
The politics of taxation 

“The art of taxation consists in so plucking the goose as to get the 
most feathers with the least hissing.” 1

1 Jean Baptiste Colbert, French Economist and Minister of Finance under King Louis XIV of France 1619-1683
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The politics of taxation 

Criticisms, perceived 
shortcomings, and 
responses to today’s 
changing environment
It is an understatement to say 
that the last year has been an 
interesting one for transfer pricing 
practitioners. When asked what 
we do, for a lot of us, it’s no longer 
a case of blank looks, but rather 
suspicion and an attempt to 
explain the arm’s length principle 
in layman terms (the authors 
wish the reader good luck in 
that endeavour). 

Since our global transfer pricing 
conference in New York last year, 
we have witnessed unprecedented 
criticism of some of the largest 
and best known multinational 
groups for their apparent ability 
to avoid paying their ‘fair’ share 
of tax. We have also seen senior 
executives of multinationals called 
before parliamentary committees 
in the UK to explain their tax 
affairs; a UK prime minister call 

on international groups to ‘wake 
up and smell the coffee’ when it 
comes to paying tax; US Senate 
public hearings into the failings 
of the US system of corporation 
tax and perceived abuses by US 
groups; and the leaders of the G20 
group of countries come out in 
favour of real reform of the current 
system of business taxation. 

This article takes a look at 
the criticism and perceived 
shortcomings of the current 
system. It also looks at the 
potential alternative and policy 
developments to date because 
of public and political pressure. 
We also look at how companies 
might react to the changing 
environment. With the (social) 
media attention unlikely to fade 
any time soon, a ‘wait and see’ 
approach to the OECD’s Base 
Erosion and Profit Shifting (BEPS) 
project is unlikely to be enough. 
However, the OECD’s suggested 
remedies to address system 

shortcomings is still at a fairly 
embryonic stage – and far reaching 
change will require plenty of 
(political) courage to implement. 
These factors complicate further 
companies’ decision making on a 
robust course of action.

Critics feel multinationals 
are abusing a tax system 
designed for another era

So why the criticism? 
Undoubtedly business tax has 
been caught in the headwinds of 
austerity, with companies under 
pressure to not only pay their share 
but be seen as paying their share. 

One of the leading criticisms 
of the current system is that 
multinationals are able to abuse 
a system of taxation designed for 
a different era. Indeed to some 
extent that is a fair assessment. 
The present system is set out in 
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double tax treaties, many of which 
were put in place decades ago 
based on an era where capital was 
less mobile. 

Critics argue that the system 
allows multinationals to set up 
their operations in a way that 
separates value creation and profits 
(the latter often located in low 
tax jurisdictions). Multinational 
groups also have the ability to 
achieve double non-taxation 
through mismatches within the 
international tax system. 

Others, and particularly non-
governmental organisations 
(NGOs), have chosen to highlight 
the impact of what is now 
commonly referred to as  transfer 
‘mispricing’ on developing 
countries, depriving them of 
corporate tax receipts which 
would allow local governments to 
improve the lives of their citizens. 
The ongoing ‘IF’ campaign2, 

promoted by over 100 NGOs, is 
a leading example of this line 
of argument.  

Is there an alternative? 
But if the current system of 
corporation tax (based on the 
arm’s length principle) is no 
longer fit for purpose, what other 
option exists? 

The most common suggestion is 
formulary apportionment (also 
known as unitary taxation). 
This system would be based on 
certain factors, by which profits 
would be allocated and taxes 
then levied. The most common 
methods suggested for allocating 

Is formulary apportionment 
a solution to current system 
of corporate taxation...
or will it lead to more (but 
different) problems?

2 http://enoughfoodif.org/issues/tax 
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profits (and therefore taxes) are 
sales, fixed assets and headcount. 

