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jurisdiction. Therefore, to improve voluntary compliance in the digital economy,
countries should adopt well-designed tax rules that: (i) reject arbitrary eriteria; (ii)
solve the problem of double or multiple taxation; (iii) reduce compliance costs; (iv)
target tax avoidance behavior; and (v) counter the widespread perception of noncom-
pliance in the digital economy.

Unfortunately, only the future will tell whether corporate income tax in its
current form will survive the challenges raised by the digital economy.

§2.07 CONCLUSIONS

The challenges raised by the digital economy have started a process of reconfiguring
tax jurisdiction - which requires a more fluid definition of the geographic scope of legal
provisions - to adapt tax rules to modern society.

In the past, the mere exploitation of the consumer market was considered
insufficient to justify the levy of an income tax. On the contrary, only the jurisdiction
in which the consumer market was located had the right to impose consumption taxes.

However, this concept of tax jurisdiction was connected with the erigins of the
international tax framework, where brick and mortar businesses dominated the
economy. It was long before the current advances in the digital economy. Nowadays,
the main proposals for taxing income derived from digital transactions attribute tax
jurisdiction to the state where the consumer market is located. Thus, the exploitation
of the consumer market has returned to the international agenda to be a proper
connecting factor to assert tax jurisdiction related to income tax.

On the one hand, from a substantive jurisdiction perspective, the consumer
market seems to be a legitimate connecting factor for the taxation of the digital
economy. Countries should be entitled to tax income derived from sales made to their
residents. Moreover, the concept of corporate residence has become meaningless,
while source taxation is based on an elusive criterion since the income does not have
a single economic source.

On the other hand, from an enforcement jurisdiction perspective, it is extremely
difficult to enforce tax liabilities of non-resident companies that do not have aily assets
within the country. This is the case in spite of the growing trend towais +ie exchange
of information and international assistance in tax collection among countries. In
addition, in several countries, in view of constitutional principles such as the due
process of law, tax authorities cannot use indirect coercive measures to enforce their
tax claims. For this reason, successful taxation of e-commerce transactions depends
crucially on securing voluntary taxpayer compliance.

Therefore, countries should be very careful in designing tax rules to capture the
income derived from e-commerce transactions. Voluntary compliance is essential in
the digital economy. This requires well-designed tax rules in compliance with both
substantive jurisdiction and enforcement jurisdiction.
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Justification and Implementation of the
International Allocation of Taxing Rights:
Can We Take One Thing at a Time?

Luis Eduardo Schoueri & Ricardo André Galendi Jiinior

53701 INTRODUCTION

In international taxation, it is impossible to segregate the debate on abusive_behgv.lor
from the debate on the allocation of taxing rights. The Base Erosion and Profit Shifting
(BEPS) Project is intended to kick this fact into the long grass and has been so far very
successful in doing so. . .
The Action Plan announces that its “actions are not directly aimed at changing
the existing international standards on the allocation of taxing rights on cross—border
income.”! The statement is rather subtle. At the same time, it asserts the corlmmtment
of the BEPS Project with privileging the current allocation of taxing rlghts, but
acknowledges that the actions may affect it, even if, allegedly, they are not aimed at
doing so. Changes in the allocation of taxing rights are thus tre:-.ltedlas a collateral
consequence of making taxpayers pay their fair share. The determination of the State
to which such fair share will be paid is considered as a natural outcome of taxpayer
compliance, demanding no further debate. The message is clear: make taxpayers_ pay
their “fair share,” and whatever arises from their compliance with the tax rules will be

fair.

1. OCDE (2013), Action Plan on Base Erosion and Profit Shifting, OECD Publishing, p. 11, available
at http://dx.doi.org/10.1787/9789264202719-en, access on July 22, 2016.
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Curiously enough, when one recalls the effervescence of public opinion with
respect to tax avoidance,” when international media and several NGOs discussed
whether the “fair share” was being paid, public’s astonishment could be summarized
on the fact that multinationals present in one jurisdiction were not paying taxes
therein. This is more than merely pleading a “fair share” payment: there is also t?le idea
that if a company acts within a market, then the latter should get taxes related
therewith. In other waords, the original movement towards the BEPS Project was
motivated by the fact that, in the current regime, having access to the market is not
sufficient to be liable to tax in the State of the market. The logic is very simple: people
want the coffee company to be taxed where the coffee is drunk. Otherwis;e the
threaten not to drink the coffee. J ¢

It is doubtful whether merely making the company pay its fair share somewhere
would make the coffee any less distasteful. Indeed, knowing that the company is
paying taxes nowhere may make the consumer angry. However, announcing that the
company is still not paying taxes in her/his State, but has started paving a huge amount
of taxes somewhere else in another continent, would hardly bring any relief to her/his
feelings of injustice.

The present chapter aims at analyzing how the BEPS Project has managed to
divert the debate from such a central point as the allocation of taxing rights. For this
purpose, in. section §3.02, a historical evolution of the prevalent normative arguments
in international taxation is proposed. The authors pose that economic allegiance
economic neutrality, and now cooperation against abusive behavior have all been use(i
as .grounds to justify the preference for allocating tax jurisdiction to the State of
residence, being the inconsistencies of such approaches often ignored. In section §3.03

the interaction of the current cooperative trend with the sovereignty of States is
analyzed.

§3.02 THREE WAVES OF JUSTIFICATION OF RESIDENCE TAXATION IN
THE INTERNATIONAL TAX DEBATE

In one of his many outstanding articles, Professor Reuven Avi-Yonah lias suggested
that the history of U.S. international taxation could be divided intofgi periods: the
“Age of Benefits (1918-1960)”; the “Age of Neutrality (1961-1980)"; the “Ag-e of
Competition (1981-1997)”; and the “Age of Cooperation (1998-).”* His division is
based on the prevalent theoretical principle under which legislative enactments were
debated in each one of the ages of U.S. international taxation.

2. _For a c_omprehensive study on the role of NGOs and other “tax activists” in the current
international tax debate, see A. Christians, “Tax activists and the global movement for develop-
ment through transparency,” in Y. Brauner and M. Stewart (ed.) Tax, Law and Develo pr
(Edward Elgar Publishing, Massachusetts, 2013), pp. 288-315. ) 7 S

3. R. 8. Avi-Yonah. “All of a Piece of Throughout: the four a f i i
8. A ; : es of U.S. int ion,”
Virginia Tax Review 313 (2005). g SrrAon o, 28
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In the present section, the authors pose that these ages and their respective
underlying principles correspond in a great extent to the evolution of the prevalent
pormative argument in international tax debates as a whole. Except for the Age of
cgmpetition,” each one of Avi-Yonah’s ages brings a justification for the dominant
allocation of tax jurisdiction, and a main compelling reason for States to adhere to the
proposed system.

In the first wave of justification, in which the overall allocation of taxing rights
was constructed, it was argued that States should adhere to a certain view of economic
allegiance, because it would be a fair way to avoid the pervasive effects of juridical
double taxation. In the second wave, during which the bilateral treaties network was
expanded, it was suggested that States should adhere to a certain view of neutrality,
because it would increase “efficiency” and “global welfare.” Finally, in the third and
current wave, in which a multilateral treaty is proposed, States are expected to adhere
to certain terms of a proposed cooperation, in order to combat abusive behavior,
namely the so-called “base erosion and profit shifting.” The first two justifications are
undoubtedly flawed, as widely acknowledged by contemporaneous scholarship, and
there is no reacon to conclude that the third wave is any less inconsistent.

Even tHnugh each of these three waves presents different reasoning and justifi-
cations, they were all developed to enderse a certain view on international taxation
regarding the allocation of taxing rights, which has never substantially changed.
Initeca; the BEPS Project, the most ambitious outcome of the third wave, follows the
yery same traditional interpretation of the first wave, being “hampered by the focus on
residence jurisdiction for passive income and source jurisdictions for active income.™

The conclusion regarding the focus of the BEPS Project on residence taxation is
neither new nor innovative. Among several other contributions, an incisive statement
is made by Yariv Brauner, who denounced the prevalence of the “interests of the
stronger economies” in the current allocation of taxing rights, which has been
evolutionarily formed, without a clear global leadership. The “typical manifestation of
this increasing dominance” would be the inescapable “trend toward more residence-
based taxation at the expense of source taxation, as promoted by the QECD.”®

However, it is essential to stress the importance of the discourse focused on
“cooperation,” “abusive behavior” and allocation of tax jurisdiction in line with “value
creation” for the current debate. Like economic allegiance and neutrality before them,
these keywords are central to contemporaneous international tax discussions and have
diverted attention from topics in which inter-nations equity should be evaluated.

4. Even though competitiveness is a sitrong normative argument from the perspective of the
domestic tax system, it does not correspond to the purpose of international relations, where the
focus is on reaching an agreement between multiple parties. For the purposes of the present
chapter, the “Age of Compelition” is considered as the dawn of the Age of Neutrality, as it will be
described below.

5. R. Avi-Yonah and II. Xu, Global Taxaticn After the Crisis: why BEPS and MAATM are inadequate
responses, and what can be done about, University of Michigan Public Law & Legal Theory
Research Paper (2016) No. 494, p. 5.

6. Y. Brauner., “What the BEPS,” 16 Florida Tax Review 2 (2014), p. 63.
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[A] Economic Allegiance and the Framing of Double Tax Treaties
The formative period of the overall allocation of t

axing rights coincides with the first
relevant initiatives of the U 5. international tax po

licy.” Both were influenced by (or at

llegiance, as means to allocate the
taxation of an item of income to a given State. In this first wave, it was argued that

States should adhere to a certain view of economic allegiance, because it would be a
fair way to avoid the pervasive effects of douhble taxation.

The origins of the economic allegi
according to whom anyone who has a connection with 3 certain State should alsg
contribute to the costs of financing it. As narrated by Hongler and Pistone, based on
such perception, “Von Schanz reached the conclusion that taxing powers should be
retained by three quarters with the country of source and only the remaining part with
the state of domicile.”*

However, the main players of internatiapnal taxation during the 19205 held a
different interpretation of the theory. When investigating the economic allegiance
between origin and domicile, the so-called Four Economists concluded that, ideally, ai]
corporeal wealth, including immovables and tangible movables, except for money,
Jewelry, furniture, etc., should be allocated predominantly or wholly to the place of

igi angible wealth, except for mortgages, should be assigned to the

.? They recognized that the exact allocation would be “well-nigh
impossible” and “savour too much of the arbitrary,” but suggested that “a certain
rough justice” could be reached by allocating all the categories of the first division to
the place of origin and all of the second tq the place of domicile. According to this logic,
“[w]hat each couniry would lose in the one case it would roughly gain in the other, and
there would be the great additional advantage of comparative simplicity, !¢
The report further recognizes that, with respect to th
“itis not possible on the grounds of
should actually be adopted,” insi
Hence, it suggests that “the pr
the rest of the world may be a
B to the rest of the world »12
Even considering such limitations,
reciprocal exemption of the non-resident
avoiding the evils of double taxation” and s

e allocation of taxing righis,
pure economic theory to indicate what propcitiong
nuating the limitations of the econormic ali=sgiarice, !
oportion bresenting a true compromise for ceuntry A and

dopted which is inappropriate for the relations of country

the conclusion of the report is that the
would be the “most desirable method of
hould be adopted “wherever countries fee]

7. R.8. Avi-Yonah. “All of 1 Piece of Throughout: the
Virginia Tax Review 313 (2005, p. 318.

8. P. Hongler; P. Pistone. “Blueprints for a New PR Nexus to Ta
Digital Economy,” IBFD White Papers, Amsterdam, IBFD, 2

9. Report on Double Taxation submitted to the Financial Com
Seligman And Sir Josiah Stamp (Document E.F.S 73 P19
of United States Tax Con ventions 1962 (hereinafter

10. Id., Ibid.

11. The Four Economists Report, p. 4050,
12. Id., ibid.

four ages of U S, international taxation,” 25

X Business Income in the Era of the
015, p. 20.

mittee By Professors Bruins, Einaudi,
s April 5, 1923), ina Legislative History
“the Four Economists Report”}, p. 4043.

50

i i i §3.02[A]
ter 3: The International Allocation of Taxing Rights
Chapter 3.

ition to do se.”" It regards that in cases where such methcl)jd \T;lclfﬁsz
i pOS}tJO? tries should make the best arrangement they (.:ould y alloce 8
e nom;entjons. It also foresees that with the 1ndu5t1‘1al.1zat10n 1od
. Via' (; the distinction between debtor and creditor countries ]'::vou
B 5 and the principle of residence more widely understqod. .
- tenPOlé by Avi-Yonah, the importance of the Four E.conormsts.Repod
- SUmma“Zde' it \?vas “the first work by representatives of capital .exporung ant
i Ileglef?t_e -to lay out the fundamental compromise underlying .the ‘tieayt
impofﬁﬂ% Coumrllesthat “active (business) income should be ta)%able prl‘man ynells
i 'Dame ’ (investment) income should be taxable primarily at readenc.i. )
source, while 1;l'élsswet nt contributor of the formation of the currently eitat.)htf-lel
A‘nmher lll'morriahts was Mitchell Carroll, who bears the title of the pru}uijha
o ?f e i[gl limitation on source taxation in the League models, name 3; : e
moverbe}ltmittllﬁiiilent 16 This author managed to consolidate the ungtearts;avrvloljg
et a5 i nefits conferred by the source
Fhat%absegic?eﬁrlgaj?les?f; bt?f;if:ilﬁn;isieignormg the relevance of demand for the
not be su
g Vahie. Four Economists were aware of the limitations Qf the econon"{lc
Y ~h_E' t]()s.:1 roposed, and were very straight—forwarq with respect to 1t&j
e allalys(]15131tey l?as significantly evolved since them. Unhk.e the Four cho?lo
T ? mporaneous scholarship have stressed the 1.mpor1ance o l1e
e ({Ont‘i)npof value. Kirchhoff notes that taxes promde.me_ans fordt ;e
mC}KEt - [hefulea étate He argues that to the extent that the Statfe IS. @stance {
lﬂalm_‘?ﬂ%]‘-ce O‘ o th frém the economic actlivity, by granting the m_d.md.ual pox;:le
COUSUtU[lO“al_ btrengds the State can only be financed through pammpe}tlon 1}1. 1?
slp— 'gooeaith Under this conception, taxes would be the S?ate s.pal.rtl.cdlpal
Dri‘fﬁ_[e the cconomi suc.cess of individuals.”™ In Kirchhoff's theory, if an mdmf 1;3
UOH_ 5 t'he ECOHOE}{CI_S due both to her/his personal effort and to the exlsta}ce (21 tnte
- 1'nwmel’c'ltblb a waste of effort if there was not a market where one LO-Lﬂ acCi
'Irﬂiarke;llet jzis?t?ﬁcaﬁeon (and cause) of taxation lies in the fact thatt t?()e OSItl.aen[el ;iefsln;?ﬁ; :
. ion i indivi f private agents. ,
glrough:lisa?atrl?e‘jiigil)l]];1:128&11 “éil;‘;f Lif?iii)fcc?fs Sthl)epState asb a representative of the
heory,

