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Current reform of international tax system: radical change or yet
another short-term fix?

In a new report, ICRICT evaluates the forthcoming OECD solution to tax
multinationals and calls for a fair and comprehensive reform that would
tax multinationals as single firms, using formulary apportionment based

on objective factors, together with a minimum effective corporate tax

rate of 25%

A significant challenge to resource availability - and to the prospects for sustainable
development stems from the iniquities of international tax rules, as 40% of overseas
profits made by multinationals around the world are transferred to tax havens. Low
income countries are the most affected since they have limited alternatives for raising
revenue. Faced with the scale of this problem, the OECD will launch its proposal to
reform the way multinationals are tax (with a final agreement to be found by 2020) next
Wednesday. The pressure to reach a consensus means the risk of water down solutions
is high:

» Any reform actions taken now should be the first step towards taxing
multinational as single and unified firms, using formulary apportionment
based upon objective factors, and result in a system that is simpler, easier to
administer, more efficient and more equitable.

» We reject the likely proposal of splitting “routine” and “residual” global profits
of multinationals and making only a fraction of the latter subject to formulary
apportionment. This will keep the existing dysfunctional rules in place to
determine how the majority of multinationals profits are taxed and result in
little reallocation of taxing rights.

> We are concerned about the likelihood that this reform is going to benefit
OECD countries first and foremost, as the proposal results in a limited shift of
taxing rights, and only to market jurisdictions. An equitable distribution of
taxing rights can only be achieved through a balanced formula which includes
supply and demand factors, as allocation based on sales tend to advantage
advanced economies who consume more whilst developing countries
significantly benefit if employment is included in any allocation formula.

» We believe a global minimum effective tax should be set at 25%, as we are fully
aware that what is now set as a global minimum may become in the future the
global maximum.



https://www.icrict.com/international-corporate-taxation-reform
https://www.nber.org/papers/w24701
https://www.nber.org/papers/w24701

The credibility of OECD as the appropriate body to continue to lead this work remains in
question. Much still needs to be done to ensure effective participation and
representation of developing countries. We await with interest the outcome of the
ongoing negotiations, but as a Commission we do not regard the likely outcome in 2020
as an end point, but rather as the first step towards creating a genuinely fair
international tax architecture. It will require multilateral discussions extending well
beyond current process and involving the United Nations system, because it is the only
forum where all countries are represented.

Please download the full report here
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Why is the current international tax system failing?

The current system is based on the fiction of treating the various affiliates of
multinationals as if they were independent of each other (the so-called “arm’s length
principle”). This has encouraged multinationals to create complex tax-avoidance
structures by forming hundreds of affiliates in convenient jurisdictions. These
arrangements are conceptually straightforward: low profits are declared in high-tax
jurisdictions, both in developed and developing countries, through the use, for instance,
of limited risk structures, excessive debt and deductions for the right to use intangibles.
This system allows to multinationals to legally allocate their profits in low-tax
jurisdictions or tax havens, and, consequently, pay almost zero tax.

What is the impact on the prospects of sustainable development?

When global corporations and the super-rich dodge their tax paying responsibilities, it
is the poorest countries and people who lose most. Governments are left with the
options of cutting back on the essential spending needed to fight inequality and poverty
and the climate change; or make up the shortfall by increasing taxes such as VAT, which
hit ordinary citizens harder.

The impact of corporate tax dodging is even stronger for developing countries, since
they are more dependent on corporate taxes than developed ones. Corporate tax
represents 15% of total tax revenues in Africa and in Latin America, compared to 9% in
OECD countries.

What could change now?

With the accelerated digitalization of the economy, the amounts diverted are constantly
increasing, now denounced by the most orthodox institutions, such as the International
Monetary Fund. But the most important move came from the Organisation for Economic



https://www.icrict.com/international-corporate-taxation-reform
http://www.oecd.org/tax/corporate-tax-remains-a-key-revenue-source-despite-falling-rates-worldwide.htm

Co-operation and Development (OECD), which after a first phase of positive though very
limited changes, proposed, earlier this year, to challenge the very foundation of the
international tax system, which is the ability of multinationals to report their profits in
the subsidiary of their choice.

