 onInternational Investment

POLI CY FRAMEWORK FOR I NVESTME
TOOLKIT T DRAFT USER GUIDANCE ON
THE PFI TAX POLICY CHAPTER

Sessionl.3.:: Tax policy

The PFI User®& Toolkit project is in response to a need for specific and practical implementation guidance
revealed from the experience of the countries that have already piloted or plan to pilot using the PFI.
Development of the Toolkit entails a process, involving government users, co-operation with other
organisations, OECD Committees with specialised expertise in the policy areas covered by the PFI and
interested stakeholders. This document has been prepared by the Centre for Tax Policy and Administration
(CTPA), the Secretariat of the OECD Committee on Fiscal Affairs (CFA), as a contribution to the PFI
User 6 s [Tie didtributel as part of the conference documentation for the relevant session in the
programme at the Global Forum on International Investment. The views expressed in this paper do not
necessarily represent those of the OECD or its member governments.

OECD Global Forum on International Investment
OECD Investment Division
www.oecd.org/investment/gfi-7




POLICY FRAMEWORK FOR INVESTMENT:USERGS TOOLKI T
DRAFT USER GUIDANCE ON THE PFI TAX POLICY CHAPTER

Abstract

The Policy Framework for Investment (OECD, 2006) proposes guidance in ten policy fields including tax
policy, to encourage policy makers tos k appropriate gquestions about
institutions, and policy settings in order to identify priorities, develop an effective set of policies, and
monitor progress. The tax chapter encourages a careful weighing of the advantadjeadvahtages of
alternative tax policy choices and design options in meeting the twin goals of offering an attractive tax
system, while at the same time raising revenues to support infrastructure development and other pillars of
an enabling environmenoif investment. Thi®t o661 Rr bvi des suppl ementary m:
set of questions for policy makers to address in formulating an appropriate tax strategy supportive of

investment.



Tax-related PFI Questions Addressed in the Toekit
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FISCAL POLICY POSITION, OBJECTIVES AND TAX MIX

1. Has the government evaluated the level of tax burden that would be consistent with its broader
development objectives and its investment attraction strategy? Is this level consistevith the

actual tax burden?

Implementation quidelines

This first question considers whether the actual tax burden imposed on economy (considering all tax
bases) i s appropriate, or should be adj uwliced, t a
position and objectives, including public expenditure plans under its economic development/investment
attraction strategy. Elements of the latter could include infrastructure development important to business,
which may call for an increase in trextburden if the actual tax burden is regarded as too low.

Fiscal policy position objectives and taxmix

Short and mediunterm fiscal policy plans should be established, identifying current and future
expenditures and revenues. The development of pldinypically involve a number of iterations, as tax
bases and corresponding revenue estimates, and expenditure plans, are reconsidered (see below). Finalized

fiscal policy plans should be publicly reported (e.g. annually in budget documents) for rieaggpa

Detailed current and planned public expenditure accounts should be prepiinedxpenditure
items classified by functione.g. infrastructure developmerducation, healdhand ranked in termsef
importanceand efficiencyin meeting policy objeotes (e.g. economic developmgnDetailed current and
forecasted revenue accounts should be prepared, with tax revenue accounts disaggregated by type of tax
(e.g. personal income tax, corporate income tax, VAT, sisigige sales tax, excise taxes, custauties,

capital tax, property tax, namsident withholding tax).

Drawing on these accounts, fiscal balance indicators should be prepared, including those measuring
overall fiscal balance, primary balance, and public debt as percentage of GDP, dnsufisaaability
should be assesskdWhere the fiscal balance is negatiwpecial consideration should béven to

adjusting the mix and level of taxes, and restricting-tamked public expenditurés. This includes

The overall fiscal balancedentifying net financing requéments) measures total revenues (including

grants) less total expenditures, plus borrowing minus repayments. The primary balance, measuring total
revenues (excluding grants) less primary fhont er e st ) expenditures, provid
(with interest payments predetermined by the size of the debt (previous deficits).