13 he Four Economists REDOI 5 4055.

| i , i f . 3

: "53 ."\V.-l ah. “All of a Piece of T hl'OnghOUt. the four dges of U.5. ]rltEITlaUOIlal taxation,” 25
15. R. 5. A «

Irgini [ 005), p. 322. _ . i
Vlfgﬂlf[i\lﬂ_?;ﬂx Eﬁwffdﬁ;i%iece} oIf)Throughout: the four ages of U.S. international taxa
16. R. 5. Avi-Yonah. E

- ato Ta N vestors and Enterprises Ab Uad,
11, “Internatis I'Ea l Law: Benefits for American Inve 5
17. M. B. Carro "

, ; ; 968), p. 701. ; in Steuern im Verfas-
2 International Law 692 (1 ' el s BB, {5508 ;
: ie verfassungsrechtliche Rechtfertigung de .2 sl
el Klrrc};h??;f‘;:o[;liin\zi’riagal::ngUﬂn Klaus Vogel aus Anlaf seines Geburtstags, Paul Kirc
sungsstaat: Sy i | |
- -63 (32). ; in Steuern im Verfas-
P sy e e i htfertigung der Steuer, in Steue _
o0 ir i fassungsrechtliche Rechtfertig der Ste T
s tKangl;omf})o[;iIZiru Ehrer;g von Klaus Vogel aus Anlaf seines Geburtstags, Pau
sungsstaat:
al., Miinchen, Beck, pp. 27-63 (37 and 44).

51




§3.02[B]

Luis Eduardo Schoueri & Ricardo André Galendi Junior

community, being the tax the portien which the individu

al pays the comimunity, for
offering the conditions of his enrichment.

[B] Neutrality and the Apogee of Bilateralism

From the 1960s on, any and every major discussion on international tax policy in the
U.S. would be carried out under the neutrality paradigm, which led Reuven Avi-Yonah
to speak of an “Age of Neutrality” in the U.S, international tax policy. In this wave,
prevalent during the period of expansion of the bilateral tax treaty network, it was
suggested that States should adhere to a certain view on neutrality, because it would
increase “efficiency” and “global welfare,”

Economic efficiency is the main idea behind neutrality.?®

Even though economic
efficiency is mostly a matter of economics, the adequate comprehension of economic

debates is often central for lawyers,?! especially for tax lawyers, if they intend to
understand the facts ruled by tax law. In international tax discussions, it is common to
refer both to Capital Export Neutrality (“CEN") and Capital Import Neutrality (“CIN™),

appeared in a work from Peggy Musgrave,
Foreign Investment Income.

Whilst the importance of Musgrave’s contribution is uncontroversial, one may
consider that, even before the systematization of the theory, its main underlying
concepts were already taken into account for the purpose of tax reforms.2* The grounds
of such theory were inherited by generations of tax and public finance scholars, being
for decades the dominant normative argument in political debates, mostly due to the
strong influence of Stanley Surrey.** Indeed, even though Brazil signed a (ax treaty wnt
the U.S.in 1967, the treaty was later rejected by the U.S. Congress. The main arguriont
against it was the existence of a tax sparing clause in the signed convention; azainst
which there was a strong rejection in Congress, attributable to the position expressed
by Stanley Surrey on the issue when the treaty with Pakistan was.refused.®* The
position of the U.S. Congress on tax sparing has not changed since then2®

Another factor that contributed to such enthronization was tho relatively reduced
participation of lawyers in international tax debates in the U.S., mostly carried out

—_—
20. See L. E. Schoueri. Direito Tributdrio, (4th ed., S3o Paulo, Saraiva, 2014), p. 46.
21. See K. Vogel, “World-wide vs. Source Taxation of Income - A Review and Reevaluation of

Arguments,” in S; Mclure; Musgrave et al, Influence of Tax Differentials on International
Competitiveness (Amsterdam Kluwer, 1989), PP. 117-166 (137),

22. For its historical importance in the U.S,, see R. S. Avi-Yonah. “All o
four ages of U.S. international taxation,” 25 Virginia Tax

23. SeeR.S. Avi-Yonah. “All of 2 Piece of Throughout: the fou
25 Virginia Tax Review 313 (2005), pp. 324-330.

24. SeeL. E. Schoueri, Contribuigdo a Historia dos Acordos de B
22 Revista Direito Tributdrio Atual (2008), pp. 267-287.

25. SeeL. E. Schoueri, “Tax sparing: a reconsideration of the reconsideration,” in Y. Brauner and M.

Stewart (ed.) Tax, Law and Development (Edward Elgar Publishing, Massachusetts, 2013),
pp. 106-126.

f a Piece of Throughout: the
Review 313 (2005), pp. 313-318.
T ages of U.S. international taxation,”

itributag3o: a Experiéncia Brasileira,
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higher.* Hence, considering that efficiency requires that economic agents make
decisions irrespective of tax concerns, sponsors of CEN conclude that it promotes
global welfare.

This is the traditional argument that has led £Conomists to contend residence
taxation as the optimal measure in international tax. Worldwide basis taxation
assumies that, absent source taxation, the residence State will ensure CEN is kept.?

Some questionable assumptions are taken for granted by those who contend CEN
as the optimal paradigm from a global welfare perspective. The first is that the State of
residence will have incentives to increase tax revenues from taxation of profits of its
companies. This premise does not take into consideration the efficiency costs from
increasing tax collection from any source without further policy considerations. The
CEN argument takes residence as something stable, which will not oscillate due to
more advantageous alternatives, as the transference of residence to other jurisdic-
tions.>*

Second, it is assumed that the other States do not adopt tax policies of capital
exporting countries. The choice of CEN as the optimal model assumes that States will
ignore the reciprocal influences of tax policies among countries. As a consequence, the
case for CEN is made without further consideration of how States actually behave. An
ideal conduct is defended, without considering what in fact happens. CEN is sustained
as a mechanism to increase efficiency, even though the actual behavior of States does
not allow the alleged efficiency to be achieved at all.

Third, CEN supposes an ideal scenario where there are no other relevant
economic distortions, such as other taxes® or substantial infrastructure differences
among countries.*® However, it should be considered that, in fact, national tax systems
always include other taxes, which may justify reduced rates for incomes taxes. Also,
ignoring differences in infrastructure amounts to incentivize companies to invest in
developed countries. If there is a relation between tax burden and quality of public

services, then developed countries tax income at higher rates, but also offer #oiter
public goods. In a scenario where CEN is privileged, the investor will only ¢iinose to
invest in a developing country if her/his profits are high enough (o overcome the
differences of provision of public goods.*”

Furthermore, CEN has never been truly implemented. If State: pelieved that

(Ze sl

capital export should be neutral, then they should not only tax the pusitive difference

32. See J. Hines Jr. “Reconsidering the taxation of Foreign Income,” 62 Tax Law Review (2009),
p. 272.

33. SeeR.S. Avi-Yonah. “Globalization, Tax Competition, and the Fiscal Crisis of the Wellare State,”
113 Harvard Law Review 7 (2000), pp. 1573-1676 (1605).

34. See J. Hines Jr. “Reconsidering the taxation of Foreign Income,” 62 Tax Law Review (2009),
D273,

35. SeeR.S. Avi-Yonah. "Globalization, Tax Competition, and the Fiscal Crisis of the Welfare State,”
113 Harvard Law Review 7 (2000), pp. 1573-1676 (1609).

36. L. E. Schoueri. “Tax sparing: a reconsideration of the reconsideration,” in Y. Brauner, M. Stew-
art. Tax, Law and Development (Edward Elgar Publishing, Massachusetts, 2013), pp. 119-120.

37. L. E. Schoueri. “Tax sparing: a reconsideration of the reconsideration,” in Y. Brauner, M.
Stewart. Tax, Law and Developrnent (Edward Elgar Publishing, Massachusetts, 2013), p. 120.
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mVEStmel‘;tS‘S”ﬂ;}fggii fIr-IDoTstﬁ;ubhsheg a seminal article®’ in which he argueq th:at,
whilelf\zlvorld\»\;ide hasis taxation would not distort the allocatiog of assets, terrllltt?irézl
basis taxation would neutralize savings and investment b.eha‘wor arqongc(zltlj\luwoum
The author’s eonclusion is that, if all countries adopted terntorlal taxam;ln,. N wore
be achievad ds savings neutrality, i.e., the system Woglq not distort theﬂ Nec.lslt% e
inves 015 rom different State to spend or save. The critique made to CEN, 151 o
thae i would solely restrict international investtme;its, cannot be reprodu

‘g N.** CIN is mostly about savings neutrality. _

egdnlit;rgalso sustained that, since tax rates vary from COlil;ltl'y —to couﬁtry, :e\:'tc;:lalii

be impossible to simultaneously achieve bth CEN anfi CIN.* Avi-Yona ; rellrgS e the,
even though Horst was correct in 1980, his COI.lC]UE;lAlGH does not remain,
convergence of tax rates would be currently feasible.

2] Drowning in the Alphabet Soup: CEN, CIN, CON, and Tax Inversions
in the U.S.

Even though CIN and CEN are intensively discussed in current internatlonzl. tax
debates, the increasing of tax competition among countries has made these paradigms

i, ing: si i { the reconsideration,” in Y. Brauner,
. Schoueri. “Tax sparing: a reconsideration o Tec ;
k- éie&:arstc ]T?ax, Law and Development (Edward Elgar Pubhshmgi Massald}usgt;ls, ﬁllii;epétlaig }
39. SeeR S-Avi-Yonah. “Globalization, Tax Competition, am}i the Fiscal Crisis of the We s
. 'd Law Review 7 (2000}, pp. 15?3—167_6 (1_605 - _
40 ééj I{_fiarllgine “Ownership Neutrality, Ownership Distortions, and International Tax Welfare
' ' * 26 Virginia Tax Review (2006), p. 55. o _ )
41 E:;I(%H?Iagft “ZA norlgc; on the optimal taxation of international investment income,” 94 The
" Duart al of Economics 4 (1980), pp. 793—79_8. _ . o
o S;aferéy J;?cLlllrgueri.f “Principios no Direito Tributério Internac_lonal. }err:tquahdalde,éog;ei;
. unive.rsaiidade.” In: R. Ferraz (org.). Principios e limites da tributagdo, (Sdo Paulo, Qu
i 2. . s . ” r
43 E:élr"ll" Zl?lgigt p‘:ﬁﬁmte on the optimal taxation of international investment income,” 94 The
' ' ) i ~798.
urnal of Economics 4 (1980), pp. 793-79 ) v
44 (SgeLéal-:\Tegh;\{f(i{Yonahr“Is it Time to Coordinate Corporate Tax Rates? A Note on Horst,” Public Law
. and Legal Theory Research Paper Series, Paper No. 382 (2014), p. 1.
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less relevant.*® The perception that tax competition influences domestic legislation and
the behavior of taxpayers added complexity to the debate and made the argument in
favor of international tax neutrality even more flawed. If, from a domestic policy
perspective it makes sense to speak of an “Age of Competition,” from the point of view
of the overall international tax debates, this age is nothing more than the dawn of
theoretical belief on capital exporting neutrality as a welfare benchmark.

Tax competition takes place when States seek to attract investments and poten-
tially increase their tax revenues, by means of reduced taxation over comimercial
activities.** Tax competition is a form of regulatory competition.*” The tax policy of a
State may affect migration, investments, and tax planning. While low taxation is seen
as investment and employment-inducing, high tax rates are considered to incentivize
the opposite consequences,*®

The first use of the expression “capital ownership neutrality” (“CON™) is
attributed to Devereux, who coined the expression to refer to a tax system which is
neutral in relation to the property of capitals.*® Desai and Hines Jr., in articles on tax
neutrality,*® developed the thesis that the effects of international tax policy over
welfare should be measured considering not only the location of the investments, but
also its property. According to this analysis, tax policy should take into account not
only the jurisdiction where capital is saved or invested, but also the jurisdiction where
the effective owner of such capital is located.

These authors reject the conclusion according to which an investment is equally
productive irrespective of who are its owners. CON would be relevant to efficiency,
because property is relevant to efficiency, which would be ignored by Musgrave's
model.*! Claiming to have overcome Musgrave’s model with respect to global welfare,
the authors even qualify as “older wisdom” the defense of CEN.** Indeed, the new
theory has gained momentum and recent scholarship on the issue has at leasi
considered CON when addressing tax neutrality.*

45. SeeR. A. Galendi Jr., “Fundamentos da Tributagao de Lucros no Exterior: entre competiividade
e harmonizacao, 33 Direito Tributdrio Atual (2015), pp. 389-412.

46. See I. Roin. “Competition and Evasion: Another Perspective on International Tox Competition,
89 The Georgetown Law Journal (2000), p. 545.

47. See M. S. Knoll, “The connection between competitiveness and internati
Law Review (2012), p. 355.

48. See M. 5. Knoll, “The connection between
Law Review (2012), p. 365.

49. See M. Devereux. “Capital Export Neutrality, Capital Import Neutrality, Capital Ownership
Neutrality and all that,” Institute for Fiscal Studies, Working Paper No. 2 (1990),

50. The most important articles are: M. Desai; J. Hines Jr. “Evaluating International Tax Reform,” 56
National Tax Journal (2003), pp. 487-502; M. Desai; J. Hines Jr. “Old Rules and New Realities:
Corperate Tax Policy in a Global Setting,” 62 National Tax Journal (2004), pp. 937-960.

