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IRS Appeals May Put Settlement Authority in Fewer Hands
IRS Appeals is considering a change in procedure for resolving large-dollar,
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Lead Report
United States

Facebook Fights Back,
Says IRS Stonewalled on Audit
acebook Inc. has launched a hard-punching
counter-assault against the IRS over its audit of the
company’s transfer pricing.
Filings in U.S. Tax Court and U.S. District Court Oct.
11 chastise the agency for its failure to explain the basis for a massive upward adjustment in the value of intangibles transferred to an Irish subsidiary under a
2010 restructuring United States v. Facebook Inc., N.D.
Cal., No. 3:16-cv-03777, motion in opposition 10/11/16.
Following a four-year audit, the IRS concluded that
those intangibles had a net present value of $13.9 billion at the time of transfer. Facebook says the value was
closer to $6.5 billion (see related story).
The social media giant is the latest U.S. multinational
caught up in a dispute with the IRS over the transfer of
intangibles to a low-tax jurisdiction. Such transfers
have been regarded as mechanisms for tax avoidance
when the intangible property transferred is valued at
less than its true worth.

F

Economist Report. In most such cases, however, the
IRS relies on an economist’s study to support the adjustments it is proposing. But the IRS has provided no
economist’s study in Facebook’s case, the company
said, and it doubts such a study exists.
Rather, the IRS ‘‘made a naked assessment,’’ Facebook said, ‘‘increasing Facebook’s gross royalties in the
amount of of $84,915,248 for 2010, without providing
any legal, factual or economic support for its adjustment.’’
That figure reflects an increase to Facebook’s U.S.
income for the final quarter of 2010, but it isn’t clear
how the IRS arrived at that adjustment.
The audit of Facebook focused on a 2010 costsharing agreement between the U.S. parent and Facebook Ireland Holdings Unlimited. The deal involved:
s an exclusive license to use Facebook’s U.S. platform in Facebook Ireland’s territory, including computer software and intellectual property such as patents
and know-how, valued at $1.68 billion;
s transfer of Facebook’s user base outside the U.S.
to Facebook Ireland, valued at more than $4 billion; and
s the nonexclusive right to use marketing
intangibles--including trademarks, service marks, trade
names, domain names and other property--for an annual contingent royalty of 1 percent of Facebook Ireland’s revenue.
The underlying value of the marketing intangibles isn’t
specified in the Tax Court petition, but according to the
company, they would add nearly $1 billion to the value
of the transferred intangibles over time.
In its Tax Court petition, Facebook said its Irish affiliate overvalued the user base because it had devel10-13-16

oped the base at its own expense, under a previous licensing agreement that had extended from Jan. 19,
2009, through Sept. 14, 2010.
In addition to the valuation of the intangibles, the
Tax Court petition challenges the IRS on its calculation
of intangible development costs, its disallowance of a
domestic production activities deduction, disallowance
of research credits and its erroneous increase to net operating losses.
The company argues that no deficiency is due.

Summons Enforcement Action. The IRS concluded its
audit on July 26. Weeks before it wrapped up the examination, it filed a summons enforcement action in the
U.S. District Court for the Northern District of California.
In its filings with the court, the IRS depicted Facebook as stonewalling on requests for documents about
the company’s core business and failing to meet critical
deadlines. Facebook filed a motion in opposition Oct. 11
that vehemently disputed that characterization.
‘‘Any suggestion that Facebook failed to respond to
the IRS is simply untrue,’’ the company said in the motion. ‘‘During the audit Facebook produced thousands
of pages of documents in response to more than 200
IRS requests, voluntarily extended the statute of limitation five times, and made employees available for interviews.’’
Facebook balked at a sixth request for a one-year extension of the statute, the company said. Instead, it
asked the IRS for a shorter extension, to Oct. 31, 2016,
and requested a 30-day letter, which would allow it to
take the case to IRS Appeals for review.
The IRS refused to provide the letter and rejected its
alternative proposals for extending the statute, the company said.

Extensions Sought. The IRS told the district court that
it wanted to continue the audit, but it had been delayed
by ‘‘budgetary constraints’’ that prevented it from retaining an expert. Facebook said the agency failed to inform the court that it had interviewed nine Facebook
employees between 2013 and 2014, that Facebook had
already responded to more than 200 IDRs between 2013
and 2015 and that the company had made multiple presentations to the IRS about its business.
Facebook said it had been willing to provide a reasonable extension of time if the IRS would have agreed
to give the company an audit plan and committed to allowing it to proceed to IRS Appeals if an issue remained
in dispute.
On April 7, 2016, the IRS issued nearly a dozen more
IDRs that included more than 100 requests for documents and covered ‘‘virtually every aspect of Facebook’s core business’’ over a five-year period.
Those requests are the basis for the seven summonses that the IRS wants the court to enforce, the
company said. The requests are ‘‘extraordinarily
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broad,’’ Facebook said, and involve thousands of documents that ‘‘cannot inform the now-completed audit.’’
The IRS had demanded a response within three
weeks--an impossible deadline given the massive
amount of material involved, Facebook said. Responding to just two questions in the IDRs would require
Facebook to ‘‘identify and produce tens of thousands of
documents from among tens of millions of emails.’’
Complying with the requests would be timely and expensive, the company said. The cost of third-party data
processing alone would exceed $1 million, and that
doesn’t include attorney review costs.
‘‘Facebook remains ready to comply with the IRS requests,’’ the company said, ‘‘but Facebook believes the
production should be on a reasonable schedule that incorporates adequate time for the parties (and the Court,
if necessary) to resolve disputed issues that will inevitably arise relating to the scope of production and privilege.’’

Case Management Order. For that reason, Facebook
said, it was seeking a case management order that
would provide a timeline for review and production of
the documents as well as a briefing schedule. It is also
seeking an order under Federal Rules of Evidence
502(d) that would protect the company from harm if it
inadvertently produced privileged materials in response
to the summonses.
The company said the IRS was aware that the case
was moving to litigation and suggested the summonses
represent an end-run around Tax Court discovery rules,

TAX MANAGEMENT TRANSFER PRICING REPORT

ISSN 1063-2069

685

which are far less favorable to the agency than rules of
discovery in federal district court.
On the same day that Facebook filed those motions,
it also petitioned the district court to enforce two Freedom of Information Act requests for documents from
the IRS related to the audit. The company is seeking
documents and internal communications from the IRS
National Office and from the IRS Examination Division
related to the audit of its 2008-10 tax years.
A hearing in the summons enforcement case is
scheduled for Nov. 17 in San Francisco. The company
wants the court to consider its FOIA request and its request for a case management conference at that same
hearing.
Facebook is represented by Scott H. Frewing and
Andrew P. Crousure of Baker & McKenzie in Palo Alto,
Calif.

BY DOLORES W. GREGORY
To contact the reporter on this story: Dolores W.
Gregory at DGregory@bna.com
To contact the editor responsible for this story: Molly
Moses at mmoses@bna.com

CORRECTION
The story ‘‘EU Official Says Apple Decision Based in
Economic Reality,’’ in 25 Transfer Pricing Report 624,
9/29/16, should have quoted U.S. Deputy Assistant
Treasury Secretary for International Tax Policy Robert
Stack as saying that ‘‘when the halo fades from European politicians that brought these cases, this may be
looked back on as a colossal blunder by the Commission.’’ The online version has been corrected.

BNA TAX

10-13-16

686

(Vol. 25, No. 11)

Americas
United States

Facebook Files Tax Court Petition
Challenging IRS on Valuation of Intangibles
acebook Inc. filed a formal petition in U.S. Tax
Court challenging the IRS on its claims that the
company grossly undervalued intangibles transferred to Ireland in 2010 (Facebook, Inc. v. Commissioner, T.C., petition filed 10/11/16).
The IRS calculated that the transferred intangibles
were worth more than $13.8 billion—about twice the
value that Facebook placed on them, according to the
company.
That disparity in valuation is part of the basis for the
agency’s assertion that Facebook understated its 2010
income by more than $84.9 million.
While the tax deficiency for 2010 amounts to only
$1.7 million, Facebook has reported that the ultimate
dollar impact of the audit could be much higher. Because the IRS plans to apply its calculations for 2010 to
later tax years as well, the company said, it could be
facing tax liabilities of between $3 billion and $5 billion
for later years (25 Transfer Pricing Report 433, 8/11/16)
The same day, Facebook filed a motion in federal district court fighting the IRS on its bid to obtain company
documents in connection with the underlying audit of
the Irish restructuring.

F

IRS Summonses. In July, the IRS filed a petition asking the U.S. District Court for the Northern District of
California to enforce a series of summonses against the
company and its executives. The agency was seeking
various documents, books, records and other data.
In filings in the district court, Facebook slammed the
IRS for an its aggressive approach to the audit.
‘‘The summonses seek hundreds of thousands of
documents about virtually every aspect of Facebook’s
core business—documents which cannot inform the
now-completed audit,’’ the company said in a motion in
opposition to the IRS’s petition for enforcement.
‘‘The IRS served the Summonses at the 11th hour of
the audit, demanding that Facebook comply with production deadlines that the IRS knew were impossible
for Facebook to meet. Any suggestion that Facebook
failed to respond to IRS requests is simply untrue.’’
The company noted that the issues raised in the summons enforcement actions will ultimately be resolved
by the U.S. Tax Court.
Facebook also filed a motion asking the district court
to issue an order under Federal Rules of Evidence
502(d) to ‘‘facilitate its compliance with the summonses’’ and to protect the company from an inadvertent waiver of privilege arising from the large production of documents demanded by the IRS.
A show cause hearing in the summons enforcement
action is scheduled for Nov. 17.
10-13-16

Facebook is the latest U.S. multinational to fall under
IRS scrutiny for shifting assets to low-income or noincome jurisdictions offshore. The transfer of highvalue intangibles to a subsidiary in places like Ireland
and the Cayman Islands is regarded as a potential
mechanism for tax avoidance when the subsidiary pays
far less than the assets are worth.

BY DOLORES W. GREGORY
To contact the reporter on this story: Dolores W.
Gregory in Washington at dgregory@bna.com
To contact the editor responsible for this story: Molly
Moses at mmoses@bna.com
䡺 This story has been corrected to reflect the value
Facebook placed on all the intangibles that were
transferred. The original story reported the value
only of technology intangibles and did not include
the value for Facebook’s user base outside the U.S.,
nor the valuation of its marketing intangibles. The
petition is at http://src.bna.com/jjc.

United States

IRS Appeals Considering Shift in Authority
For Settling Large and Complex Cases
RS Appeals is considering a change in procedure for
resolving large-dollar, complex cases by consolidating settlement authority in the hands of a half-dozen
managers across the country, tax controversy attorneys
told Bloomberg BNA.
Internal Revenue Service appeals officers have said
in recent public and private forums that the agency
plans to shift settlement authority from 35 appeals team
case leaders (ATCLs) to their managers, the attorneys
say, a move they say would weaken the appeals process.
A spokesman for the IRS confirmed Oct. 5 that the
agency is considering changes in its Appeals ‘‘workstream’’ following a report by the Treasury Inspector
General for Tax Administration last year that highlighted ‘‘a significant control weakness related to our
delegated settlement authority in the Penalty Appeals
workstream.’’
‘‘We are currently evaluating whether we have a
similar control weakness in other workstreams in Appeals and will make decisions in due course,’’ the
spokesman said.
Tom Linguanti, partner with Baker & McKenzie LLP
in Chicago, said the reported reason for the change is
the IRS’s concerns about ‘‘inconsistent settlements, bad
settlements, and ‘rogue’ appeals officers,’’ but he is
skeptical about that rationale. Many of the larger cases
are dealt with by a panel of four to five appeals officers,
he said, so the opportunity for someone to ‘‘go rogue’’
is limited.
‘‘Appeals works well, despite the challenges we
have,’’ Linguanti said. ‘‘You take away the settlement

I
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authority at the ATCL level and bring it up to the
managers–who may be well meaning but won’t be in
these appeals conferences—you won’t have the decision maker in the room, you won’t have the fact finder
in the room.’’

Fear of Bottleneck. That means the process would create a bottleneck, as the manager takes the time to become familiar with the case, and presumably, raises
concerns about some aspect of the proposed settlement,
he said. In the alternative, it could mean that managers
would be merely rubber-stamping decisions made below, but that would further delay settlements.
Linguanti noted that the ATCLs are the most senior,
experienced officers in IRS Appeals. Taking away their
settlement authority could be demoralizing, he said,
and might persuade many of them that it is ‘‘time to retire or move on.’’
Jean A. Pawlow, partner with McDermott Will & Emery LLP, told Bloomberg BNA that the shift in authority
has been hinted at for some time and is consistent with
practices she has observed with cases under review by
Appeals. Pawlow originally wrote on the subject in the
National Law Review on Oct. 4.
‘‘We’re seeing appeals settlements getting rejected—
it’s part of a broader trend,’’ she said.
Like other practitioners, Pawlow believes the appeals
process has been working effectively.
‘‘Appeals has been a safety valve. It was a good impartial place to resolve your case,’’ she said, and the
number of cases settled kept things moving.
Mary McNulty, partner with Thompson & Knight
LLP in Dallas, told Bloomberg BNA that she has already
seen changes in Appeals.
‘‘I was at an Appeals Conference this morning with a
Settlement Officer in a collection due process case,’’ she
said in an e-mail Oct. 5. ‘‘We reached an agreement,
and then the Settlement Officer said he would need to
get his manager’s approval. I normally handle LB&I
cases, so that struck me as odd and was disconcerting.’’
McNulty noted that ‘‘the decision maker is not in the
room and yet can overturn an agreement reached between the taxpayer and the Appeals officer. While managers have been involved in my LB&I cases, their role
has been one of processing, not approval. Managerial
approval of agreements reached at LB&I Appeals Conferences would greatly undermine confidence in the
system.’’

Penalty Concerns. The motivation for the change
could be a concern about documentation, Pawlow said,
noting that the TIGTA report seemed to suggest that
there wasn’t sufficient material in the case files to support the settlements.
The TIGTA report, issued July 30, 2015, reviewed a
sampling of penalty appeals cases and estimated that in
fiscal year 2013, 1,411 penalty appeal cases and more
than $39 million in penalty abatements didn’t comply
with Appeals criteria.
‘‘People were speculating that it’s a paperwork exercise,’’ Pawlow said. But ‘‘it’s hard to tell if it’s perceived
that they’re over estimating the litigation risk,’’ she
added.
Lawrence Hill, partner with Shearman & Sterling
LLP, said he had heard rumors about a shift in settleTAX MANAGEMENT TRANSFER PRICING REPORT
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ment authority but was not aware of any final decision
being made.
‘‘I would think that politically there will be some obstacles to overcome before the Team Case Leaders are
excluded from the process,’’ Hill said. ‘‘I think it more
likely that a pilot program would be implemented or
that authority would be delegated to the Team Manager
in designated classes of cases.’’
Donald L. Korb, of counsel with Sullivan & Cromwell
LLP in Washington, and former IRS chief counsel, told
Bloomberg BNA that he doesn’t think a shift in settlement authority is a good idea because Appeals is working fine as it is.

Active Involvement Necessary. Having a manager who
hasn’t been actively involved in a case responsible for
settling the case ‘‘will not be very effective,’’ Korb said,
echoing concerns by other practitioners that it will create a bottleneck that slows down the process of resolutions and ultimately will encourage taxpayers to take
the dispute to court.
If the IRS is concerned about inconsistent application of penalties, he said, then there are better ways to
ensure more uniformity, such as designating specific
appeals officers to coordinate penalties.
Linguanti said he heard the shift was to have taken
place by Oct. 1, but so far no official word has come
down from the IRS about it. This suggests that the IRS
hasn’t yet made that move.
‘‘It does remain to be seen what the IRS will do,’’
Pawlow said, noting that one appeals officer, who spoke
at an annual conference sponsored by the IRS and the
New York Chapter of the Tax Executives Institute, had
cautioned that nothing had been done yet.
The IRS often puts practice into place before issuing
an official announcement, she said.
‘‘Practioners are trying to keep this train from leaving the station; making sure IRS has really thought
through what this means to appeals process,’’ she said.

BY DOLORES W. GREGORY

AND

ERIN MCMANUS.

With assistance from Matthew Beddingfield.
To contact the reporters on this story: Dolores W.
Gregory in Washington at dgregory@bna.com and Erin
McManus in Washington at emcmanus@bna.com
To contact the editor responsible for this story: Molly
Moses at mmoses@bna.com

Canada

Canada Court Tackles Sham Issue
In Cameco Transfer Pricing Case
awyers for Cameco Corp., the world’s largest publicly traded uranium producer, asked a Canadian
court to focus narrowly on whether it sold uranium
to its Swiss affiliate at less than an arm’s-length price in
a C$2.2 billion ($1.7 billion) case to determine whether
its business model is a tax avoidance scam.
Opening arguments by lawyers for the Saskatoon,
Saskatchewan-based company and the government before the Tax Court of Canada Oct. 5 focused on whether
the company’s reorganization in 1999 that created the
Swiss subsidiary was a sham and whether transactions
between the related entities violated transfer pricing
provisions in Canada’s Income Tax Act (Cameco Corp.

L
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v. The Queen, Can. Tax Ct., No. 2009-2430(IT)G, opening arguments10/05/16).
Cameco believes the court only needs to decide
whether it sold uranium to Cameco Europe Ltd., the affiliate, at less than an arm’s-length price, argued Al
Meghji, a partner in the Toronto office of Osler, Hoskin
& Harcourt LLP, which represents the taxpayer. A transcript of the parties’ opening statements to the court
was obtained Oct. 6 by Bloomberg BNA.
‘‘It is our expectation that the evidence on this key
point will establish that all of the uranium that was sold
by Canada to Europe by Cameco Canada to Cameco Europe was sold at arm’s-length prices,’’ he said.
The government’s main arguments, including that
the corporate reorganization was a tax avoidance sham
and that the transactions should be recharacterized to
reassign all of the Swiss affiliate’s profits to the Canadian parent and tax them in Canada, are really only a
challenge of Cameco’s right to organize its affairs to
minimize its group tax liability, Meghji said.
‘‘The evidence will establish that Cameco Europe
was carrying on the business of buying and selling uranium for profit, and that was its business on its own account,’’ he said.

Arm’s-Length Principle Violated: Government. The government’s opening argument maintained that Cameco
is fully entitled to incorporate a foreign subsidiary and
move some or all aspects of its business out of Canada
to a low-tax jurisdiction, but that its actions didn’t adhere to requirements to respect the arm’s-length principle.
Cameco failed to meet the principles that the business activity must actually be transferred and that any
transfer of goods or services must be at arm’s-length
prices, Justice Canada general counsel Elizabeth Chasson said in defending the Canada Revenue Agency’s reassessment of Cameco’s 2003, 2005 and 2006 tax returns to assign it about C$7.4 billion ($5.6 billion) of the
Swiss affiliate’s income.
On paper, the Swiss subsidiary bought uranium from
Cameco and third parties and resold it to utilities for
use in generating electricity, while Cameco focused on
mining activities, Chasson said. But the evidence will
show that the Swiss company did little more than
rubber-stamp paperwork, while Cameco continued to
perform almost all the business activities as it did before the reorganization, she said.
At the same time, Cameco sold most of its uncommitted uranium to the Swiss subsidiary at prices that were
too low to cover its mining costs and below the world
prices Cameco was projecting for uranium over the
term of the contracts, she said. Cameco also agreed to
terms and conditions that were more favorable than it
offered to third parties and locked itself into the contracts for long periods, she added, and extended the
terms of the contracts, despite sharp increases in market prices for uranium.
‘‘Do the profits belong to the entity actually performing the functions and activities of that uranium trading
business or to the subsidiary who signed the documents
and in whose name the documents are placed?’’ she
asked.

Corporate Reorganization in 1999. The mechanism of
Cameco’s reorganization is largely uncontested. Between its incorporation in 1988 and the reorganization
10-13-16
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in 1999, Cameco mined, milled and refined uranium
and sold it to nuclear utilities around the world. It also
purchased uranium from other suppliers and sold it to
its utility customers.
The reorganization created subsidiaries in Luxembourg, the U.S. and Barbados. The Luxembourg subsidiary, Cameco Europe S.A.—the original trading company and so-called uranium ‘‘aggregator’’—created a
Swiss branch based in Zug, Cameco Europe Ltd., to
perform the same function.
The U.S. subsidiary, Minneapolis-based Cameco
Inc., was set up as the group’s sales and marketing arm,
while the Barbados subsidiary performed no actual
function, but for a period of time took advantage of a
Swiss tax incentive that permitted companies to shift 50
percent of their profits to another low-tax or no-tax jurisdiction. The incentive was ultimately withdrawn.
The government said in its opening argument that
utility customers placed orders with the U.S. firm,
which exclusively purchased uranium from the Swiss
affiliate on the same terms and conditions as the sale.
The Swiss company also sold some uranium back to its
parent company in Canada, it said.
Cameco signed long-term contracts with its Swiss
subsidiary to sell most of its uranium from 2003 on,
some extending as far as 2020, with options for the
Swiss company to increase or decrease the volume of
purchases, it said.
The U.S. marketing affiliate received a 2 percent
margin to cover its expenses, which was not contested
by the Canada Revenue Agency, it said. There are also
services agreements between Cameco and the Swiss affiliate on back-office services, which is disputed over
the amount of services provided, and between the Swiss
and Barbados affiliates, the fee being the 50 percent
profit shift permitted by the Swiss government, it said.

Swiss Affiliate Did Nothing: Government. The government argued that while all contracts were signed by the
Swiss affiliate, the Canadian parent negotiated them
and was responsible for all business decisions. The
Swiss firm’s only role was to sign the paperwork, it
said.
The Swiss affiliate also reached two major contracts
with other suppliers, including for purchases of uranium from dismantled Russian nuclear warheads, it
said. But one of those was negotiated before the reorganization, and both were designed to protect Cameco
against uranium flooding the world market and depressing prices, it said. And the Canadian parent had to
sign performance guarantees because during most of
the years in issue, the Swiss affiliate had only one employee, it said.
There is no dispute that the Swiss affiliate held paper
title, signed contracts and amendments to them, signed
and sent delivery notices and invoices and performed
some of its own personal cash management and management of its legal status in Switzerland, the government said. And there is no dispute that its funding came
from another Cameco subsidiary in Ireland, it said.
But the Canadian parent continued its uranium exploration, mining, processing and storage activities, it
said. And it performs a wide range of functions such as
contract administration, fulfilment of contractual obligations, invoicing, pricing analysis, interaction with
customers, inventory management, import licensing
and export permits and market analysis, it said.
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The tax agency has reassessed Cameco’s tax returns
for years 2003-15, but the current case addresses only
the 2003, 2005 and 2006 tax years. The trial is expected
to run for a total of 10 weeks, with sessions spread
throughout the next few months (25 Transfer Pricing
Report, 10/13/16).
A ruling is expected within six months and 18
months of the trial’s conclusion in March 2017, but legal experts suggest that the result—whoever it favors—
will be appealed to the Federal Court of Appeal and
could ultimately reach the Supreme Court of Canada.
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It also said it doesn’t record processing times between referral of a case to the committee and the start
of the review. It said the committee’s decision process
takes two weeks, but can be extended on rare occasions.
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Canada

ontroversial earnings-stripping rules could be
made final very soon after a brief review by the Office of Management and Budget, according to a
former assistant secretary of tax policy at the Treasury
Department.
Pamela Olson, now deputy tax leader at PricewaterhouseCoopers LLP, said during a webcast Oct. 12 that
the final rules were going to be released shortly. ‘‘Pay
attention,’’ Olson said. ‘‘Those are going to be out very
soon. Again, you know, probably as soon as the next
few days.’’
She noted, ‘‘We have no way of knowing at this point
what the revised regulations are going to say.’’
Even as taxpayers and Congress are urging the government to put the brakes on the rules, what may be a
relatively swift review—one that began Sept. 30—raises
big questions and could lead to legal challenges, one tax
practitioner told Bloomberg BNA.