Similarly, where the fiscal balance is zero or positive, actual and target tax revenues and effective tax rates
on business income should be regularly assessed, asfpant averall assessment of the tax mix in

4



assessments of actual and targeels (and corresponding effective rates)taX on business income,
including tax on corporate profits and personal tax on business income of teenpkifed. These
assessments should be alongside assessments of the actual and target reliancexasbther ta

Estimates of actual and target tax revenues on business income, and corresponding effective tax
rates, may be based on aggregate data, or microlffiref) data (or both). As elaborated in guidance to
guestions 2, countries are encouraged to dpvehicro (firmlevel) databases, given difficulties of

estimation and interpretation with sole reliance on aggregate data.

balancing policy goals and objectives. Consideration should be given to reducing reliance on taxes
believed to be impeding to economic development (e.g. trade taxes, capital taxes), possibly replaced by
increasingthe effective tax rate on business income where the actual rate is well below potential. At the
same time, public expenditures should be subject to ongoing scrutiny to ensure allocations consistent with
a ranking of expenditures in meeting policy objeesi.

Forecasts of future revenues by type of tax should incorporate anticipated developments in underlying tax
bases, including those arising from commitments in other policy areas. For example, pursuit of trade
liberalization may require/imply reducéature reliance on trade taxes (custom duties).



ACTUAL TAX BURDEN ON DOMESTIC PROFITS

2. What is the average current tax burden on domestic profits, taking into account statutory

provisions, taxplanning opportunities and compliance cost?

Implementation quidelines

The implementation guidelines for this criticailmportant questiorare resource intensive. The
threefold question is approached first by considering, insedtionsA and B, O6conventi onae
the tax burden on business income, separately for incorporated and unincorporated businesses. The

conventional measures ignore4alanning and tax compliance costs, introduced in sections D.
A. Actual tax burden on corporate profits

1) Estimates based on aggregate data

Two broadbased indicatorsfdhe average corporate tax burden in the econorhyif@l ATR) may
be considered, based on National Accounts and aggregate revenue statistics data, as follows:
c_CIT QT Oos° _ .0S°

= = =ATR  O— (2.1)
GDP (0s¢® GDP GDP

where CIT measures total (actual) corporate income tax revenue, GDP is gross domestic produtt, and OS
is operating surplus of the corporate sectdr.d@notes the corporate t&xGDP ratio (a broad measure of
corporate tax burden relaténl GDP rather than profit), while ATRorovides an approximate measure of

the average corporate tax burden assessed as a percentage of the operating surplus of incorpdrated firms.
Calculation of ATR and T requires data on total corporate income taxemexe, produced by tax
authorities in most countries. GDP and operating surplus data are normally produced by statistical

agencies, and reported in National Accounts.

Corporate tasto-GDP ratios depend on the degree of business incorporation in the ecaviaoty
may vary over time and across countries, implying tifatm@ly vary even where corporate tax policy is

unchanged. A more representative measure of corporate tax on corporate profit may be given by the

While National Accountsnay give separate estimates of the operating surplus of the unincorporated (e.g.
selfemployed) business sector, measurement of the corresponding tax burden requiresmulaton

analysis (considered below) to estimate the amount of personal tax on unincorporated business income, in
cases where such income is combined with other personal taxable income for tax purposes and thus is not
taxed separately. Tax on profits of incored firms (taxed separately) is normally reported separately in
revenue statistics data as corporate income or profits tax.



average corporate tax rate AT,Rithough tax brden indicators like ATRrelying on aggregate operating
surplus data pose certain measurement and interpretation issues. Patrgaipinclude a mismatch of
numerator and denominator amounts, most notably in relation to the treatment of bussessatal

foreign income, and possibly outdated tax burden stafistics

Interpretation difficultiedinked to loss carrforwardsmay be addressed by calculating an ATt
aggregates tax and profit data over a number of yaathd cost of aesulting nability to measure year
to-year variations in tax burden), while those in relation to foreign income are less pronounced to the
extent that relatively little domestic tax is collected on foreign income. As with other baekwhitg
burden measures, duindicators are measured with a time lag determined by the reporting lag of National
Accounts data and aggregate revenue statistics® dathis consideration increases policy interest in
forwardlooking tax burden measuresquiring onlytax parametefe.g. tax rate and capital stock and
financing weightlinformation that may be measured on a current basis. Unlike fotakithg measures,
in generalan ATR -type measure cannot be usedassess the tax burden implications of current or

planned tax refan.

Despite problems with these measuresder certain conditionghey may provide insighs to the
averagecorporate tax burden that may be compared across periods and couHiigsver, generally
more precise measures may be obtained using rdatay dbeit at a higher resource cost (kept to a

minimum through careful selection of a sample (as opposed to the population) of corporations).