51. See J. Hines Jr. “Reconsidering the taxation of Foreign Income,” 62 Tax Law Review (2009),
p. 275.

52. See J. Hines Jr. “Reconsidering the taxation of Foreign Income,” 62 Tax Law Review (2009),
p. 270,

53. See, e.g., M. Graetz and A. Warren Jr. “Income Tax Discrimination: Still Stuck in the Labyrinth
of Impossibility,” 121 The Yale Law Journal (2012), pp. 1118-1167; See M. Kane. “Ownership
Neutrality, Ownership Distortions, and International Tax Welfare Benchmarks,” 26 Virginia Tax
Review (2006), passim; M. §. Knoll, “The connection between competitiveness and international
taxation,” 65 Tax Law Review (2012), passim.

“na! laxation,” 65 Tax

competitiveness and international taxation,” 65 Tax
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CON is defined as an attribution of tax sy;tems Which ke.ep incentwgs [,‘?htilclﬁ
ificient property of assets.>® A tax system compliant with CON is a system in v
B i irrespective of where they are located, compete on equal—loot{ng fOlf Fhe
Coglﬁsaj?iﬁ;, of assets, in the sense that taxes do not affect their capacity of acquiring
ac ;
55
e here would be two main advantages of the CON paradigm when compared to
- jiee'S model. The first one would be that the new formulation would consider the
Musgffl f economic distortions from other taxes. Second, CON would be able to
?mpaa Ot the reactions of other States to changes in the taxation in the S.IE.l[E of
IHCFJTPOTa eThe roperty of capital would be directly influenced by the tax policies of
rescllfesrtl:fé and s[ilch effects, if adequately measured, would have the potentiilé to fvtirt
. ; ve's i 155 regarding welfare.”® In other words, CON would take e
Szlfei\f: ;?Zgi;rﬁ%{;gtlilsg;ver tgax sysgtems into account, being able to contemplate this
i bal welfare.””
elemegg;; éléin]:jgzliﬁea?l:ﬁtciﬂglieas tax similarly income derived by their residents
abroad. If all States tax foreign income in a worldwide basis, using the cr.edit method
avoi.d douhi= axation, CON will be privileged. In this case, thert.e will be_\ n_o t.ax
Egcentive for the reallocation of assets among investorvs sul?]ect t? chff.erer‘llt‘1 ég;llidlﬁ;
tions. Tiie same would occur if all countries exempt their re§1dents fore1§n i em.ion
such(case, the applicable regime would be the Salrr%e for all 1nvest0rsila1111 t():mgi iion
aiunng potential buyers of assets would incentivize that they are held by
Pwdu;?e]eaz?ggissustain that CON would be privileged either if alll c'ountn.es gﬁ}d
income on a worldwide basis (CEN), or if they taxed mcpme on a terr‘ltorlai basis ( ol :
CON would also be contemplated if there was _ uniform e.1d.opt10n 1? imyre[; ! 5{
comprised in the gap between CIN and CEN, to Wh]ch tax policies usually L(‘JH\ fgtax
The advent of CON was a clear academic response to. the mrjreamfng o.ness
inversions in the U.S. As most jurisdictions rnig:g‘ated to tgrrltorlal taxauoneo‘ [Ou;;tract
profits, by means of participation exemptions,’ a]ong.wnh other measur 5 )t
investments and expand the activities of local companies at?mad, the U.S. .1n.51 v
the CEN reasoning, in order to maintain the taxation of profits upon repatriation.

54. See J. Hines Jr. “Reconsidering the taxation of Foreign Income,” 62 Tax Law Review (2009),

55. Efi.zEzSI.(noll, “The connection between competitiveness and international taxation,” 65 Tax Law

56. J;g:iJe.wH(iiDeLz};.p‘.‘lijffc;nsidering the taxation of Foreign Income,” 62 Tax Law Review (2009),

57. E;Jrzzlp.osition considering national welfare instead of global Welfare,?%f,;egéghavim, “Rethinking

58. ;}[;Ieeig.n[-l[i?‘exe; rJe rdmﬂJel(lzlct)}[;Sﬁ\ekrilrli;;ntrﬁ; ‘gxxft)ii;?{gf‘ ggi;eiﬁgil, ‘;-I?Clgmgf) 62 Tax iaw Review (2009),

o i ivi P ” European

a ?Thi"” 00, 3. 325, & Roxnao. “Hopling companies rogimes In Burope: 3 somparative
survey,” European Taxation (1999), pp. 256-269.
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led to major tax inversions of U.S.-based multinational enterprises,® in transactions
involving billions of dollars and eroding the U.S. tax base. Ironically, such tax

inversions are clearly tax driven, despite the strong commitment of the U.S. with
neutrality,

[C] Cooperating for Value Creation

Wisely conceiving that “[p]eriodization becomes more and more difficult as one
approaches the present,” Avi-Yonah suggests that, in the U.S, tax policy “a new period
began with the decision of the Clinton Administration to cooperate with the OECD’s
harmful tax competition initiative from 1998 onward.” Focused on concerted action,
the “Age of Cooperation” would promise “a way out from the need to balance U.s.
international tax policy goals with competitiveness considerations, ¢!

Competition in the market incentivizes companies to reduce their prices and
increase the quality of their products and services. The belief that consumers are
benefited by the healthy competition between companies lies at the very core of liberal
capitalism. For this reason, States have intensively combated behaviors and structures
that harm competition in the market, by means of strong antitrust legislation.®2

However, globalization has also increased the competition among States, which
have also been affected by the mobility of capital.®® While companies compete
essentially for consumers, States compete for productive resources (such as invest-
ments and qualified labor), for intangible capital and tax revenues. Among other
attributes, the tax system is a relevant instrument available to States in their competi-
tion with the others.®*

The consensus concerning the benefits of a free market for consumers is not
reproduced with regard to State competition. Public finance debates bring two cen
trasting positions,* whose first arguments where developed in the context of discus-
sions regarding the U.S. federalism.®°

Following the Organisation for Economic Co-operation and Develspment’s
(OECD’s) 1998 Harmful Tax Competition Report,*” Avi-Yonah sees an age marked “by

60. The most comprehensive list of inversions we are aware is credited to rrofessor Mihir Desai,
Including approximately 75 inverted companies. See C. Hwang. “The New Corporate Migration:
Tax Diversion through Inversion,” 80 Brooklyn Law Review 3 (2015), pp. 807-856.

61. R.S. Avi-Yonah. “All of a Piece of Throughout: the four ages of U.S. international taxation,” 25
Virginia Tax Review 313 (2005), p. 334,

62. SeeR. A. Galendi Jr.,, Fundamentos da Tributagio de Lucros no Exterior: ent
e harmonizacio, 33 Direito Tributdrio Atual (2015), pp. 389-412.

63. See L. E. Schoueri. Globalizagdo, investimentos e tributacdo: desafios da concorréncia interna-
cional ao sistema tributdrio brasileiro, 113 Revista Brasileirg de Comeércio Exterior (2012), pp.
6-13.

64. E. Toder. “International Competitiveness: Who Competes against Whom, and for What?,” 65
Tax Law Review (2012), p. 509.

05. See W. Oates and R. Schwab. “Economic Competition Among Jurisdictions: efficiency enhane-
ing or distortion inducing?,” 35 Journal of Public Economics (1988), pp. 333-354.

66. See ACIR (Advisory Commission on Intergovernmental Relations), Regional Growth: interstate
lax competition, (Washington: Comission Report, 1981)

67. Cf. OECD. Harmful tax competition, Paris: OECD, 1998.
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; t response to globalization than unilateral compelatition.”“ﬁ. Cooperapon is
g : t from competition: in a cooperative scenario tax policy ob]-ectlves of
Seentasaiew nag Igiger subject to competitive pressures and the State is finally free to tax
a State :

e piizizing to Charles Tiebout, competition would make States more hefﬁctietnt a:(i
; i ir citizens.®” Scholars who see the State as a
sens.ible tD_ theexlrl:siz ?iﬁ?;;isoiéaﬁf;;ﬁlare this perception.” For these auth_ors,
(lewath_él_mc] rmong jurisdictions would be a powerful formula to combat ur‘ldes.]red
Compﬂ'l []O'nta* ndencies of the public sector over the private sector.” In this view,
expan51‘0}115 y uld have the welfare-generating function of disciplining the public
compﬂfUlD_ﬂ h“is in a constant movement towards expansion.” Stigler hasf argued that
b o ould not present obstacles, but apportunities for communities to choose
CDmDEUUOI:jW ale of the functions of the Government they desire. In Tiebout’s _rnodel,
- it flﬂ - ong a relatively high number of jurisdictions, each offering a dﬁferent
Comp.eunfjnl.agztwien taxation and public expenses, along with free flow of c1gzens,
Combll’;ﬂl‘?‘ able of granting efficiency gains, thus maximizing social welfare.” ‘
WOUldFore t)at]}jw; ;“holars, however, jurisdiction competition would b?. a forr_n of
distorting public choice.™ Accordingly, when seeking to attract industries and ]D?i
StZtes v'c'lid restrict taxation of companies to levels which are“be]ow the necesseesir&zo r?
the p ovizion of public services.” In 1980, the perspectlve ofa cut—.throat C{EF;}E ton
mong federal states in the U.S. led to the suggest.lo.n ofa fe(;lsz; ;n;r‘\]/eerrll tlhe il
q{a{es from themselves.”® Under this perspective, it is assum : ,Ce o
nature of public goods, competition amon_g States Would_iead toa 172 clothe e Whe;e
of an eminently destructive character, Whlch would sub]fect Statlj,'lsd ) swaven wer
they would not cooperate, even knowing tAh_at coopergﬁon W?d b T e
than competition. In the case of tax competition, even if it wou ; polae
intai xation levels, they would choose not to do so, fearing thaF other .
?{iﬁ??déiﬁt;g}nlcemives tg attract investments. Those who share this perspective

i i ion,” 25
68. R. S. Avi-Yonah. “All of a Piece of Throughout: the four ages of U.5. international taxation,

i iew 313 (2005), p. 334. o N - , .
69 é’é;gém%;gﬁe‘li‘\ pure theory of local expenditures,” The Journal of Political Economy, 64, no

» 2‘4‘ . . T . . ,
70 ::ee{ gsffrjén[?a.ngrﬁmﬁ Buchanan The Power to Tax: analytical foundations of a fiseal constitution

i is, Li rund, 2000), p. 46. _ _ N
71 E?I;:zdcl}m;rz(rjllr:z}IlL;E;r;yBrslchanan The Power to Tax: analytical foundations of a fiscal constitution,
" [isidia is, Liberty Fund, 2000), p. 200. - o _
72 élzdﬁng?lel:,aild R ySc:hwab. “Economic Competition Among Jurlsdmuoras. efficiency enhanc
: irfcr ur.dismn.ion inducing?,” 35 Journal ofPub_iic Eco!r!zom,lcs (198?}3 pP. ?;iip.al T
73 ‘EGEC Tiebout, “A pure theory of local expenditures,” The Journal of Politic v,
J. . 3
74 2;(335%]1-],3{1?{1?11&(;(14] Buchanan The Power to Tax: analytzcalfom_ldanons ofa fzsmé c}o(nsstzcllllﬁgg,
. “(][édizjmapoh; Liberty Fund, 2000), p. 200 and_ ss. Compare w_nh: Wf.l_()tatr(:isorall;nduang? .
“Economic C;Jmpelilion Among Jurisdictions: efficiency enhancing or disto 4
ic Economics (1988), p. 342. ) T 7
75 éc;g]?\;\fa[g;ifbflllcd 1& Schwab. “Economic Competition Among JurlSdlChOS’I;S. efficiency enhanc
. in. or.distorltion inducing?,” 35 Journal of Public Economics (_1 988), p)- 3 .[ Syt Tniaslle
‘a'ege ACIR (Advisory Commission on Intergovernmental Relations), Regiona ;

76. - In
tax competition, (Washington: Comission Report, 1981}, p. 10.
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argue that States should sign agreements granting minimal standards of State action,
which, if signed between private companies would certainly be subject to antitrust
sanctions.”

Even if prevailing, the argument that competition among States would necessar-
ily imply distortions is not convincing. If residents of a State are actually concerned
with the effect of tax competition over public services, then tax competition entails real
burdens over citizens. It is not clear the extent to which citizens would tolerate and
endorse a competitive behavior of the State, in the detriment of efficient public services
provision. Tax competition promotes the diversity of Governments and tax systems,
Increasing local efficiencies.” In summary, the opposition to tax competition relies on
two main economic arguments: (i) allowing tax competition would generate few
efficiency gains; and (ii) such efficiency gains would not overcome the social loss
arising from the decreasing of tax collection.”

As from the Harmful Tax Competition report,®® tax competition between States
has been put into perspective. The scope of this report is the behavior of jurisdictions
which, by means of low taxation of mobile activities, distort the “actual” flow of
investments, reduces the integrity of tax structures and transfer the tax burden to less
mobile elements, such as labor.*" This report was the first step towards more
comprehensive harmonization measures such as those brought by the BEPS Project.

The Action Plan argues that “taxation is at the core of countries’ sovereignty, but
the interaction of domestic tax rules in some cases leads to gaps and frictions.”®* Such
gaps would consist on the non-taxation of profits where “value is created.” The BEPS
Project, then, through coordinated measures, is intended io “realign” taxation with
value creation.”™ The expression “realigning” is very interesting, because it implies that
taxation has once been “aligned” with value creation.

Thus, the BEPS rhetoric is often structured as follows: (i) international taxatioi.
used to be aligned with value creation; (ii) subsequent events, mostly attributahiats
globalization, have distorted international taxation: (iii) in order to “realign” taxation
with value creation, States must cooperate, and apply the measures suggetied vy the
BEPS Project. For instance, as argued in the Final Report on Action 6, if the mmeasures

77. SeeJ. Roin. “Competition and Evasion: Another Perspective on International Tax Competition,”
89 The Georgetown Law Journal (2000), p. 546.

78. SeeJ. Roin. “Competition and Evasion: Another Perspective on International Tax Competition,”
89 The Georgetown Law Journal (2000), p. 553.

79. SeeR.S. Avi-Yonah. “Globalization, Tax Competition, and the Fiscal Crisis of the Welfare State,”
113 Harvard Law Review 7 (2000), pp. 1644-1647. This position is also held by the International
Monetary Fund (“IMF”), which deems tax incentives as largely inefficient (See 7J. Stotsky,
“Summary of IMF Tax Policy Advice,” in Tax Policy Handbook (Washington: FMI, 1995), pp.
279-283). For a similar position, see Y. Brauner, “The Future of Tax Incentives for Developing

Countries,” in Y. Brauner, M. Stewart, Tax, Law and Development (Edward Elgar Publishing,
Massachusetts, 2013) pp. 25-56.

