
7/18/15, 6:32 PMThe Brockman brief: Illusory transparency: A symptom of BEPS complexity | International Tax Review

Page 1 of 3http://www.internationaltaxreview.com/IssueArticle/3469941/Archi…an-brief-Illusory-transparency-A-symptom-of-BEPS-complexity.html

Recent and upcoming developments
have left taxpayers questioning if
transparency is an illusion
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10 July 2015

The inception of the OECD’s base erosion and profit shifting (BEPS) action plans was accompanied by new demands for
fiscal transparency, ignoring omnipresent thorns of complexity.

Where are we, and what has been achieved? Arguably, we have achieved a vision of transparency
that is becoming more illusory, tainted with additional complexity advocated by fiscal authorities
and organisations. The envisaged achievements are yet to be measured, although such milestones
continue to be impeded by unilateral actions of various jurisdictions to fast track their sovereign
objectives.

Transparency translates into a state of clearness and clarity, implying multi-jurisdictional
uniformity to discern properly reasoned analyses. The following snapshot of different approaches
to transfer pricing methodologies, each employing a different level of inherent complexity,
illustrates competing, overlapping and disjunctive transparency initiatives.

Economic activity basis of taxation
The European Commission's new action plan addressed to the European Parliament, dated June 17
2015, sets forth one objective as: re-establishing the link between taxation and the location where
economic activity takes place. The proposal further provides: transparency is important for
tackling tax abuse and ensuring that taxation reflects where economic activity takes place.

UK diverted profits tax (DPT)
The UK brazenly enacted a new 'tax' with a 'diverted profits tax' label, effective April 1 2015. The
tax attracts additional UK revenue for transactions which have insufficient economic substance or
which have avoided permanent establishment (PE) arrangements.

The insufficient economic substance arrangement ascertains the amount of tax that has been paid
in another jurisdiction, in addition to a 'reasonableness' presumption. The PE component focuses
on transactions designed to avoid the formation of a PE in the UK, also subject to inherently
subjective criteria.

The DPT was ensconced outside the domestic tax legislation, thereby excluding tax treaty inclusion that would offer mutual agreement
procedure (MAP) relief from double taxation.

CCCTB
The European Commission has advocated readdressing the proposed common consolidated corporate tax base (CCCTB) scheme for the EU,
stating that the consolidation component would be a possible 'phase 2' approach.

EU member states would presumably benefit via additional transparency for the European business environment. The Commission will work
on a proposal to make this approach mandatory, as an elective approach is viewed as an ineffective remedy for limiting profit shifting.

Profit-split methodology
The BEPS Action 10 discussion draft provides that transaction profit splits can assure that transfer pricing outcomes are in line with value
creation.

Based upon the economic activity basis of taxation, this methodology may be used more often by jurisdictions irrespective of global guidelines
or other transfer pricing principles being applied in other jurisdictions.

Modified nexus approach
Based upon the economic basis of taxation, the OECD has endorsed the modified nexus approach whereby a direct link must be demonstrated
between tax benefits and the underlying R&D activities in the respective jurisdiction.

This approach allows for a transition period, while various jurisdictions are proposing unilateral models of this approach with different
processes and timelines.
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Arm's-length principle (ALP)
The ALP has been a long-standing principle used by multinational companies and global tax authorities, leading to a consistent landscape for
application of transfer pricing methodologies.

The US, for example, is firmly clinging to this long-accepted standard while being asked to be a collaborative partner for new approaches to
transfer pricing principles.

Interest base erosion principles
The BEPS Action 4 discussion draft foresees interest deductions as a potential base erosion device, thereby suggesting rules to limit such
deductions while trying to preserve incentives for foreign direct investment.

The draft does not provide for parallel relief from double taxation simultaneously in the offsetting jurisdiction, although it asserts that neither
arm's-length tests nor withholding taxes should be included as options for a Best Practice recommendation.

Non-recognition standard
The concept of non-recognition, formerly labeled recharacterisation, is exemplified in the BEPS Action 8 discussion draft for hard-to-value
intangibles. The discussion draft outlines a process to determine whether the guidance on non-recognition is applicable.

The draft provides, in part: "In these circumstances, the tax administration may consider ex post evidence about the actual financial outcomes
of the transfer to be necessary in determining the appropriateness of the ex ante pricing arrangements."

The posing danger is when, and how, tax authorities will use 'hindsight' for applying the non-recognition standard, with inherent subjectivity
leading to different conclusions for similar transactions.

Formulary apportionment
BEPS Action 13, which deals with country-by-country reporting (CbCR), clearly envisioned a standalone approach by tax authorities to apply
formulary apportionment as a by-product of this risk-based tool, albeit after deleting several reporting requirements from the initial draft.

The draft, realising the dangerous precedents that would ensue for a formula-based assessment, added a clarifying statement providing that
inappropriate adjustments (transfer pricing adjustments based on the CbCR) made by local tax administrations would be conceded in any
competent authority proceedings.

The clarification evidences drafting intent; formulary apportionment is expected as a basis of dispute to be settled between competent
authorities, notwithstanding the fact that dispute resolution via competent authorities may not be applicable or practical in the relevant
jurisdictions.

GAAR
General anti-avoidance rules (GAAR) are artfully crafted as a backstop to collect additional tax for abusive situations, usually with very
subjective terminology that may not provide a high degree of consistency.

Disparate rules identifying determinations for burden of proof and treaty protection of GAAR introduce additional complexity, as many are
designed to override the tax treaty network.

GAAR provisions are artfully crafted as a backstop to collect additional tax in
abusive situations, but often contain subjective terminology that adds uncertainty
and complexity

Is transparency an illusion?
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Viewed separately and collectively, a norm of different transfer pricing principles will be asserted by various jurisdictions irrespective of
commonality and international guidelines. Additionally, there will be methodology assessments that will be tackled in the avenues of appeal
and the courts of justice around the world, leading to increased uncertainty and a lack of transparency.

Before responding to increased requests for international tax transparency, an initial question should be posed against this panorama of
transfer pricing developments:

Is the illusory transparency regarding transfer pricing meaningful for reasonable interpretation, given the complexity handicaps that are
expanding and evolving in the near and foreseeable future?

Keith Brockman is global tax director at Mars. He is also a lecturer, frequent
speaker and the author of the Strategizing Multinational Tax Risks blog. In his
regular ITR column he provides a practical analysis of some of the more
challenging recent developments for corporate taxpayers, looking at how in-house
professionals can mitigate new risks and identify effective solutions in an evolving
environment.
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