C

Average Transfer Pricing
Penalties Soar in Canada
enalties imposed on companies for failing to price
their intercompany transactions at arm’s-length
prices are soaring in Canada, with total transfer
pricing penalties up nearly tenfold in 2015 from the previous year.
Canada Revenue Agency data shows that total penalties assessed for transfer pricing cases have soared
from C$58.6 million ($44.5 million) in 2012 to C$479
million ($364 million) in 2015, with C$225 million ($171
million) assessed through June 30, 2016, according to
information obtained under an information request by
David Hogan, an international tax specialist with
Toronto-based consulting firm Richters.
That brings the average penalty for transfer pricing
reassessments from C$3.45 million ($2.62 million) in
2012 to C$16.0 million ($12.1 million) in 2015, with an
average of C$12.5 million ($9.5 million) in 2016 to date,
Hogan told Bloomberg BNA.
The number of transfer pricing cases CRA reviewed
increased as well, from 54 in 2012 to 69 in 2015, and the
agency started 62 reviews by June 30 in 2016.
The agency’s increased efforts to enforce the transfer pricing provisions in Section 247 of Canada’s Income Tax Act is demonstrated by the ongoing trial involving uranium giant Cameco Corp. launched in the
Tax Court of Canada Oct. 5, in which C$2.2 billion ($1.7
billion) in reassessed taxes are at stake, as well as recent high-profile cases involving AGS Management
Ltd., Silver Wheaton Corp., New Flyer Industries
Canada ULC and Spin Master Ltd (25 Transfer Pricing
Report, 10/13/16).

P

More Ahead. The federal government’s most recent
budget, for the 2016-17 fiscal year, committed an additional C$444 million ($337 million) over five years to
support enforcement of international tax rules and
committed in April to hiring 100 more auditors to investigate high-risk multinational corporations.
The tax agency couldn’t provide data on Hogan’s
other questions. It said it doesn’t track whether a taxpayer’s position improves, deteriorates or stays unchanged as a result of a review by the agency’s Transfer Pricing Review Committee.
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Out Soon, Former Official Says
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Questions on Review. Under the Administrative Procedure Act, in order to pass muster, major regulations
have to be the product of ‘‘reasoned decisionmaking,’’
according to Brian Kittle, a tax partner at Mayer Brown
LLP. Given the breadth and complexity of the rules, the
ability of the OMB to assess that in a short period is
called into question, Kittle told Bloomberg BNA.
When the proposed rules were issued in April, ‘‘it
took tax practitioners a very long time to digest the
rules and the changes. It took a lot longer than a week.
How can it be that the OMB can digest these rules and
make changes in a week?’’ he said.
Kittle said the forthcoming election may have been a
driver for getting the final rules out as quickly as possible.
The fiercely criticized rules are intended to stop multinational companies from ‘‘stripping’’ income out of
the U.S. through loans to offshore subsidiaries. The Internal Revenue Service could recharacterize some of
those tax-favored loans as expensive equity, causing interest deductions to disappear and potentially leading
to hefty withholding taxes. A broad swath of industries
and companies have intensely pressured the government for changes, warning of dire economic consequences without major alterations.

Last-Ditch Opportunity? Many businesses have seen
the OMB review as a last-ditch way to raise concerns
with the government, practitioners told Bloomberg
BNA prior to Olson’s comments.
BNA TAX
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‘‘Our clients are viewing this as the last
opportunity—if not the last hope—to get significant
changes,’’ David Golden, of Ernst & Young LLP, said
Oct. 11.
On Capitol Hill, six Republican senators wrote to
OMB Director Shaun Donovan asking him to delay approving the guidance after months of raising concerns
with Treasury. The lawmakers said they were
‘‘alarmed’’ by Treasury’s plan to swiftly finalize the
rules and asked Donovan to hold off until the OMB
could fully assess their economic impact. The letter, released Oct. 12, was written by Sens. John Cornyn (RTexas), Michael D. Crapo (R-Idaho), Dean Heller (RNev.), Johnny Isakson (R-Ga.), Pat Roberts (R-Kan.),
and Tim Scott (R-S.C.).
Meanwhile, practitioners said taxpayers and business groups are still lobbying Treasury and OMB for
changes, even as the deadline apparently draws near.
That ‘‘really speaks to the gravity of these regulations,’’
said Paul Schmidt, chair of tax at BakerHostetler LLP,
in an Oct. 10 interview. ‘‘I think it is fairly unique that
the door continues to be open.’’
Mystery continues to surround the progress of the
rules through the OMB. They are one of very few tax
guidance projects to ever undergo a heightened level of
scrutiny at that agency, after Treasury took the rare
step of characterizing them as ‘‘economically significant.’’

Court Challenges Likely. That means the OMB has to
closely study whether Treasury has done its job in giving taxpayers a genuine voice in the process of crafting
the guidance—a requirement for significant regulations
under the Administrative Procedure Act.
Practitioners said taxpayers will be putting answers
to that question under the microscope when the rules
are released and it is highly likely the rules will face
procedural challenges in court.
‘‘Just because you went through the formalities
doesn’t mean the process was effective,’’ Kittle told
Bloomberg BNA Oct. 11. ‘‘Nor does it mean the process
was complete.’’
Golden, Americas director of EY’s capital markets
tax practice, said Oct. 12 it is critical that the government takes into account ‘‘the profound impact that
these rules would have on virtually every group that
touches the United States,’’ cautioning that the most
standard cross-border business structures could be affected.

Cash-Pooling Questions Abound. He and other practitioners said the rules would be closely scrutinized for
their impact on cash pooling, a cash management technique that relies on deposits in a central bank to fund
subsidiary operations.
PwC’s Olson said, ‘‘We have no way of knowing at
this point what the revised regulations are going to
say.’’ On cash pooling, she said, ‘‘It’s very difficult for
Treasury as they try to craft one rule that takes care of
all the cash-pooling issues to figure out what that one
rule should be that would be effective for all the companies.’’
Lisa Zarlenga, a tax partner at Steptoe & Johnson
LLP, said Oct. 11 that it is clear Treasury has been
working very hard to take into account the dozens of
10-13-16
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complex comments it has received. ‘‘People have been
working very long hours,’’ she said.
But the question remains, she said, ‘‘whether they
adequately addressed them, and that’s going to be subject to interpretation.’’
KPMG LLP’s John Gimigliano said Oct. 12 that the
OMB’s interaction with taxpayers during the review
process remains somewhat mysterious, even though it
has a policy of engaging with ‘‘interested parties.’’
‘‘What is less clear is how many parties they may engage with, how substantive those meetings will be, and
how long that process might take,’’ Gimigliano, head of
the federal tax legislative group in the Washington National Tax practice, said. ‘‘So I think it is still fair to say
the regulations could be released at any time.’’

More Hill Pressure. More pressure is coming from
Congress as the release of the final rules draws closer.
Reps. Richard E. Neal (D-Mass.) and Pat Tiberi (ROhio) are urging Donovan to take into account taxpayer
comments in a new letter.
Neal and Tiberi said lawmakers have heard from a
wide range of industries about the effects of Treasury
finalizing the rules, which ‘‘fail to integrate changes to
reflect the realities associated with routine business
transactions.’’
They said considering stakeholder comments is critical, ‘‘given that the breadth of the proposed rules disproportionately increases the possibility of unintended
consequences.’’ A House aide said Neal and Tiberi
likely will send the letter to Donovan Oct. 13.

BY ALISON BENNETT
With assistance from Kaustuv Basu in Washington.
To contact the reporter on this story: Alison Bennett
in Washington at abennett@bna.com
To contact the editor responsible for this story: Meg
Shreve at mshreve@bna.com
䡺 Text of the senators’ letter is at http://
src.bna.com/jjW
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Earnings Stripping Rules Consistent With
New Global Tax Norms: U.S. Treasury Officials
roposed U.S. regulations targeting corporate earnings stripping are consistent with new tax standards from the OECD, two Treasury Department
officials said.
The proposed regulations (REG-108060-15), under
tax code Section 385, create new rules allowing the Internal Revenue Service to recharacterize debt as equity,
to curb the use of interest from intercompany debt to
shift profit out of the U.S. The rules have come under
fire from critics who say they are inconsistent with new
recommended rules from the Organization from Economic Cooperation and Development to deal with the
same issue, as part of its base erosion and profit shifting project.
‘‘We feel comfortable that what we’re doing is consistent with BEPS,’’ Douglas Poms, deputy international tax counsel in Treasury’s Office of Tax Policy,
said Sept. 30, noting exceptions in the OECD recommendations allowing for more targeted rules. He spoke
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at the American Bar Association Section of Taxation
meeting in Boston.

Exceptions in BEPS Recommendations. The final BEPS
recommendations included model proposed legislation
to limit excessive interest through intercompany debt,
through a formula set by group-wide earnings before
interest,
taxes,
depreciation
and
amortization
(EBITDA). The proposed tax code Section 385 regulations don’t use such a formula.
Poms said, however, that the BEPS recommendations intentionally included exceptions allowing for
more fine-tuned rules based on a taxpayer’s behavior.
‘‘To quote the musical ‘Hamilton,’ I was in the room
when it happened,’’ Poms said, referring to his role as a
delegate to the OECD working party that crafted the
recommendations. ‘‘We made it very clear that countries could put in targeted rules to deal specifically with
this kind of situation where the interest being paid
would be disregarded, where there’s no additional funding on the group level, or no new investment from the
group level.’’
Poms also said the administration’s legislative proposals to curb earnings stripping would follow the
OECD approach.
‘‘If Congress were to enact that, we would be very
pleased,’’ he said.

Hybrid Arrangements. He and fellow panelist Brian
Jenn, an attorney-adviser in the same Treasury office,
also responded to criticisms that by changing how Treasury treats debt and equity, it is creating potential hybrid arrangements that the OECD set out to eliminate.
Jenn said the goal of the BEPS project was to stop
excessive
tax
avoidance
caused
by
hybrid
arrangements—not to eliminate hybrids altogether.
‘‘The premise was that countries are going to have
different standards,’’ Jenn said. ‘‘It wasn’t the goal of
the action item or the OECD more generally to come to
a consensus on how to characterize debt and equity.’’
Treasury has said it will revise the Section 385 regulations following the outcry from companies and some
leading Republicans in Congress, but remains committed to their overall purpose.

BY ALEX M. PARKER
To contact the reporter on this story: Alex M. Parker
in Boston at aparker@bna.com
To contact the editor responsible for this story: Molly
Moses at mmoses@bna.com
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Final Earnings-Stripping Rules
Submitted for OMB Review
he Treasury Department has sent the long-awaited
final version of earnings-stripping rules to the Office of Management and Budget for review.
The OMB’s Office of Information and Regulatory Affairs, which will be doing the review, posted the notice
regarding the rules—although not the guidance
itself—on its website.
In a characterization likely to be criticized by many,
the notice listed the regulations (REG-108060-15) as not
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being economically significant and not having any international impact, although it did say that the rules are
likely to be of international and trade interest. Proposed
in April, they are intended to prevent multinational
companies from ‘‘stripping’’ income out of the U.S.
through loans to offshore subsidiaries.
According to an alert from Ernst & Young LLP, the
fact that the rules have been sent to the OIRA means
Treasury and the Internal Revenue Service think they
are ready for review, but the guidance could still
change.

Change Still Possible. The OIRA has 90 days to review
the rules but could move more quickly, EY said, and the
office could ask Treasury to reconsider its approach and
make changes to the regulations.
The accounting firm noted the description of the final rules is different from the one for the proposed
rules, which characterized the guidance as ‘‘major’’ and
said it was economically significant.
Separately, throughout Sept. 30 at an American Bar
Association Section of Taxation meeting in Boston, IRS
and Treasury Department officials said they couldn’t
provide any information about when they would release
the final rules.
Speaking at various sessions during the first half of
the day, a number of officials responded to questions
from Bloomberg BNA and audience members that it
was too soon to say anything about the rules’ release.
Their comments came before word that the rules had
been submitted for review.

BY ALISON BENNETT
To contact the reporter on this story: Alison Bennett
in Boston at abennett@bna.com
To contact the editor responsible for this story: Meg
Shreve at mshreve@bna.com
䡺 The notice is listed on the OIRA website under
the heading of ‘‘Department of the Treasury’’ at
http://www.reginfo.gov/public/jsp/EO/
eoDashboard.jsp.
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SEC Roundup: Yahoo, Dell Among Six
Reporting International Tax Issues
ahoo Inc., Dell Technologies Inc. and four other
tech companies reported significant transfer pricing and international tax issues in Securities and
Exchange Commission filings during September, according to a Bloomberg BNA analysis.
Yahoo reported that it has increased its unrecognized tax benefits—reserves against positions which it
believes may be challenged in the future—due to transfer pricing issues, which it didn’t elaborate on. The
company didn’t return requests for further information.
Dell reported that the Internal Revenue Service had expanded a transfer pricing-related dispute to more recent years.
Brocade Communications Systems Inc., based in San
Diego, reported an IRS settlement over outstanding
transfer pricing issues, while Medtronic Plc reported a
tax benefit arising from the resolution of a transfer pricing case.
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Silicon Valley networking firm Palo Alto Networks
Inc. said it increased tax reserves over transfer pricing
issues, while San Diego-based medical tech company
Cytori Therapeutics said transfer pricing issues led to a
decrease in its effective tax rate.
An alphabetized list follows. Excerpts from the filings appear in the Text section.
Brocade Communications Systems Inc., a San Jose, Calif.based technology firm, said it reached an agreement
with the IRS in June over transfer pricing issues regarding the 2009-10 fiscal years. The settlement resulted in
a discrete tax benefit that helped reduce the company’s
effective tax rate to negative 20.8 percent in the threemonth period that ended July 30, 2016, compared with
17.4 percent for the same period in 2015.
However, the effective tax rate for the nine-month
period which ended July 30, 2016, was 24.2 percent, an
increase compared with 2015, due in part to an increase
in unrecognized tax benefits due to intercompany transactions.
Cytori Therapeutics Inc., a San Diego-based medical
technology firm, said transfer pricing accounted for an
18.49 percentage point decrease in its effective tax rate
during 2015.
Dell Technologies Inc., the Round Rock, Texas-based
computer and information technology company, said
during the first half of 2016 it received a Revenue
Agent’s Report from the IRS for fiscal years 2007-09,
with issues similar to an agent’s report issued in 2014
over transfer pricing issues from 2004-06. The company
said it is contesting the assessments through IRS Appeals.
Medtronic Plc, a medical device company based in
Dublin, said during the first quarter of 2017 it recognized a $431 million tax benefit resulting from resolution of intercompany debt issues regarding former
members of Medtronic’s corporate group, including
Tyco International Plc and Covidien Plc (24 Transfer
Pricing Report 1148, 1/21/16).
The company said that benefit was offset by a $371
million charge, related in part to the allocation of its
business income between Medtronic Inc. and a wholly
owned Puerto Rican subsidiary. In June, the U.S. Tax
Court ruled in Medtronic’s favor on most, although not
all, issues in a case relating to allocations to a subsidiary in Puerto Rico (25 Transfer Pricing Report 140,
6/16/16).
Palo Alto Networks Inc., a Santa Clara, Calif.-based network security firm, said an increase of $60.5 million in
additional tax positions for current and prior years was
in part due to transfer pricing issues.
Yahoo Inc., the Sunnyvale, Calif.-based Web company,
said its operating division, Yahoo Operating business,
increased its gross amount of unrecognized tax benefits
as of Dec. 31, 2015, by $46 million from the previous
year due primarily to transfer pricing issues among its
jurisdictions.
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U.S. Official: Guidance on Voluntary
Tax Filings for ‘Gap Year’ Due in Early 2017
uidance on how to file voluntary global tax reports
with the IRS for 2016 will likely be released early
next year.
Doug Poms,, the Treasury Department’s deputy international tax counsel, said the guidance on how to
voluntarily file country-by-country reports for the 2016
tax year will be out ‘‘by the beginning of next year,
maybe sooner.’’
The guidance follows regulations finalized in June
requiring the reports, part of the Organization for Economic Cooperation and Development’s new recommendations to battle corporate tax avoidance. Under the
plan, U.S. companies would submit the reports to the
Internal Revenue Service, which would then distribute
them to foreign jurisdictions where those companies do
business through information-sharing treaties.
But the U.S. regulations only apply to tax years beginning on or after June 30, while the requirements in
many foreign jurisdictions apply for years beginning six
months earlier. The mismatch in timing has led to fears
that companies would be required to file those reports
in foreign jurisdictions for tax years beginning in the
first half of 2016 (25 Transfer Pricing Report 636,
9/29/16).
Responding to the outcry, Treasury announced earlier this year that it would accept and distribute the reports to foreign governments. The reports include factors such as workforce, assets, income and taxes all
broken down by country, and are meant to aid tax authorities in flagging aggressive tax structures.
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OECD Is Neutral on Profit Splits
In Latest Guidance: U.S. Treasury Official
he OECD isn’t trying to put its ‘‘thumb on the
scale’’ for or against using the profit split method
in transfer pricing, a U.S. Treasury official and delegate to the international organization said.
‘‘We were just trying to describe the circumstances,
considerations that might be relevant for determining
whether it’s an appropriate method,’’ said Brian Jenn,
an attorney-adviser in Treasury’s Office of International
Tax Counsel and a U.S. delegate to the Organization for
Economic Cooperation and Development’s working
party on transfer pricing.
The OECD released its most recent draft guidance on
the use of the two-sided profit split method for transfer
pricing in July. The July 4 draft was seen by many practitioners as walking back from language in October
2015 guidance that expanded the use of the method (25
Transfer Pricing Report 343, 7/14/16).
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Profit split methods aim to allocate income between
related parties based on their relative contributions—in
contrast with one-sided methods, which attempt to peg
the value of assets or services based on analysis of comparable transactions. By emphasizing evaluation of the
contributions of corporate entities to a supply chain or
transaction, the October 2015 guidance was perceived
as supporting increased use of profit splits.
Both the 2015 and the recent draft guidance resulted
from the OECD’s Action Plan on Base Erosion and
Profit Shifting (BEPS), its project to rewrite the global
tax rules. The 2015 guidance was issued in the form of
reports under various action items in the BEPS plan (24
Transfer Pricing Report 732, 10/15/15).

Jenn: No ‘Tension.’ Jenn, speaking during a Sept. 30
panel at the American Bar Association Section of Taxation meeting in Boston, denied that there is ‘‘tension’’
between the October 2015 reports and the more recent
guidance on profit splits.
‘‘What the guidance says is that it’s only appropriate
to do a profit split in a situation where you could have
shared risks,’’ he said. ‘‘In some ways it does look like
a limitation on profit splits; it’s certainly a new gloss on
when a profit split might be the appropriate method.
But we’re actually not trying to put a thumb on the scale
for or against a profit split.’’
Jenn added that the language in the October 2015
BEPS reports, which was seen as nixing one-sided
methods and favoring a profit split, seemed to him to be
‘‘fairly reasonable and neutral.’’
‘‘I think the other references to one-sided methods
were of the effect that you just have to know the facts
on both sides of the transaction,’’ he said.
After collecting comments, the OECD will hold a
consultation on the discussion draft on Oct. 11-12 in
Paris, and expects to have final guidance released by
mid-2017.
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Former U.S. Tax Court Judge Kroupa
To Change Plea in Criminal Evasion Case
ormer U.S. Tax Court Judge Diane L. Kroupa will
enter a change of plea in a criminal tax evasion
case, shortly after her husband changed his plea to
guilty in the same case.
A change of plea hearing for Kroupa has been set for
Oct. 21 in the U.S. District Court for the District of Minnesota. Kroupa initially entered a plea of not guilty to
charges that she and her husband, Robert E. Fackler,
had engaged in conspiracy to defraud the U.S.
Prosecutors claimed that Kroupa and Fackler had
mischaracterized personal expenses as business deductions from 2004 to 2010 and understated their taxable
income by about $1 million. They were also charged
with aiding and abetting in the making of a false tax return and obstruction of an Internal Revenue Service audit.
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Fackler, who also initially pleaded not guilty to the
charges, changed his plea to guilty at a hearing on Sept.
23. His plea agreement, signed the same day, alleged
that Kroupa orchestrated the couple’s efforts to deceive
IRS examiners (25 Transfer Pricing Report 629,
9/29/16).
Before she retired from the Tax Court in 2014,
Kroupa presided over several high-profile tax cases, including a transfer pricing dispute in which Eaton Corp.
challenged the IRS’s cancellation of two advance pricing agreements. Eaton has asked the court to revisit a
ruling Kroupa issued on its motion for summary judgment, in which she found that an APA is not a binding
contract subject to contract law, but ‘‘an administrative
determination.’’
The ruling was critical to the case moving forward,
because it meant the IRS wasn’t required to establish
breach of contract by the taxpayer.

BY DOLORES W. GREGORY
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More Pension Funds Step Up
To Join Class Action Against Eaton
our more pension funds are alleging securities
fraud by officers of Eaton Corp. over the company’s inversion to Ireland.
The pension funds filed motions in federal district
court Sept. 23, seeking to join a class action filed earlier
this year by the Steamfitters Local 449 Pension Plan
(Steamfitters Local 449 Pension Plan v. Eaton Corp.,
S.D.N.Y., No. 1:16-cv-05894, motions filed 9/23/16).
The funds said they bought the company’s stock at
‘‘artificially inflated prices’’ based on a top executive’s
claim that the inversion would not affect a planned
spin-off of Eaton’s automotive business. When former
chief executive officer Andrew Cutler finally admitted
that he had misled investors, the funds said, Eaton’s
stock dropped by more than 8 percent, leading to nearly
$3 billion in losses for shareholders.
‘‘Suits over misstatements about the impact of an inversion are rare,’’ said David Tabak, managing director
with NERA Economic Consulting in New York. ‘‘In fact,
I can’t think of any offhand before this one,’’ he told
Bloomberg BNA in an e-mail Oct. 6.
‘‘One reason for such suits being uncommon is that
the laws regarding inversions are public knowledge, so
the alleged misrepresentations would likely have to
deal with some specific knowledge that the defendants
had about how those laws would apply to the company
in question,’’ Tabak said.