80. See OECD. Harmful tax competition, Paris: OECD, 1998.

81. See OECD, Harmful tax competition, supra., p. 16.

82. OCDE (2013), Action Plan on Base Erosion and Profit Shifting, OECD Publishing, available at
hltp://dx.doi.org/l[).] 787/9789264202719-en, access on July 22, 2016.

83. "Realigning taxation with economic activities and value creation” is a recurrent expression in
many of the BEPS documents.
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-ding the prevention of granting of treaty benefits in inappropriate Cirrfums[.al-:(?es
- lied, “it is expected that profits will be reported where the economic activities
aretaiiepn;_a;e them are carried out and where value is created.”®* This reasoning grants
EEZI %urther discussion on inter-nations equity is avoided. . I

Curiously enough, the measures suggested are.mostlylmtended t.o amp 1hy ,g
rights in the State of residence. Despite the consolidated 1merpretatu;n of t eﬂa;sr?vz
length standard set forth in Article 9 of the QECD-MC, by means .C: aln aig;:mnn
interpretation, the BEPS Project intends to shlft.the prov151‘on to a “va uc?
lmé digm, which is not necessarily compatible with the arm’s length as ag eed by the
gi;atractil’lg States in several tax treaties® or with thg jur.isprL.ldv'ance of t.he Europelil:l
court of Justice.®® The outcome of this new interpret.anon is sh1.ft1ng taxan;n t‘o ca;t:)l}ies
exporting countries, thi“ch are, as per the BEPS Project reasoning, often the coun

is created.” .

w}lere\/‘;tieéfe(;tion, as per the BEPS Project, is attributed- to “assets used, .I‘IS}.(S
assumed and functions performed.” This mantra is far from being able to dete{;m]nili[el
any and every case where value is created and .works rather as a fGI‘HlU]F:‘l to dengfove
importance of demand (market) for value creation even though, as mentlon; . a ° e:
taxation where consumption occurs was the very reason for th‘e \Aihljle BE : MoV -
ment. Ac.a consequence, as “economic allegiance” and “neutrahty_, Valge .Lre.an.on
is no‘iLit:z more than a narrow view of the jus[ification§ for allocating tax jurisdiction,
inienaed to amplify the taxing rights of the State of residence. ‘

Some scholars intend to take one step further. In gnother text, Professor
Avi-Yonah points out there would be a natural convergence of income tax 1'a'tes amor;{gi
States, mostly due to tax competition. In his understanding, the BEPS Pr.()]ect wou ‘
present “a chance to go further.”*® After considering that the Euro pean Umon (EU) has
never succeeded in coordinating tax rates, due to the diversity among its members (a
factor which would also be present among the OECD and UN members), h.e p?ses that
the G20 would present a different opportunity.®” Unlike thf& other organizations, [h’e
G20 is composed of great capital exporters, which are res@ence tq 90% .o[ WOT.ld 5
multinational enterprises. Hence, G20 members could commit to tgxmg their multina-

tionals in a worldwide basis at a rate between 20% and 30%. In this case, no member

84. OECD (2015), Preventing the Granting of Treaty Benefits 'lll_IDang‘()pI"latt" Ci.rcumstance;,ﬁfﬁu)ll
. 6 - 2015 Final Report, OECD/G20 Base Erosion and Profit Shifting Project, QECD Pul 15261112,
Paris, p. 3, available at http://dx.doi.org/10.1787/9789264241695-en, access:fm July 2{2),_ 6.

85. See Lh Schoueri, “Arm’s Length: Beyond the Guidelines of the OECD,” 69 Bulletin for
International Taxation 12 (2015), pp. 690-716. _ _ § N '

86. See W. Schén, “Transfer Pricing Issues of BEPS in the Light of EU Law,” 3 British Tax Review

2015). o } . ) o )

87 lgor exjamples on these outcomes, see L.E. Schoueri, “Arm’s Len{jggtg. Blez ond the Guidelines of the
OECD,” 69 Bulletin for International Taxation 12 (2015), pp. . _

88. SeeR.S. Avi-Yonah. “Is it Time to Coordinate Corporate Tax Rates? A Note on Horst,” Public 11‘1(11“;
and Legal Theory Research Paper Series, Paper No. 382 (2014), p. 2. The autho_r argues r'i
“multinationals compete with each other across national bar‘ders, and no country wishes to put its
multinationals at a competitive disadvantage. Because of this, corporate tax rates tend to move in
unison.” o _ _ )

89. A primitive version of these ideas where already present in his seminal article AVI-YONAH,
“Globalization, tax competition...,” supra., p. 1610.
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CHAPTER 7
Taxing the Consumption of Digital Goods

Aleksandra Bal

§7.01 INTRODUCTION

A rivier characteristic of the modern economy is its shift to the intangible. Demateri-
Jized content has become a major source of economic value, transforming the way
companies are organized and transactions carried out. Last century witnessed the
emergence of new business models and markets centred around the concept of digital
goods. :
In simple terms, digital goods are goods that can be fully expressed in electronic
format so that their creation, transfer and consumption can be executed based on an
electronic infrastructure such as the Internet.! They possess some characteristics that
distinguish them from traditional physical goods. They are indestructible, easily
transmutable and cheaply reproducible. The majority of them are experience goods,
meaning that their quality can be evaluated only aiter usage.

Digital goods have placed strains on consumption taxes throughout the world.
The evolution of technology has dramatically increased the ability of private consum-
ers to shop online and the ability of businesses to sell to consumers around the world
without the need to be present physically in the consumer’s country. As consumption
taxes were conceived at the time when commerce meant local traders selling products
to consumers in their brick-and-mortar shops, technological advances and the prolif-
eration of digital goods have made it necessary to revisit the existing rules.

1. C. Loebbecke, Digital Goods: An Economic Perspecitve, available at: http://www.mtm. uni-koeln.
de/team-loebbecke-publications-book-chapters/Chapt-024-2002- % 20Digital % 20Goods % 20An %
OEconomic % 20Perspective-scan.pdf; $. Choi, D. Stahl & A. Whinston, The Economics of Electronic
Commerce, ch. 2 (Macmillan Technical Publishing 1997); T. Rayna, Understanding the Challenges
of the Digital Economy: The Nature of Digital Goods, available at: hitp://comstrat.org/fic/revue
_telech/816/CS71_RAYNA.pdf.
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Digital subj
ot afd na‘i%ff] Ixzjlrjstj];etfliblject of many initiatives undertaken at both intern
o hational Teve Il(\ ast Ifew years. The international debate in respect 3
o Econo;ﬂic Ci_rom e.euromc commerce was largely driven by the Organi -
o o eonome O fﬁif;f;m auq Development (OECD’s) Committee on Fislzai
s ‘ior po‘hq{ document was the framework for the taxatjoa
1998.2 The framework:was Lf;lrgaw?egl el:?inszi a[[ﬂ?e Olttawa e 1o Ocmb;
1998 K was follow eral implementing guidelines ?
Ems;}t}ly:a S(fg?o;ic;irflt}ized j];JFISdIC.tl(?r.lal. challenges of the digitalgecinl:r‘;l;li&;ls.itsI\E/SIOIE
Sergin n? (BEPS) initiative.* BEPS Action 1 called upon the exarm‘ase
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s,

adopted b les 1

Stan% e fgr ttiz \C])[E\g[t)remfmber countries in November 2015, set the internationa]

o—" ! arde} ment _of cross-border transactions in intangibles by maki .

fecommendation g; I H?g.theu' place of supply® and collection mechanisms.” O i
at where it is not necessary for the supplier and customer to t;e inEtChz

-
2. OECD, A Borderiess W 1z
E erle orld: Realizing the Polenti
e e ] : § the Potential of Global Electronic Co &
e lia coﬁfueim%ﬁ;fj concluded that the same principles that gov;?l?rfsi g
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3 3 i c g Ty e ‘ :
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6. The terms ‘place of su ’ |
pply’ and ‘place of taxation’ f i
e v Blat _ on” are often used intercl i
determinmé thenlia[ci;%f tmr N_ew Zealand), determining the place of su;c]larllgeiibtl}y- H'OWEVEF’ .
St s e ;;\taatigltllgﬁlis t1:lslace of supply determines which jurigdi&tiﬂls hﬁfssttlfzeP ﬁ
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7 Rt » Taxing Global Digital Commerce p. 244
. OECD, International VAT/GST Guidelines (OECD 2015)
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same location when the services are supplied, the jurisdiction in which the customer
has his usual residence should have taxing rights. In order to collect GST on these
supplies, non-resident suppliers should be required to register and file GST returns in
the jurisdiction of the consumer’s usual residence. The OECD’s approach has been
followed by many jurisdictions, such as Member States of the European Union (EU),B
Norway, Sputh Korea, Japan, Switzerland, South Africa and New Zealand. Australia is
currently in the process of introducing similar rules.

The aim of this chapter is to investigate the concept of digital goods and to

ine what can be interfered about the taxation of digital goods from the concept of

exar
usses the

sovereignty.” Section §7.02 provides the necessary context and briefly disc
rules applicable to the taxation of digital goods in the EU, Australia and New Zealand.
Section §7.03 proceeds with a more detailed examination of the concept of digital
goods. Section §7.04 defines the concept of sovereignty and examines how it is affected

by supplies of digital goods. The final section concludes.

§7.02 LEGAX, FRAMEWORK

[A] Puropean Union

EU VAT is levied on supplies of goads and services by a taxable person acting as such.
a'supply of goods is defined as the transfer of the right to dispose of tangible property
2 owner.'® A supply of services is defined residually as any transaction which is not a
supply of goods."' An important category of services are electronically supplied
services (commonly referred to as ‘digital supplies” or ‘online services’). They are
defined as services delivered over the Internet or an electronic network, the nature of
which renders their supply essentially automated, involving minimum human inter-
vention and impossible in the absence of information technology."

8. The European Union was the pioneer of adopting the destination-based taxation of business-to-
ies of services and introducing simplified registration mechanisms. Originally,
ect to VAT at origin, i.e., in the Member State where the

s was a logical solution at the time when most services
e rapid increase in the volume of cross-border services, it

was recognized that the origin-based approach distorted competition in favour of business
activity in low-tax countries. To increase the application of the destination principle, the
European Union introduced a major amendment to the place-of-supply rules in 2008 (Council
Directive 2008/8/EC of 12 February 2008 amending Directive 2006/112/EC as regards the place
of supply of services, OJ L 44 (2008)). This reform, commonly referred to as the “VAT Package’,
implemented changes to the rules on the place of taxation of services over the period 2010-2015.
9, This chapter focuses on the taxation of business-to-consumer (B2C) supplies as business-to-
business (B2B) supplies do not involve final consumption. Since only private individuals are
capable of having a personal sphere, only they can be engaged in consumption. Businesses do

not have personal needs; they purchase and use goods but do not consume them.

10. Article 14(1) Council Directive 2006/112/EC of 28 November 2006 on the common system of
value added tax, OJ L347/1 (2006) (hereinafter referred to as the VAT Directive (2006/112).

11. Article 24 VAT Directive (2006/112).

12. Article 7(1) VAT Implementing Regulation (282/2011).

consumer suppl
many supplies of services were subj

service provider was established. Thi
were provided domestically. Due to th
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Under the place-of-supply rules applicable as from 1 January 2015, all supplieg of
electronic services are subject to the VAT rules of the country of the customer 12 In
order to establish who has to account for the VAT due, in EU scenarios, it is necessary
to distinguish between business-to-business (B2B) and business-to-consumer (B2g)
transactions. In the EU, the supplier may regard his customer as a business (taxable
person) if the customer has communicated his VAT identification number to him and
the supplier has verified its validity or if the customer has demonstrated that heis in the
process of registering for VAT.' If the customer is located outside the EU, his status ig
not relevant since the supply is outside the scope of EU VAT,

The reverse charge mechanism'® applies to cross-border supplies to businesses
(i.e., the VAT liability is shifted to the customer who accounts for VAT on the supply
in his VAT return), whereas a simplified registration mechanism (One Stop Shop
(OSS)/Mini One Stop Shop (MOSS) scheme) may be used in respect of cross-border
supplies of electronic services to EU final consumers. In the latter case, since the
reverse charge cannot be applied, the supplier must determine where his customers are
established, have a permanent address or usually reside in order to apply the correct
VAT rate.'® To assist suppliers with the identification of the location of their nop-
taxable customer, the Commission has issued a detailed regulatory framework consist-
ing of the VAT Implementing Regulation (282/2011), which establishes a number of

13. Article 44 VAT Directive (2006/112) (the default place-of-supply rule for B2B services), Arts 58
and 59 VAT Directive (2006/1 12) (for supplies to non-taxable persons). However, under Art. 593
of the VAT Directive (2006,/112), Member States may exercise the option of levying VAT where
consumption actually occurs. A ‘use and enjoyment’ clause may be applied by Member States to
electronic services supplied by EU suppliers to both private and business customers. It allows
Member States to consider that services supplied within their territory or in third countries are
supplied, respectively, outside the European Union or within their territory if this is where those
services are effectively used and enjoyed.
Article 18(1) Council Implementing Regulation 282/2011 of 15 March 2011 laying daern
implementing measures for Directive 2006/112/EC on the common system of value added tax,
OJL77/1 (2011}, as amended by Council Implementing Regulation (EU) 1042/2013 of 7 Dclober
2013 amending Implementing Regulation (EU) 282/2011 as regards the place i supply of
services, OJ L284 (2013). The amended version of the Council Implementin tegulation
282/2011 is hereinafter referred to as the VAT Implementing Regulation (282,201 N
According to Art. 18(2) of the VAT Implementing Regulation (282,2011), if no VAT
identification number has been communicated, the supplier may regard his customer as a
non-taxable person, irrespective of any information to the contrary. The purpose of this
provision is to provide certainty for the supplier as to the status of the customner by disregarding
information other than the VAT identification number. The use of ‘may’ makes it aptional for the
supplier to use this provision. If the supplier daes not know the VAT identification number of the
customer but has other evidence to substantiate his status as a taxable person, the supplier may
issue an invoice without VAT and apply the reverse charge mechanism. In such a scenario, he

assumes the risk for the incorrect status determination and will be held liable for VAT payment
if his determination turns out to be wrong.