2) Estimates based on miedata

Given problems with interpreting tax burden indicators assessed on aggregate utgtéescare
strongly encouraged to develop micro (filevel) databases based on a sample of tax returns. Key steps in
establishing a micro database include: working with tax administration officials responsible for the design
of tax returns to ensure thaasic data required for tax calculations and simulations are reported by
taxpayers (inclusion of basic 6fieldsd in tax

representative stratified sample of taxpayers drawn from the taxpayer pop(tae Annex 1) that can be

Corporate operating surplus (% measured net of current year business losses. Corporate income tax
(CIT) is measured nedf loss carryforward claims and thus depends on psiear business losses
(implying a mismatch). Interpretation difficulties in relation to losses may be addressed by calculating
ATRSs that aggregate tax and profit data over a number of years, whikeitheelation to foreign income

are less pronounced to the extent that relatively little domestic tax is collected on foreign income.

For a discussion of these issues, Bae BurdensAlternative Measure<OECD Tax Policy Studies No.2).



used to estimate tax revenues and consider the implications of tax policy reforms; and transcription of tax

return data from tax returns into electronic databases.

Wheremicro data are compiled, more preciseonomywide meastes of theaverage corporate tax
burdenmay be derived, resulting from more precise measures of corporate tax corresponding to aggregate
corporate profit (with adjustments to both aggregate profits and corporate tax required to ensure
consistency of the nasures in terms of their coverage and treatment of business losses). Moreover, with
micro data, average corporate tax rates may be derived at a disaggregate level (e.g. with corporations
disaggregated by firm size (total assets), sector, location). iéwlalily, microdata provide a basis for
micro-simulation estimation of corporate tax revenues under alternative corporate tax policy regimes, and
the computation of corresponding average corporate tax rates. Other uses -afatdic@oalysis may also
be identified®

Economywide arerage tax rates based on nualata

Micro-data compiled for a sample of corporations may be used to measure an eegderayerage
corporate tax rate in a given year, as follows:
N- X S .
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N- X S

a way?

=1 j=1
where CIT¥ is anadjusted measure of corporate income tax pafff,i& an adjusted measure of book
income (the adjustments are noted below), {i} is an index over N cells (dimensions) in the database, and

{i} is an index for firms in a given cell (with cell {i} containing; firms).

Revising ligs of data fields for taxpayers to report on their tax return, in order to enable the gathering of
taxpayer information required for miegimulation purposes, can be carried out at relatively low cost.
More resource intensive is establishing mechanismiahsfer taxpayer data into an electronic format to be
used for computebased micresimulation analysis (obviously much lower wherdiliag is used,
involving a significant startip cost). Where data is manually transcribed, costs are controlleahibgdi

the sample size (i.e. by limiting the number of firms included in the sample) and the number of transcribed
data fields. The number of firms to include in a representative sample may be reduced by increasing the
degree of stratification (dimensignsf the data (e.g. with firms differentiated on the basis of size (assets),
industry, location etc). Detailed information on tax return sampling procedures is provided to participants
of the OECDTax ModellingWorkshop held each year at the Ankara Mialteral Tax Training Centre.

Other uses include reliance by tax auditors on summary statistics/indicators derived from a sample of
representative f i fthatisttaxpayed aithtaitak purdéndoased an & tas I@ability
computed by ta taxpayer (under a sefsessment system) that does not bear a similar relationship with
other variables (e.g. total sales), when compared with other taxpayers with a similar husigesdling

the possible need for a tax audit.



The ATR measure calculated for a given year excludesprofitable firms? The formula 2.2)
assumes that the total taxpayer population of P firms is stratified into N cells (see Annex 1), where each
cell has a unique combination of corporéagpayer characteristics (e.g. firm size, sector, locatmn
status®). Of these N cells, X cells consist of corporations that arepnafitable in the given year, so that
the numerator and denominator terms 2r2( sum adjusted tax and income oveofftable firms (both
taxable and notaxable). For the remaining {Xl) cells, the adjusted tax and income amounts for sampled
firms are weighted, summed, and then dividé§/eights ware applied to scale sample sums to reflect

population valuegsee Anex 1 for a discussion dfie measurement of theesight9.