F

Related Action. Each pension fund filed a motion
Sept. 23 in the U.S. District Court for the Southern District of New York seeking to consolidate the Steamfitters’ suit with a related action filed by Eaton shareholder Helene Karafin Gabriele.
They also sought to join the consolidated actions as
lead plaintiff and to have their own counsel appointed
lead counsel in the consolidated actions. The funds are:
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s the South Carolina Retirement System, which lost
more than $1.4 million on its investment in Eaton securities;
s the Tyne and Wear Pensions Fund, which lost
more than $1.1 million;
s the Louisiana Sheriffs’ Pension and Relief Fund,
which lost at least $183,000; and
s the International Union of Operating Engineers
Pension Fund (IUOE), which lost $141,161.
On Oct. 6, the IUOE fund withdrew its motion to be
named lead plaintiff on the ground that it had not sustained the largest financial loss, but it retained its rights
to participate in the class.

Invitation to the Class. The pension funds filed the motions in response to a public statement by law firm Labaton Sucharow inviting potential members of the affected class to join the Steamfitters’ suit. The class includes any shareholder who purchased Eaton securities
between Nov. 13, 2013, and July 28, 2014.
During this period, the Steamfitters’ suit alleged,
Cutler and other Eaton officials assured investors and
analysts that the company’s merger with Cooper Industries Plc would not affect its ability to spin off its
automobile-part manufacturing business on a tax-free
basis.
Eaton announced plans to acquire Cooper Industries
on May 21, 2012. Eaton agreed to merge with Cooper by
forming a new Irish holding company, thus allowing
Eaton to reincorporate in Ireland and move its headquarters from Cleveland to Dublin, a deal that reportedly allowed Eaton to lower its corporate tax rate.
The prospect that Eaton would proceed with the
planned spin-off of its vehicle business ‘‘was key to investors’ and analysts’ ability to value the Company,’’
Labaton Sucharow LLP said in a press release July 25.
‘‘As a result, Eaton and its executives artificially inflated
the price of Eaton stock.’’
The pension funds said they lost money when Cutler
finally admitted that Eaton could not divest its vehicle
business as planned but would have to delay the deal
until late 2017. When Cutler made that admission on
July 29, 2014, Eaton stock traded at $76.75 per share.
After his statement, the stock value fell to $70.51 per
share.
The South Carolina Retirement System is represented by Christopher J. Keller and Eric J. Belfi of Labaton Sucharow in New York, which also represents
the Steamfitters’ fund. The Louisiana Sheriffs’ fund is
represented by Gerald H. Silk and Avi Josefson of Bernstein Litowitz Berger & Grossmann LLP in New York.
The Tyne & Wear Pensions Fund is represented by Robbins Geller of Melville, N.Y. The IUOE is represented by
Grant & Eisenhofer of Wilmington, Del.
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Game Is Changing in Tax Planning
For Drug Companies, Tax Directors Say
ax strategy has taken center stage for senior management of U.S. multinationals in the wake of the
OECD’s project to combat base erosion and profit
shifting, the tax directors for two pharmaceutical companies said.
But the focus isn’t on cutting taxes to the bone—it’s
on avoiding embarrassing headlines.
That’s especially true when a major U.S. company
like Apple Inc. is accused of being a tax cheat by the European Union, said Rob Filadoro, senior director of tax
and treasury with Alnylam Pharmaceuticals Inc. in
Cambridge, Mass.
That is when senior executives come to the tax director to make sure their company isn’t going to be next in
the spotlight, he said Sept. 29 at the American Bar Association Section of Taxation meeting in Boston.
‘‘It’s a press nightmare if you’re doing all these positive things and it’s a tax issue that comes back to bite
us,’’ Filadoro said.

T

Reputational Risk. Sarah A. Rana, vice president of
tax with Hologic Inc., of Marlborough, Mass., agreed
that concerns about reputational risk are driving senior
executives to become more interested in tax strategy.
‘‘Tax used to be that mysterious issue,’’ she said, one
that executives thought about only tangentially. They
kept their eye on the company’s effective tax rate, but
otherwise didn’t get into the details of how it achieved
that rate.
‘‘But now, every board member wants to get into the
weeds,’’ she said. ‘‘It’s become really interesting, because it was something that no one wanted to know
about before, but now it’s become part of an ongoing
discussion.’’
The concern isn’t confined to the executive suite, Filardo said.
Technical personnel who never thought about tax
before are now keenly aware of how a company’s tax
strategy could affect its reputational risk.
‘‘I had a head researcher, a brilliant scientist come
up to me recently. And he said: ‘What is this Double
Irish Dutch sandwich?’ ’’

Conservative Stance. The result of all this interest is a
far more conservative stance in regard to tax planning
than in the past, Rana said.

‘‘We don’t want to be on the forefront and edgy
about this any more,’’ she said. ‘‘The days of really aggressive tax planning—where you could take a position
and set aside reserves—those days are gone.’’
The shift away from very aggressive positions started
BY DOLORES W. GREGORY
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The key to defending a position, she said, is to ensure that there is substance to the structure, and that
means ensuring that people and profits align.
In this respect, Rana and Filadoro said, the new
country-by-country reporting rules will make it easier
for tax directors to convince top management of the
need for boots on the ground.
The reports will make clear to tax authorities where
companies are earning their profits and where they
have most of their employees. If those two elements are
out of sync, the company will be hearing about it.
Tax minimization is still important to multinationals,
she said.
‘‘The critical concern is to find the right balance to
make sure you’re taking a position that is sustainable
and appropriate,’’ she said.
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been highly focused on cash pooling. ‘‘We’ve spent a lot
of time on that,’’ he said.
The rules were proposed in April (24 Transfer Pricing Report 1560, 4/14/16).
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early three-quarters of Fortune 500 companies
maintained subsidiaries in offshore tax havens in
2015, collectively reporting $2.5 trillion in offshore profits worth $717.8 billion in federal tax revenue, according to a new report.

N

United States

Cash-Pooling Concerns Under Review
In Debt-Equity Rules, U.S. Officials Say
he Treasury Department is taking a hard look at
how controversial earnings-stripping rules might
impact a common cash management technique
known as cash pooling, an official said.
Taxpayers have predicted possible harm in this area,
and the government is closely examining dozens of
comments, said Brian Jenn, an attorney-adviser in Treasury’s Office of International Tax Counsel. At a high
level, the technique allows big cross-border companies
to make cash available to their operations in different
countries via a central ‘‘pool’’ held at one bank.
Jenn said Sept. 30 that the government understands
concerns about a function of the proposed rules (REG108060-15) that would recharacterize tax-favored debt
as expensive equity, leading to a possible loss of interest deductions and the prospect of withholding taxes.
Jenn spoke at the American Bar Association Section
of Taxation meeting in Boston.
The question is whether the rules would treat the
cash-pooling arrangements as short-term lending and
borrowing, or whether the arrangements might be seen
as longer-term cash movements that would be treated
as equity.

T

Restrictions Under Study. Jenn said that among the
comments being considered are suggestions for ‘‘different types of restrictions’’ that could be put on arrangements in order to prevent broad-scale recharacterization.
‘‘We can’t speak on how we would scope it’’ in the final rules, Jenn said. However, the government’s aim is
to prevent taxpayers from slapping the label of cash
pooling on everything in order to avoid taxes, he said.
‘‘We have received all of the points you’ve made, and
we’re taking into account the comments that we’ve received,’’ Jenn said.
At a separate panel, Treasury Deputy International
Tax Counsel Douglas Poms said the government has
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The report was released Oct. 4 as Congress, the
Obama administration and presidential candidates debate how to stem tax base erosion and profit shifting in
the U.S.
The company that made the most in offshore profits
in 2015 was Apple Inc. with $214.9 billion in earnings,
according to ‘‘Offshore Shell Games,’’ by the U.S. PIRG
Education Fund, Citizens for Tax Justice, and the Institute on Taxation and Economic Policy. The company
would owe $65.4 billion in U.S. taxes if these profits
weren’t held offshore, the report said.
Other big names in the study include Pfizer Inc., PepsiCo Inc., Goldman Sachs Group Inc. and Nike Inc.
‘‘Corporate tax dodging may be legal, but it’s certainly not good for everyday taxpayers and responsible
small businesses,’’ Michelle Surka, an advocate with
U.S. PIRG, said in a news release accompanying the report. When companies shift profits overseas, small businesses that don’t have access to ‘‘scores of lawyers’’ are
disadvantaged, and in the end U.S. taxpayers are hurt,
she said.
The study utilizes a list of 50 jurisdictions that appear on at least one roster of tax havens compiled by
the Organization for Economic Cooperation and Development, the National Bureau of Economic Research,
the Government Accountability Office or as part of a
U.S. District Court order listing tax havens.
Kyle Pomerleau, the director of federal projects at
the Tax Foundation, said the report doesn’t ‘‘make a
very strong case’’ that anything untoward is happening.

Missing Info. In an Oct. 4 interview, he said there is
important information missing from the report.
BNA TAX
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‘‘ I think just pointing to countries that have lower
tax burdens than the United States and calling
them tax havens isn’t particularly informative.’’
KYLE POMERLEAU
TAX FOUNDATION
The study seems to take a list of ‘‘politically accepted’’ tax havens and then look at which U.S. companies have subsidiaries in those countries, and how
many, Pomerleau said. Then it connects that information with reported deferred earnings and the implied
tax bill. ‘‘The connection there, of course is: ‘Well, they
have subsidiaries in what we call tax havens, they have
a low effective rate on some of their income and there
are many of the subsidiaries’ ’’ in those jurisdictions.
They then use these connections as evidence of questionable business tactics, he said.
This conclusion isn’t entirely bulletproof, Pomerleau
said. The report would have benefitted from ‘‘connecting the dots for people,’’ he said. The contributing
groups should have shed light on the mechanics of how
these companies were lowering their tax bills, he said.
At the same time, Pomerleau said, there are numerous questions today about what actually constitutes a
‘‘tax haven’’ and many countries are merely accusing
each other of being such.
‘‘There are legitimate policy concerns about profit
shifting, but I think just pointing to countries that have
lower tax burdens than the United States and calling
them tax havens isn’t particularly informative,’’ Pomerleau said.

Nothing ‘Dodgy’? Daniel J. Mitchell, a senior fellow at
the Cato Institute who specializes in tax reform and international tax competition, said he doesn’t necessarily
disagree with the numbers that have been reported, but
said ‘‘tax haven’’ is a pejorative word that implies that
‘‘somehow something shady is going on.’’
But that isn’t the case, Mitchell told Bloomberg BNA
Oct. 4. ‘‘There’s zero tax evasion; there’s nothing remotely dodgy about what’s happening. Companies are
simply using these low-tax jurisdictions in order to
compete effectively with their foreign competitors.’’
He said it makes sense that companies are shifting to
tax-friendly jurisdictions to mitigate the burden of the
35 percent U.S. federal corporate tax rate.
However, Eric Toder, an institute fellow and codirector at the Tax Policy Center, painted a different. He presented an example with the disclaimer: ‘‘Tell me
whether you think this is shady or not.’’
Intangible property, which includes brand identity or
intellectual property, has become increasingly important in recent years, he said. And ‘‘what happens is the
company, which is formed in the U.S., transfers its intangible property to its subsidiary in a low-tax country,’’
he told Bloomberg BNA Oct. 4.
‘‘Now if they had valued that intangible property correctly, they would have paid a large tax when they
transferred those assets,’’ Toder said. ‘‘But if they transfer it fairly early in the process when they aren’t generating much revenue—say, Apple’s developed an iPad
10-13-16
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but it hasn’t started producing anything yet, selling any
yet—then the question is: How is that valued? And that
tends to be transferred at a very low value.’’
Toder, like Surka, noted that these practices give
multinational companies an advantage over local corporations.

Looking Forward. The answer to how to end profit
shifting overseas has become a significant subject of debate in recent years.
‘‘Our attempt to have multinational companies taxed
in today’s world separately by different countries is very
hard to do,’’ Toder said. It’s difficult to tax on the concept of where profits are made because much of what
exists is intangible property; at the same time, it’s difficult to tax on the concept of corporate residence because companies are more globalized with shareholders, customers and employees all over the world, he
said.
The analysts provided different solutions on how to
stop U.S. companies from shifting profits overseas.
Mitchell suggested lowering the corporate tax rate and
moving away from worldwide taxation of corporate income to a territorial system to match most developed
countries.
Both Republican presidential candidate Donald
Trump and House Republicans, in their recent tax overhaul blueprint, have suggested a lower tax rate, although they differ on what the rate should actually
be—15 percent and 20 percent, respectively.
Mitchell said he opposes proposals to repeal companies’ rights to defer taxes on their overseas earnings until they bring the money back to the U.S.
The Obama administration has proposed this change
in the past, while Democratic presidential candidate
Hillary Clinton has suggested imposing an ‘‘exit tax’’ on
the untaxed overseas earnings of multinational companies (25 Transfer Pricing Report 540, 9/15/16).

More on Reform. Pomerleau’s ideas to stem profit
shifting were generally similar to Mitchell’s suggestions.
He recommended lowering the corporate tax rate but
also said the U.S. should limit interest deductions and
strengthen controlled foreign corporation (CFC) regulations to prevent companies from setting up subsidiaries
overseas and ‘‘earning a bunch of passive income.’’
He also opposed eliminating deferrals, saying that
would create more harm than good. It would be like
‘‘using a sword to do precise surgery,’’ he said.
Like the other analysts, Toder recommended lowering the corporate tax rate, but said that can’t happen in
a vacuum.
A plan he co-developed would lower the rate to 15
percent but ‘‘make up the revenue by taxing shareholders at ordinary income rates and taxing them on gains
when they accrue the gain, as opposed to when they realize it, so they would pay every year on the change in
the value of their assets,’’ Toder said.
‘‘That would be a way of shifting the tax to the shareholder level, which avoids profit-shifting problems because it would be based on U.S. residence, and individuals aren’t likely to change their U.S. residence or
give up their nationality to avoid this tax.’’
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United States

U.S. Lags Behind Most OECD Countries
With Its Outdated Tax System: Report
he structure of the U.S.’s tax system and its 35 percent tax rate on corporate income hampers its ability to compete with other countries, according to a
report from the right-leaning Tax Foundation.
Failing to reduce its 35 percent tax rate on corporate
income and continuing to tax the worldwide profits of
domestic corporations means the U.S. is lagging behind
other countries, according to the Oct. 5 report, which
ranked the U.S. as the fifth-least competitive nation
among countries in the Organization for Economic Cooperation and Development. The report comes as lawmakers and the presidential candidates trot out ways to
improve the tax system, which critics say leads large
corporations like Apple Inc. and Microsoft Corp. to
park profits offshore (25 Transfer Pricing Report 312,
7/14/16).
‘‘What drives this is that through the last 30 years,
most countries have moved away from this model
where marginal rates are really, really high, but at the
same time the tax base is kind of narrow,’’ Kyle Pomerleau, director of federal projects at the Tax Foundation,
told Bloomberg BNA. ‘‘The U.S. is still stuck in this
poorly structured base world.’’

T

The Index. The report considered how well countries
are able to raise revenue, specifically homing in on the
marginal tax rate, the structure of the tax base and its
complexity, said Pomerleau, the report’s author.
‘‘We’re looking at the quality of a tax code rather
than some sort of tax burden,’’ he said. ‘‘When you look
at the index, what you see actually is that throughout
the index, there are lots of high-tax countries that are
ranked really well, and also high-tax countries that are
ranked really poorly, and the same with low-tax countries.’’
The report accounts for the statutory marginal rates
and deductions against the marginal rate, such as depreciation. It also weighs provisions that narrow the
base, such as credits and patent boxes, which lower a
country’s score. Countries that required high numbers
of tax payments and larger amounts of time for compliance received lower scores. Countries without estate
and inheritance taxes or with low thresholds for valueadded taxes and sales taxes received higher scores.

Winners and Losers. Estonia, which topped the list for
the third year in a row, has a 20 percent corporate income tax rate only applied to distributed profits, a flat
20 percent tax on individual income that doesn’t apply
to dividend income, a property tax that only applies to
the value of land and a territorial tax system that exempts from tax 100 percent of the foreign profits earned
by its domestic corporations, the report said. And New
Zealand, which ranked No. 2, has a tax system with
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‘‘competitive features’’ like no general capital gains tax
and no payroll taxes, the report said.
‘‘The main takeaway here is there are lots of ways
that the United States could improve its tax and be
more efficient,’’ Pomerleau said, adding that while lawmakers hint at tax overhauls, there is no consensus on
what that would look like.
The five countries that ranked the lowest—the U.S.,
Greece, Portugal, Italy and France—have high corporate tax rates, an estate tax and relatively high income
taxes on capital gains and dividends, the report said.
A high tax rate will drive away investment and high
marginal tax rates can spur tax avoidance, the report
said.
House Republicans have proposed a blueprint on tax
changes, which they will push for next year, that would
drop the top corporate tax rate to 20 percent. It would
also eliminate the alternative minimum tax for businesses and individuals, and repeal the estate tax and
generation-skipping transfer taxes.

‘Incomplete View.’ But the report is ‘‘a pretty incomplete view’’ of a good tax system, because it glosses
over the idea that the main goal should be raising
money for public investments, Matthew Gardner, executive director of the Institute on Taxation and Economic Policy, told Bloomberg BNA.
‘‘What they’ve done is to construct an index of competitiveness that says ‘taxes hurt your competitiveness,
but public investments don’t help,’ and that’s about as
one-sided a view of competitiveness as you’ll find,’’
Gardner said.
While most would agree a uniform tax base is a good
thing, applying a very low tax rate across the board
could mean less revenue for ‘‘schools, roads, health
care, all the things that make for a good quality of life,’’
he said.
‘‘If any country followed the implicit recommendations in this report to the letter and sharply reduced
rates and broadened their base, I think they’d likely be
very unhappy with the effect it had on the climate for
living and working,’’ Gardner said.
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Want to Challenge That IRS Rule?
Do It in the District of Columbia
he Administrative Procedure Act—once relegated
to the distant memories of law school for most
attorneys—is garnering the attention of tax practitioners as a way to challenge disputed tax assessments.
An Oct. 5 panel of private practice and government
attorneys explained the nuts and bolts of challenging
regulations under the APA, which was intended to regulate the regulators by imposing requirements on federal
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agencies for issuing rules and providing means for the
regulated to challenge those agency actions.
Wynne Kelly of the U.S. Attorney’s Office for the District of Columbia said the federal district and appeals
courts in Washington ‘‘take an expansive view of the
APA,’’ referring to the U.S. District Court for the District of Columbia and the U.S. Court of Appeals for the
District of Columbia Circuit.
Andrew Strelka, counsel at Miller & Chevalier in
Washington, told the panel session—hosted by the Tax
Section of the District of Columbia Bar Association—
that the bench in Washington ‘‘is very familiar with the
APA.’’ Prior to joining Miller & Chevalier, Strelka was
with the Department of Justice Tax Division.
Emily Lesniak of the Internal Revenue Service’s Office of Chief Counsel and Christian Vergonis, a partner
at Jones Day in Washington, agreed that APA litigation
proceeded more smoothly in the D.C. federal courts.

Action, Not Money. ‘‘Relief under the APA will be injunctive or declaratory,’’ Strelka said. He added that a
complaint ‘‘must craft the requested relief very specifically.’’
The court will ‘‘compel agency action unlawfully
withheld or it will hold unlawful and set aside agency
action found to be unlawful,’’ Vergonis said.
Well, maybe.
Neiland Cohen, after many years of litigation, never
did get a refund of long-distance telephone excise tax
despite several federal courts determining that the IRS
illegally collected the tax, because the U.S. Court of Appeals for the District of Columbia Circuit decided it
couldn’t order the IRS to issue rules enabling Cohen to
file for a refund.
Kelly said, ‘‘if you claim more than $10,000 in damages, you will get Tucker Acted and sent to’’ the U.S.
Court of Federal Claims, which is less familiar with the
APA. The Tucker Act puts most claims in excess of
$10,000 under the exclusive jurisdiction of that court.

Participation Required. Vergonis said ‘‘failure to participate in the rulemaking process can be deemed a
waiver of the right to challenge the resulting rules.’’
However, he added that ‘‘generally, as long as someone
made the argument’’ during the rulemaking process—
not necessarily the plaintiff—the plaintiff can make the
argument when challenging the resulting rules in court.
Lesniak said that ‘‘if the agency was never aware of
the problem, it can’t respond to it.’’
Both the private and government attorneys agreed
that mass mailings of form letters from trade association members or at the instigation of an interest group
didn’t enhance the weight of a particular argument.

‘Altera’ Elephant in Room. The panel didn’t touch on
the issues in the pending appeal by the IRS to the U.S.
Court of Appeals for the Ninth Circuit of a U.S. Tax
Court decision invalidating a transfer pricing rule for
violating the APA in Altera Corp. v. Commissioner (25
Transfer Pricing Report 534, 9/15/16).
The Tax Court found that the IRS violated the ‘‘reasoned decision-making’’ standard of the APA when the
agency adopted a rule that requires related companies
to share the cost of stock-based compensation.
10-13-16
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The IRS ignored extensive testimony of taxpayers
who argued that unrelated parties don’t share stockbased compensation costs, the Tax Court found. The
court noted that in adopting the final rules, the Treasury
Department never responded to those comments and
never explained its basis for concluding otherwise.
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House Republicans Ask White House
Reviewers to Stall Debt-Equity Rules
ouse Ways and Means Committee Republicans, in
a last-ditch attempt to slow down debt-equity
rules they oppose, urged the Obama administration’s Office of Management and Budget not to approve
them as final regulations but to repropose them instead.
Chairman Kevin Brady (R-Texas) and the other Republicans on the committee object to the rules (REG108060-15) under tax code Section 385 as proposed by
the Treasury Department. The rules would allow the
government to reclassify debt as equity as the U.S.
seeks to stop multinationals from stripping income out
of the country.
The lawmakers said in an Oct. 5 letter that Treasury
should take more time to incorporate feedback from affected industries.
‘‘Any revised rules should be issued as proposed
regulations only, which should be finalized only after
the vetting necessary to ensure that the rules are right,’’
the letter said. ‘‘Rules should be effective only when issued in final form and only on a fully prospective basis.’’
This letter repeats concerns House Republicans have
shared with Treasury officials during meetings and in
letters since the proposal was released in April. The
lawmakers say the rules hurt U.S. businesses with overseas subsidiaries and that the rules affect normal lending practices in corporate groups. Treasury officials
have yet to slow down the 385 regulations despite complaints from Congress.