15. Article 196 VAT Directive (2006/112).

16. The term ‘established’ refers to non-registered legal persons and the terms ‘permanent address’
and ‘usual residence’ refer to non-taxable natural persons. A permanent address of a natural
person is the address entered in the population or similar register, or the address indicated by
that person to the relevant tax authorities, unless there is evidence that this address does not
reflect reality. The place where a natural person usually resides is the place where that natural
person usually lives as a result of personal and occupational ties. Where the occupational ties are
in a country different from that of the personal ties, or where no occupational ties exist, the place

14.

=
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Chap

iled expla-
ttable presumptions and an evidence rule, supplemented by mo—re deltali(lieg WE o
IEb]'J ns in the non-binding Explanatory Notes.'” Under the prgsumptmns ai .21 i
Eat‘f:AT Implementing Regulation (282 /2011), electronic services thatl arteef)rg;lb ; aré
1 i d > t or a ho 1
i Internet café, a restauran
ample, a Wi-Fi hot spot, an ©
b seuxmeé to be supplied at those places.™ Also, non-taxable pers%r]ls artel'] pre;r::}im
. i e ofi i f the fixed landline throu
i he place of installation o
tablished or resident att ; . -
be e?receive the services or in the country whose code is 1rgnennone?cl on tl;e SH\i/(Ijence
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he purpose of having to account for VAT on B2C electronic services én.a mlalxu?lihcse
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noi e applied to supplies of e _ : : ere e
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4 In certain circumstances, responsibility for the collection anil remlttlancspoefmmr
i i ier to the :
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on supplies of electronic service : T el
i enting Regulation (282/2( . '
Article 9a(1) of the VAT Implemen ( ices @ rebuan”
i the supply of electron
taxable person who takes part in ' :
e — i f those services. This means
i ing in hi behalf of the provider of tho
is acting in his own name but on ; GRESHERTER, cans
that thg intermediary party is deemed to act as a ‘commissionaire, il.e.E t?axable
received and supplied the services itself.”* The presumption Qoes not apply git e
ersons who solely provide payment-processing services (e.g., cre e
(I:)orn[:janies).33 Shifting the responsibility for VAT liability to platform operator

i i tural
fusual residence shall be determined by personal ties that show clro‘se hn1]<s be:;v;;riien glezzallaggn
ge;t;n and a place where he is living (Arts 12 and 13 VAT Implementing
s I he EIJ VAT Changes to the Place of Supply of
¢ E mission, Explanatory Notes on the £ : : o
i :qi‘eéciourfr?;igci?;lm Broadcasting and Electronic Services That Enter into Force in 2015 (3 Apri
ele s, s
2014). . )
18. Article 24a VAT Implementing Regulau‘on (282/2011).
19. Article 24b VAT Implementing Regulau(;{n [2123%[/221[;33.2/2()11}

: icle f VAT Implementing Regulatio 11). ‘ ) -
B AIFUCIC 2%:(3 anghi?) Scheme garmol be used by non-EU suppliers that_aue already reglstt;gedegji; i
- gll’ Ogin Sﬁion {e.g., because they receive services thal are effectively usg%invg?] girective

Nggl%ecr State or perform intra-Community supplies of goods). See Art. 35
112). .
22, lgzcgocﬁo/mmgssionaire arrangements, see A_rt. 28 VAT Directive (2006/112).
23. Article 9a(3) VAT Implementing Regulation (282/201 1).
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distributors is aimed at minimizing compliance costs. Platform operators typically hava
greater knowledge about their customer base, are larger in scale and generally are
better able to comply with regulatory requirements in the countries in which their

distribution services are available than providers of electronic content that is distrih-
uted via online platforms.

[B] Australia

Australian GST law does not adopt the usual practice of dividing t
supplies of goods and services. A supply is defined to mean
whatsoever’.** The objects of supplies are referred to as thing
purposes, things are divided into ‘goods’, ‘real property’ and everything else, Tq
determine the place of taxation, it first needs to be considered whether a supply is
‘connected with Australia’.® If a supply is connected with Australia, the place of
taxation can still be abroad due to the application of the rules on GST-free exports and
consumption outside Australia. For supplies not connected with Australia, the supply
will still be taxed in Australia if it is considered an inbound service or importation of
goods.

Under current Australian law, things (which are not goods or real property)
imported by Australian consumers are not subject to Australian GST. Thus, the
consumption of digital products provided by non-resident suppliers is not currently
caught by the GST rules. This results in forgone GST revenue and places domestic
businesses, which generally have to charge and remit GST on digital products and

services they provide to Australian consumers, at a tax disadvantage compared 1o
overseas businesses.

axable supplies intg
‘any form of supply
s.”® For cross-border

In the 2015-2016 Budget, the Government announced that it would extend G§T
to cross-border supplies of digital products and other services imported by consumers
with effect from 1 July 2017 (the proposal was frequently referred to as a ‘Netfliz tax’
as it was made after Netflix started providing services to Australian consumers without
charging GST).*” Legislation giving effect to this measure (Tax and Superannuation
Laws Amendment (2016 Measures No. 1) Act 2016) received Royal A:
2016. The amendments to the Australian law are broadly modeli
currently in operation in the EU.

Under the new law, overseas companies selling digital products and other
services will be required to register, collect and remit GST on their sales to Australian

sent on 5 May
edan similar rules

24. Section 9-10(1) GST Act 1999,

25. A “thing’ is defined as ‘anything that can be supplies or Imported’. Section 195-1 GST Act 1999,

26. Where the term ‘Australia’ is used, it refers to the ‘Indirect tax zone’ as defined in section 195-1
of the GST Act 1999, With effect from 1 July 2015, the term ‘Australia’ has been replaced in
nearly all instances within the GST legislation with the term ‘indirect tax zone’. The change has
been made by the Treasury Legislation Amendment (Repeal Day) Act 2015. ‘Indirect tax zone’
means Australia, but does not include external territories and certain offshore areas.

27. hltp://www.budget.gov.au/2015—]6/coment/pr/down]oad/BPZ_conso]jdatcd.pdf.

148

chapter 7: Taxing the Consumption of Digital Goods S

ers. GST will not only be imposed on inbound intangible consumer supplies,*®
e d'a.ital content, games and software, but will also extend to consultancy .a.nd
- aS‘ lb1 services p:erformed offshore for customers in Australia. Overse.as entities
pl'.O fesSlot:}a to elect to have limited registration for GST purposes without being able to
y 6'1 ; t tax credits. Only supplies made to consumers will be caught.: B2B
. l'HPLSI will not be affected by the new rules. The new law requires suppliers to
 — able steps to ascertain whether the recipients of their supplies are Austra-
t.ake reaso:;wrs After taking those steps, the suppliers must reasonably believe tl?at
haq Consiomers. are Australian customers. The new law recognizes that a s_upphe.r
tizlfﬂcclulje able to rely on its existing business systems and processes for forming this
s
Condungﬁe circumstances, responsibility for GST liability that arises und?r ﬂ.m D_-‘EW
Iialv be shifted from the supplier to the operator of an electropic distribution
N - ‘for services provided through the electronic distribution service he operates.
;‘elii‘;liay happen if the operator controls any of the key elements of tl:ie supp}y., ;;2
i i conditions. As a result of being treated as ma kin;
. deiwetrge, COILTE:TE (:zfrjtlfrlz?esl?:bdle for the GST on the supply and the supply Wlll be
fsgiged in s GST turnover for all purposes, including whether they are required to

be registered-ior GST.

il New Zealand

In New Zealand, supplies of goods and services E.{S well as. importauon are j[:.uba{s(:i‘i tloS
GST.?® The concept of goods includes both tangible an‘d intangible prope; yhoses e
defined to mean ‘all kinds of personal and real p.roperty echFI)Jt money ap ihe e
action. Services are defined by reference to what is not gpods. To determ.lgent qupj By
of taxation, New Zealand applies different rules for resident gnd non-resi ed bm} 1t3he
ers. All supplies by residents are considered to take Place in New ZeilhantaX it e
zero-rating rules are used to remove outbound and foreign supplies frg;n NEW Zeala.nd
contrast, supplies by non-residents are considered tg tak-e place outside o Zeaan
and the reverse charge mechanism for imported services is uged to ensure t Bai el
consumed within New Zealand are subject to tax there. Until 1 October zb' jt mgmX
services provided by non-residents to New Zealand consumers were not subjec

4 Nev:lszii(])?;dl. October 2016, offshore suppliers providing cross-border (r}e;;ote
services to New Zealand resident consumers are required to register and c;argezealagg
those supplies.” The non-resident supplier must_treat a cust.omer as a New re
resident on the basis of two non-conflicting pieces of evidence that suppo

i i i 5 if it is a supply of anything other than goods
is an inbound intangible consumer supply if itis a supp _
3 ?rsﬁai?grg’paerty that is not dgne wholly in the indirect tax zone or made through an enterprise
the supplier carries on in the indirect tax zone.
29. Section 8(1) and 12(1) GST Act 1985.
i 1) GST Act 1985. _ - ;
3(13 'S[‘E;.('Qeli?ir(inz{(}gesidential Land Withholding Tax, GST on Online Services, and Student Loans) Ac

2016.
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conclusion the person is resident in New Zealand 2
required to register and file GST returns when their supplies of remote services t
Zealand consumers exceed NZD 60,000 in a twelve-month period. Supplies to o
Zealand GST-registered businesses only count towards this threshold if the i N?W
agree that the supply is zero-rated, A simplified ‘pay-only’ registration system h "
made available to offshore suppliers who are only required to return GST and -
not have any New Zealand GST costs to claim back. When certain conditio
satisfied, operators of electronic marketplaces (such as an app store) are requ'Iu:ZdafE
0

register and return GST on supplies made througt :
: gh the marketpl
underlying supplier. place instead of the

Non-resident supplierg are

who dg

§7.03 THE CONCEPT OF DIGITAL GOODS

[A] Introductory Remarks

The key feature of the digital economy is the digitalization of previously existin d
and the development of new purely digital goods. Digital goods are intangibl§ SDOdS
that are stored, delivered and used in electronic format. They are delivéri?io A
customers through e-mail or downloaded from the Internet. 3
There is a large body of literature on the taxation of the digital economy and
electronic commerce, evaluating different national and internationai approachei nd
searching for best practices.* However, hardly any publication provides a det jdlnd
examination of the characteristics of digital goods. Since sound policy rules caérlllli
developed once the underlying phenomenon is properly understood, this sectior‘i

discusses the concept of digital goods and its i
use for consumption tax i
EU, Australia and New Zealand. g i

[B] General Definition

The main characteristics of digital goods are indestructibility

ARGt easy repraducibility and
transmutability.* Digital goods are indestructible, i.e., they a .

re not suhject to wearing

32. The iten_ws of evidence include: the person’s billing address; the internet protocol (IP) address of
_the de_v1ce usec} by the person or another geo-location method; the person’s bank details
mcij_(ljmg tha: accoéﬂllu\t}]lgc%erson uses for payment or the billing address held bLy the banl; the
mobile country code of the internaticnal mebile subscriber identi :

. . : ! tity (IMSI) stored on th
subscriber identity module (SIM) card used b i i
: _ v the person; the location of tt ‘s fi
landline through which the service is i ; il 16 o
e, v ice is supplied to them; and other commercially relevant
33. Bg;-uaiarniil‘? IIl{n[é Dgemk{e;%oit) al., Electronic Commerce and Multifurisdictional Taxation
o rmationa ; B. Westberg, Cross-border Taxati FE
2002}); R.L. Doernberg & L. Hinnekens, Electronic Con i e
_ i 3 nmerce and International Taxation (Kl
Law International 1999); S. Basu, Global Pers [ves 7 g A
-5 ; pectives on E-cormmerce Taxation L Aldersh
Ashgate 2007); R.A. Westin, International Taxati ; i b Al
: : on of Electronic Cormmerce (
Int_e‘rnam-)nal'ZOO?J; A. Cockfield et al., Taxing Global Digital Commerce (Kluwerg%?;‘;er 5
34. This section is based on Loebbecke, supra n. 1; Choi, supra 1. 1 and Rayna, supra n 1.
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out from usage. The quality of a digital product does not degrade no matter how long
or how often it is used. Although the media used to store and distribute digital goods
are prone to failure and have a finite life expectancy, digital goods can last forever.
Although the creation of digital goods may require high fixed costs, they can be
subsequently replicated at no cost and transferred without delay to almost everywhere,
Transmutability means that the content of digital products can be changed instantly.
such goods can be customized and manipulated more easily than physical goods.
Given the high degree of customizability, consumers are frequently involved in the
production of digital goods, for example, by making decisions about the content, mode
of display or transformation.

Digital goods are frequently classified as public goods. Public goods share two
jmportant properties: they are both non-rival in consumption and non-excludable in
usage. A good is non-rival in consumption if the consumption activity of each person
does not decrease the quantity of good available in the economy. As digital goods can
be copied without any loss of quality at very low costs, the consumption activity of one
consumer does nat decrease the potential consumption of other consumers. A good is
non-excludable/1fno one can be prevented from consuming it. Although producers of
digital goors initially have the ability to directly exclude certain consumers (e.g. by
preventing downloads if people do not pay) and enforce copyright by legal means, it
proves e be more and more difficult to prevent unauthorized persons from using
disy'tal products. Anybody owning a digital good becomes a potential supplier of this
good. As the number of people owning the good grows, the number of consumers able
{0 obtain the good from other consumers rather than from the producer rises.

Based on the customer’s ability to judge the value of a product, goods are divided
into search and experience goods. The quality of search goods can be determined
without actually using them. In conirast, the value of experience goods cannot be
determined prior to purchase. The fact that digital goods are experience goods is related
to their content. Although consumers can acquire sufficient information on the
technical characteristics of digital goods without experiencing them, the value obtained
from these attributes remains unknown or uncertain. Moreover, the value of the
content of some digital goods is so subjective that it is impossible for consumers to
obtain full information on the goods without experiencing them.