Why exclude the X cells? The reason is thatuding the X cells would distort the average tax rate
measurdor the yeaty reducingaggregatdook incomen the denominator of (2.2p( account bcurrent
year losses of neprofitable firmg, without impacting the numerator (witturrent year losses redng
corporate income tax in future yeamder loss carrjorward provisions). For symmetric loss treatment
in the numerator and denominatdretX loss making firms are excluded. At the same timeadjested
corporatancometax measure CI for each firm nets out the effect of current period claims for prior year
losses (thus this adjustment increases the corporate income tax liabilitgthmo

The adjusted book income measur& Ynay be derived from book net income, as reported in
corporate financial statements. Adjustments to book net income aim to ensure consistency between
numerator and denominator amounts, by i) excluding from batkintome amounts to avoid double
counting of domestic income (dividend income and capital gains); ii) excluding foreign income (assuming
little domestic tax collected on foreign income); iii) netting out loss gamyard claims for tax purposes

in the wrrent year (as noted above); and iv) adding back corporate tax payments.

o Alternatively, a miti-year ATR could be measured including nprofitable companies. Where non

profitable firms are included, it is necessary to consider a +yesgti (rather than singlgear) ATR that

divides total adjusted corporate income tax for the corporate samgiegated over a number of years, by

total adjusted corporate income for the corporate sample, aggregated over the same number of years. A
multi-year measure is required for consistency between numerator and denominator amounts (i.e. to ensure
that thetax implications of losses for neprofitable companies are accounted for, through loss carry
forward claims). Alternatively, as considered in the main text, a siregie ATR may be measured by
excluding norprofitable firms from the denominator, andjasting the numerator to net out the effects of

loss carryforward claims. This approach is generally more desirable, given interest in-\gagléax

burden statistics, and uncertainty over the number of years to consider when aggregating tax and incom
data in the multyear measure.

10 One stratification criteria is Otaxable statusod,

either: profitable taxable firm; profitable netaxable firm (i.e. earning profit in the current year but not
paying tax owing to some combination of tax deductions, loss carry forwards, and tax ;coedits}
profitable nontaxable firm (i.e. incurring losses in the current year and therefore not payingQaky.
profitable taxable firms contribute to corpte income tax. (Note that the second group may contribute to
simulated corporate income tax under a simulation that considers an adjustment to tax rules that would
cause the firm to become taxable



Disaggregated @erage tax ratebased on micro data

Micro databased average corporate tax rates may also be measured at the disaggredaterlevel
example, by firm size, sectodation, or other classification criteria (or combination of criteria) applied
when stratifying the taxpayer popul ati on. For (
criterion (assets<5 million euros), then an average corporate tax rate for Sktasngpin the economy

may be estimated as follows (again considering only profitable firms):

M S .
aw acm
ATRS e © = = (2.3)
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i=1  j=1

with CIT® Y2 and wdefined as above.

In computing an economyide or disaggregate ATRmeasure, ibther corporatéevel taxes(e.g.
capital taxes) are levied in addition to corporate income (profit) tax, corresponding measures of corporate
tax burden may be derived by including the amount of tax paid at théefiehin the numerator, assessed
as a percentage of adjusted bawtoime Y.

B. Actual tax burden on unincorporated business profits

The preceding section concerns the measurement of average tax burdens on incorporated firms.
Being separate legal entities, aggregate tax revenue and profits may be compiled by govamdment
reported separately. However, in the case of unincorporated businesses (empksléd), where
business income is earned and typically taxed together with other types of personal income (capital
income, transfer income, and possibly wage incomm fdependent employment), aggregate tax revenue
data is typically not available. Thus estimation of the average tax burden on business income of
unincorporated businesses (in the formal economy) generally requires-sinitidation analysis of

taxpayeflevel data.

Estimates based on micdata

As in the case of micrdata at the corporate level, key steps in establishing a micro database at the
personal level include: working with tax administration officials responsible for the design of tax returns to
ersure that basic data required for tax calculations and simulations are reported by taxpayers (inclusion of
basic 6fieldsd in tax returns); application of sa

of taxpayers drawn from the taxpaympulation that can be used to estimate tax revenues and consider the
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implications of tax policy reforms; and transcription of tax return data from tax returns into electronic

databases.
Economywide average tax ratesn personal business incorbased on mero-data

Micro-data compiled for a sample of individuals may be used to measure an eegit@Tgverage

tax rate for unincorporated business income in a given yeatr, as follows:

N- X S adi

a w a PITBY

ATR © ——= . 25
a w a Py

i=1  j=1

where PITBYY is an adjusted estimate of perabincome tax paid on business income, and ¥B¥ an

adjusted measure of personal business income. Where unincorporated business income is taxed at
progressive personal income tax rates, together with other types of personal taxable income, ektimates o
the amount of personal tax collected on personal business income must be estimated at-theemicro

using the same micrsimulation model used to estimate ATRThe ATR measure (calculated for a given

year) excludes neprofitable unincorporated bimgesses (for the same reason that -pmfitable
corporations are excluded from ATR see the discussion around equation (2.2))

C. Parameterbased tax burden measures

As elaborated under question 5 of the list ofrebated PFI questions, the tax burdembusiness
income may be assessed using forwaoking, parametebased tax burden measures (marginal and
average effective tax rates) that capture the net effect of basic statutory tax provisions (e.g. statutory profit
tax rate, treatment of depreciatianvestment tax credit$). However, backwardboking measures of the
type reviewed above are arguably better measures of the actual tax burden, in that they are based on actual
taxes paid, which reflect the multitude of factors (e.g. basic and dettdéagtory provisions, loss
carryover provisions, tax planning, and tax administration) that determine final tax liability. Moreover,
micro-datasets established to compute backward looking measures may also be used to simulate the

revenue impact as well #se distributional impact of tax reforms.

1 Unlike backwardooking measures based on actual payments, forwardboking measures are based on

information on tax parameters (e.g. statutory corporate tax rate, depreciation rates, investment tax credit
rates), as specified in the tax code. Taxpayer level information factors in only where suchtiofois

used to determine appropriate weights for capital stocks or sources of finance (where taxpayer level
information is not available, analysts may rely on weights or assumptions used in studies).
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At the same time, the calculation of forwdamking effective tax rates, as reviewed under question
5, provides further information on the tax burden on capital income for groups of taxpayers (e.g. grouped
by industry, and/or firm size) specified by the modeller. These statistics may be viewed as overstating true
tax burdens to the extent that the modelling approach ignores tax planning and possibly weak enforcement

of tax laws.
D. Factoring in corporate tax-planning and compliance costs

Basic measures of the tax burden on business income, as rewieaeddo not specifically address
tax-planning strategies of resident firpmmart of a multinational group, to lower host country tax. Nor do
they account for theosts to business of complying with the tax system, including costs associated with
registration, completing and filing tax returns, and tax audits. Tax authorities are encouraged to take such
considerations into accoubt tiam buddentonbbusénesg
effects of multinational taplanning may lead to reassessments of appropriate tax pofayexample,
over the setting of the statutory tax burden, and the provision of additional special tax inGeatiseny

encourage a greater focus on lowering compliance costs as one means to lower the host country tax burden.
1. Corporate tax burden measures adjusted for taxplanning

Two approaches may be usedggeeffects ofcorporate tax planning on the tax burdériimns.
One approach adjusts the denominator (profit measure) of a baekwkinly average tax rate measuoffe
the typeATR®. Anotherconsiders crosborder applications of thetandard forwardooking parameter
basedmarginal and average effective teate measuressed in the domestic investment context, and
considers adjustments to the parameters of the-barsler model to capture effects of various forms of

commonly employed corporate tax planning strategies

a. Backwardlooking corporateaveragdax rate(partially) aljusted for taxplanning

While the numerator of a basic averageporatetax rate measuref the type ATR reviewed above
(section A2) includes &gal tax paidan amount inclusive (net afdx-planning, the denominator domestic

prof i t measure may understate by some margin the 0

profit would include profit on business activity a host country h a t is Oartifibyi all y¢
various means. Possible means include #eeainorkar més | engt h t r-bonderfgeods pr i c
and service transactions with related affiliates,@ralr mé s | eanrgmiéhs olre nngotnh') i nt er e

inter-affiliate debtprovided directly or indirectly by tax haven finance affiliatds is useful for policy

makers to consider adjusted average tax rate estimates that aim tinfactomon forms of taplanning

12



Such adjustments may be made at the miswel, but preferably at the firntevel (e.g. given variations

acrossindustriesn 6 nor mal 6 debt/ asset ratios).