H

Ninety Days for Review. The rules were sent to the
OMB Sept. 30 for a final review and are expected to be
published this year, but the OMB could return them to
the Internal Revenue Service and Treasury for changes.
The letter isn’t likely to make much of a difference in
Treasury’s push to issue final rules quickly, Paul
Schmidt, chair of tax at BakerHostetler LLP, told
Bloomberg BNA in an e-mail. Sending the regulations
to OMB for review Sept. 30—where there is a 90-day review period—shows Treasury is unlikely to back down
from its resolve to finish the project this year, he said.
The White House-backed regulations have been a
priority for Treasury officials to complete before the
end of President Barack Obama’s term. The rules are
part of Treasury’s larger effort to deter corporate inversions, where U.S. companies move overseas for tax purposes, and to prevent businesses from shifting income
outside the country to lower-tax jurisdictions.
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OMB has designated the rules as ‘‘economically significant’’ and said they have an ‘‘international impact,’’
which means the rules are subject to a higher level of
scrutiny during the review process.
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Profit Shifting Drives Multinational Tax
Audits; Transfer Pricing Is Source of Conflict
he transfer pricing and country-by-country reporting guidance under the international project to
combat base erosion and profit shifting is driving
an increase in tax audits of multinational companies
worldwide.
Forty-nine percent of respondents to an EY survey
‘‘are currently seeing tax authorities raise audit issues
that reflect the BEPS focus areas, a jump of 16% yearover-year,’’ EY said in an Oct. 6 news release.
The 267 survey respondents represent senior tax executives from large public and private companies, 72
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percent of whom are from multinational companies
headquartered in the U.S.
Sixty percent of the survey respondents selected
transfer pricing ‘‘as the top focus area being raised as
an audit issue,’’ with 54 percent saying it is also the top
BEPS area affecting them through changes in law and
reporting requirements, EY said. ‘‘Country-by-country
reporting and transfer pricing were tied as the BEPS areas that will have the greatest impact on respondents’
companies, with each selected by 29 percent.’’
According to the survey results, 23 percent of tax directors said that they are currently under audit in more
than 15 countries, an increase of 6 percent from 2015
and 10 percent from 2014.
Fifty-six percent said the number of countries subject to an active audit has increased, up from 49 percent
a year ago, and 72 percent say the enforcement posture
and tactics of foreign tax authorities has become more
aggressive, up from 66 percent in 2015.
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Europe
European Union

EU Finance Ministers to Target
Tax Advisers, Protect Whistle-Blowers
ough rules to regulate tax advisers, banks and lawyers who help companies avoid tax are set to be advanced by European Union finance ministers.
The Council of Economic and Financial Affairs Oct.
11 also will likely move toward a system of automatic
exchange of beneficial ownership registers to better target opaque company structures through enhanced cooperation among EU tax authorities. Beneficial ownership registers now are compiled under the EU’s AntiMoney Laundering legislation.
Measures to provide whistle-blower protections also
are in the cards at the EcoFin meeting.
The plans to regulate tax advisers are set to include
drafting EU regulations to adopt the Organization for
Economic Cooperation and Development’s base erosion
and profit shifting plans— Action 12 in particular,
which concerns the mandatory disclosure of aggressive
tax planning schemes by tax advisers.
‘‘These measures are considered key steps in the
continued efforts by the European Union to fight
against tax evasion and aggressive tax planning, both
within the EU and on the international stage,’’ Renata
Goldirova, a spokeswoman for Slovakia—the current
holder of the EU rotating presidency—told Bloomberg
BNA Oct. 7.
‘‘Measures to regulate tax planners are especially
important in order to ensure the effectiveness of recently approved measures such as the EU Anti-Tax
Avoidance Directive and rules for mandatory exchange
of tax rulings among national tax authorities,’’ she said.

T

Panama Papers, Bahama Leaks. The move to regulate
tax practitioners, banks and other intermediaries has
taken on enhanced political importance following the
Panama Papers scandal and more recent Bahama leaks.
‘‘The role of certain financial intermediaries and advisers in helping their clients conceal money offshore
has been thrown into the spotlight by the recent media
revelations,’’ says a European Commission white paper
that serves as the basis for the EU finance ministers’
Oct. 11 conclusions.
‘‘While some complex transactions and corporate
structures may have entirely legitimate purposes, other
offshore activities may be less justifiable or even illegal,’’ the white paper states.
As a first step, the commission is expected to launch
a public consultation by the end of 2016 on measures to
regulate tax advisers.
The white paper indicates the commission also plans
discussions with other ‘‘countries and international institutions about ways to go beyond’’ Action 12.
10-13-16

Beneficial Ownership List Exchange. Beneficial ownership information is now also in focus for the finance
ministers. They are expected to call for draft legislation
to amend the current EU Administrative Cooperation
Directive to facilitate the exchange of detailed beneficial ownership information among EU tax authorities.
In recent years the Administrative Cooperation Directive has been amended to permit automatic exchange of bank accounts details, capital gains income
tax rulings among all 28 national tax authorities.

LuxLeaks Prosecutions. EU political pressure for
whistle-blower protection has also intensified since the
successful prosecution in June of Antoine Deltour, a
former PricewaterhouseCoopers LLP employee responsible, with others, for the LuxLeaks revelations of the
Luxembourg government’s tax rulings that permitted
aggressive tax avoidance by multinational companies .
Commission officials said finding the means under
EU law to support an EU-wide whistle-blower law is a
challenge.
‘‘It might be that it will require specific whistleblower protection provisions in different laws that regulate different sectors,’’ a commission official told
Bloomberg BNA Oct. 5 on the condition of anonymity.
‘‘This could be done, for example, through specific legislation regulating the banking, accounting, financial
markets and other sectors.’’

BY JOE KIRWIN
To contact the reporter on this story: Joe Kirwin in
Brussels at correspondents@bna.com
To contact the editor responsible for this story:
Penny Sukhraj at psukhraj@bna.com
䡺 The European Commission white paper is at
http://src.bna.com/jfv.

European Union

Apple, Irish Said to Claim EU
Kept Them in Dark Over Taxes
pple Inc. and Ireland are preparing appeals to argue that European Union competition investigators unfairly kept them in the dark during a probe
that ended in a record 13 billion-euro ($14.6 billion) tax
bill, people with knowledge of their case say.
As they weigh their court challenges, the pair contend that the EU neglected to flag a shift in emphasis in
the investigation—from a transfer pricing dispute over
the international arm’s-length standard to a broader argument that the whole setup was a sham—according to
the people, who spoke on condition of anonymity. Their
appeals would be reminiscent of Intel Corp.’s complaint
that the EU trampled on its rights in a separate probe
nearly a decade ago.
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EU Competition Commissioner Margrethe Vestager’s team insists there was never a U-turn and that it
kept Apple and Ireland up to date with developments
from the time the probe was opened in 2014 through
Aug. 30—when Ireland was ordered to claw back the
proceeds of alleged sweetheart tax deals (25 Transfer
Pricing Report 554, 9/15/16).
‘‘The defender, the member state, has the right to
know exactly what are the objections and if the objections change,’’ said Jacques Derenne, a Brussels-based
lawyer at Sheppard, Mullin, Richter & Hampton LLP.
‘‘If it’s confirmed that the final decision addresses issues, facts and even legal interpretations that have not
been discussed with the member state, there is a problem.’’
In an order that reverberated across the Atlantic, the
EU slapped Apple with the multi-billion euro bill, saying Ireland granted unfair deals that reduced the company’s effective corporate tax rate to as little as 0.005
percent in 2014. The U.S. Treasury hit back, saying the
EU was making itself a ‘‘supra-national tax authority’’
that could threaten global tax reform efforts.
The 0.005 percent figure cited by the commission is
‘‘extremely misleading and deceptive,’’ Apple said in a
note to investors this month. ‘‘We paid $400 million in
corporate income taxes in Ireland in 2014 -- considerably more than the commission’s figure suggests.’’
But during the Apple case, scrutiny of the company’s
tax affairs in Ireland appeared to shift from so-called
transfer pricing arrangements on transactions between
units which are used to calculate taxable profit, according to the people familiar with the investigation.
The final decision focused on how Apple allocated almost all its European sales profits to what the EU said
were ‘‘head offices’’ not subject to tax. Transfer pricing
wasn’t mentioned in last month’s press release.
Apple says none of its units was ever exempt from
tax—and that under the law they are subject to deferred
U.S. tax.
While the commission denies a change in approach
occurred, Apple and the Irish government were rebuffed repeatedly when they sought fuller information
on the supposed U-turn, the people said.

Sought Answers. Apple and Ireland first got wind of
the change of direction in November 2014 when the EU
sought answers on intellectual property issues. Both
separately asked officials to explain what the investigation was now focusing on without getting clear information, the people said. Even a January meeting between Chief Executive Officer Tim Cook and Vestager
failed to get answers.
For Apple’s general counsel, Bruce Sewell, the affair
may stir up unhappy memories from his time at Intel,
which faced a record antitrust fine for thwarting
smaller chipmakers.
‘‘The commission changed course a number of times
and has taken all sorts of steps to obscure that fact from
us and from the Irish,’’ Sewell told reporters immediately after the EU decision on Apple last month. ‘‘We
were not given the opportunity to defend this case in
the way that we should’ve been.‘‘

Kept Abreast. Commission spokesman Ricardo Cardoso said it kept Apple and Ireland abreast during the
investigation that was formally opened in June 2014.
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He said there was no change of direction in the
probe, which was based on two tax rulings granted by
Ireland in 1991 and 2007. Those rulings ‘‘endorsed an
internal allocation of profits within Apple Sales International and Apple Operations Europe, between their respective head offices and branches, allowing Apple
Sales International and Apple Operations Europe to pay
very little tax on its profits.’’
Irish Finance Minister Michael Noonan has said he
was only informed of the vast amount of back taxes he
would be ordered to collect from Apple hours before
Vestager told reporters in Brussels that the iPhone
maker got illegal tax advantages.
Apple declined to comment beyond referring to
Sewell’s earlier remarks. Ireland’s finance ministry also
declined to comment.

Shifted Emphasis From Transfer Pricing. Philip Andrews, a lawyer at McCann FitzGerald in Dublin who
isn’t involved in the case, said the information the EU
has made public so far—a June 2014 letter to the Irish
government when the case was opened and a news release last month—do show a change in emphasis.
‘‘It’s clear the commission has changed its theory of
harm, at least from the press release,’’ he said. ‘‘The rationale does appear to be different from the case that
was pursued’’ initially in 2014 ‘‘which focused on
whether the transfer pricing followed arms length’’
guidelines on how goods and services are transferred
between units of a company’’ (25 Transfer Pricing Report 512, 9/15/16).
‘‘There was certainly a surprise when the press release came out and Vestager announced a figure,’’ Andrews said. ‘‘The commission kept that quite secret until the very last moment.’’
But even if the probe did change, it may be hard to
prove that the commission broke any rules of procedure
with the way it handled the case.
The bloc’s state-aid law sets far fewer limits on regulators than antitrust and merger probes where there are
strict deadlines and clearer rules on what information
companies are entitled to see.

Main Target. Even though Apple will also appeal,
from a procedural point of view, under the EU’s stateaid rules, member states and not companies are the
main target.
Vestager’s team focused on Ireland for granting unfair tax advantages to Apple, which meant the company’s role was largely confined to supplying investigators
with information they wanted.
Technically, that also means only Ireland had a formal right to defense as the case unfolded and could attempt to argue at the EU court that its rights had been
breached. In reality, both are in it together, with full cooperation and disclosure between Apple and the Dublin
government.
Ireland has just over two months from the Aug. 30
decision to lodge an appeal at the EU’s General Court.
Apple must wait a bit longer for the commission’s decision to be made public before it can submit its own
challenge.
Cook has subsequently blasted the EU order as ‘‘total political crap’’ in an interview with the Irish Independent. But whether judges at the EU’s General
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Court—the first EU tribunal to hear the appeals—will
agree remains to be seen.
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United States

U.S. Official: EU State Aid Cases Could
Undermine Bilateral Pricing Agreements
ecent decisions by the European Commission to
punish companies like Apple Inc. for allegedly accepting impermissible government aid from Ireland could undermine tax certainty, including bilateral
agreements on intercompany pricing, a U.S. Treasury
official said.
‘‘They haven’t suggested that there are any limits on
the circumstances in which they can apply these doctrines,’’ said Brian Jenn, attorney-adviser with the U.S.
Treasury’s Office of International Tax Counsel, adding
that bilateral advance pricing agreements—deals between two tax authorities to give a multinational taxpayer certainty on the pricing of its transactions—might
‘‘not be safe.’’
Jenn spoke during a panel discussion at the American Bar Association Section of Taxation meeting in
Boston on Sept. 30.
The commission Aug. 31 announced its conclusion
that two Irish tax rulings granted to Apple constituted
impermissible state aid, ordering the Irish tax authorities to collect as much as $14.5 billion in unpaid taxes
from the California-based computer giant. The decision,
as well as several others currently under consideration,
have ignited harsh rebuttals from both corporate taxpayers and U.S. Treasury officials, but EU officials have
resolutely defended their logic, saying the decisions are
based on long-standing European Union law (25 Transfer Pricing Report 624, 9/29/16).

R

Changing Treaty Relationships. By nixing tax rulings
after the fact—and applying retroactive payments—the
commission’s actions could undermine the network of
bilateral tax treaties countries use to resolve disputes,
Jenn said.
‘‘What is the role of the commission in the context of
our treaty relationship?’’ Jenn asked. ‘‘The fact that the
commission can come in after a case has even been resolved or decided in mutual agreement procedure, and
potentially say ‘there’s actually a different outcome or
answer’ really calls into question the nature of our relationship with EU member countries.’’
He reiterated several complaints that Treasury outlined in an Aug. 24 white paper, including that the commission is creating its own version of the arm’s-length
standard, distinct from the one set by the Organization
for Economic Cooperation and Development. In doing
10-13-16

so, the EU is undermining the OECD’s recent work to
curb tax avoidance—and by retroactively applying
novel tax theories, it could threaten global commerce
by creating a chaotic tax environment.
‘‘If this approach were adopted more generally,
which some countries might be tempted to do it if becomes an accepted practice for the European Commission, any hope of tax certainty goes out the window,’’
Jenn said. ‘‘To the extent that there is uncertainty about
how law will be applied or changed after the fact, that
uncertainty has the potential to have a real dampening
affect on international commerce, which will ultimately
impact countries on a national level.’’

Foreign Tax Credits. Speaking during the same panel
discussion, Doug Poms, deputy international tax counsel at Treasury, acknowledged that the state aid cases
were a factor in why the department recently announced new proposed regulations nixing the use of
‘‘income splitting’’ to claim foreign tax credits on income that hasn’t yet been repatriated (25 Transfer Pricing Report 632, 9/29/16).
‘‘Knowing that the state aid cases were coming to the
point of judgment, it kind of brought to the forefront
this issue for us as something that we needed to provide
guidance on,’’ Poms said. ‘‘It’s a loophole that we felt
needed to be dealt with. It’s not just about them, but it
needed to be brought to the floor.’’
Since the EU ruling in Apple’s case was announced,
practitioners and officials have speculated about
whether the alleged aid, if recovered by Ireland, would
constitute an income tax payment qualifying for a foreign tax credit. The Irish government has vowed to fight
the decision in Apple’s case.
Poms emphasized that the recent guidance, while
mentioning the commission, doesn’t indicate any ruling
on the matter.
‘‘It’s very clear, there’s no inference on whether it’s
creditable. That’s for another time,’’ he said.

BY ALEX M. PARKER
To contact the reporter on this story: Alex M. Parker
in Boston at aparker@bna.com
To contact the editor on this story: Molly Moses at
mmoses@bna.com

OECD

Countries Adopting Different Requirements
For Transfer Pricing ‘Local Files’: GSK Official
ountries adopting the transfer pricing local file
recommendations under BEPS Action 13 are expanding the compliance requirements beyond the
OECD’s recommended template.
The local file presents a significant compliance challenge for GlaxoSmithKline Plc, an official with the company said Sept. 28.
‘‘We did start off with a template that we hoped to
roll out universally around the 120 countries we operate
in,’’ said Melissa Geiger, global head of tax at the pharmaceuticals company.
BEPS Action 13 refers to final recommendations on
transfer pricing documentation that the Organization
for Economic Cooperation and Development issued in
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October 2015 under its Action Plan on Base Erosion and
Profit Shifting. The final guidance incorporates a master file, a local file and a report on the revenue, profits,
taxes paid and specific measures of economic activity in
each country of operation.
GSK struggled to apply the local template in all
countries, Geiger said.
‘‘I haven’t been able to do all of that in-house,’’ she
said. ‘‘I have had to use advisers in local countries to
make sure we are getting consistency. We are seeing
quite a lot of differences in the type of data that is
wanted and the way tax authorities want that presented.’’
Geiger spoke at the International Fiscal Association’s annual congress in Madrid.

Master File. Geiger said the local file and master file
present GSK with a greater compliance challenge than
the country-by-country reporting template. The local
file and master file are also ‘‘more of a challenge at
some of the other businesses I have talked to,’’ she said.
‘‘Like many of you, we are now on version 12 of the
master file and we are still working on what we think
that should look like,’’ Geiger said. ‘‘What we would be
asking for here is consistency going forward.’’
Geiger said GSK hopes ‘‘we will be rolling forward
that data year-on-year rather than continually dealing
with changes.’’

Country-by-Country Reporting. Countries are adopting
the OECD country-by-country reporting template without making changes, she noted. ‘‘We haven’t seen a
great deal of difference. Most countries are lifting the
template from the OECD.’’
That is positive news, she said. ‘‘We are then able to
populate one template.’’
Geiger said actually getting the data ‘‘is harder than
you would think, but it is a useful exercise. The head
count data has been more interesting than some of the
other data because it gives us something the tax department hasn’t got involved in before.’’
The business community has been vocal about the
compliance cost of completing the country-by-country
reporting template, Geiger said. ‘‘But I would also say
on the positive side that there has been some insight
into understanding the business’’ on the part of tax departments.
The tax department is often the last to know what is
happening at a company, she said.

BY KEVIN A. BELL
To contact the reporter on this story: Kevin A. Bell in
Madrid at kbell@bna.com
To contact the editor responsible for this story: Molly
Moses at mmoses@bna.com

Russia

Russian Tax Form Draft
Includes CFC Profits Disclosure
draft template for Russia’s new corporate income
tax return form will require taxpayers that control
foreign corporations to provide profit calculations
and other new information on their controlled foreign
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companies (CFCs).
The updated tax return will replace the form in use
since November 2014, and will introduce a section reflecting the amount of tax calculated from the taxpayer’s share of CFC profits.
The change—under consultation through the Federal
Tax Service until Oct. 13—is part of Russia’s attempts to
finalize the rules for controlled foreign companies,
rules respond to the risk that taxpayers with a controlling interest in a foreign low-taxed subsidiary can shift
income into the low-taxed subsidiary and avoid taxation.
The process began with the 2014 ‘‘de-offshorization
law’’ N 376-FZ, which introduced taxation of undistributed profits of foreign companies, trusts or other structures controlled by Russian tax residents (24 Transfer
Pricing Report 824, 10/29/15).

Form Requirements. The 35-page tax return form requires legal entities or individuals that exercise control
over foreign companies to provide detailed information
about the CFC, including the CFC’s number; full title in
Russian and English transcription; country code; registration number in the country of incorporation; tax
identification number in the country of incorporation;
address, and date of the registration.
The form requires calculation of the tax on profits of
the CFC based on its financial accounting statements,
taking into account—among other figures—profits
(losses) before tax; adjusted profits (losses), including
paid dividends, revenues from sales of securities to the
advantage of the beneficiary, etc; the amount of profit
(loss) after adjustments and the amount of loss decreasing the tax base for the reported tax period.
According to Article 309 of the Tax Code, the CFC’s
profits can be calculated on the basis of its financial accounting statements if its residence country has an international tax treaty with Russia, or if an audit report
on its financial statements does not contain a negative
opinion.
The government is also suggesting the inclusion of
detail relating to calculation of carrying-forward losses
and calculation of the CFC profits (losses) for securities
transactions and financial futures instruments.
Taxpayers are expected to complete and file the new
tax return to the tax authorities March 28, 2017, for the
2016 accounting period.

Further CFC Disclosure. By March 20, 2017, Russian
taxpayers are also obliged to notify the authorities—
through additional documents—of ownership of more
than 10% of the shares in a CFC, within one month of
the acquisition date, as well as their participation in
CFCs, for controlling entities and individuals that include income earned by a CFC within their own taxable
income for 2016.
While the notifications will provide tax authorities
with the information about foreign companies that Russian tax residents own and control, the tax form facilitates the calculation of the actual tax amount for the
CFCs undistributed profits, Ekaterina Lazorina, a
Moscow-based partner at PwC, told Bloomberg BNA by
phone on Oct. 4.
CFC undistributed profits are taxed at 20 percent for
legal entities and 13 percent for individuals. Failure to
submit notifications will net fines of 50,000 rubles
BNA TAX
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($800) to 100,000 rubles ($1,600), while failure to report
and pay tax on a CFC’s income results in a 20 percent
penalty on the underpaid tax. Penalties take effect from
Jan. 1, 2017.

Shortcomings. Lazorina told Bloomberg BNA that the
draft template of the tax form contains multiple shortcomings. For instance, the current version of the draft
doesn’t allow the taxpayer to adjust the tax base based
on their proportionate share of a CFC’s income.
The draft template also doesn’t provide for when the
controlling entity exercises control over the company
via other controlling entities, in which case the legislation allows to offset the profits already taken into account by such entities.
There are also parts of the form which don’t account
for a credit for profits tax calculated in accordance with
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foreign legislation, and the profits tax calculated for the
CFC permanent establishment in Russia.
‘‘The draft is currently under discussion, so it is a
good moment for the taxpayers to contribute their feedback, since the tax authorities will review this draft
form taking the comments into consideration,’’ Lazorina said.