Based on the characteristics, the following conclusions can be drawn:

— since digital goods are indestructible, they can be consumed multiple times
(‘unlimited consumption’);

- since digital goods are easily transferable and movable, consumption follows
the consumer who can use them anywhere (‘multiple destination’);

- digital goods can be re-produced and sold by consumers whose activity of
reproducing and distributing digital goods may easily qualify as an entrepre-
neurial one.
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[C] Definition for Indirect Tax Purposes

The OECQ VAT/GST Guidelines do not explicitly mention digital goods but
broad definition of internationally traded services and intangibles TheU dﬂD_DlY ;
SFPPIY of services or intangibles as a supply where one party does stl)methyin e_fllle ;
gI\iES something (other than something tangible) to, another party or refr. : N
doing something for another party, for consideration.*® The previous OECD r:fi o
focused on a broad category of cross-barder supplies of services and i]IJtr SE'HSO
property capable of delivery from a remote location. ¢ e
. ISIome countries follow the OECD approach and do not provide for detaj
definitions of digital goods. In New Zealand, a broad definition of remote s ; alle‘d
used for the purposes of taxing supplies made by overseas businesses to Newe rZVICES :
consumers. A remote service is defined as a ‘service where, af the time e?land
perfo.rmance of the service, there is no necessary connection Between the hO _th@
location of the recipient and the place of physical performance.” Non-di itél . Y_SlCaJ
such_ as consulting, accounting and legal services, can also be supphid a; e
services. Australia does not distinguish a separate category of digital oorcfmDte
electrf)mc services) either but applies uniform rules to all inbound intangible %m .
supplies, which are defined as supplies of anything other than goods or real opetd
that are not done wholly in the indirect tax zone or made through PT.OPETW
supplier carries on in the indirect tax zone. i
The? EU took a different approach. Under EU VAT legislation digital goods (call
‘electronically supplied services” for VAT purposes) are a separate’ categorg of s Cé .
They are defined as services delivered over the Internet or an electronic ﬁetwerﬁlct;&
nature Qf which renders their supply essentially automated, involvin mic;rj: :
human intervention and impossible in the absence of information tech%)oloa m?Urin
non-exhaustive list of those services provided in the VAT Implementing Re DSIL tion
(282/2011) includes, inter alia, the supply of digitized products (moiies gua \y
games],‘services automatically generated from a computer via the Intmr;]m-‘m,
electronic network, in response to specific data input by the recipient Interrl'g S U? aﬂ
Pac_kages (ISP) of information in which the telecommunications com’pf '1é at fL e
ancillary and subordinate part, website hosting, remote systems ad n*:n":;raﬁorfr;nsl‘aﬂ
data.wa.rehousing, accessing the digitized content of books anc‘iA oAther ele!ct? il
plubhcatllons, the provision of advertising space, use of search engines and Int Umi
d]1rector1.es and automated distance teaching (except where the Internet or ;ifrfil;ir
:tzggﬁglg 8network is used as a tool simply for communication between the teacher and
. The correct classification of goods or services for EU VAT purposes is extremel
1mportant as it determines the applicable place-of-supply rules, VAT rates and exerri3 Y
tions. For example, the VAT Directive (2006/112) allows for the application of reducfd

35. VAT/GST Guidelines, supra n. 7, at p. 27.

36. For example, OECD, Consumption Tax As, ! i

o ) ) | sum, pects of Electro

37. Art}de 7(1) VAT Implementing Regulation (282/£011]. it ERe WEREILI,
38. Article 7(2) and Annex 1 VAT Implementing Regulation (282/2011).
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rates to ‘books on all physical means of support’. However, books in a digitalized
format cannot benefit from a reduced VAT rate as ‘the reduced rates shall not apply to
electronically supplied services’.™

The VAT treatment of books and e-books has been the subject of a lively debate
in the EU. Despite the clear wording of the VAT Directive (2006/112), France and
Luxembourg started applying the reduced rate to electronic books, giving publishers
pstablished in those countries an enormous commertcial advantage over their competi-
tors. This was so because, until 31 December 2014, supplies of electronic services to
final consumers were governed by the VAT law of the country of the supplier. Both
countries claimed that the electronic format was an alternative physical means of
support and that a different treatment of books and e-books violated the principle of
neutrality. The European Commission started an infringement procedure against both
countries and the Court of Justice of the European Union (CJEU) ruled in favour of the
Commission, stating that the supply of electronic books cannot be subject to the
reduced rate.®

On 11 September 2014, the CJEU gave its decision in K Oy (Case C-219/13)
regarding the {uestion of whether or not reduced rates for printed books should also be
applied to baaks published on another physical medium (i.e., books sold on CD-ROM
or USB.stitks).*! The case was referred to the CJEU by the Finnish Supreme Adminis-
trative . Court and the issue raised was whether this apparently different treatment of
simitar products complied with the principle of fiscal neutrality. The CJEU ruled that it
1e-up to national courts to decide whether printed books and books on other physical
mediums are sufficiently different from each other to justify the application of a
reduced rate of VAT to one but not the other. National courts have to assess the issue
from the point of view of an ‘average consumer’. Thus, if a national court concludes
that printed books and books on other means of support achieve substantially the same
purpose from the perspective of an average consumer in that Member State, then the
coutt will have no choice but to rule that the same VAT treatment must be applied to
both.

In her decision of 8 September 2016,* in the RPO case (C-390/15), Advocate
General Juliane Kokott concluded that the different treatment of digital publications
and those supplied on physical means of support does not amount to an infringement
of the principle of equal treatment. It is up to the EU legislature, not the Court of Justice,
to assess whether these publications are in competition with each other.

Between July and September 2016, the European Commission held an open
public consultation on the application of reduced VAT rates to electronically supplied

39. Article 98(2) VAT Directive (2006/112). It is interesting to observe that the European Union
applies higher tax rates to digital goods than to their equivalent in printed form, whereas digital
goods are treated more favourably than their printed counterparts in the United States (i.e., they
are not subject to tax in many states and their inter-state supply escapes taxation if the seller
lacks nexus in the state of the recipient).

40, CJEU, 5 March 2015, Case C-479/13, European Commmission v. French Republic and CJEU, 5
March 2015, Case C-502/13, European Commission v. Grand Duchy of Luxemburg.

41, CJEU, 11 September 2014, Case C-219/13, K Oy v. Veronsaajien oikendenvalvontayksikkd,
Valtiovarainministerio.

42. AG Opinion, 8 September 2016, Case C-390/15, Rzecznik Praw Obywatelskich (RPO).
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publications. Some 858 stakeholders responded to the consultation, whereby 94% o
the respondents agreed that Member States should be allowed to apply a reduced VAT
rate to e-books and 88% of the respondents agreed that Member States should be
allowed to apply a reduced VAT rate to e-newspapers and e-periodicals.® Following
the view of the majority of the respondents, on 1 December 2016, the European
Commission announced its intention to enable Member States to apply the same VAT
rate to e-publications as that applicable for their printed equivalents, removing
provisions that excluded e-publications from the favourable tax treatment allowed for
traditional printed publications.

In this context, a question arises whether the application of a different rate tg
books and electronic books is in breach of the principle of VAT neutrality. Base on the
CJEU case law, the principle of VAT neutrality prevents the application of a different
VAT treatment to similar supplies or to non-similar supplies that are in competition
with one another so that a different tax treatment would be likely to affect consumers’
decisions.*" As both print and e-books provide identical content, it would seem logical
to allow both of them to benefit from the reduced rate. However, their functionalitieg
may render them not similar products. E-books require areader or a different electronic
devise to access their content, they offer additional functionalities (search options,
hyperlinks) and do not take any physical space. If based on their accessibility,
storability and functionality, it is concluded that e-books are different from print books,
it must be determined whether both types are offered in competition with one another.
This must be assessed against the consumer’s experience®® and economic reality,*® A
survey conducted by PwC indicated that the driver for purchases of a book is its content
and it is irrelevant whether the book is in a print or digital format.*” It remains ta be
seen whether other research will confirm this conclusion.

43. European Commission, Summary Report Responses received on The Commission’s conculiation
on reduced VAT rates for electronically supplied publications (October 2016), htips://circabe.
europa.eu/sd/a/6432{)cf4-021[—48&3-941b-b34224ec2290/5um1ary%ZDREDMl DUl

44, CJEU, 10 November 2011, Case C-259/10, Commissioners for Her Maiesty’s Revenue and
Customs v. The Rank Group PLC); CIEU, 19 July 2012, Case C-33/11, A Op:

45. CJEU, 11 September 2014, Case C-219/13, K Oy v. Veronsaajien oikeudenvalvontayksikka,
Valtiovarainministerid: ‘To determine whether goods or services are similar, account must be
taken primarily of the point of view of a typical consumer. Goods or services are similar where
they have similar characteristics and meet the same needs from the point of view of consumers,
the test being whether their use is comparable, and where the differences between them do not
have a significant influence on the decision of the dverage consumer to use one or the other of
those goods or services” and ‘as the average consumer’s assessment is liable to vary according
to the different degree of penetration of new technologies in each national market and the degree
of access to the technical equipment enabling the consumer to make use of books published on
physical supports other than paper, it is the average consumer in each Member State who must
be taken as a reference’.

46. CIEU, 23 April 2009, Case C-357/07, The Queen on the application of TNT Past UK Ltd v. The
Commissioners of Her Majesty’s Revenue & Customs and Royal Mail Group Ltd: ‘the assessment
of the comparability of the services supplied hinges not only on the comparison of individual
services, but on the context in which those services are supplied’.

47. PwC, Media Trend Outlook: E-books on the Rise (May 2014),
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The EU definition is narrower than the OECD recommendations and does .not
cover several types of services that are capable of delivery fro,m a r(?rr}ote location.
geveral components of the EU definition (‘essential.l.y au.tomated or mlm-mum l_lu:niri
intervention’) are vague and may give rise to classification ?rpb]ems. 53? mcluchnEi t e
requirement of ‘minimum human intervention’, the provision of.dlst‘an.ce tel;ac Ullmgf
(i.e., remote participation in live online classes) and con?puter repair sgvmes, 0 " od
which are made entirely via the Internet, do not qu_al.Lfy as electromca.lly‘ sg?p ie
services. This may create artificial and unnecessary" dlstmc.:uons among similar ]11taIi
gible products. Since the definition of digital goods is usgd in a cross-border C.L;‘nte)(tj 1h
should not be difficult to interpret by non-resident suppliers who are not familiar Wltd
EU VAT legislation. Therefore, this chapter advocates the adoon.n of a broad ;élD
simple definition to capture all supplies of digi.tal goods by 110D—re31den‘Es. The @] .
provided a good example of such as definition when it referred to ‘services an

intangible property capable of delivery from a remote location’.

§7.04 DESIGL] ISSUES AND SOVEREIGNTY

[A] Concept of Sovereignty

Under tne traditional view, states are entitled to self-determinatiop in most regulelltm.‘y
inaters. They are said to have supreme and exclusive rule over t_h?lr own people within
uieir territorial borders. With regard to taxation, this traditioncjﬂ view means that states
have the right to decide through political means and democratic processes whether and
how Lo tax an activity that occurs within their territories and peaple who are deemed
to be their residents or citizens. Decisions about the tax sy;stem should be made by
national governments independent of outside interference.” ‘

However, in the twentieth century, sovereignty ceased to be ec.lu_a.ted with
complete state autonomy in tax matters.*” Sovereignty inc_cludr;.‘s a responsibility to th_e
international community and a duty to respect the sovereign right of other states. Thl'S
shift in meaning occurred due to the work of the OECD to curb harmfpl tax competi-
tion. OECD believed that countries have a duty to comply with cerFam -sta.n.d.ards of
transparency and information exchange and to abstain from providing facilities t.har
permit tax evasion and encourage non-compliance with the tax laws of Oﬂf;l&l' counTnes.
States cannot design their tax system as they please. The concept of scvereignty
includes respect for sovereignty of other countries.

48. For the concept of sovereignty, see A. Christians, Sovereig_my, Taxationr and Social C%nfra'c:z,lssg
Minn. I. Int’l L. 99 (2009); M. Graetz, Taxing International Income: Inade.quate rinciples,
Outdated Concepts, and Unsatisfactory Policies, 54 Tax L. Rev. 261 (2001); PJ.BI. ¥1uigaa;)e%
Sovereignty, Entitlement, and Cooperation in Internarlonqi Taxation, 26 Brocj)k.B.En Rév sé
(2001); P. Genschel, Globalization and the Transformation of the Tax State, r. ;
(2005).

49, Christians, supra n. 48, at p. 101.
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[B] Intra-jurisdictional Reach

Sovereignty implies that states must make decisions about their jurisdictional r
Since people’s activities overlap territorial boundaries, more than one state ma ’each.
alegitimate claim to tax certain activities. For income tax purposes, the sourceS f
income and the residence of the taxpayer are generally recogni'zed as le it(i] o
grounds for an assertion of jurisdiction to levy tax. In the context of f:cmsulnpﬁmlmElte
the choice of jurisdiction to tax is governed by two principles: the o
and the principle of destination.*

Under the origin principle, countries levy VAT on the value created within thei
own borders (i.e., exports are taxed on the same basis and at the same rate as 1lElI
supplies and imports are exempt with the right to deduct input VAT). Where the \,';)JcaI
chain crosses several jurisdictions, the total amount of tax reflects the various rarne
applicable in countries where a value is added, clearly favouring production in low-tES
jurjsdfctions.ﬂ A commonly made mistake is to confuse the origin principle with tix
supplier’s location. Equating the origin of a supply with the place where the supplie .
established would disregard the fact that certain supplies bear no relationship w?th trlIS
place where the supplier is established (e.g., supplies related to immovable propert i
supplies of transport services). Thus, the origin principle should be properly un?:{eOr
stood as ensuring that the country from which the supply is made has the right t .
jurisdiction to tax the supply. M

Under the destination principle, the total tax paid in relation to a supply i
determined by the rules applicable in the jurisdiction to which a supply is ma&e 1?311)15 alji
revenue accrues to that country (i.e., exports are exempt with refund of input taxes
and imports are taxed on the same basis and with the same rates as local production),
The key difference between both principles is that the destination principle ensure.
that all consuglption within a particular jurisdiction is treated in the same ways
whereas the origin principle makes sure that consumers from different jurisdictioris "e'
on an even footing. g

From the point of view of formal sovereignty, there are no restrictions ok the type
of tax rules that states adopt. What is deemed appropriate changes over vme throzph
the acceptaHFE of practices by some states. Currently, there is a widesp1 ca;j‘consel‘lsis
that the destination principle is the proper way to tax international trade.*® Since the
object of VAT/GST is to tax consumption, the country where consumption takes pl
should have the right to assert jurisdiction to tax. "

In theory, in a destination-based VAT system, the place-of-supply rules should
identify the place of actual consumption. However, in most cases, the supplier is not
able to identify such a place at the time of the supply since thé person who will
‘consume’ the goods or services may not necessarily be the purchaser or at the time of

haVe

principle of origin

50, VAT/GST Guidelines, supra n. 7.
51, Ti all countries had identical VAT systems, the origin and destinati T
equivalent. gl and destination principles would become

52, VAT/CST Guidelines, supra n. 7, at p. 27; A. Schenk & O. Old
’ : . » £ N man, V. c
Comperative Approach p. 35 (Cambridge University Press 2007) n, Value Added Tax: A
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the supply it may not be sure where the goods will actually be consumed. Consumption
taxes are imposed as transaction taxes, meaning that the amount of tax must be
determined as soon as the consumer makes the expenditure, irrespective of when and
how the goods will be used later on. The term ‘consumption’ merely indicates who
pears the tax burden. As the decision about the place of taxation must be made at the
time of the transaction, all destination-based VAT systems use various proxies (e.g.,
the place where services are used and enjoyed, the permanent address or the usual
residence of the customer) to predict with reasonable accuracy the place where goods
and services are likely to be consumed.