In an effort to gain legitimacy, the OECD has offered developing countries a place at the
negotiating table by creating a group called the "inclusive framework". It is today, with
134 member countries, the de facto place in which tomorrow's global tax system is
decided on.

What is being discussed?

Negotiations are ongoing within the Inclusive Framework on reforms under two key
challenges — called “pillars”.

Pillar 1 — Taxing rights. Where should corporate profits be taxed?

Under the current system many countries have little or no right to tax profits generated
from sales and other digital activities on their territory, because a company needs to be
physically present in order to be taxed and because the current rules don’t take account
of the value which customers and digital users bring to a company.

The new approach now aims to allocate a portion of multinationals profits to market
jurisdictions starting from their total global profits.

Pillar 2 — Should all corporations be required to pay a minimum rate of tax?

The OECD wants to introduce a global minimum effective tax rate in order to ensure that
all corporate profits are taxed at a minimum level. It could remove the incentive for
companies to move their profits to low or zero corporate tax countries and put an end
to the damaging tax competition between countries.

I"

Why shouldn’t the reform separate “routine” and “residual” profits?

The new approach to allocate income of multinationals that is being proposed by the
OECD would keep the international tax system in place for most of the profits (so called
“routine profits”), allocate only fraction of the remaining global profits of the
multinationals (so called “residual profits”) through a formula.

In that case, companies could continue to report their profits wherever they want for
most of their activities, allowing only a small portion of the tax to be reallocated, possibly

not more than 20%.

We reject the approach of separating ‘residual’ from ‘routine’ profits, since it is not
possible to distinguish between residual or routine profits of a multinational.

Why is it crucial to set up a fair distribution of taking rights?

It is crucial to understand that different formulae will likely result in significantly
different distributional outcomes among countries.



Choosing to allocate taxing rights by reference to sales alone, as the OECD is considering,
would disadvantage countries with relatively small domestic markets, or those with
substantial exports, particularly of natural resources and tourism.

As rich countries consume more, allocation of profits by sales only is likely to result in
an unequitable distribution between countries, as shown by a recent research! on the
redistribution of taxing rights. If the OECD proposals about the separation between
residual and routine profits were to be accepted, multinationals could continue to
report their profits wherever they want for most of their activities, allowing only a small
portion of the tax to be reallocated. If, for example, this portion represents 20% of the
total, the impact differs a lot if the key to distributing these profits depends only on the
volume of sales, excluding the “employment” factor. Rich countries would be allocated
more profits, and therefore more taxes, as shown in the graph below.
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Source: “Global inequalities in taxing rights: An early evaluation of the OECD tax reform proposals” by Cobham, Faccio, Fitzgerald

(2019). https://osf.io/preprints/socarxiv/j3p48/

The solution we have advocated within ICRICT is a global formula that would ensure
that multinationals’ global profits - and hence the associated taxes - could be
apportioned between countries according to objective factors. It is imperative that
those should include not just sales, but also employment (at headcount, rather
than at payroll level) to truly benefit developing countries.

Why should the reform be about all multinationals and not only the digital ones?

L Similar results on the significantly different distributional impact of different allocation factors are also shown in recent IMF
research https://www.imf.org/~/media/Files/Publications/PP/2019/PPEA2019007.ashx p34.
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As the digital economy is fast becoming the economy itself, any solution should be
comprehensive and deliver a sustainable international tax architecture fit for the 21st
century. In fact, ring-fencing the digital economy is impossible, since all businesses are
increasingly using digital technologies as part of their business practices.

What should we have a high effective global minimum tax?

We support the current proposal for a global anti-base erosion tax. We are concerned
by the probability of a low Alternative Minimum Tax rate becoming the international
benchmark which effectively incentivizes a “race to the minimum”.

Some developing countries fear that by abandoning the weapon of tax incentives, they
will no longer be able to attract companies. Yet, if the international community agreed
on a sufficiently high rate, this would put an end to the race to the bottom that we are
witnessing, whose only winners are the multinationals. This measure would remove the
raison d'étre of tax havens, while ensuring that all States have access to those resources
essential for development.