BY NATALIA SUVOROVA
To contact the reporter on this story: Natalia Suvorova in Moscow at correspondents@bna.com
To contact the editor responsible for this story:
Penny Sukhraj at psukhraj@bna.com
䡺 The decree, the draft tax return form and the
draft guidance for tax return filing, in Russian, are
available at: http://regulation.gov.ru/p/48655.
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Asia/Pacific Rim
Singapore

Singapore to Implement Global
Tax, Profit Reporting Rules for 2017
he Singapore tax authority will impose global tax
reporting on companies but will do so a year later
than recommended by the OECD.
The timeline for reporting, outlined in guidelines released Oct. 12, includes an effective date for tax years
beginning on or after Jan. 1, 2017--a year later than the
Organization for Economic Cooperation and Development suggests in action items in its project to combat
tax base erosion and profit shifting.
Countries participating in the program require taxpayers to submit detailed information, including taxes
paid, income and employee head count, broken down
by country.
Singapore enacted new documentation requirements
in 2015 and in June 2016 announced its intention to
adopt the OECD’s country-by-country reporting requirements (25 Transfer Pricing Report 8, 5/12/16).
The requirements apply to multinational corporations based in Singapore with consolidated annual revenue of 1.125 billion Singapore dollars ($810 million) or
more. The OECD-recommended threshold is 750 million euros.
Companies have a full year after the end of the tax
year to file the reports.

T
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in Washington at aparker@bna.com
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Moses at mmoses@bna.com
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India

India’s Anti-Abuse Rule Not Invoked
Unless Revenue Meets High Burden: Ranjan
he Indian Revenue Service must satisfy a high burden to invoke the nation’s new general antiavoidance rule, which targets impermissible tax
avoidance arrangements made after April 1, 2017.
‘‘It is not going to be easy for the Indian tax authorities to invoke the GAAR,’’ Akhilesh Ranjan, India’s
principal chief commissioner of international tax, said
Sept. 29. ‘‘There is a very heavy onus on the Revenue.’’
Numerous checks and balances are built in to the
GAAR’s implementation, Ranjan told those attending
the International Fiscal Association’s annual congress
in Madrid.
Invoking the GAAR entails a three-stage approval
process: a report by the tax officer, a report by the tax
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commissioner and a final decision by an independent
panel headed by a high court judge.
The GAAR was first proposed in 2012. Indian Finance Minister Arun Jaitley in his Febuary 2015 budget
deferred the effective date of the GAAR until April 1,
2017 (23 Transfer Pricing Report 1361, 3/5/15).
Ranjan said India’s GAAR is much less rigorous in
scope than many other countries’ regimes. The Revenue Service must establish that the ‘‘main purpose’’ of
the arrangement is a tax benefit. The test doesn’t refer
to ‘‘one of the main purposes,’’ as is the case with other
anti-avoidance regimes around the world. In addition to
the ‘‘main purpose’’ test, the Revenue must also establish that the arrangement creates non-arm’s-length
rights or obligations, results directly or indirectly in the
abuse of tax law, lacks commercial substance in whole
or in part or was not carried out for bona fide purposes.

Treaty Override. Ranjan said the GAAR provides for a
treaty override. ‘‘Since India also supports the ‘principal purpose’ test in tax treaties, we don’t really see this
as an issue which could create any problems,’’ he said.
India plans to include the GAAR in its tax treaties going forward. In light of the international project to combat tax base erosion, which has resulted in a broad rewriting of global tax rules, the GAAR may have few
practical consequences, Ranjan said.
The Indian official also noted that the GAAR has a de
minimis threshold of 30 million rupees ($450,000). The
sale of investments made before March 31, 2017, won’t
be within the ambit of GAAR, and it doesn’t apply to
foreign institutional investors ‘‘who do not seek treaty
benefits and who opt for domestic taxation,’’ he said.

BY KEVIN A. BELL
To contact the reporter on this story: Kevin A. Bell in
Washington at kbell@bna.com
To contact the editor responsible for this story: Molly
Moses at mmoses@bna.com

Indonesia

Indonesia Raids Google’s
Jakarta Office for Tax Payment Data
ndonesian tax officials raided Google Inc.’s Jakarta
office seeking data to back its allegations of unpaid
taxes as the government steps up efforts to earn
more revenue from internet companies.
Officers visited Google’s office in central Jakarta
‘‘many times’’ in the past two weeks and repeatedly
sought meetings with senior company officials, Muhammad Haniv, the head of special taxpayers at the Finance
Ministry, said in a phone interview Sept. 29. The government had earlier sent Google a warning letter for refusing a tax audit, which can result in criminal punishment, he said.

I

BNA TAX

10-13-16

706

(Vol. 25, No. 11)

ASIA/PACIFIC RIM

President Joko Widodo’s government is following in
the footsteps of European authorities in pushing Google
to pay more taxes. He’s under greater pressure to do so
as this year’s state revenue is set to suffer an estimated
218 trillion rupiah ($17 billion) shortfall, while earnings
from a tax amnesty program are set to miss his target.
Google has ‘‘paid all applicable taxes in Indonesia,’’
Taj Meadows, a spokesman, said by e-mail, adding the
company is cooperating with the government.
Indonesia has been asking internet companies to set
up permanent local entities for tax purposes since as
early as April (25 Transfer Pricing Report 654, 9/29/16).
It’s also promising lower rates compared to the 30
percent corporate income tax and 25 percent valueadded tax that would otherwise apply to Google’s sales
of advertisement to local companies, Haniv said.
‘‘Everyone must comply, whoever they may be,’’ Haniv said. ‘‘If you refuse to be audited, then we will keep
chasing you.’’
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Taiwan

Taiwan Notifies Multinationals of
October Transfer Pricing Tax Audits
aiwan has notified companies that tax officials
from the island’s five tax bureaus will conduct
transfer pricing inspections throughout October.
The National Taxation Bureau of the Central Area is
set to particularly focus on arrangements that include
tangibles transfers, use of intangibles and the use of
personnel across jurisdictions. In a Sept. 26 statement,
the bureau said companies with any one of the following practices will be considered a priority during inspections:
s transfer of tangibles—when there is an imbalance
between the cost and the sale price to and from affiliates or in keeping the money overseas;
s use of intangibles—authorizing overseas affiliates
to use technology, patent or trademarks without reasonable payment;
s services—sending personnel to overseas affiliates
for technical or management support without receiving
reasonable payment;
s use of funds—accounts receivable periods longer
than given to non-affiliates or guaranteeing for an affiliate without proper remuneration;
s unsuitable choice of comparables for analyses;
s irregular trading methods; or
s failing to adopt a ‘‘most appropriate method,’’
such as the profit split method.
Tax practitioners told Bloomberg BNA the bureau’s
priority areas are similar to those under inspection in
other parts of Taiwan.
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Profit Split Method. Cheli Liaw, a partner with Deloitte & Touche in Taipei, said the profit split method
has been specifically mentioned and that in the past, the
transfer pricing method wasn’t commonly used, apart
from financial institutions or businesses in the pharmaceutical industry. ‘‘However, to ensure the valuation
creation and profit allocation are in line with function
undertaken and risk assumed, profit split method is under serious discussion to respond to base erosion and
profit shifting action plans,’’ Liaw told Bloomberg BNA
in a Sept. 29 e-mail.
Liaw said audits will emphasize intangibles transactions such as financing, licensing fees or service fees.
Preparing material to comply with transfer pricing
documentation requirements is a time-consuming
process—finance ministry officials said the early reminders, therefore, served to facilitate smooth transfer
pricing tax inspections.
‘‘We authorize tax local bureaus to select targets of
the TP tax inspection because industries vary in different areas,’’ Y.H. Lee, director of the Income Tax Division of the Taxation Administration under the ministry,
told Bloomberg BNA Oct. 3.
The administration declined to reveal how many
transfer pricing tax inspections had taken place in previous years, indicating that such data is for internal use
by the government. However, tax practitioners estimate
that each of the five tax bureaus might conduct fewer
than 10 transfer pricing tax audits annually.
Tax practitioners also estimate that, in Taiwan, the
number of taxpayers filing a transfer pricing report is
between 2,500 and 3,000.

Multinationals. ‘‘In the past, foreign firms with big
names, such as cosmetic companies or luxury goods
sellers, were targeted. Taiwanese tax authorities evaluated their expense of advertising, suspecting that such
taxpayers might have allocated less profit in Taiwan,’’
Elliot Liao, a tax partner at PwC Taiwan, told
Bloomberg BNA Oct. 4.
Liao said in Taiwan, a company is unlikely to be inspected in two successive years—every three years is
more likely.
Under the digital economy, Liao said multinational
groups are inevitably expected to reveal more information about how they attribute value to the various intangibles in their value chain. ‘‘In some western countries,
in addition to a local file, tax authorities also demand a
master file which makes additional disclosures, such as
the value chain and others,’’ Liao said.
The master file requires taxpayers to disclose its
group organizational structure, business description,
intangibles arrangement, financing arrangements, and
financial and tax positions, according to PwC.
Liao said in Asia, to assess high-level transfer pricing, the legal basis for tax authorities to demand the
provision of a master file from taxpayers—mostly large
multinationals—has been created in some countries,
such as Japan, Korea, India and China.
‘‘Taiwan is certainly following the trend and the legal basis also will soon be created,’’ Liao said.

BY YU-TZU CHIU
To contact the reporter on this story: Yu-Tzu Chiu in
Taipei at correspondents@bna.com
To contact the editor responsible for this story:
Penny Sukhraj at psukhraj@bna.com
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McDonald Questions OECD Delegates
On Risk at Consultation on Profit Splits
he chair of OECD Working Party No. 6 questioned
business delegates to the organization’s Paris
transfer pricing consultation about whether a recent discussion draft on profit splits is consistent with
the guidance on risk and control of risk.
Michael McDonald, financial economist with U.S.
Treasury’s Office of Tax Analysis, said during the Oct.
12 Paris consultation that the Organization for Economic Cooperation and Development has received ‘‘a
number of critical comments on the guidance we have
given about linking risk and a profit split--specifically, a
profit split of actual profits.’’
McDonald said the working party is trying to make
the July 4 discussion draft, which spells out how companies should apply the profit split method to allocate
income from their intercompany transactions, consistent with the treatment of risk and control of risk under
the OECD transfer pricing guidelines.
Working Party No. 6 developed the final report on
Actions 8, 9 and 10 of the BEPS plan, the action items
devoted to aligning transfer pricing outcomes with
value creation, which incorporates new guidance on the
transfer pricing treatment of risk and control into the
OECD guidelines.
Under paragraph 16 of the July 4 discussion draft,
the ‘‘application of a transactional profit split of actual
profits reflects a relationship where the parties either
share the same economically significant risks associated with the business opportunity or separately assume closely related risks associated with the business
opportunity and consequently should share in the resulting profits or losses.’’

T

R&D, Marketing Risks. McDonald gave an example of
a typical fact pattern to those at the Oct. 12 consultation
and asked: ‘‘How can we best deal with it? What is the
guidance that will get us there?’’
In McDonald’s example, ‘‘there is incredible cuttingedge R&D that produces a single product, and bleedingedge marketing, really special stuff.’’ Both the research
and development and marketing meet the draft’s definition of unique and valuable intangibles.
‘‘One could envisage a situation, again depending on
what the arrangement is, where there could be a sharing of actual profits, some sort of residual profit split
that somehow values these contributions and shares it,’’
McDonald said.
He asked the business delegates whether that kind of
factual situation can lead to a profit split of actual profits.
On the one hand, the R&D and marketing risk can be
thought of as ‘‘separately assumed, closely related
risks’’ under paragraph 16, McDonald said. There is a
TAX MANAGEMENT TRANSFER PRICING REPORT
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risk of R&D failure, and a separate risk that poor marketing could kill the product. ‘‘Economically, everything is interconnected here.’’
McDonald also pointed to language elsewhere in
paragraph 16 that refers to ‘‘the same economically significant risks associated with the business opportunity.’’

Unadministrable. Stephen Blough, an economist with
KPMG LLP in Washington, said McDonald’s example
addresses a very common fact pattern.
Different companies address the fact pattern in a variety of ways, Blough said. Some companies ‘‘address it
using a residual profit split method where they are looking at stuff fairly closely, period by period.’’ Other companies ‘‘address it using a royalty that is a percentage
of sales that might be examined on a test basis every
few years,’’ he said.
Blough said the risk of success of R&D, and the risk
of success of marketing, are different things. ‘‘In most
cases it is going to be unadministrable to try and tease
apart, on a year-by-year basis, how much of this happened because of marketing, and how much of this happened because of R&D.’’
R&D failures happen, but they are not the norm, he
said.

Avoiding ‘Madness.’ Blough said if companies have to
analyze in detail the business risks, and on a granular
basis how much each entity controls which risk,
‘‘therein lies madness.’’ Taxpayers, depending on their
own facts and circumstances, should be able to choose
a variety of different methods to address the kind of fact
pattern presented by McDonald.
In the interests of administrability, the OECD guidance should allow ‘‘some reasonable corridor relative to
accurately delineating the transaction,’’ Blough said.
The taxpayer’s transfer pricing method shouldn’t be
disallowed except when it fails to reflect the true economics of the transaction.
‘‘We don’t want to be prescriptive about the methodology taxpayers use. The result should reasonably reflect the contributions to value but there should be
room for a reasonable amount of flexibility,’’ he said.
‘‘We have got to strike a balance between theory and
practicality and administrability,’’ the KPMG economist
said.

Too Restrictive? Brian Jenn, an attorney-adviser in
Treasury’s Office of International Tax Counsel and a
U.S. delegate to the working party, asked: Is the paragraph 16 language regarding ‘‘closely related risks’’ too
restrictive a criteria? That is, Jenn asked, ‘‘are we preventing the use of an actual profit split in circumstances
by using that language?’’
Jenn also asked whether it matters if both parties are
controlling risks, or ‘‘if they are closely related or meet
some standard of closely related.’’
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In the case of a manufacturer and a distributor, there
is ultimately one revenue stream from the business that
they are in, Jenn said.
‘‘Are we limiting flexibility by saying ‘closely related’
where, in some cases, you might not have the distributor and manufacturer be closely related under some interpretation of those words?’’ he asked.

BY KEVIN A. BELL
To contact the reporter on this story: Kevin A. Bell in
Washington at kbell@bna.com
To contact the editor responsible for this story: Molly
Moses at mmoses@bna.com

OECD

OECD Draft Guidance on Profit
Splits Still Needs Work: Practitioners
he OECD should reinforce its guidance on profit
splits to make clearer that a lack of comparables
doesn’t mandate use of the profit split method as
the most appropriate transfer pricing method, a practitioner said.
Caroline Silberztein, a partner in Baker & McKenzie’s Paris office, said Oct. 12 that good comparables
make transfer pricing easier, while a lack of them complicates it, ‘‘but that does not mean that we should preempt or prejudge the outcome of the analysis just because we don’t have comparables,’’ and automatically
choose to use a profit split.
‘‘The reason is that we are working within the framework of the arm’s-length principle, and the standard is
not what comparables do, it is what independent parties
would have agreed at arm’s length,’’ Silberztein commented on the second day of the Organization for Economic Cooperation and Development’s Oct. 11-12 consultation in Paris on transfer pricing matters.
The event covered two of the most significant incomplete items under the OECD’s project to combat tax
base erosion and profit shifting (BEPS): attribution of
profit to a permanent establishment and use of the
profit split method.
The Oct. 12 discussion was aimed at giving business
and other representatives a chance to expand on their
comments on the OECD’s revised draft guidance on
profit splits, released in July (25 Transfer Pricing Report 343, 7/14/16).

T

‘Muddied Intermingling.’ Michael McDonald, a financial economist in the U.S. Treasury Department’s Office
of Tax Analysis, who chaired the session, said OECD
Working Party No. 6, which handles transfer pricing issues, received hundreds of pages of comments on the
profit split draft in the letters from more than 50 stakeholders.
Hans van Egdom, a transfer pricing specialist with
the Dutch Tax Administration and co-chair of Working
Party No. 6, said the draft calls up a difference between
a profit split based on anticipated profits and a profit
split based on actual profits. He said he hoped the day’s
discussion would help clarify those differences and under what circumstances each version should be used.
Mark Bronson, a managing director with Duff &
Phelps in Boston, said the first method works to establish transfer prices so that, on an ex ante basis--before
10-13-16

the transaction is executed--each participant in a profit
split expects to earn an appropriate share of anticipated
profits. The share of actual profits that accrues to each
party may be different from that targeted share.
In the second case, based on actual profits, each
party recognizes some share of those realized profits,
Bronson said.
He said the only thing the two types of methods have
in common is the ‘‘profit split’’ label. ‘‘They address
completely different circumstances, and the intermingling of these two applications in the current discussion
draft guidance muddies this fact and increases the likelihood that profit splits get applied inappropriately.’’

Two Standards. Silberztein, a former head of the
OECD’s transfer pricing unit, said the organization has
worked to achieve international consensus on transfer
pricing based on two standards: the arm’s-length principle and the ‘‘most appropriate method’’ standard.
She said the guidance should be honed to make clear
that profit splits are just one among many transfer pricing methods--which also include the transactional net
margin method, cost plus and return on sales--and that
the most appropriate method must be used. ‘‘I believe
we can take any transaction and have a year-long discussion with people around the table and others about
what methods are appropriate.’’
But the purpose of developing guidance is not to
draft a ‘‘theoretical manual,’’ but to resolve disputes between taxpayers and among tax authorities. ‘‘We want
to know which method is more reliable and which we
one we can have consensus on,’’ said Silberztein.
The guidance should make clear that ‘‘the standard
is not what methods are appropriate but the most appropriate method,’’ she said.

‘Get Ready for Future.’ Sol Picciotto of the BEPS
Monitoring Group called the arm’s-length principle ‘‘a
fictional notion’’ that doesn’t correspond with the reality of how multinationals are constructed, and he
warned that international tax policy is moving toward a
‘‘more unitary approach’’ to taxing multinationals,
whether they like it or not.
‘‘You really should start planning for the future,’’ he
said, noting that the BEPS Monitoring Group, which
comprises tax justice organizations including Oxfam,
the Tax Justice Network and Christian Aid, favors a formulary apportionment system.
Meanwhile, the OECD could help things along by
‘‘systematizing’’ the use of profit splits to avoid a situation where countries are implementing them in different ways, he said. Picciotto said that country-by-country
reporting of multinational companies’ tax and profit,
one of the biggest accomplishments of the BEPS project, is being implemented by many countries around
the world.
‘‘Sooner or later that information will be published,
and the public will demand a clearer statement on what
criteria companies are using’’ for their transfer pricing.
‘‘You won’t be able to get way with these secretive ad
hoc methods for long,’’ Picciotto said.

BY RICK MITCHELL
To contact the reporter on this story: Rick Mitchell in
Paris at correspondents@bna.com
To contact the editor responsible for this story: Molly
Moses at mmoses@bna.com
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OECD Wrestling With PE Attribution Rules;
Business Interests Complain of Ambiguity

709

Disagreement on ‘Authorized OECD Approach.’ Morris
said BIAC recommends that countries adopting
changes to the OECD Model Tax Convention’s Article
5, which addresses the definition of PE, should be required to also adopt the authorized OECD approach
(AOA) under the convention’s Article 7, which addresses taxation of business profits. The AOA in particular integrates all existing guidance on the model
convention.

mbiguity’’ in the OECD’s new standard for defining permanent establishments has created
a risk that a company’s profits could be taxed
multiple times, as many jurisdictions target the same income stream, a top business tax official said.
During work on business-profit tax recommendations in the international project to fight base erosion
and profit shifting, the biggest concern for companies
was double taxation. ‘‘But now that the PE threshold
has been agreed, we are increasingly concerned not just
with double taxation, but actually with triple, quadruple, quintuple taxation, etc.,’’ said William Morris,
chairman of the OECD Business Industry Advisory
Group’s committee on international taxation.
Morris commented on the first day of the Organization for Economic Cooperation and Development’s Oct.
11-12 consultation in Paris on transfer pricing matters,
which aims to deal with two of the most significant incomplete items under the BEPS project: attribution of
profit to a PE and the use of the profit split method. The
Oct. 11 discussion dealt with PEs—specifically, the
OECD’s July 4 draft on that topic.
Under the July draft, a dependent agent—one threshold for meeting the PE definition—is one who ‘‘habitually plays the principal role leading to the conclusion of
contracts that are routinely concluded without material
modification by the enterprise.’’ The draft emphasized
the importance of evaluating the allocation of risk and
the location of decision makers when determining how
to attribute profit to a foreign branch of a multinational
corporation (25 Transfer Pricing Report 345, 7/14/16).

The recommendations under the BEPS project, finalized in October 2015, didn’t include guidance on how
the AOA on profit allocation would work with the new
categories of PE.
BIAC believes that requiring the AOA’s adoption ‘‘is
the only way to ensure that the PE threshold in Article
5 and profit attribution guidelines fit together coherently around the world and address both the double
taxation and double non-taxation concerns,’’ Morris
said.
William Sample of the taxation committee at the
United States Council for International Business said
the OECD’s new guidance on PEs should be clearly
framed by the OECD’s existing guidance in its 2008 and
2010 reports on the AOA. Sample, corporate vice president for worldwide tax at Microsoft Corp., said the draft
fails to make clear that the AOA requires a functional
analysis approach to identify and characterize dealings
between a head office and PE.
The approach subsequently calls for identifying the
most appropriate transfer pricing method to apply, he
said.

More PEs, More Ambiguity. Hans van Egdom, a transfer pricing specialist with the Dutch Tax Administration
and co-chair of Working Party No. 6, the OECD’s transfer pricing working party, chaired the Oct. 11 PE discussion. He and Morris agreed that the new definition
will create more instances where PEs are triggered.

Picciotto said the bulk of existing bilateral tax treaties worldwide haven’t adopted the AOA, some OECD
members have not accepted it, and it has been been
‘‘explicitly rejected’’ by the United Nations’ Tax Committee and developing countries.
He argued that the OECD approach would alter an
existing international balance between residence and
source tax countries, which the BEPS project had
vowed not to do.
‘‘We think it would be inappropriate to smuggle the
authorized OECD approach’’ into the BEPS draft, to
‘‘foist’’ it on developing countries, he said.
Mary Bennett, a partner with Baker & McKenzie LLP
in Washington and a former head of the OECD’s tax
treaty, transfer pricing and financial transactions division, said the OECD put more than 10 years of work
into developing the AOA principles. A 2008 agreement
on how to apply those principles to existing tax treaties
addressed the vast majority of AOA aspects but was
known as the ‘‘partial AOA’’ because it didn’t include
commentary on intangibles and some service transactions.
She said both the 2008 and a more complete 2010
version of the AOA include its two steps for identifying
PE and characterizing its dealings with the home office
and using the transfer pricing guidelines. But while

‘‘A

Van Egdom said the OECD may produce another
draft on PE profit attribution. The delegates to Working
Party No. 6 will meet in Paris in November and ‘‘discuss
whether there is a new discussion draft or not,’’ he said.
Morris, who is General Electric’s senior international
tax counsel and global tax policy director as well as
chairman of the BIAC international taxation committee,
said the new draft, in addition to triggering more PEs,
creates significant ambiguity about when a PE is created. He gave the example of a multi-jurisdictional team
for which the potential subjectivity of the ‘‘principal
role’’ concept ‘‘makes its very difficult to defend against
multiple claims over the same income stream.’’
New guidance is needed for business or tax authorities on how to apply the new threshold, Morris said.
‘‘Were not saying that our income shouldn’t be taxed,
but we are saying that there should be clearer rules to
determine by whom that income is taxed and to ensure
it isn’t taxed more than once,’’ he said.
TAX MANAGEMENT TRANSFER PRICING REPORT
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‘Wrong Way to Go.’ Sol Picciotto of the BEPS Monitoring Group agreed that the latest discussion draft needs
more work, but he had very different views on what direction that work should take. In particular, the group,
which was founded by tax justice organizations including Oxfam, the Tax Justice Network and Christian Aid,
argues that ‘‘assumptions in the draft that the authorized OECD approach is the way to go are mistaken.’’
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most OECD countries have signed up to the 2008 AOA
agreement, and many non-OECD countries have expressed plans to use that version, ‘‘it could be decades
until the 2010 agreement starts showing up in many
treaties,’’ because of the very slow treaty adoption process, she said.