In the context of digital goods, the application of the destination principle triggers
two important questions: first, whether it is possible (at least in theory) to determine
the destination of digital goods (i.e., the place where the consumption of digital goods
occurs); and, second, what proxies can be used to identify that place.

Identifying the place where digital goods are actually consumed is not an easy
task. Digital goods bear no relationship with a particular geographical location. They
can be moved and consumed many times without delay or transport costs. The
consumer can ¢ceess them everywhere (although sometimes access to the Internet is
necessary) ADigital goods follow the consumer: he can use them both at the place of his
usual residelice and during his trips abroad. Since one single place of consumption of
digital goods cannot be determined, the use of the traditional concepts of origin and
destination seems to be questionable in the context of digital goods. If something can
he-consumed everywhere, it makes little sense to designate one of these multiple
Jocations as destination of the supply.

Even though digital goods can be consumed multiple times and at multiple
locations and thus do not have a single destination, for the correct application of tax,
a place of taxation needs to be determined. There must be mechanisms in place to
identify where a transaction takes place and those mechanisms should aim to identify
a location where a digital good is most often likely to be consumed. In this context, a
question arises whether the use of multiple proxies and presumptions to establish the
place of taxation (e.g., place of performance, place of use of enjoyment, customer’s
residence) is preferable or one simple rule would be sufficient.

In the EU, the place of taxation of electronic services supplied to a non-taxable
person should be the place where the customer is established, has his permanent
address or usually resides.® In order to determine that place, the VAT Implementing
Regulation (282/2011) has introduced a number of presumptions, which unfortunately
often contradict the main rule rather than clarify its application.* For example, for
electronic services supplied at a location, such as a Wi-Fi hot spot, an internet café, a
restaurant or a hotel lobby, it shall be presumed that the customer is established, has
his permanent address or usually resides at the place of that location and that the
service is effectively used and enjoyed there.* Similarly, for services provided through

53. Article 58 VAT Directive (2006/112).

54. For a critical evaluation of the presumptions, see A.M. Bal, The Myth of Taxing Cloud Computing
under EU VAT, 25 Intl. VAT Monitor 6 (2014), Journals IBFD.

55. Article 24a VAT Implementing Regulation (282/2011).
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§9.07 FINAL REMARKS

Changes in international taxation that start.
It seems that the focus on collection optimj
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1al debates about the reshapin eres
. . g of the so-called International T

a discussion about precisely what is a country’s “fair share of ti}){gl?e

Current multilatera]ism i1
‘ was born i the cont X Tey
By s : : : ntext of SthgglES for ta enu
increase tUggests that SJ[.arES engaging in these debates are Certain]y [llrl‘]]'ng e:n.
ease in their tax collections. At first glance, it may seem that such tax coll .
ection will

come from just fightine « :
i ]lll]bt f}ghtm‘g aggressive tax planning.” However it is clear that j

 tax co ection will result from reshaping the allocation of taxj .
countries. on ol taxing powers among
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CHAPTER 10

Country-by-Country Over-Reporting?
National Sovereignty, International Tax
Transparency, and the Inclusive
Framework on BEPS

Romero J.S. Tavares

§10.01 INTRODUCTION

Dans la nature, rien ne se perd, rien ne se crée, tout se transforme. Lavoisier's widely
known eighteenth century expression of this law of nature also resonates in the global
tax policy debate of the twenty-first century — particularly in the area of tax transpar-
ency, old ideas and solutions have constantly reappeared.' In the decade prior to the
launch of the Base Erosion and Profit Shifting (BEPS) Project® and even earlier, several
initiatives concerning different notions of tax transparency have swrfaced, morphed
and combined into new domestic laws the world over and into new instruments of
public international law.® In this new era of tax transparency,' BEPS Action 13

1. See J. Owens, Embracing Tax Transparency, Tax Notes International (2013), pp. 1105-1111.

2. See OECD, Addressing Base Erosion and Profit Shifting, OECD Publishing (February, 2013)
available at http://www.oecd.org/tax/addressing-base-erosion-and-profit-shifting-97892641927
44-en.htm, Action Plan on Base Erosion and Profit Shifting, OECD Publishing (May, 2013),
available at http://www.oecd.org/tax/action-plan-on-base-erosion-and-profit-shifting-97892642
02719-en.htm.

3. See e.g., Multilateral Convention on Administrative Assistance in Tax Matters and Multilateral
Competent Authority Agreement for the Automatic Exchange of Information (MCAEOI or MCAA-
CSR) available at http://www.oecd.org/tax/automatic-exchange/international-framework-for-
the-crs/.

4, See M. Lang and P. Haunold, Transparenz - Eine neue Ara im Steuerrecht, Linde Verlag (2016).
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peliverab]ess on transfer pricing documentation and their Country-by-Country R

ing (hereinafter, CBCR) standard have spurred domestic legislation around t?; e
Australia, Canada, Japan, the U.K. and the U.S., all of the European Union (Ei]}glilbed:
fs\;:gi Iaol v(;t: L(;rt?ountrles initiated the adoption of CBCR,® while many more are o

. A fierce debate over whether to make such CBCRs available to the general i

still looms in the background® and, if unilaterally adopted might evef thr .
gl_obal implementation of the new standard or hamper CBCR ;axchange Still oo
high-tax, and low-tax countries alike are all signing into the néw internati
a.greements and fully adopting all transparency standards that emerge from Ora 10.1131
tion for Economic Co-operation and Development (OECD) initiatives whilegtarliljsa‘
measurgs to implement CBCR and all BEPS Action 13 recommend’ations tha b
dOl’l‘lE.‘StIC legislation, in what may resemble a stampede effect - or a gold o
Considering the broader context and dynamics of the tax transparency dfbat TUS}_?-
global rush towards CBCR raises the question of whether all of the sovereign . _thlS
that .are endorsing the new standards and adopting CBCR are fully awaregof I;]a;wﬂ_s
entails and what it can realistically achieve in terms of revenues Most im ort i
thether developing countries understand the benefits and burdeﬁs to be altjzc; ar{ljﬂy)
their national treasuries stemming from CBCR implementation, in light of the - ]to
from BEPS Actions 8-10 in the area of transfer pricing.’ ’ =

€Xpected

, rich, poor,

wul

. See OECD, Transfer Pricing Documentation and
: A S ? : Country-by-Country Reporting, Action 13 5
oo T 07 T . 5 % r 2
1278';(;5 Repr_)n‘, OECD/G20 Base f:muaa and Profit Shifting Project, OECD behshing [g)ctogb
2 5 ) avillasble at http://dx.doi.org/10.1787/9789264241480-en §
. See e.g. J. Scott Wilkie, Master File, Local File and Country-by-C i
‘ : ] -by-Countr ; i
ge):;pectwe, International Transfer Pricing Journal, TBFD (ZOUI)G'JJ,} pp. {115{{?26730;1122’%; %U"h';akn
: ?f;s:%r;] .Cgurlrry-by—Counny Reporting, International Transfer Pricing Jo;.lrﬁal l]BfD .[galréj‘
Fﬂg}m . j, i_Casley_. K. Norlon and M Krhoda, The OECD’ s New Transfer Prf,':f‘nguocumenj
j i andard: An Overview and Possible UK Implementation International 1:a1nsfer Prici
ournal, IBFD (2015), pp. 3-10. ’ NV e
7. See e.g.: M.A.P. Valadao, Transfer Pricing i ] i
; PV 10, sf ng in Brazil and Actions 8, 9, 10 and 15 of th =C,
?rofsmn_ an(cji Profit Shifting Imizan‘ue,_ Bulletin for International Taxation I§F(1£|)r (IZEU(IJE}L'DRBJHEE
T::{a]gi:;lggn L CI)EIF‘ES.SL.Z%ZI()%(IZ;"?XSPOTEL@ Posr—BﬁPS and the Pertls of the Silk Road, 22 Asia’Paéi.ﬁc.
: X 0); R.J.o. lavares and A. Dias, What Will a Post-BE ] i
éc:g’[cemkei, ;F_ax Note: International (2016), pp. 551-561; and R.J.§ Tavuis élcjisjl'gl\l«fr;rimggﬁg
mentation in Eastern Europe and ia: tus ’ ’ . !
b ) P Central Asia: A Status Report, World Bank Group
8. ISEteerR l?nle}i, German Tax Head‘Supporfs Joint Audits, But Not Public CbC Reporting, Tax Notes
e naI ional (._2016) at 847; R. Finley, NGOs Urge Treasury, IRS to Make CbC Reports bublic Tax
: he?d nternational (2016), Dp. 765-766; M. Herzfeld, Tax Transparency Is in The Eye a'f the
Pe older, Tax Notes I_ntematlonal (2016), pp. 647-650; R. Finley Treasury. NGOs 5'}?
P;Jl,fﬁoéez%f CbC Reporting Data, Tax Notes International (2016), pp. 384-385; R Ga:)ulder1 xi’rGéZ
. {)EscD ‘Al' for C({L}Hl‘f’))-by-CnglIW Reporting, Tax Notes International (201 1),]pp. 451—4541
: OEcD' igning Irgnsfer Pricing Outcornes with Value Creation, Actions 8-10 - 201.5 FinalRe; orts
s {3(1}20 Base. Eroszon_ and Profit Shifting Project, OECD Publishing, Paris (Qctober gmsj
. ila ]E a%t http.//dx.do!.org/lD.l?87/9789264241244—911. See also, M.T. Evers, I. Meier and C
pengel, Iransparency in Financial Reporting: Is Country-by-Country Reportjin:g Suitable TD-‘
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One cannot help but wonder whether the revenue gains from CBCR are expected
to be material and to outweigh implementation costs comparably or proportionately in
all countries. Or whether, particularly in developing countries, other resource maobili-
salion options and policy choices would be money better spent, yielding higher returns
on the investment of public resources or otherwise producing greater positive effects
in-country. Indeed, a question must be raised as to whether a nuanced, bottorm-up
analysis of all outcomes of the BEPS Project and related policy design options would be
warranted for developing countries prior to any implementation action. 191f 50, then the
so-called Inclusive Framework promoted by the OECD and the G20 for implementation
of the complete BEPS package as it stands,'' with an emphasis on CBCR amongst its
minimum standards and within the framework of recommendations arising from BEPS
Actions 8-10 (and not beyond them), could be viewed as a rushed approach, as it may
disproportionately burden developing countries.

Since BEPS Actions 8-10 still did not break away from the Arm’s Length Principle
(ALP), some tax activists might even view the Inclusive Framework as marching orders

combat International Profit Shifting?, Bulletin for International Taxation, IBFD (2014),
pp. 295-303. See yet again, R. Finley, Countering Base Erosion Is Impossible within Current
Systern, Panel Says, Tax Notes International (2016), pp. 847-848. For a critical view of the
shortcomings of the ALP which remain even post-BEPS, see e.g.: Y. Brauner, BEPS: An Interim
Evaluation, 6 World Tax Journal, n. 1 (2014), Journals IBFD; R. Avi-Yonah, The Rise and Fall of
Arm’s Length: a study in the Evolution of United States International Taxation, 15 Virginia Tax
Review 89 (1995); Y. Brauner, Value in the Eye of the Beholder: The Valuation of Intangibles for
Transfer Pricing Purposes, 28 Virginia Tax Review 79 (2008): I. Cliften Fleming, R. Peroni and S.
Shay, Fermulary Apportionment in the U.S. International Income Tax Systerr: Pulting Lipstick on
a Pig?, 36 Michigan Journal International Law 1 (2015); R. J. Vann, Taxing International
Business Income: Hard-Boiled Wonderland and the End of the World, World Tax Journal, IBFD
(2010), pp. 291-346; M.A. Kane, Transfer Pricing, Integration and Synergy Intangibles: A
Consensus Approach to the Arm’s Length Standard, World Tax Journal, IBFD (2014), pp.
282-314: R.I.S. Tavares, Multinational Firm Theory and International Tax Law: Seeking
Coherence, 8 World Tax Journal 2, IBFD (2016).

10. See M. Durst, Self-Help and Altruism - Protecting Developing Countries” Tax Revenues, in T.
Pogge and K. Mehta, Global Tax Fairness (Eds.), Oxiord (2014), pp. 316-338. See also, Durst,
Limitations of the BEPS Reforms: Looking Beyond Corporate Taxation for Revenue Gains, ICTD
Working Paper 40 (2015); and, M. Durst, Beyond BEPS: A Tax Policy Agenda for Developing
Countries, ICTD Warking Paper 18 (2014).

11. The official position of the OECD is that the BEPS Project “included” over 80 developing
countries, and the initiative to support a consistent launch and worldwide implementation of
deliverables referred to as the “inclusive framework” already includes over 100 countries. In
fact, these countries exerted little to no influence in the technical and political debate, which was
very much amongst the G20. See, OECD, About BEPS and the inclusive frameworlk, available at
http://www.oecd.org/tax/beps/beps-about.htm, which states: “The inclusive framework brings
together over 100 countries and jurisdictions to collaborate on the implementation of the OECD/
G20 Base Erosion and Profit Shifting (BEPS) Package. (...) Develeping countries have been
engaged since the beginning of the BEPS Project. QOver 80 developing countries and other
non-OECD/non-G20 economies discuss the challenges of BEPS through direct participation in the
Committee on Fiscal Affairs, regional meetings in partnership with regional tax organisations,
and thematic global fora. Many developing countries are now joining the inclusive framework.”
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§10.02 THE PRE-BEPS TAX TRANSPARENCY GAME:'® COMPETITION OR
REFORM?

