to not taxing the income (or cutting the tax rate).

Even if it were successful on its own terms, the BEPS
project would not contain the power of existing compet-
itive forces. The outcomes resulting from the project are
expected to take different forms. Some changes will be
enshrined in legally binding international treaties. This
should limit, although probably not eliminate, states’
ability to compete in the areas covered. However, these
treaties will be limited in scope. In other areas, the ex-
pected outcome is a recommendation for domestic leg-
islation. Here the hope is that states adopt legislation ef-
fectively limiting their ability to compete in these areas.
Whether steps will or can be taken against states that
refuse to meaningfully follow these recommendations is
unclear. Furthermore, if their interests so dictate, future
governments might not feel constrained from changing
their domestic law and recommencing competition in
these areas. Other factors, such as tax rates, are out-

side the scope of the BEPS project altogether, and thus

competition on these factors will continue unhindered.
Finally, whilst the BEPS project includes a broad group
of countries, it is not truly global. Again, it is unclear
whether steps can be taken to encourage countries that
are not part of the BEPS process to adopt the recommen-
dations resulting from the project.

Conclusion

Even if the actions proposed by the OECD are success-
fully implemented, the international tax regime will still
not be fit for purpose. The regime will consist of a con-
fused, complex mass of arcane, arbitrary and sometimes
illogical rules, competition will still drive rates down
and reliefs up, location of real economic activity will re-
main distorted, and cross-country arbitrage opportuni-
ties are likely to persist. More radical reform is required
if we are to have a stable system for the taxation of mul-
tinational companies for the longer term.
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