However these allocation keys may 
well lead to greater (and not less) 
inequity in the system. Because 
developed countries are wealthier 
than developing ones, assets 
values are likely to be higher. A 
system that allocates profit based 
on assets risks pushing more (not 
less) profit to developed countries 
– which goes against the very 
arguments NGOs use to criticise 
the current system. Moreover, 
shifting from residence to source 
based taxation (eg using sales as 
one of the allocation factors for 
profits) will create winners and 
losers among countries and so 
international consensus is unlikely 
to prove possible. 

Not only this, these factors 
themselves may not reflect where 
value (and profit) is created. Most 
systems that use some form of 
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apportionment (eg US sales tax 
or the EU’s proposed common 
consolidated corporate tax base) 
ignore intangibles. Yet these 
are increasingly driving profit. 
Other factors that are commonly 
considered may not actually 
have a significant link to profit 
generation.3  

The OECD’s Base Erosion and 
Profit Shifting project 
Nevertheless, with very significant 
political momentum behind the 
case for reform, the OECD has 
been tasked with updating the 
system of taxation, under the 
auspices of its Base Erosion and 
Profit Shifting (BEPS) project. 

As most of you know, the latest 
stage of the BEPS project was the 
release of a 15 point action plan in 
July 2013 to modernise and tackle 
the failings of the current system 
of corporation tax. 

In so doing, the OECD came out 
firmly against systems such as 
formulary apportionment and 
re-stated its view that the arm’s 
length principle remained the 
fundamentally sound method 
by which company tax will be 
determined between countries. 
Only in those cases where 
a comparability analysis is 
impossible to perform would it 
be possible to introduce “special 
measures” that go beyond 
the arm’s length principle. An 
example would be the measure 
similar to the US “commensurate 
with income standard” recently 
mentioned by Marlies de Ruiter of 
the OECD at the IFA Conference 
in Copenhagen.

Where should key areas of 
action be centred?
Volumes have been (and continue 
to be) written about the OECD’s 
BEPS work. It’s not our intention 

3 For example, headcount has been shown not to be a significant driver of profit generation yet is included in most examples of apportionment. See http://www.nber.org/papers/w15185.pdf for further details.  
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OECD upholds 
arm’s length 
principle as 
fundamentally 
sound
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to replicate that knowledge 
here, other than to highlight the 
insightful material available on 
the PwC website http://www.
pwc.com/gx/en/tax/tax-policy-
administration/policy-trends.
jhtml. Suffice to say, the key areas 
of action are centred on countering 
base erosion and double non-
taxation, aligning taxation and 
substance, and transfer pricing and 
the arm’s length principle. 

So with all this change, how 
should companies react?  
While we authors are not known 
for our clairvoyance (and do 
not count a crystal ball among 
our possessions), it is possible to 
identify certain outcomes from the 
BEPS project that will have direct 
relevance to transfer pricing (there 
are many changes that are not 
directly related to transfer pricing 
so are not dealt with here).  

• It will be necessary for groups 
to understand and justify their 
global value chain. It remains an 
open question as to what level of 
disclosure will be necessary, but 
it is clear that more transparency 
will be required. Indeed the 
requirement to show ‘big picture’ 
information on the global value 
chain is mentioned in the OECD’s 
white paper on documentation4  
as a risk assessment tool rather 
than an adjustment tool for 
tax inspectors. This being said, 
companies should be able to 
explain consistently (ie same 
story across multiple territories) 
where the value in their business 
is generated. 

• Companies also need to consider 
how their tax strategies might be 
viewed with greater disclosure. 
Preferential rulings will need to 
be made public; the significance 
of intra-group transactions to 
overall company profitability 

is likely to become readily 
identifiable to tax authorities; 
and business structures designed 
to avoid tax (particularly those 
without sufficient commercial 
substance) will become more 
obvious to tax authorities. 
This will heighten the risk 
of tax authority challenge to 
these structures and, perhaps 
more importantly in the 
long term, could do serious 
reputational damage.  