[A] Defining Tax Transparency

In order for countries to understand their rules of engagement on international tax
transparency, and what is at stake for their national treasuries, first it is necessary to
define what tax transparency means.'” Different meanings stem from different rela-
tionships and interactions between the persons from whom information disclosure is
required, and by whom information will be used. The object and purpase of rules
governing these different situations is varied. Tax transparency can mean the disclo-
sure of taxpayer information to tax authorities, the transparency of tax authorities to
taxpayers or to other tax authorities, or the transparency of taxpayers and tax
authorities to the general public. Nonetheless, these different dimensions of tax
fransparency are also interrelated and, thus, are often intertwined in legislation.

The first and most intuitive notion is that taxpayer information must be disclosed
to government authorities, i.e., taxpayers must be transparent to the taxing authorities
governing them.'® Taxpayers’ rights would be safeguarded by the rule of law, including

1~ Over the years, a significant trend of interdisciplinary research emerged bringing mathematics,
zconomics and social relations together, whereby “cooperative game theory” (rooted on J.
Nash), and bargaining theory (developed by O. Hart), has been widely applied in the study of
economic relations and international taxation. This trend has crossed over into the field of
international trade law and international tax law. See e.g., T. Dagan, The Tax Treaties Myth, 32
N.Y.U. Journal of International Law and Politics 939 (2000), who draws on game theory to argue
that an unfair transfer of wealth from poorer to richer countries results from tax treaties. See also,
R. Chisik and R.B. Davies, Asymmetric FDI and tax-treaty bargaining: theory and evidence,
Journal of Public Economics 88 (2004), pp. 1119-1148; and Gradualism in Tax Treaties with
Irreversible Foreign Direct Investment, International Economic Review 45, pp. 113-139; see yet
again, R.B. Davies, The OECD Model Tax Treaty: Tax Competition and Two-Way Capital Flows,
International Economic Review 44, pp. 725-753; and, R.B. Davies, Tax Treaties, Renegotiations,
and Foreign Direct Investment, Economic Analysis and Policy 33, pp. 251-273. Christians
(2009}, supra n. 12, at 102, also finds relevance in such alternative streams of research, stating:
“The approach of this article is by no means the only analytical framework for examining the
OECD as an institution and its influence on national law in the U.S. and elsewhere. The same
issues could also be analyzed from a law and economics, utilitarian, game theoretic or
international relations approach, among others. See Allison Christians, Steven Dean, Diane Ring
& Adam H. Rosenzweig, Taxation as a Global Socio-Legal Phenomenon, 14 ILSA J. INT'L &
COMP. .. 303, 306 (2008) (arguing that more analysis of tax policy from these various lines of
inguiry would help clarify the role of law in regulating global economic activity).”

17. See Owens, supran. 1 at 1105.

18. Id., at 1105: “The OECD has for several years been focused on transparency, particularly in its
initiatives to counter offshore noncompliance, by requiring and seeking new tools for tax
authorities to know the full position of taxpayers, including the ultimate ownership of relevant
income and assets. This transparency concept includes the tax authorities knowing all the entities
within a country that are controlled by a taxpayer. This form of transparency has broadened in
recent years as tax authorities realized that they do not understand fully the profile of the MNE
across its global activities, especially when they involve overseas entities affiliated with their
domestic taxpayer that are located in low-tax countries. This type of transparency has been
enhanced by new initiatives such as more focused reporting requirements related to aggressive tax
planning and uncertain tax issues. So the tax authorities are seeking more information aboiit
taxpayers” affairs by their greater willingness to challenge more risky issues, those with greater
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pinds the first two together in a global economy: tax authorities must be transparent
with one another, share information, and cooperate, and thus collectively uphold the
rule of law. The normative construct of this third notion imposes that governments
should be transparent to other governments concerning taxation, thus not only
enabling tax enforcement but curbing harmful tax competition.

[B] Tax Transparency and Tax Competition: Harm as a Matter of Law

some economic debate exists as to whether the so-called race to the bottom and erosion
of the corporate tax associated with the use of “tax havens” would lead to inequality
and the collapse of states or whether it would be conducive to economic growth and
global welfare. 2 Irrespective of such matter of fact, jurisprudential thought would posit

See J. Owens, Tax Policy in the 21st Century: New Concepts for Old Problems, European
University Institute., Issue 2013/05 ~ Global Governance Program, Robert Schuman Ctr Ad-
vanced Stud. 2013). See also, J. Owens, The Role of Tax Administrators in the Current Political
Climate, 67 Culletin for International Taxation 3, IBFD (2013), at p. 160, stating that: “[tjoday,
tax administrations and taxpayers increasingly recognize that they have a shared interest in
mirimizing and quickly resolving rax disputes and a recognition that this requires focussing not
inreon one particular issue, but on the whole process by which they can aveid disputes. This
requires engaging taxpayers in the process of policy formulation and implementation. It reqiiires
identifving and discussing issues before they become problems. It requires pre-filing resolutions,
the type of programmes that we see in the United States (the compliance assurance program
(CAP)) or the Netherlands® horizontal monitoring programines. It also requires a greater use of
informal mediation, particularly in the area of establishing the facts in transfer pricing cases. And
it requires a wider use of advance pricing agreement (APA) type of programmes and mandatory
arbitration. All of this will require a new type of comumtment from lax administrations and d
willingness to devote scarce and highly trained officials to resolve tax disputes.” See yel again
OECD, Co-aperative Compliance: A Framework: From Enhanced Relationship to Co-operative
Compliance (OECD 2013} [hereinafter the “Cooperative Compliance Report (2013).” The tax
compliance framework of “TCF,” as illustrated in Cooperative Compliance Report (2013}, supra,
at pp. 57-63 provides an adequate approach through which to pursue such goals. The TCF is
based on the “OECD Guidelines for Multinational Enterprises,” first adopted in 1976 and
reviewed five times through to 2011 as part of the OECD, Declaration and Decisions on
International Investment and Multinational Enterprises (OECD 2011) and is coherent with the
OECD Declaration on Propriety, Integrity and Transparency in the Conduct of International
Business and Finance (OECD 2010). Only if all these statements and reports by the OECD are

taken as a coherent whole, interpreted and applied systematically and used as a context within
les, any guidelines or commentaries by the OECD are used, would

which any international tax ru
CD make sense. It would be grounded on

the international tax system promoted by the OE
“coaperation and ethics,” rather than “competition and harm” - hence coherent with the object

and purpose of the OECD itself, as per its Charter. See, Convention on the Organisation of
Economic Co-operation and Development (Parls, 1960), Articles 1, 2 and 3, available at hitp://
www.oecd.org/general/conventionontheorganisationforeconomicco-operationanddevelopment.
hitm; the OECD Convention replaced the 1948 Charter of the Organisation for European
Economic Co-operation (OEEC) developed under the Marshall Plan.

22. K. Vogel, Worldwide vs. Source Taxation of Income - A Review and Re-evaluation of Arguments
(Part I), Intertax 8-9, pp. 216-219 (1988) at 216 et seq., references the long-standing U.S.
tradition under which the international allocation of taxing rights should faver residence
countries, and sees it to be rooted in the theories famously developed by U.S. economists
Richard P. Musgrave and Peggy Richman (Peggy Musgrave). Vogel cites to the Musgraves' very
influential publications of 1960, 1963, 1965, 1969, 1972 and 1974. Other U.5. economists
continued to develop and support the same theory which favors residence countries and the
low-taxation of capital. See e.g., J.R. Hines, E.M. Rice, Fiscal Paradise: Foreign Tax Havens and
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are not members of the OECD along with OECD Members “on an equal footing™” and

under a common cause. It enables the global coordination of key aspects of national tax
policies, and it establishes the circumstances in which one country’s policy can be
deemed harmful against other countries, reaching far beyond the jurisdictions of OECD
Members. As such, the success of the Global Forum can also be explained from a
jurisprudential perspective.™

Opaque and distortive tax policies adopted by one state that are designed to
interfere with investment and trade flows between two other states, formally forcing
upon such states a set of legal rules which would limit their taxing jurisdictions, carried
on under the cloak of secrecy by uncooperative states, may be viewed as not only
conirary to the legal principle of good-faith but also as an unlawful intervention under
general international law (jus cogens).”® The state that engages in such mode of
unlawful tax competition would infringe upon the sovereign rights of the states that
have their national treasuries harmed by the improper use of bilateral tax treaties
and/or by the aiding and abetting of tax evaders.”® Accordingly, the international
community would be justified to react, and to impose sanctions on states which
perpetrate such unlawful intervention.

The instisution of the Global Forum and its Multilateral Convention on the Mutual
Adminisirative Assistance in Tax Marters (hereinafter “the Multilateral Convention”)
and rélated instruments which tackle uncooperative jurisdictions,? function as a

13, See, OECD supra . 15 which states that “[tJhe Global Forum currently has 137 members partict-
pating on an equal footing, together with 15 international organisations participating as
observers.”

34. Christians (2009), supra n. 12, analyzed this issue not by referencing international law, but
instead through political philosophy and Anglo-American jurisprudence. Christians contrasting
2 Rawlsian “social contract” view of fiscal sovereignty with “rights-based” analysis under
Nussbaum’s cosmopolitanism. Christians acknowledges, however, that a jurisprudential analy-
sis grounded on international law can be feasible to understand and interpret this matter. Her
review of Anglo-American jurisprudential theories leading to cosmopalitanism seems to further
reinforce that even in the Anglo-American juridical tradition there would be a sociological
context or tights-based imperative which would justify and requires the enforcement of
international law. International legal scholars would reach a similar conclusion, yet using a
sanctions-based approach. See e.g., H. Kelsen, Pure Theory of Law, translation from the second
(revised and enlarged) German edition by Max Knight, University of California Press (1989), pp.
279-347.

. See supra n. 19. See also Kelsen, supra n. 34.

. Be it through transfer mispricing and tax avoidance, or through tax evasion, maney laundering
and the sheltering of other illicit activities. This is at the core of Panama Papers and LuxLeaks
seandals - nonetheless illicit activities are but one facet of the problem. A much wider equation
would encompass aggressive tax planning and avoidance which is still deemed to be legilimate.

37. See supra n. 3: “the Convention on Mutual Administrative Assistance in Tax Matters (‘the
Convention’) was developed jointly by the OECD and the Council of Europe in 1988 and amended
by Protocol in 2010. The Convention is the most comprehensive multilateral instrument available
for all forms of tax co-operation to tackle tax evasion and avoidance, a top priority for all
countries. The Convention was amended to respond to the call of the G20 at its 2009 London
Summit to align it to the international standard on exchange of information on request and to
open it to all countries, in particular to ensure that developing countries could benefit frorn the
new more transparent environment. The amended Convention was opened for signature on 1
Tane 2011. Since 2009, the G20 has consistently encouraged countries to sign the Convention
including most recently at the meeting of the G20 Finance Ministers and Central Bank Governors
Meeting in February 2016 where the communique stated "We reiterate our call for all countries to
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[nformation (SEOI), while 87 have committed to Automatic Exchange of Information
(AEOI)“O under the Multilateral Competent Authority Agreement (MCAA) through the
common Reporting Standard (CSR). And these numbers keep growing. By 2018 all
signatory countries will be fully engaged and operating EOIR and/or AEOI, subject to

peer reviews under the monitoring of the Global Forum.

[C] Tax Transparency and the General Public

Another dimension of tax transparency concerns the right of the general public to have
access to information pertaining to the relationship between taxpayers and govern-
ments. Here, the goal would be twofold: (a) to prevent the unlawful conduct of
government officials (e.g., corruption, granting of illegal subsidies, etc.);*" and (b) to
inform the general public about complex aspects of the tax laws of their countries,
enabling the engagement of the public in the debate of legislative reform.*
Well-educated and well-informed citizens, with freedom of speech and with
other civil liberties'stch as freedom of association, freedom of enterprise, and a free
press, are the corierstones of any democracy. Individual freedoms and civil liberties,
nonetheless, cre only guaranteed in any state if subjected to the rule of law, which is
operated.thiough the constituted governments of any such democratic state. In
jurisprudential theory, it is the democratic rule of law that guarantees both individual
libs+i¢ 3 and national sovereignty, as both are recognized and safeguarded by interna-
aonal law.® Any legislative debate or institutional reform conducted under this
ramework would be state-building, leading to the full exercise of civil liberties and
national sovereignty. The tax transparency debate must also be conducted without

40. See, OECD supra n. 15 which states that “All member jurisdictions have cornmitted to imple-
menting the international standard on EQIR. The Global Forum conducts rigorous assessments of
compliance with this standard, according to the elements set out in its Terms of Reference. In
addition, more than 90 countries and jurisdictions have committed to implementing the new
standard on AEOI. Work is currently underway to implement this Standard, with the first
exchanges occurring on a very ambitious timeline of 2017 and 2018. The implernentation of these
international standards significantly contributes to the fight against tax evasion, as well as
achieving greater international co-operation and enhanced transparency of cerparate bodies,
arrangements and financial information.”
See Owens, supran. 1 at 1106: “There has been growing awareness in many developing countries
that the taxes and charges paid by MNEs have in part been taken by politicians and other
intermediaries for their private and political purposes. This led to the development of the
Extractive Industries Transparency Initiative (EITI), which involves MNEs making public disclo-
sures of their operations in various countries, including payments made to foreign governimnents.
These disclosures enhance the probity and governance of countries in which the MNEs operate.”
42. Id., at 1105, noting the use of public disclosure within the European Union (in respect to
extractives and forestry), and beyond: “Not all developments in this area have been multilateral;
some have been purely national. In Australia, for example, the Taxation Office is required to
publicly disclose, in relation to companies and corporate tax entities generating more than AUD
100 million in gross income per year, taxpayers’ grass incomne, taxable incorne, and taxes paid.
Australia and Denmark are the only countries to require such widespread public disclosure by all

41.

companies.”
43. See Kelsen, supra n. 34.
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