In our view, this effective global minimum tax should be set at an agreed minimum rate
of 25%, which is determined by the current corporate average tax rate in G7 countries.

Why must the United Nations system be involved in the discussions?

Whilst the institutional framework is on paper more inclusive, developing countries
must be equal participants in the development of the rules of international taxation and
not mere participants in processes where their views are sought merely for the
appearance of broad consultation. This can only truly be possible in a space which allows
equal and effective participation for all countries, including the poorest.

Discussions towards creating a global tax body within the United Nations should
continue, as international norm setting is only legitimate in a democratic multilateral
space only the UN can provide.

Quotes of ICRICT commissioners (Please feel free to use them):

José Antonio Ocampo, Chair of ICRICT, said:

“The current reform process is a first step in this direction, but much more remains to be done
and it should be judged on whether it leads to a system that is simpler, easier to administer,
more efficient and more equitable”.

“There should also be a minimum global effective corporate tax rate of 25%. Some developing
countries fear that by abandoning the weapon of tax incentives, they will no longer be able to
attract companies. Yet, if the international community agreed on a sufficiently high rate, this
would put an end to the race to the bottom that we are witnessing, where the only winners are
the multinationals”.




Joseph Stiglitz, Professor at Columbia University and ICRICT Commissioner:

“ICRICT has shown that there are solutions, pragmatic solutions that can work such as our key
proposal of allocating all global profits of multinationals of all sectors through a formula and a
global minimum tax. The principle of unitary taxation should apply to all sectors of the economy,
but how you apply formulary apportionment can differ for major sectors, so that formulas reflect
the key differences between them.”.

“Corporate taxation as a moral issue, where the societal cost is enormous, because, if the richest
corporations in the world don’t pay taxes, somebody else has to support the public services, or
public services get cut. That is what is happening. That’s why this issue has such resonance
today”.

Thomas Piketty, Professor at Paris School of Economics and ICRICT Commissioner:
“The profits of big global companies must be declared on a global level where tax must be spread
among countries according to objective criteria such as sales, the level of employment, and in
some sectors users, for example of digital platforms. These criteria must not be subject to
manipulation.”

“The OECD says, ‘Yes, we must have unitary taxation, which means a declaration of profits on a
global level, to be distributed fairly, but we will do it only on residual profits and not on routine
profits.” Their definition will end up making nearly everything routine profits. It's an enormous
scam”

Jayati Ghosh Professor at Nehru University in New Dehli and ICRICT Commissioner:
“We all recognize that the sustainable goals are not going to be met without massive public
investment and the answer is always “no money”. Our societies are not only heading for deeper
inequalities but, let’s face it, extinction. There is a real urgency to this issue, we cannot afford
anymore to have big corporations and rich individuals to sit on this money”.

“Now the OECD wants to allocate only some of multinationals global profits through formula
and keep the existing dysfunctional tax system for most of their profits. This distinction between
routine and residual is just absurd. All profits of multinationals should be allocated through
formulary apportionment”.

Wayne Swan, former Treasurer of Australia and a member of ICRICT:

“The race to the bottom in corporate tax rate feeds income and wealth inequality. Progressive
taxation is absolutely the key to produce not only a healthy economy but also a healthy society.
Rampant tax evasion by MNEs which park profits in tax havens is part of a push to dismantle a
system of progressive taxation, and this needs to be stopped.

For any enquiries, or to speak with one of our 15 commissioners, or ICRICT Head of Secretariat
TOMMASO FACCIO, please reach LAMIA OUALALOU at loualalou@gmail.com or by WhatsApp
+52 1 55 54080974.

ABOUT ICRICT:

The Independent Commission for the Reform of International Corporate Taxation aims to promote the
international corporate tax reform debate through a wider and more inclusive discussion of international
tax rules than is possible through any other existing forum; to consider reforms from a perspective of
public interest rather than national advantage; and to seek fair, effective and sustainable tax solutions for
development.
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