One of the central means by which profit can be shifted offshore is the use dfiititete debt,
where a foreign parent company (or offshore holding company of a domestic parent) capitalizes a domestic
subsidiary in parusing an intesaffiliate loan, rather than equity. While interest paid on thiauty debt
(e.g. provided by a financial institution) represents a true cost to business and should be deducted when
measuring profit, interest paid on a relapadty loanis not a cost to the corporate graujt is instead a

form of earnings repatriation (similar to a dividend paymént).

As notedin section A2)tax-planning effects are incorporated in the numerator (adjusted corporate
tax) of a backwardooking average aporate tax rate measure, with actual corporate tax revenue§)CIT
being reduced by such plannitigHowever, the denominator (profit measur&)Yshould be measured, in
principle, gross of domestic profit that is shifted abrdaectly or indirectlyas relategpbarty interest to tax
haven finance affiliate¥. This adjustment alonéhowever,would tend to overstate true profits, as the
resulting profit measure would not account for the interest cost of thefarshare of thirgharty debt
raised byrelated norresident affiliates used in part to finance assetderlying profitsof domestic
(resident) subsidiariesThus a counter adjustment to estimate interest expense opainiyddebt on non

tax-motivated leveraging is required.

One possible gpoach to better reflect truce economic profit would be to adjust the interest expense
of resident companies that are majooiyned by nofresident investors to an interest expense that is no
greater than that consi s t.g thé averagd debt/assetratioabsarvdd & the e b t
same industry for corporations that are resigemied). In particular, a potentialigore accurate estimate
of the O6trued cor por at -datatcald adjusi fordhes oonsiddratipas fellevets: usi n g

12 Unlike dividend payments, which in general ar¢ deductible against the host country tax base, interest

payments on debt (related and unrelated) party debt) are deductible, making this form of earnings
repatriation attractive from a tarinimizing perspective, particularly where the interest is receiar free

(or more generally, where the tax rate on interest received exceeds the host country statutory corporate tax
rate at which the interest payment is deducted).

13 The tax burden measures-l ookhkbsndér ed yaebaadompia ob hak\
year measures of corporate tax and profit. In contrast, parabsted marginal and average effective tax
rates (METRs/ AETB®ki ngé, 68 er whaakidg modeloomtheafirmf(whereva r d
the value of a firm equal$é¢ present discounted value of its affer cash flow). Under the standard
METR/AETR assumption that future tax rates are unchanged from current tax rates, the-fookiagl
METRs and AETRs depend on current tax rates (unlike backlwaking ATR's which reflect past tax
provisions).

14 In general, it is not possible to separately identify and measure rplatgdinterest paid to tax haven

finance affiliates (directly and indirectly through baokback loans involving domestic banks) on loans
used tacapitalize domestic operating companies.
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ATRC/TP o (2.5)

For firms that are majoritpwned/controlled by resident investors, the adjusted book income variable in

(2.6) is identical to that appearing in equation (2.2):
YijTP :Yijadi (2.6a)

However, for firmsmajority-owned/controlled by foreign (nemesident) investors, the following interest
adjustment may be introduced:

YT =YY INTY; (2.6b)

where INT;ji s a profit adjustment for O6excessivest inte
on interaffiliate debt, which may be estimated as follows:

INT'j =maxQ, INT; - INT;) (2.7)

where INT, measures actual interest expense of firm j (in cell i), and;INTa notional measure of
i nterest expense for f i renging (that daes motsinvalva drofinstripping o6 n o

assessed with regard to leveraging ratios for resiolened companies operating in the same séttor.

Letting B; denote the stock of debt corresponding tojiNB’; denote the debt corresponding to INT
and assuming a common market interest rate far@ B;,'® the interest difference term in (2.7) may be
expressed as follows
INT, iB; B, - Bj

) (2.8)

| .
* ]\ — ]\ —
INT; = INT} = INT; (L ) = INT; (1= ) = INT;
i

i

j

15 Where the sample of resident sasaetor firms is limited, analysts may look to leveraging ratios for

residentowned firms in other (similar) sectors.

16 Profit stripping may be enhanced through the use of aweabarket interest rate on nanr més | engt t

debt. This consideration is not separately addressed here.
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The stock of debB" ( cor responding 6normal & | ever agdinnogr)mad an
debt/asset ratio for the industry to which firm j is classified, denoted here by (Bh)the stock of assets
of the firm A;, as follows:

B =(B/A) A (2.9)

Substituting (2.9) in (2.8) gives:

. B - (B/A) A
INT; - INT; = INT; (————) =g; INT; (2.10a)
i
wheret he adj ust mgsgivenpyar ameter d
B - (B/A) A
g :(%) (2.10Db)
ij

Therefore, the O6excessive interestd adjustment i

INTYj =maxQ,g; INT;) (2.11)

with the adjustment parametgrgiven by (2.11b).