BY RICK MITCHELL
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To contact the reporters on this story: Rick Mitchell
in Paris at correspondents@bna.com and Kevin A. Bell
in Washington at kbell@bna.com
To contact the editor responsible for this story: Molly
Moses at mmoses@bna.com
䡺 Video of the OECD’s consultations is at http://
www.oecd.org/ctp/transfer-pricing/publicconsultation-on-transfer-pricing-matters-11-12october-2016.htm.

OECD

OECD’s Inclusive Framework on BEPS
No ‘Talk Show,’ Says Tax Chief Saint-Amans
eaching consensus on global tax rules with an expanded number of stakeholders isn’t a ‘‘talk
show’’ but involves real decision-making, the
OECD’s tax chief said.
Pascal Saint-Amans’ comment at a Sept. 28 session
of the International Fiscal Association meeting in Madrid acknowledged the difficulty that is an inevitable result of the inclusive framework launched in June. An inclusive framework is necessary to avoid factions and divisions about the global rules, he said. Countries must
work through the difficulties, not just ‘‘read a speech
and go back home.’’
Eighty-five countries have signed on to the OECD’s
inclusive framework for tackling base erosion and
profit shifting (BEPS). Under that framework, the Organization for Economic Cooperation and Development
sought to get as many countries as possible outside the
OECD and the Group of 20 nations to implement the
BEPS recommendations finalized in October 2015.
‘‘Institutionally, we have opened up the membership
of the Committee on Fiscal Affairs as regards BEPS issues,’’ noted Saint-Amans, the head of the OECD’s Center for Tax Policy and Administration. The committee
(CFA) is the decision-making body and standard setter
carrying out the BEPS work, he said, and the countries
involved will either reach a consensus or fail to do so.

R

On Equal Footing. All 85 member countries are on an
equal footing in the CFA, and there is no ambiguity
about this, Saint-Amans added. Further, he said, ‘‘we
expect to have 100 countries on an equal footing by the
next meeting of the committee,’’ which will be by the
end of January.
The framework is consulting on profit splits, the attribution of profit to permanent establishments, further
work on hybrid mismatch arrangements and many
other areas, Saint-Amans said.
U.S. Deputy Assistant Treasury Secretary for International Tax Policy Robert Stack, who also spoke during the panel session on the OECD at the IFA conference, agreed with Saint-Amans about the importance of
10-13-16

including developing countries in tax policy work, especially given the G-20’s emphasis on global growth.
‘‘As a purely political matter, it is inconceivable to
me that the BEPS work would have continued on without figuring a way to bring developing countries to the
table with OECD and G-20 countries,’’ he said. ‘‘I don’t
think we live in a universe’’ where ‘‘just having OECD
and G-20 countries was really an option,’’ Stack said.

Challenges and Tensions. Saint-Amans said the inclusive framework is necessary to produce global rules
that avoid ‘‘factions and divisions.’’ This is difficult
when the 85 member countries have diverse interests,
he said.
The countries need to work through these difficulties, the OECD official emphasized. ‘‘It is not a talk
show,’’ he said. ‘‘We don’t want delegates to read a
speech and go back home. We want them to work. That
is why we are doing regional meetings.’’
Stack agreed that the inclusive framework faces inevitable tensions. This is ‘‘not so much in the coming to
consensus, interestingly enough,’’ he said. ‘‘I think the
OECD secretariat has a lot of experience in helping
shepherd things towards consensus and I expect that to
continue.’’
The problem is that not all countries accept ‘‘the acquired body of law and lore that binds the OECD members,’’ Stack said. ‘‘So you have people around the table
who haven’t yet ascribed to the OECD’s long-standing
tradition, documents and hard law and soft law.’’

Transfer Pricing. For example, he said, some countries ascribe to the arm’s-length standard—the foundation of the OECD transfer pricing guidelines—while
others don’t. If a country doesn’t ascribe to the OECD
guidelines, it isn’t meaningful to say it agrees with particular elements of transfer pricing, Stack pointed out.
‘‘That is a real tension and a real issue that will have
to come out,’’ he said.
Another issue is whether all countries feel bound by
the consensus reached by the OECD.
‘‘That is a problem right out of the box for BEPS,’’ he
said. ‘‘We must think of ways to creatively include the
developing countries so we can make progress.’’

Permanent Forum? Panel moderator Wolfgang Schon,
managing director of the Munich-based Max Planck Institute for Tax Law and Public Finance, asked SaintAmans about the possibility of transforming the inclusive framework into a permanent forum for international tax policy.
Saint-Amans said the OECD hopes the forum will be
permanent. ‘‘And at some point it will go beyond BEPS,
but this is subject to the inclusive framework working.
We hope it is going to work.’’
There are plenty of areas where useful conversation
could occur, Saint-Amans said. For example, multilateral issues in tax treaties could feed into the multilateral
treaty being developed under Action 15 of the BEPS
project.
Another area is the source-versus-residency debate,
which Saint-Amans noted has been around for the past
century.
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India. Panelist Akhilesh Ranjan, India’s principal
chief commissioner of international tax, said the role of
the inclusive framework can’t be limited to just implementing the guidance resulting from the BEPS project.
India looks at the inclusive framework as a forum for
addressing tax issues beyond BEPS, including the allocation of taxing rights, Ranjan said.
As the BEPS guidance is implemented, these issues
will keep coming up, and at some point in time the
framework will take it upon itself to address these issues, Ranjan said. ‘‘The inclusive framework will certainly go beyond the implementation of BEPS.’’

TAX MANAGEMENT TRANSFER PRICING REPORT

ISSN 1063-2069

711

Stack said the question of using the inclusive framework to implement the BEPS measures as opposed to
having a broader role was heavily negotiated.
‘‘We will have to see how that plays out over time,
and countries will have to navigate that,’’ the U.S. official said. ‘‘I don’t think it is a done deal that we are going to go beyond BEPS.’’

BY KEVIN A. BELL
To contact the reporter on this story: Kevin A. Bell in
Madrid at kbell@bna.com
To contact the editor responsible for this story: Molly
Moses at mmoses@bna.com
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Text
Securities and Exchange Commission Financial Statements
Filed During Month 201X, Detailing Transfer Pricing Issues
Brocade Communications Systems Inc., 10-Q, 9/2/2016
[Ed note: The company reported a negative 20.8 percent effective tax rate for the three months ended July
30, 2016, compared with 17.4 percent for the same period in 2015.]
The Company recorded an income tax benefit for the
three months ended July 30, 2016 , primarily due to a
discrete benefit from reserve releases as a result of
reaching a settlement on certain transfer pricing issues
with the Internal Revenue Service (‘‘IRS’’) and certain
expired statute of limitations.
The effective tax rate for the nine months ended July
30, 2016, was higher compared with the effective tax
rate for the nine months ended August 1, 2015, primarily due to an increase in unrecognized tax benefits related to certain intercompany transactions during the
nine months ended July 30, 2016.
The Company’s total gross unrecognized tax benefits,
excluding interest and penalties, were $189.1 million as
of July 30, 2016. If the total gross unrecognized tax benefits as of July 30, 2016, were recognized in the future,
approximately $144.0 million would decrease the Company’s effective tax rate.
The IRS and other tax authorities regularly examine
the Company’s income tax returns. In June 2016, the
Company reached agreement with the IRS on certain
transfer pricing issues in the Company’s federal income
tax returns for fiscal years 2009 and 2010. In October
2014, the Geneva Tax Administration issued its final assessments for fiscal years 2003 to 2012, disputing certain of the Company’s transfer pricing arrangements. In

November 2014, the Company filed a protest to challenge the final assessments. The Company believes that
reserves for unrecognized tax benefits are adequate for
all open tax years. The timing of tax examinations, as
well as the amounts and timing of related settlements,
if any, are highly uncertain. Before the end of fiscal year
2016, it is reasonably possible that either certain audits
will conclude or the statutes of limitations relating to
certain tax examination periods will expire, or both. After the Company reaches settlement with the tax authorities, the Company expects to record a corresponding adjustment to its unrecognized tax benefits. Taking
into consideration the inherent uncertainty as to settlement terms, the timing of payments, and the impact of
such settlements on the uncertainty in income taxes,
the Company estimates the range of potential decreases
in underlying uncertainty in income tax is between $0
and $5 million in the next 12 months.

Cytori Therapeutics Inc., 10-K/A, 9/30/2016
Due to our net losses for the years ended December
31, 2015, 2014 and 2013, and since we have recorded a
full valuation allowance against deferred tax assets,
there was no provision or benefit for income taxes recorded. There were no components of current or deferred federal or state income tax provisions for the
years ended December 31, 2015, 2014 and 2013.
A reconciliation of the total income tax provision tax
rate to the statutory federal income tax rate of 34% for
the years ended December 31, 2015, 2014 and 2013 is as
follows:

2015

2014

2013

Income tax expense (benefit) at federal statutory rate

(34.00)%

(34.00)%

(34.00)%

Income tax expense (benefit) at state statutory rate

(4.40)%

(3.52)%

(3.54)%

Gain on previously held equity interest in joint venture

0.00%

0.00%

(7.02)%

Mark to market permanent adjustment

(13.91)%

(0.37)%

(2.15)%

Change in valuation allowance

(7.45)%

27.12%

80.13%

Change in state rate

(0.09)%

0.02%

(1.01)%

6.25%

4.17%

0.00%

Permanent interest adjustments
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2015

2014

2013

Stock compensation

20.43%

0.00%

0.00%

Transfer pricing

18.49%

0.00%

0.00%

Debt refinance permanent adjustment

0.00%

3.92%

0.00%

Acquired NOL’s/Intangibles from joint venture

0.00%

0.00%

(33.40)%

(2.37)%

(0.74)%

(3.75)%

Foreign rate differential

0.69%

0.00%

2.48%

NOLs expiring and adjustments to NOL

13.92%

0.00%

0.00%

Other, net

2.44%

3.40%

2.26%

0.00%

0.00%

0.00%

Research credit

Dell Technologies Inc. 10-Q, 9/6/2016
During Fiscal 2014, the Internal Revenue Service
(‘‘IRS’’) issued a revised Revenue Agent’s Report
(‘‘RAR’’) for fiscal years 2004 through 2006, proposing
certain assessments primarily related to transfer pricing matters. The Company disagrees with certain of the
proposed assessments and has contested them through
the IRS administrative appeals procedures. The Company’s U.S. federal income tax returns for fiscal years
2007 through 2009 are currently under examination by
the IRS and the IRS issued a RAR related to those years
during the six months ended July 29, 2016. Similar to
the action taken in connection with the audit of the
Company’s U.S. federal income tax returns for fiscal
years 2004 through 2006, the IRS has proposed adjustments relating to certain tax positions taken on the tax
returns with which the Company disagrees and will
contest through the IRS administrative appeals procedures. The Company believes it has valid positions supporting its tax returns and that it is adequately reserved.

Medtronic Plc, 10-Q, 9/7/2016
During the first quarter of fiscal year 2017, the Company recognized a $31 million net benefit from certain
tax adjustments. This net benefit was recognized within
provision for income taxes in the consolidated statements of income. A $ 431 million tax benefit was recognized as the result of the resolution of Covidien’s previously disclosed Tyco International plc intercompany
debt issues with the U.S. Tax Court and the Appeals Division of the U.S. Internal Revenue Service (IRS). This
benefit was partially offset by a $371 million charge associated with the expected resolution with the IRS for
the Ardian, CoreValve, Inc. and Ablation Frontiers, Inc.
acquisition-related issues and the allocation of income
between Medtronic, Inc. and its wholly owned subsidiary operating in Puerto Rico for certain businesses.
This resolution does not include the businesses that are
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the subject of the Medtronic, Inc. U.S. Tax Court case
for fiscal years 2005 and 2006. In addition, a $29 million
charge was recognized in connection with the redemption of an intercompany minority interest.

Palo Alto Networks Inc., 10-K, 9/8/2016
[Ed note: The company reported $127.7 million in unrecognized tax benefits as of July 31, 2016, an increase
from $67.2 million from July 31, 2015. The increase was
due to additions in tax positions for current and prior
tax years.]
During the year ended July 31, 2016, our additions for
tax positions taken in prior years and additions for tax
positions taken in the current year were primarily attributable to uncertain tax positions relating to federal
and state research and development credits, adjustments for California apportionment, and transfer pricing methodologies.

Yahoo Inc., PREM14A, 9/9/2016
Yahoo Operating Business’ gross amount of unrecognized tax benefits as of December 31, 2015 increased by
$46 million from the recorded balance as of December
31, 2014 primarily related to transfer pricing among entities in different tax jurisdictions. Yahoo Operating
Business recognizes interest and/or penalties related to
uncertain tax positions in income tax expense. To the
extent accrued interest and penalties do not ultimately
become payable, amounts accrued will be reduced and
reflected as a reduction of the overall income tax provision in the period that such determination is made. During 2014 and 2015, interest and penalties recorded in
the combined statements of operations were a charge of
$7 million and $0.9 million, respectively. The amounts
of accrued interest and penalties recorded on the combined balance sheets as of December 31, 2014 and 2015
were approximately $45 million and $46 million, respectively.
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BNA Insights
Using Multiples for Business Restructuring Valuations:
OECD and German Transfer Pricing Perspectives
The authors argue for the use of multiples-based valuations, in addition to net present
value methods, in determining whether a compensation payment is due after a business restructuring and in calculating a value for the transfer of the business. The suggested approach should satisfy both OECD and German requirements.

perational structures within multinational groups
are often subject to changes. From a tax point of
view, the restructuring of business activities needs
to comply with the arm’s-length principle. Accordingly,
one needs to evaluate whether the facts of a business
restructuring according to Chapter 9 of the Organization for Economic Cooperation and Development transfer pricing guidelines are fulfilled and whether a compensation payment is due. From local tax perspective,
Germany has enacted specific transfer pricing regulations for cross-border business restructurings.

mining the arm’s-length price.1 The OECD further
points out that for the transfer of an activity (ongoing
concern), the valuation should be made by a method
that is used for acquisitions between independent parties.2 The widely formulated approach opens the opportunity to use multiples, in addition to net present value
methods, as appropriate valuation methods for determining an arm’s-length price for ongoing concerns.
A multiples approach as a market-based valuation
method also can apply under the German regulations.
Specifically, the multiplier method, as a market priceoriented method:
s is an appropriate transfer pricing method;
s simplifies the valuation of the transfer of an activity; and
s can also be used for validation purposes.

The OECD approach requires using the most appropriate transfer pricing valuation method when deter-

Subject Matter and Scope
Of Multiples-Based Valuations

BY AXEL NIENTIMP, CHRISTIAN SCHWARZ

AND

STEFAN STEIN, KPMG

O

Axel Nientimp is a partner and Christian
Schwarz and Stefan Stein are managers with
the transfer pricing services group at KPMG
AG Wirtschaftspruefungsgesellschaft. All are
based in Dusseldorf. Christian Schwarz is also
a research associate at the University of
Applied Sciences Dusseldorf.
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Description
The multiplier method regularly determines value of
the asset in question by reference to the stock market
1
OECD Transfer Pricing Guidelines for Multinational
Companies and Tax Administrations (OECD guidelines), para.
9.94.
2
OECD guidelines, para. 9.93.
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price of comparable companies. In this case, a multiplier is applied to a reference value. The comparative
company approach is often used, which determines the
multiplier on the basis of sufficiently comparable market data. For this purpose, market data (for example,
stock market prices of listed companies) must be selected that has a sufficient degree of comparability to
the valuation subject. The multiplier results from the ratio of, for example, stock market prices of the peer
group to a reference value.
Earnings before interest and taxes (EBIT) and earnings before interest, taxes, depreciation and amortization (EBITDA) or revenue are often used as the reference value.
The EBIT multiple—that is, the observed company
value3 on the capital market divided by the corresponding company-specific EBIT—is the most commonly
used multiple. Distortions caused by different tax rates
and different ‘‘optimal’’ levels of debt remain unconsidered. Accounting policy in terms of depreciation and
amortization remain unconsidered in EBITDA, which is
another commonly used reference value for the multiplication method. Revenue also is often used as the reference value. Revenue is indeed largely robust in terms
of accounting differences and accounting policy, but it
does not consider significant drivers for a company’s
value, such as the individual profit margin.
The advantages of the multiplier method compared
to net present value methods are the generally lower requirements for the data availability (for example , the
planning horizon) and the lower work burden. However, the reliability of the outcomes of the multiplier
method largely depends on the availability of sufficiently comparable market data. It is important to use a
large enough peer group of comparable market data
that distortions caused by random outliers and specialities of individual comparative data are limited. For tax
purposes, it can be necessary to narrow the range of
comparables on the basis of the interquartile method.

Empirical Relevance and Scope of Multiples-Based
Valuations
Besides the high acceptance of net present value
methods, multiplies are in practice often used for valuation purposes, at least in a supportive manner.4 In recent years, multiples have been used increasingly in
Germany. U.S. investment banks have long used this
method for company valuations.5 A study of Andreas
Schreiner displays that in 67 out of 100 cases, multiples
were applied in business valuations and the discounted
cash flow method was used in only 16 cases.6 A survey
among financial analysts even concludes that the
multiples-based valuation method is the only method
applied in almost every business valuation. The advan3
The enterprise value in empirical research regularly corresponds to the market value of equity plus the market value
of debt less cash holdings. See Aswath Damodaran, http://
pages.stern.nyu.edu/~adamodar/.
4
See Tim Koller, Marc Goedhart and David Wessels, Valuation (5th ed.), 2010, McKinsey & Co.
5
See Damodaran, Investment Valuation (2nd ed.), John
Wiley and Sons, 2002, New York.
6
‘‘Equity Valuation Using Multiples: An Empirical Investigation,’’ Dissertation of the University of St. Gallen Graduate
School of Business Administration, Economics, Law and Social Sciences (HSG), 2007.
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tage of applying a multiples valuation is that multiples
are principally publicly available: on a global level,7 in
Germany, and for other regions.
The multiple method can be differentiated between
the following two applications:
s the valuation function of multiplies, which applies
if the market data shows a degree of reliability comparable to the data used for net present value methods;
and
s the plausibility function, which has a complementary character and serves as a validation of the results
based on net present value methods.

Transfer Pricing Matters in Business
Restructurings
OECD Perspective
Chapter 9 of the OECD transfer pricing guidelines
provides international guidance for the treatment of
business restructuring activities between affiliated parties from a transfer pricing perspective. The OECD
guidelines principally acknowledge that a transfer of
business activities as a result of a restructuring at a
multinational might be accompanied by a shift of value
to a foreign jurisdiction. A transfer of value may occur
in cases of relocation of business activities (ongoing
concern),8—that is, ‘‘a functioning, economically integrated business unit.’’9 For purposes of the transfer
pricing analysis, an ongoing concern comprises various
assets, bundled with the ability to perform certain functions and bear certain risks, which regularly qualifies as
a (relatively) independent part of company.
The valuation of an ‘‘ongoing concern’’ should reflect
all the valuable elements that would be remunerated
between independent parties in comparable circumstances.10 Due to its nature of a (relatively) independent
part of a company, the arm’s-length compensation
doesn’t necessarily amount to the sum of the value for
each separate element that comprises the aggregate
transfer. In such cases, a valuation of the entire transfer
package, comprising multiple interrelated assets, risks,
and functions—that is, the valuation on an aggregate
basis—may be necessary to achieve the most reliable
measure of the arm’s-length price.11
The OECD guidelines stipulate the application of
valuation methods that are normally used in acquisition
deals (for example, discounted cash flow methods) between independent parties to value the transfer of an
ongoing concern between associated enterprises. Those
valuation methods should apply if no sufficient comparable market data is available. The decision of which
method to apply in evaluating the transfer of business
activities from a transfer pricing perspective depends
on data availability and data quality. As market data is
principally limited or not available in cases of transfers
of business activities, valuation methods that are nor7
See
http://people.stern.nyu.edu/adamodar/
New_Home_Page/data.html.
8
The transfer of something of value further refers to tangible assets, intangibles and outsourcing. (OECD guidelines,
paras. 9.74-9.99.) The latter regularly does not involve the
transfer of profit potential.
9
OECD guidelines, para. 9.93.
10
OECD guidelines, para. 9.93.
11
OECD guidelines, para. 9.94.
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mally used in acquisitions should be applied, according
to paragraph 9.94 of the OECD guidelines.
Even if net present value methods turn out to be
more reliable than a valuation based on multiples, business values can be determined with multiples in order
to validate the results of net present value methods. Alternatively, in cases of a two-sided valuation, the
multiples-based value can be applied to make the
settled price within a credible price range.