• The era of generic and superficial 
local country functional analysis 
is likely to come to an end as 
is widespread use of one-sided 
transfer pricing analyses. There 
was much debate on this same 
point in 2010 with the release 
of the revised OECD Guidelines 
(which abolished the hierarchy 
of methods) but tax authorities 
worldwide have not used the 
ammunition these changes 
provided to challenge the 

4  http://www.oecd.org/ctp/transfer-pricing/transfer-pricing-documentation.htm 
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approach of many taxpayers. 
Nevertheless, with the current 
political backing and focus on 
the use of profit split as part of a 
value chain analysis, it is more 
than likely that over time tax 
administrations will demand a 
two-sided approach. 

• The OECD is moving to accept 
the arguments of the BRIC 
economies in particular around 
higher returns for ‘routine’ 
functions performed in fast 
developing economies. This 
point rings true particularly 
in light of the recently issued 
OECD’s updated draft chapter 
on intangibles5 and its 
recognition of workforce in 
place, location savings, etc. Even 
though these factors appear 
to be seen as comparability 
factors affecting prices rather 
than intangibles, this will put 
pressure on the returns allocated 
to local operating companies 

in developing economies and 
give levers to tax authorities 
(eg explicit support for local 
comparables in the latest draft 
Intangibles chapter) in those 
countries to argue for higher 
local returns.  

• Functions are going to 
increasingly drive where 
profit is located. First we 
had key entrepreneurial risk 
takers (KERTs; for branch 
profit attribution in financial 
services), then came significant 
people functions (SPFs; for 
profit attribution in the widget 
world), and now we have 
important functions (in relation 
to intangibles). Indeed newer 
CFC regimes, such as the UK, 
also draw on these concepts 
and look at where functions 
are performed in calculating 
jurisdiction to tax. The good 
news though is that this does not 
mean a convergence between 

the Model Tax Treaty provision 
of Article 7 (profit attribution 
using SPFs, which looks at what 
people do and where) and Article 
9 (transfer pricing under the 
arm’s length principle where the 
starting point is the contractual 
arrangements). Less good news 
is that tax authorities will move 
quickly to look at what people 
do in cases where the actual 
conduct departs from what the 
contracts say.

• The issue of permanent 
establishments is coming 
back into fashion among tax 
authorities (leaving aside 
potential changes that may come 
in relation to PE definition). 
Outside of financial services 
the question of PEs had gone 
away in a large number of 
countries. This is partly because 
it is a difficult topic and tax 
authorities often did not have 
the experience. However with 
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5  http://www.oecd.org/ctp/transfer-pricing/transferpricingaspectsofintangibles.htm
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increased tax authority resources 
going into the area, eg the UK 
has set up a specialist PE unit, 
the risk of challenge is set to 
increase. This is particularly 
true for digital business which 
will continue to be a high profile 
area. Tax authorities can be 
expected to pay close attention 
to how business is conducted 
and whether local territory 
activities give rise to a PE of the 
offshore principal. 

Conclusion
Undoubtedly these are challenging 
times for companies looking 
to deal with the changing tax 
environment. A number of changes 
are clearly signposted by the 
unilateral actions of governments 
as well as the OECD’s direction 
of travel. As such, companies can 
act now with a significant degree 
of confidence to meet the new 
conditions and should not wait 
until specific actions are agreed 
multilaterally at the OECD level. 

To wait will probably be too late, 
particularly as we see tax authority 
behaviour changing and becoming 
increasingly aggressive in light of 
favourable political headwinds to 
take on multinational groups and 
the amount of tax they pay. 

On a final note, many companies 
are asking these days whether the 
tax functions should be staffed 
with subject matter experts or PR 
specialists who may proactively 
counter (social) media challenges. 
This is a difficult question to 
answer and a fair response is likely 
to be that one needs both. This will 
not go away soon.

It will be fascinating to take stock 
a year from now and consider 
where the debate stands over half 
way through the OECD’s two year 
timetable for its action plan.

Can subject matter experts 
and PR specialists help the 
tax function counter (social) 
media challenges? 
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