German Perspective
The German regulations state that in case of a relocation of functions, the value of a so-called ‘‘transfer
package’’ should be calculated based on comparable
arm’s-length values. The prerequisites for a transfer of
functions are fulfilled where a company (the transferor)
conveys assets and other benefits together with the associated opportunities and risks to a different related
company (the transferee) so that the receiving company
can exercise a function that was previously exercised
by the transferring company, thereby restricting the
transferring company’s ability to exercise the function
in question.
Compared to the definition of business restructurings under the OECD guidelines, German tax auditors
are interpreting the application of the German provisions much more broadly. As a consequence, German
provisions on business restructurings referring to business activities are often applied even for non-ongoing
activities far below a relatively autonomous branch of
business.
In case of a relocation of business functions, German
provisions assume as a principle that the sum of values
for each single element is lower than the value for the
aggregate of elements and, therefore, the transfer package should be evaluated on an aggregated basis. A
transfer package according German tax law consists of
the function transferred, including relevant assets and
inherent opportunities and risks.12
The German transfer pricing provisions establish a
hierarchy of several approaches to show the arm’slength nature of a transaction with a preference for
market-based transfer pricing methods if reliable data
is available. The transfer pricing methods applicable
are not further specified, but only the application of an
appropriate method is requested by law. Therefore,
multiples as market-based valuation parameters apply
as an appropriate method to calculate prices for assets
in question on an aggregated basis. With reference to
the German finance inspector, R. Schreiber, sales-based
and profit-based multipliers could serve as a reliable alternative to hypothetical valuations based on a net present value method in the case of a relocation of business
functions.13
In the absence of comparable third-party data, a hypothetical arm’s-length comparison must be performed.14 Here the value of the transfer package is determined based on the profit potentials attributable to
12
See section 1, para. 3, sent. 9, Foreign Tax Act
(Auszensteuergesetz—AStG) and section 1, para. 3 Funktionsverlagerungsverordnung (FVerlV).
13
R. Schreiber, Funktionsverlagerung (FVerl) explanation,
in Kroppen (ed.), ‘‘Handbuch Internationale Verrechnungspreise,’’ text note 40.2.
14
Section 2, para. 1, FVerlV and section 1, para. 3, sent. 5
and 6, AStG.
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the transferred function15 considering the perspective
of the transferor as well as the transferee; that is, a twosided valuation approach should be applied. However,
a multiples-based valuation also appears as an appropriate measurement method in the context of a hypothetical arm’s-length principle. This applies even more
when the underlying assumptions of net present value
methods, especially planning data, are subjected to considerable uncertainty. Multiples may—depending on
the facts and circumstances of the individual case—
feature a higher degree of reliability than the results
from a hypothetical arm’s-length valuation as this
method is influenced by fewer assumptions and the
multiplier (at least implicitly) reflects the valuation assumptions of the capital value-oriented method.
The two-sided valuation approach results in a negotiation range determined by the minimum price the selling party would demand, and the maximum price the
buying party would be willing to pay. Within this negotiation range, the taxpayer should credibly determine
the price that most likely reflects the arm’s-length principle. If no such price can be identified, the mean value
of the negotiation range is applied.16 In this context, a
multiple valuation could be applied in order to support
a settlement price within the range of negotiation that
most likely reflects the arm’s-length principle.

Empirical Analysis
Comparability Factors
In practice, multiplies are often based on the market
capitalization of sufficiently comparable listed companies. These multiplies are thus based on the implicit assumption that stock exchange prices represent a ‘‘correct’’ market valuation.17
There are four essential comparability factors that
need to be considered for the purpose of an appropriate
application of multipliers:
s determining appropriate reference values;
s narrowing the time of observation;
s focusing on relevant regions; and
s restricting the peer group on comparable industry
sectors.
The high relevance of these comparability factors is
illustrated in the following on the basis of a metaanalysis.18

Reference Values and Time of Observation
Table 1 shows the development for years 2014-16 of
EBIT and EBITDA revenue multiples for nearly 500
listed companies on the capital market.19 For example,
15

Section 1, para. 3, sent. 6, AStG.
Section 1, para. 3, sent. 2, AStG.
Correct market valuation is ensured if efficient capital
markets are assumed. This means that complete information is
assumed for all market participants. In particular, any player
in the market needs to have a comprehensive overview of the
relevant information at the same time. See E.F. Fama, ‘‘Efficient Capital Markets: A Review of Theory and Empirical
Work,’’ Journal of Finance, 1070, Vol. 25, pp. 383-417, and ‘‘Efficient Capital Markets II,’’ Journal of Finance, 1991, Vol. 46,
pp. 1575-1617.
18
The database is available at http://people.stern.nyu.edu/
adamodar/New_Home_Page/data.html.
19
The simple arithmetic mean is indicated over companies.
16
17
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the EBITDA multiple. However, the relative distances
are not constant. In particular in 2014 it is observed that
there is a close approximation of EBIT multiples and
EBITDA multiples. Thus, it cannot be assumed that the
ratio of the EBIT and EBITDA multiplies are constant in
relation to the peer group and the time of observation.

the average EBIT multiple for 2014 is 19.85, 17.14 in
case of EBITDA, and 1.69 for revenue.
EBIT is lower than the EBITDA and the latter is
lower than the revenue. This results, for the multiples
(ratio of enterprise value to the reference value), in a reversed ranking. Thus, the EBIT multiple is higher than

Table 1: Reference Value and Time of Observation
2014

2015

2016

Mean

EBIT

19.85

18.64

20.10

19.53

EBITDA

17.14

12.26

12.64

14.01

Revenue

1.69

1.77

1.96

1.81

Number of companies

477

475

475

477

Reference value

for the reference values EBIT, EBITDA and revenue
over time. It is shown that for all three multiplies the region ‘‘emerging markets’’ has the highest mean of the
multiples. ‘‘Emerging markets’’ are followed by the regions ‘‘U.S.,’’ ‘‘Europe’’ and ‘‘Japan,’’ but the differences between the regions ‘‘U.S.’’ and ‘‘Europe’’ are
comparably small.

However, it can be seen that the volatility of the reference value EBIT tends to be lower for the observation
period than for the other two reference values.20 The
volatility is defined by the relative standard deviation—
that is, how strong the reference value differs from the
arithmetic mean.21 A significant volatility is noted for
all three reference values.
General capital market based valuations determine
the shown multiples and timing effects are thus influenced by the general volatility of the capital markets.
Table 1 indicates that the observation date and the reference value are decisive parameters for multiplesbased valuations and they have to be justified thoroughly.

A significant volatility for all three multiplies is observable. Table 3 shows that the relative volatility of the
reference value EBIT tends to be lower for the observation period than for the other two reference values.22
Furthermore, it is shown in the comparison of the geographic regions that emerging markets have no significantly higher volatility compared to the developed markets such as Europe, the U.S. and Japan. Even for developed regions it is not obvious that one region has a
higher volatility over another. Thus it can be noted that
in all regions and for all reverence values strong ‘‘timing effects’’ can be observed.

Geographical Differences
Table 2 depicts geographical differences for 2014-16
and the evolution of the multiples as well as the mean
20
See Table 3. The volatility based on EBIT is 4 percent .
This is the lowest percentage in comparison to EBITDA with
19 percent and revenue with 8 percent.
21
The relative standard deviation is formally the square
root of the variance. The variance is the sum of squared deviations from the expected value.

22
The EBITDA volatilities are lower for ‘‘Europe’’ and
‘‘U.S.’’

Table 2: Geographical Differences
2014

2015

2016

Mean

Emerging Markets

21.87

20.85

24.50

22.40

Europe

20.22

19.48

21.11

20.27

Japan

15.01

14.50

15.54

15.02

U.S.

20.06

20.70

20.62

20.46

2014

2015

2016

Mean

Emerging Markets

23.77

14.93

15.78

18.16

Europe

13.45

12.03

12.97

12.82

Japan

9.22

9.14

9.60

9.32

EBIT

EBITDA
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Table 2: Geographical Differences − Continued
U.S.

13.07

12.67

11.85

12.53

Revenue

2014

2015

2016

Mean

Emerging Markets

1.96

2.19

2.72

2.29

Europe

1.54

1.54

1.80

1.63

Japan

1.21

1.28

1.35

1.28

U.S.

2.02

2.04

1.95

2.00

Note: In all years, the number of observations are 96
companies for Europe and emerging markets; between

96 and 100 companies for U.S.; and 90 to 91 companies
for Japan.

Table 3: Relative Volatilities
EBIT

EBITDA

Revenue

All Regions

4%

19%

8%

Emerging Markets

8%

27%

17%

Europe

4%

6%

9%

Japan

3%

3%

6%

U.S.

2%

5%

2%

Region

Industry Sector Differences
Table 4 shows industry-specific differences for the
observation date Jan. 1, 2016 and the EBIT, EBITDA
and revenue multiplies. There appear significant differences across the industry sectors (for example, for the
EBIT reference value between the oil and gas production sector, with a multiple of 9.92, and the semiconduc-

tor sector, with a multiple of 15.56). Further, even in
‘‘aggregated’’ industry sectors like the oil and gas industry, there are significant differences when digging
deeper into the value chains—for example, the multiple
for ‘‘Oil/Gas Production and Exploration’’ is more than
twice as high as for ‘‘Distribution’’ in the same industry
sector (EBIT multiple of 9.92 compared to an EBIT multiple of 19.29).

Table 4: Branch Differences
Industry Sector
Automotive

EBIT

EBITDA

Revenue

13.11

8.40

0.85

Chemical (Basic)

13.15

8.18

0.97

Chemical (Specialty)

14.78

10.25

1.52

Electronics (Consumer & Office)

19.08

8.52

0.79

Electronics (General)

16.29

9.91

1.33

17.44

13.24

3.12

9.92

4.48

1.38

Oil/Gas Distribution

19.29

9.72

1.00

Online Retail

71,27

29.61

2.41

Semiconductor

15.56

8.87

2.40

Software

32.05

21.00

6.26

Telecommunication Services

15.08

6.44

1.27

1

Pharma

Oil/Gas Production and Exploration

10-13-16
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The multiples for the pharmaceutical industry are provided only until the Jan. 1, 2014, date of valuation.

2013, an EBIT margin of 8.5 percent can be observed.23
Table 5 shows the development of the EBIT margins
over time for different geographical regions. The results
indicate that the emerging markets and U.S. regions are
characterized by above-average EBIT margins, whereas
Europe and Japan tend to show below-average EBIT
margins.

Similar to the findings for time observations and geographical differentiations, substantial differences are
also observed in relation to the industry-specific characteristics. These differences have to be considered when
applying multiples and the industry selection should be
justified in an appropriate manner.

EBIT Margin Overview
EBIT margins can be derived from multiples that are
based on EBIT and revenue as reference values. Performing, for example, a cross-sectional analysis for

23

The revenue multiple is 1.37 and the EBIT multiple is
16.04, which results in an EBIT margin of 8.5 percent.

Table 5: EBIT Margins
EBIT Margins

2014

2015

2016

Mean

Total

8.5%

9.5%

9.8%

9.3%

Emerging Markets

9.0%

10.5%

11.1%

10.2%

Europe

7.6%

7.9%

8.5%

8.0%

Japan
U.S.

8.0%

8.8%

8.7%

8.5%

10.1%

9.9%

9.4%

9.8%

Other Comparison Factors

Conclusion

Depending on the availability of market data, there
are several points that can be considered in the determination of multiples. Besides the already listed comparability factors, further parameters like business risks,
financing differences as well specific market conditions
can be considered.
It is assumed that companies with a higher risk
structure, all other things being equal, have lower enterprise values and also lower multiples. In the case of
financing differences, companies with an ‘‘optimal’’
borrowing rate should have higher enterprise values
and, thus, higher multiples. Specific market conditions,
such as the portfolio of offered products or services or
a customer base, could principally be considered in the
determination of the peer group as well as the valuation
subject.
Furthermore, as multiples are derived from the capital market, in some cases the fundamental efficiency of
the local capital markets, the country-specific inflation
rates and the market liquidity could qualify as important parameters to be considered in the determination
of a multiple.
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Multiples have great potential for use in transfer
pricing analyses in cases of a transfer of business activities. Multiples-based valuations represent a market
price-oriented valuation approach and, thus, qualify as
a suitable valuation method when sufficiently reliable
data required for a net present value method does not
exist. Furthermore, multiples can be used to increase
the plausibility of the results of a net present value
method or in a supportive manner to determine the
price within the negotiation range in two-sided valuations.
For the applicability and the reliability of multiplesbased valuations, the comparability between the parameters of the peer group and the valuation subject is a decisive factor. Based on a meta-analysis with freely available multiples data, differences in the multiples were
observed in terms of reference values, observation time,
geographical differences and industry sectors.
Applying multiples requires a detailed and careful
analysis of the valuation parameters as well as a thorough distinction of market data. When multiples are
carefully determined and selected, they can serve as an
appropriate and simplified method to value the transfer
of business activity for transfer pricing purposes.
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Ethical Dimensions of International Tax Planning
The authors consider international efforts to curb base erosion and profit shifting by multinationals, along with the concept of a corporation paying its ‘‘fair share’’ of taxes. The
authors use Amazon’s European structure to illustrate how corporate groups can structure
to take advantage of countries’ differing tax laws, and outline considerations when attempting to define corporate social responsibility.

BY RAFAEL BELLAVER
AND PEDRO HENRIQUE CHAVES ARAUJO
he interaction of countries, and consequently their
economies, has benefited the world since the early
20th century. Globalization isn’t new, however, the
increased pace at which the integration of world markets is happening is highly perceptible—the free movement of capital and workers, the shift of production
from high-cost countries to low-cost countries, and the
gradual collapse of barriers to trade, technology and
communication all have had a significant impact on the
way that cross-border activities are being conducted.1

T

Currently, the world economy as a whole is still recovering from one of its worst economic crises, triggered in 2008. As one of many results, we saw the emergence of a heated discussion between governments and
large multinational companies such as Apple Inc.,
Google Inc., Starbucks Corp., Fiat Chrysler Automobiles NV and Amazon.com Inc. on the limits of interna1
See OECD, Action Plan on Base Erosion and Profit Shifting
(2013).
Available
at
http://dx.doi.org/10.1787/
9789264202719-en.

Rafael Bellaver is a lawyer and tax consultant, with an MBA in finance. He is an LL.M
candidate in taxation at Georgetown University Law Center. Pedro Henrique Chaves
Araujo is a lawyer and consultant in Curitiba,
Brazil. He is a tax specialist with experience
in advising Brazilian and internationally
based clients on tax-related issues.
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tional tax planning and the concept of ‘‘fair share of
taxes.’’
Many countries have questioned some practices that
multinationals adopt in their mega international structures with the intent of reducing or eliminating fiscal
costs in numerous levels of their operations. In this regard, representatives of companies such as the aforementioned were summoned to a discussion, mainly
with the European Union, to explain their procedures,
which according to the EU could be classified as lawful,
but immoral, and therefore shouldn’t be applied.
On the other hand, the main argument of the large
corporations is that they not only have responsibilities
to society as a whole, but also a major and even greater
obligation to their shareholders, which is the generation
of value and profit in their business. Therefore, although their practices may be viewed as immoral by
governmental authorities, they weren’t illegal and, thus,
there should be no hindrance toward their use.
In an attempt to address this controversy, the group
of the 20 largest economies in the world—the Group of
20 nations (G–20)—during a meeting held in June 2012
explicitly referred to the need for addressing global prevention of the erosion of tax bases, as well as the remittance of profits to jurisdictions with no or low taxation.
Thus, the Organization for Economic Cooperation
and Development (OECD) launched in 2013 the base
erosion and profit shifting project, known as BEPS.
The main objective of this article is to bring into discussion the concept of ‘‘fair share’’ of taxes; but to do
so, it is imperative to discuss the key points that led this
debate to the forefront of academic issues discussed in
the international tax community.

Copyright 姝 2016 TAX MANAGEMENT INC., a subsidiary of The Bureau of National Affairs, Inc.

TMTR

ISSN 1063-2069

BNA INSIGHTS

(Vol. 25, No. 11)

The OECD’s Role
Prior to considering the BEPS project, we believe it
is important to briefly address the history of the OECD.2
Emerging after the end of World War II, forerunner
to the OECD the Organization for European Economic
Cooperation (OEEC) was formed to further the Marshall Plan in conjunction with the Conference of Sixteen. This organization sought to establish a permanent
body to continue to work in an integrated recovery program in Europe, and in particular to oversee the distribution of aid.
The OEEC was originally composed of Austria, Belgium, Denmark, France, Greece, Iceland, Ireland, Italy,
Luxembourg, Netherlands, Norway, Sweden, Switzerland, Turkey, United Kingdom and West Germany.
Representatives of these original participants established themselves in the organization’s executive council. This council appointed an executive committee
comprised of seven members, with partial delegations
of power granted in general meetings of the board. The
organizational chart of the organization consisted of approximately 15 vertical and five horizontal structures of
technical committees responsible for specific areas
such as food and agriculture, electricity, petroleum,
iron ore, raw materials, machinery, nonferrous metals,
chemicals, textiles, ground transportation and shipping,
among others.3

The OECD has included in its debates
approximately 40 countries that account for 80
percent of the global market, therefore acting as
an important pivot in solving challenges currently
troubling the world economy.

The OEEC was succeeded Sept. 30, 1961, by the
OECD, a global body with an even greater range of
power than its predecessor. Encouraged by the success
of the OEEC to develop its work globally, the U.S. and
Canada signed the new OECD Convention, along with
the founding countries of the OEEC. Thus the OECD
was officially constituted and endowed with legal force
among its member countries.
With an annual budget (2016) of 370 million euros
($415 million), the OECD’s main headquarters is established in Paris. Currently, the OECD has approximately
250 committees, working groups and specialist groups.
The organization is composed of 35 countries,
namely: Australia (1971), Austria (1961), Belgium
(1961), Canada (1961), Chile (2010), Czech Republic
(1995), Denmark (1961), Estonia (2010), Finland
(1969), France (1961), Germany (1961), Greece (1961),
Hungary (1996), Iceland (1961), Ireland (1961), Israel
(2010), Italy (1961), Japan (1964 ), Korea (1996), Latvia
2
See OECD, OECD History, available at http://
www.oecd.org/about/history.
3
See OECD, Organisation for European Economic Cooperation,
available
at
http://www.oecd.org/general/
organisationforeuropeaneconomicco-operation.htm.
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(2016), Luxembourg (1961), Mexico (1994), Netherlands (1961), New Zealand (1973), Norway (1961), Poland (1996), Portugal (1961), Slovak Republic (2000)
Slovenia (2010), Spain (1961), Sweden (1961), Switzerland (1961), Turkey (1961), the U.K. (1961) and the U.S.
(1961).4
Not long ago, other countries that have emerged as
major economic players, such as Brazil, India, China,
Indonesia and South Africa, approached the OECD, and
are now constantly involved in the discussions of the organization through an initiative called ‘‘enhanced engagement.’’ Alongside these countries, the OECD has
included in its debates approximately 40 countries that
account for 80 percent of the global market, therefore
acting as an important pivot in solving challenges currently troubling the world economy.

The BEPS Project
Base erosion and profit shifting (BEPS) is a global
problem and, as such, requires global solutions. BEPS
relates to tax planning strategies that exploit gaps and
mismatches found between tax laws, in order to artificially shift profits to countries with low or no local taxation, in which little or no substantial economic activities
take place. The result of this structure is a drastic reduction in tax payments or, in more extreme cases,
non-payment of taxes.
The BEPS project is of great importance to developing countries, as these countries heavily depend on the
taxes that multinational companies collect toward the
public coffers.5
In such a highly connected world, domestic tax laws
are constantly behind the ever-changing strategies employed by multinational corporations, the flow of capital and the emergence of the digital economy. Consequently, these tax rules leave gaps that can be exploited
in order to generate double non-taxation of profits. According to the OECD, these practices jeopardize the justice and integrity of tax systems.
The G-20 has been aware of these issues, and has already addressed very similar matters such as the ‘‘fiscal
war’’ (G-20 Seoul, Korea) and agreements to exchange
tax information (G-20 Cannes, France), for example.
Due to the relevance of these tax concerns, in its June
(Los Cabos, Mexico) and November (Mexico City)
meetings in 2012, the group commissioned the OECD to
develop reports that would suggest effective measures
against the erosion of the tax base, as well as the transfer of profits to countries with low or no taxation.
Thus, the leaders present at the meeting in Los Cabos explicitly said that they ‘‘reiterate the need to prevent base erosion and profit shifting and we will follow
with attention the ongoing work of the OECD in this
area.’’6
As a result, in July 2013 the OECD presented the
BEPS Action Plan, which identified 15 key areas that
were to be addressed by 2015. Some of the actions
4
See OECD, The OECD at 50 and Beyond (2011). Available
at http://www.oecd.org/about/47747755.pdf.
5
See OECD, About BEPS and the Inclusive Framework,
available
at
http://www.oecd.org/tax/bepsabout.htm#deliverables.
6
See PwC, Tax Policy Bulletin, p. 2. Available at https://
www.pwc.com/en_GX/gx/tax/newsletters/tax-policy-bulletin/
assets/pwc-oecd-base-erosion-profit-shifting.pdf.
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plans were presented to the public in September 2014,
namely Action Plans 1, 2, 5, 6, 8, 13 and 15; the remaining actions were announced during the following year.
To develop such work, the OECD has a Committee
on Fiscal Affairs (CFA), comprised of subsidiary bodies
that address the aforementioned action plans. These
are:
s Working Party 1 that covers tax treaty issues and
is responsible for the work of Action Plans 2, 6, 7 and
14;
s Working Party 2 that is responsible for tax policy
analysis and for statistical work, as well as for the development of Action Plan 11;
s Working Party 6 that covers the taxation of multinational enterprises and the work related to Action
Plans 4, 8, 9, 10 and 13;
s Working Party 11 that addresses aggressive tax
planning and was established by the CFA to prepare the
work related to Action Plan 2, part of Action Plan 4 and
Action Plan 12;
s the Forum on Harmful Tax Practices (FHTP) that
will focus on Action Plan 5; and
s the Task Force on the Digital Economy (TFDE)
that was established by the CFA to develop work related to Action Plan 1.
The 15 action plans7 that have been developed for
the BEPS project address:
s Action Plan 1—tax challenges of the digital
economy;
s Action Plan 2—the effects of hybrid mismatch arrangements;
s Action Plan 3—strengthening controlled foreign
corporation rules;
s Action Plan 4—limiting base erosion via interest
deductions and other financial payments;
s Action Plan 5—containing harmful tax practices
more effectively, taking into account transparency and
substance;
s Action Plan 6—preventing treaty abuse;
s Action Plan 7—preventing the artificial avoidance
of permanent establishment status;
s Action Plans 8, 9 and 10—assuring that transfer
pricing outcomes are in line with value creation, specifically with respect to intangibles, risks and capital, and
other high-risk transactions;
s Action Plan 11—establishing methodologies and
analyzing data on BEPS and the actions to address it;
s Action Plan 12—requiring taxpayers to disclose
their aggressive tax planning arrangements;
s Action Plan 13—re-examining transfer pricing
documentation;
s Action Plan 14—making dispute resolution
mechanisms more effective; and
s Action Plan 15—development of a multilateral instrument.
Manal S. Corwin during the 19th annual David R.
Tillinghast lecture, presented at New York University,
said the following on the BEPS initiative:8
7
Reports are available http://www.oecd.org/ctp/bepsactions.htm.
8
See Corwin, Manal S., ‘‘Sense and Sensibility: The Policy
and Politics of BEPS: Will Global Tax Policy Consensus Translate into Coordinated Implementation?’’ Available at https://
www.youtube.com/watch?v=tXmsT4NvnI8.
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It is an exciting time to be an international tax
professional. We the technical experts have the ability to author, and the responsibility to shape the next
chapter of the international tax framework. We need
to approach the issues accepting the realities of the
day and exercising ‘‘enlightened self interest’’ to
reach constructive resolution. To that end, I look forward to our paths crossing in active and constructive
engagement in this current policy conversation and
those still to come, and I urge and challenge each of
us: student, policymaker, academic, business leader,
and practitioner to open ourselves up to the possibility of being moved by the passion of each others’
sensibilities and checked by the wisdom of each others’ practical experience and common sense.

Example of an International Tax Structure
To better illustrate the situation and discussion on
the ethical dimensions of international tax planning, it
is important to illustrate what the tax authorities and
governments consider aggressive tax structures. Specifically, we have opted to demonstrate Amazon’s9 tax
structure, but we also recommend the analysis of other
‘‘base cases’’ by multinationals such as Apple,10, Starbucks11 and Fiat.12

The entities of the group formed by Amazon in
Europe that are subject to income-based taxation
operate, for tax and legal purposes, as a ‘‘fiscal
unity.’’

On a global level, Amazon divides its activities into
basically two main business centers—its operations in
North America and its international activities. We will
henceforth examine the structure the company uses to
operate in Europe, as illustrated.
Amazon was incorporated in 1994 and operates
within the retailing industry. Amazon manages 13
global websites, including the domain amazon.com and
five European domains. The company also manufac9
See European Commission, Letter to Luxembourg regarding the decision to initiate the formal procedure C(2014) 7156
final, on alleged aid to Amazon by way of a tax ruling (2014).
Available
at
http://ec.europa.eu/competition/elojade/isef/
case_details.cfm?proc_code=3_SA_38944.
10
See European Commission, Letter to Ireland regarding
the decision to initiate the formal procedure C(2014) 3606 final, on alleged aid to Apple, (2014). Available at http://
ec.europa.eu/competition/elojade/isef/
case_details.cfm?proc_code=3_SA_38373.
11
See European Commission, Letter to the Netherlands regarding the decision to initiate the formal procedure C(2014)
3626 final, on alleged aid to Starbucks (2014). Available at
http://ec.europa.eu/competition/elojade/isef/
case_details.cfm?proc_code=3_SA_38374.
12
See European Commission, Letter to Luxembourg regarding the decision to initiate the formal procedure C(2014)
3627 final, on alleged aid to FFT, 2014. Available at http://
ec.europa.eu/competition/elojade/isef/
case_details.cfm?proc_code=3_SA_38375.
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tures and sells electronic devices that allow the reading
of electronic books.
Furthermore, Amazon offers programs by which sellers can use the web sites to market their products and
it generates revenue through promotional and marketing services, such as online advertisements and cobranded credit cards agreements.

Structure of Amazon in Luxembourg
According to information provided by Luxembourg,
and highlighted in the European Commission’s decision
regarding state aid provided to Amazon, the company
called Amazon EU Societe a responsabilite limitee (represented in the illustration as ‘‘Amazon EU Sarl’’) operates as the head office of Amazon in Europe. This company is incorporated in Luxembourg and is the principal operator of the retail and business services offered
through Amazon’s European websites, while also providing administrative services to the other European
subsidiaries.
In addition, according to the U.K. House of Commons Committee of Public Accounts, Amazon EU Sarl
owns the inventory and earns the profits associated
with sales of products to end consumers, and holds the
risk of any eventual losses.13
13
See U.K. Parliament, Report on HMRC’s 2011-2012
Accounts—written
evidence,
available
at
http://
www.publications.parliament.uk/pa/cm201213/cmselect/
cmpubacc/writev/716/m03.htm.
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Amazon Europe Technologies Holding Company
SCS (referred to in the illustration as ‘‘Lux SCS’’) is a
limited liability partnership incorporated under the
laws of Luxembourg, which owns all the shares of Amazon EU Sarl and licenses the Amazon group’s intellectual property rights to Amazon EU Sarl in exchange for
tax deductible royalty payments.
In other words, there is a transfer of profits through
royalty payments to another company in the same
group, which in turn generates a deductible expense on
the paying end of the transaction.
Therefore, this operation causes the erosion of Amazon EU Sarl’s tax base, while allowing the shifting of
profits to its parent company, i.e. Lux SCS. This classic
case of a deductible financial payment is a perfect example to demonstrate the structural composition of
Amazon, and the way partnerships are treated from a
fiscal perspective by the law in Luxembourg.
Amazon Services Europe Sarl, a fully owned subsidiary of Amazon EU Sarl, operates as a support company
for sellers who use the company’s European sites, processing and settling payments from its European customers.
Amazon Media EU Sarl earns the profits associated
with the selling of digital products to end customers and
owns ‘‘Amazon EU digital business,’’ through which
music files and e-books are sold. Amazon Media EU
Sarl is owned by Amazon EU Sarl.
The entities of the group formed by Amazon in Europe that are subject to income-based taxation are Amazon EU Sarl, Amazon Media EU Sarl, Amazon Luxembourg Sarl, Amazon Europe Sarl Services, FinLux Sarl
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and Amazon Payments SCA. Such companies operate,
for tax and legal purposes, as a ‘‘fiscal unity,’’ which
can be defined in accordance with the following decision and the laws of Luxembourg as follows:14
In a fiscal unity (le regime d’integration fiscal), a
parent company may be taxed as a group together
with one or more of its subsidiaries. For corporate income tax purposes this means that the subsidiaries
are deemed to have been absorbed by the parent
company. The main advantages of group taxation
are that the losses on one company can be offset
against profits from another group company, and
that fixed assets may in principle be transferred taxfree from one company to another. To be eligible for
a fiscal unity, the parent company must hold, directly
or indirectly a participation of 95% or more in the
share capital of a subsidiary and both the consolidating parent as the subsidiaries are capital companies
resident in Luxembourg that are fully subject to corporate income tax. The consolidation is at least for
five accounting years.

The structure used by Amazon showcases how
multinationals can utilize elaborate corporate
structures in order to develop their businesses as
a whole.

Thus, it is possible to conclude that adopting a fiscal
unity for taxation purposes is a beneficial strategy considering the many obtainable advantages, such as the
offsetting of losses between group companies, as well
as the transfer of assets between companies without the
levy of taxes. However, one should also pay attention to
the conditions that such a regime imposes, such as the
permanence in this kind of regime for at least five
years.
As already mentioned, Amazon EU Sarl is the company responsible for the operations developed by Amazon on the European continent. Furthering this topic,
with the intent of showing the tax impacts and benefits
that these multinationals may obtain with international
tax planning, we will delve into Amazon’s corporate
structure.
In the illustration, we identified the U.S.-based entity
as ‘‘Amazon Company 1,’’ which is a limited partner
(with just in excess of 95 percent of the capital) of
‘‘Amazon Company 2,’’ also based in the U.S. (in this
case with a little less than 5 percent of the share capital
of the company, acting as general partner). Both companies are fiscal residents in the U.S., participating together in a partnership (Lux SCS) incorporated under
the laws of Luxembourg.
For legal purposes, Lux SCS is an autonomous company, but is considered a fiscally transparent entity for
tax purposes in Luxembourg. As a result, in principle,
14

See European Commission, Letter to Luxembourg regarding the decision to initiate the formal procedure C(2014)
7156 final, on alleged aid to Amazon by way of a tax ruling
(2014). Available at http://ec.europa.eu/competition/elojade/
isef/case_details.cfm?proc_code=3_SA_38944.
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the profits of this company won’t be subject to taxation
as long as the profits aren’t properly allocated to its
partners.
Due to a mismatch between the domestic legislation
of Luxembourg and the U.S., including the latter’s Internal Revenue Code Subpart F and the ‘‘check-the-box
rules,’’ the taxation of such profits can be deferred indefinitely, being only taxed upon repatriation to the
U.S. Therefore, as long as the company maintains it
profits under the Lux SCS structure, the respective
taxation may be deferred indefinitely and these resources can be reinvested in the company, tax free.
Considering that all the European companies of the
group are subsidiaries of ‘‘LuxOpCo’’ (Amazon EU
Sarl), which is fully owned by Lux SCS, all profits will
ultimately end at the fiscally transparent entity, which
will decide what to do with its earnings. It may potentially repatriate the funds to its American partners or
keep it free of tax under the umbrella of the operation
structured in Luxembourg.
Lux SCS acts as a holding company that retains the
intellectual property rights of the group, which are used
in its operations through a ‘‘buy-in’’ license and a costsharing agreement with the other companies of the
group. Moreover, Lux SCS provides intragroup loans to
its subsidiaries, which in turn pay interest to the lending parent company. Both the royalties paid for the intellectual property rights and the interest payments
generate deductible expenses that reduce the tax base
of corporate income in the companies.
The structure used by Amazon showcases how multinationals can utilize elaborate corporate structures in
order to develop their businesses as a whole. It also reveals the importance given by companies to taxes when
planning an international operation, since the costs of
tax have a substantial impact on profits.
On the other hand, we can also see the disadvantages
a strictly local company faces when competing with
multinationals, as it isn’t able to engage in such complex operations.
Having established how multinationals gain competitive advantages through international tax planning and
corporate structuring, we now move on to the main focus of this article—the ethical dimensions of international tax planning, as well as the international community’s interpretation of the intentions and behaviors of
multinationals and governments.

Differing Views of Corporate Personhood
In order to explain the ethical dimensions of international tax planning, it is imperative to face the core issue of this discussion—corporate social responsibility.
We will begin by conceptualizing three views concerning corporate personhood, the ‘‘artificial entity view,’’
the ‘‘real entity view’’ and the ‘‘aggregate view.’’

Artificial Entity View
According to Reuven S. Avi-Yonah,15 professor of
law at the University of Michigan, from the point of
15
Avi-Yonah, Reuven S., ‘‘Just Say No: Corporate Taxation
and Corporate Social Responsibility,’’ University of Michigan
Public Law Research Paper No. 402, University of Michigan
Law & Econ Research Paper No. 14-010, April 2014, p. 20.
Available
at
http://papers.ssrn.com/sol3/
papers.cfm?abstract_id=2423045#%23.
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view of the artificial entity theory a corporation is a creation of the state. The state creates it and provides it
with several advantages, such as legal limitation of liability and corporate personhood. Still, this corporation
receives from the state the conditions to develop its activities.
Avi-Yonah16 said he believes that the consequence of
adopting such a view, from the perspective of corporate
social responsibility, is that the company is obliged not
to cause additional burden to the state that created it.
So if the activities of this corporation will result in any
additional consequences, as for example the generation
of pollution, the company would be required to address
and solve such problem in order avoid any encumbrance that would transfer responsibility to the state,
since this same state provided all the necessary conditions the company needs to operate.
However, it is important to note that in light of such
a view, companies can develop their activities freely
and with limited liability, as long as these activities
don’t cause problems to the environment in which they
are operating.17 In this sense, the state is solely responsible for engaging itself in social responsibility, without
any corporate assistance, as the corporation hasn’t contributed any additional burden to the state.
For example, imagine that a particular region is suffering from a large amount of pollution in its springs.
However, the nearby company hasn’t contributed to the
generation of such pollution, because its activities
haven’t produced or used any of the substances found
in the water. The company doesn’t have any responsibility for this type of pollution, and so the state is responsible to address and solve the problem with its own
efforts, and without the aid of the corporation.
In this way, according to Avi-Yonah,18 under the artificial entity theory companies shouldn’t engage in aggressive tax planning with the aim of reducing the tax
burden levied on them, since the state creates such
companies and provides the conditions to operate. As a
result, the state expects that corporations don’t impose
a higher burden on society by engaging in aggressive
planning.
For that reason, considering that the state has a direct obligation for most of what we call social responsibility, it expects the companies to contribute their fair
share of taxes to the public coffers so that the state can
comply with its obligations toward the people of the nation.

Real Entity View
Under the real entity theory, Avi-Yonah19 said corporations are similar to an individual. The entity is composed of a group of people, which is separate from the
state and its respective shareholders.
From this perspective, social responsibility isn’t inherent to the corporations’ activities, but it would bring
benefits to society as a whole and for that reason it
should be perceived in the same manner as if such activity was developed by an individual person. Thus, it
shouldn’t be legally required, but should be encouraged
by society if practiced.

In a parallel comparison, the company should act as
an individual and, as such, should try to comply with
the tax legislation to the greatest of its abilities and with
its best efforts. Consequently, it would be permissible
for companies to engage in corporate planning in order
to decrease the tax burden to which they are subject.
However, they wouldn’t be justified to carry out this
practice with the sole intent of minimizing the tax impact on operations.20
This view is more closely tied to the concept of business purpose, as it allows the practice of strategic planning that will reduce the tax burden of a company; however, for this to be accepted, such an operation must
have economic substance, such as other financial and
operational gains, aside from tax advantages.

Aggregate View
In the aggregate view, according to Avi-Yonah, 21 the
only function of a corporation is to maximize profits for
its shareholders, and for this reason any activity of social responsibility that isn’t connected to a maximization of long-term profits is illegitimate and therefore
couldn’t be enforced.
Considering this view, it is clearly understandable
that a company would perceive taxes merely as another
cost, just like any other. For this reason, the administrators should strive to minimize taxes in order to maximize profits.22
According to Avi-Yonah, this causes a fundamental
problem in regard to social responsibility in general,
since under the aggregate view corporations only have
obligations to their own shareholders, and activities related to corporate social responsibility would be illegitimate. Thus, it is the state’s burden to carry out social
responsibility, and to do so it requires funds, which are
collected through taxes.
As a result, if all corporations conducted aggressive
tax planning in order to reduce costs and maximize
profits for shareholders, the state wouldn’t be able to
raise sufficient funds to meet its social responsibility
functions.23
Concerning this problem, we would like to make a
brief observation: Many companies don’t have a viable
corporate structure to engage in such aggressive tax
planning. Therefore, in most cases, companies theoretically pay their taxes regularly, without much base erosion or profit shifting. Generally speaking, the legitimate erosion upon tax bases of local companies is far
less significant in terms of overall tax collection. Large
multinationals are much more capable of aggressive tax
planning due to their resources, professionals, economic activities and various locations.
A very interesting consideration raised by AviYonah24 is that even under a more extreme perspective
such as the aggregate view, corporations have an affirmative obligation to pay their taxes, as it provides the
necessary economic resources to ensure that the state
can remedy those functions that could otherwise be devolved upon the companies themselves. Therefore, corporations would ultimately be transferring some por20
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tion of their social responsibility to the state with the
payment of diminished taxes.

Considerations Regarding
Corporate Social Responsibility
Corporate social responsibility has been a highly discussed topic in international tax law. The most important and relevant aspect of the discussion, however, is
based on the concept of fair share of taxes and how this
share should be measured and defined. After all, what
is ‘‘fair’’?
On one hand, a fair share may just be that which is
essential to be paid in order to comply with tax laws
and with the corresponding tax authorities, even with
the exploitation of all permissible deductions and legal
loopholes a company may encounter and utilize to minimize its tax burden.

At the end of the day fairness, especially from a
tax perspective, is an extremely subjective matter.
Conversely, it has been said that companies should
go beyond the law, aiming to achieve the ‘‘spirit’’ of the
law or its underlying purpose—that which it was intended to achieve when initially written. Pursuing the
spirit of the law is what appears to have been equated
to corporate social responsibility, with regard to taxes.
It would be, as defined by the European Commission,
the way companies would go beyond the minimum established in each law with the aim of addressing social
needs.25
It is safe to say that this concept of spirit of the law
seems somewhat unclear, because at the end of the day
fairness, especially from a tax perspective, is an extremely subjective matter.
If taken literally, it may seem that the law simply
means exactly what it imposes. That which is written in
the law must suffice when a matter results in the transfer of money by a company to the state. To assume that
corporations should observe the spirit of the law when
paying taxes would unquestionably disrupt or even violate legal certainty, and would undermine the law itself.
Taxpayers should be sure about what they should pay,
and what kind of strategies are available to them. It is
imperative that the law defines exactly what is the purpose and intention of the state, and if one party should
be evaluating the fairness of tax shares, it is the state
and not the taxpayer.
It may seem that this isn’t the case, as no one is actually giving this kind of liberty to the corporations to
determine how much tax they should pay. However, after the fact, companies are being questioned, on a moral
basis, regarding whether they think what they paid was
fair.
According to Tanja Bender,26 an international tax
law professor at the University of Leiden, even if we as25

Freedman, Judith, ‘‘The Tax Avoidance Culture: Who is
Responsible? Governmental Influences and Corporate Social
Responsibility,’’ p. 359-390. Current Legal Problems 2006.
26
Bender, Tanja; Broekhuijsen, Dirk M. Great Debates:
‘‘The Relationship between CSR and Tax Avoidance,’’ Corporate Social Responsibility for Future International Business
10-13-16
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sumed that corporations should evaluate the spirit of
the law, the main issue is how we could establish what
is required or acknowledged as acceptable behavior in
accordance with corporate social responsibility.
In Bender’s opinion,27 corporate social responsibility
means that multinational companies should behave according to morals and ethics in relation to the taxes that
they must pay; however, the concept is unclear with regard to which tax behaviors could be assessed on a
practical basis. Still, Bender said that abiding by the law
is no longer enough because society demands more
from corporations today than in the past.
In an attempt to address corporate tax practices and
the impact on corporate social responsibility, some
companies are publishing their tax policies and the
aims to which they are directed. Vodafone Group Plc, a
colossal communications company, published its fiscal
strategy, describing one of its guidelines with the following statement:
Vodafone believes its obligation is to pay the
amount of tax legally due in any territory, in accordance with rules set by governments. In so doing it is
not able to determine the ‘‘fair’’ amount of tax to
pay.28
Vodafone basically attempts to include a disclaimer
in its fiscal strategy and guidelines since, as mentioned
above, it is virtually impossible to determine what
would be the fair value one should pay to the public
coffers—so it limits itself by expressly stating that it will
pay what the law determines in any particular territory.
In terms of corporate social responsibility, we can
only have one certainty: This subject will continue to
generate much debate in academic, governmental and
corporate circles.

Final Considerations
The debate on base erosion and profit shifting by
multinationals presents not only a deep technical dilemma, from an economic and political standpoint, but
a very subjective social and quasi-philosophical predicament.
International tax planning has gained great relevance due to the recent financial crisis that has affected the world in the past few years. Consequently,
corporate maneuvers to reduce the tax burden internationally have been a focal point of public criticism.
In times of economic struggle, the general public
tends to be increasingly politicized and socially conscious, as well as aware of public policy. The media, in
turn, quickly follows to cover these demands and raises
even more questions, fueling the fire of public opinion.
Additionally, politicians become surprisingly more proactive, in an attempt to show service and gain popularity with the electorate.
It is noticeable that the people around the world no
longer accept being exploited, and the flow of information and communication has grown exponentially over
Lawyers, Eleven International Publishing. Available at https://
d396qusza40orc.cloudfront.net/internationaltaxation/
CSR%20tax%20working%20paper%20April%202015.pdf.
27
Id. p. 7.
28
Vodafone, Tax Risk Management Strategy, available at
http://www.vodafone.com/content/dam/sustainability/pdfs/
vodafone_tax_risk_management_strategy.pdf.
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the last couple of decades. Everyone uses the infrastructure and services provided by the government,
both individuals and corporations alike, so it would
seem unfair that large multinationals would considerably, and intentionally, minimize tax costs with aggressive tax planning.

We believe that engagement of companies in social
responsibility functions should be encouraged by
the government, but shouldn’t be forced by
legislation, since the main goal of virtually any
company is profit.

There is a solid rationale behind the fair share argument when considering the individuals of a country
who are forced to pay taxes, without the benefit of international loopholes to reduce expenses. Moreover, in
an economic recession, which many countries are still
facing, this situation causes justifiable resentment toward these multinationals, as well as the government.
The taxes that would be used to provide services
such as education, health care and infrastructure to
residents are being collected in a lesser amount because
of international tax planning by multinational companies. This may very well require compensation by the
individual taxpayers, the people, to cover the losses in
tax revenue caused by BEPS.
Nevertheless, we must pay attention to the objective
of governments, and always question to what extent
these governments have no interest in changing the status quo that these multinationals enjoy. We must not
forget that these large companies generally employ the
most people, invest in technology and training, qualify
employees, attract investment and develop economies,
all of which benefit the societies and countries in which
they are located.
There is also a plausible argument to be made that
this practice causes unfair competition in the local market, as many companies don’t have the necessary infrastructure to engage in business-optimized organizations like the one considered earlier in this article.
However, our opinion is that this argument must be
made with restraint, since these same multinationals
weren’t created overnight and at one point in time any
given multinational has been a smaller local company
and faced the same economic difficulties that local and
middle-market companies face to gain market share in
a competitive economy. The companies that are able to
do so are the ones that will survive.
Generally speaking, corporations are created with
the objective of generating high added value for shareholders. Therefore, we believe that the most appropri-
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ate ‘‘view,’’ to reference the previously mentioned theories of corporations, is a joint view between the real and
the aggregate theory. Accordingly, we believe that engagement of companies in social responsibility functions should be encouraged by the government, but
shouldn’t be forced by legislation, since the main goal
of virtually any company is profit.
This truth must not be demonized and equated to extreme corporate greed. It is simply the way businesses
are expected to perform. A company that doesn’t profit
will never be able to reinvest in itself and grow. As
much scrutiny as this concept may face, the reality is
that companies need to prosper in order for countries to
develop and maintain strong economies.
It is extremely difficult to implement moral guidelines such as the fair share of taxes concept in order to
determine fiscal policy. These colossal multinationals
that are widely accused of immoral behavior are generally operating within the confines of international law,
and international tax planning isn’t an illegal practice.
Furthermore, the concept of fair share must be
evaluated in an international perspective, as we are discussing companies with cross-border operations. Base
erosion and profit shifting, in essence, is about optimizing international tax burden by legally distributing profits and planning where, and in what amount, these profits will be taxed throughout the corporate structure.
The reduction of costs caused by this kind of planning
is done to protect the interests of the shareholders, and
contributes to keeping the company in a healthy financial position.
In relation to the practice of aggressive tax planning,
we believe that the minimization of a company’s tax
burden is enough to justify the business purpose of a
given operation, or corporate restructuring, as we find
reasonable economic substance in the mere reduction
of tax cost. Unfortunately, this argument hasn’t been
accepted in the majority of administrative or judicial decisions focusing on this subject. In our opinion, if the
government wishes to inhibit such practices, it should
do so through its laws, providing the due legal certainty
necessary to taxpayers.
The issues and problems caused by BEPS must be
addressed. However, the solution must come through
effective and palpable measures, with international collaboration in adapting tax legislation to our current globalized world. Despite pressures from mainstream media and public opinion, morality isn’t a sufficient catalyst to influence and determine international tax policy.
Aggressive tax planning will always exist. It is up to
the people and governments to show how they are willing to adjust legislation and the behavior of taxpayers,
whether they are individuals or corporations, for the
greater benefit of society as a whole. We legal practitioners have the obligation to stimulate and develop the
debate and required reasoning to help achieve intelligent and fair solutions so that we can cultivate the best
scenario for all parties involved.
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