Informaion on ownershipnay or may not be included in tax return of the firm. Where it is not, tax
returns could be modified to require such reporting for future years. For years where such information is
not collected in tax returns, the adjustment would mecagcess to information from other sources (e.qg.

possibly collected from National Accounts (Balance of Payments) Hata).

b. Forwardlooking effective tax rates adjusted for4alanning

Standard forwardooking effective tax rate models used to assesgimarand average tax burdens
in the 6épure domesticd investment case (resident
tax distortions, may be extended to assess marginal and average tax burdens on inbodnorderpss

investment (resideérfirm owned by norfresident shareholders). The foreign direct investment (FDI) case

1 Similar adjustments (approximations) may be considered that aim to measure profits gross of transfer

pricing adjustments (with the analysis res#&dttto large companies). National Accounts (Balance of
Payments) data may be available (at an aggregate otefieh basis) showing the percentage of cross
border trade in goods and services that is between related (as opposed to unrelated) parties. This
information may be used to roughly estimate an adjusted profit measure, basedlerdirax return data

on expenses and arbitrary assumptions of the percentage amount by which expenses are artificially inflated.
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i ncl udetsr i6oprpoiunngdd cases where resident sharehol der
through an offshore holding company.

Crossborder marginal andverage effective tax rates for different host/home country combinations
were first published ifaxing Profits in a Global EcononfECD, 1991). While seen as pddteaking at
the time, the methodology may be regarded today as outdated, as the methimpmlogs corporate tax
planning, even in its basic form (deferral of home country tax through earnings retention). Recent work by
the OECD Secretariat elaborates the ctumsler effective tax rate methodology to illustrate the effects of
tax planning. Annex 2 of this toolkit reviews a number of tpbanning structures, including thin
capitalization of higt axed subsidiaries, deferral of home ¢

involving the use of tax haven finance affiliates, and use of hgimtities and hybrid instruments.

While once considered 6éexoticé forms of corpo
suggest that such corporate-fd&nning strategies are increasingly employed and cannot be ignored where
the aim is to measumealistic effective tax rates, in particular, for inbound FDI from developed countries
(e.g. OECD countries}.

In theinbound FDIcase METR and AETR values (relevant tptimal scale and location decisipns
depend on the source of fundse degree of leeraging of domestic operating subsidiaries by their foreign
parents, and domestic (host) as well as foreign (home) country tax considerations, including whether the
home country operates a dividend credit or exemption system. As a number of capitacexpties
operate dividend exemption systems (or more generally, where dividend exemption is realized), it is useful
to consider the following AETR formula, whedéidend income is free of home country:fdx

uB(p+a)+w(p- uP(p+a))- uhr’ - roE® +w' (1- uB)- u)- AB(r*Ll:,A)’fd)(l- w)
PVT - w%)
p

(2.12)

where PVY meases the present value of g returns on investment (net of depreciation), and PVT
measures the present value of tax on the investm@AETR formula for alternative financing and

repatriation cases, and corresponding METR formulae, are presenteder 2).

18 For evidence on the scale of tpbanning activity, seéltshuler, R. and H. Grubert (2006): The Role of

Governments and MNCs in the Race to the Botfbax, Notes Internationalol.41, 5, 45974

19 SeeDevereux, MP. and R Griffith, (1998, The taxation of discrete investment choicess Working

Paper 98/16 The AETR formula presented here assume thatahepnt companyds cost of
rate) is set independently of personal tig. thesmall open economy case), ahatinflation is low and
can therefore be ignored (persotades and inflation can be incorporated into the model).
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Tax termsappearingn (2.12) include the domestic (host countstatutory corporate tax raté and
nonresidentdividendwithholding tax rate W the foreign (home) country statutory corporate tax rafe u
andterm A® which measures the presergiue d depreciation allowances on a unit of investment provided
by the host country. The pairamehermgr ket tihret erag =
rate of economic depreciation of the capital stock Khe interest rateis chaged by the parent on loans
to its sulsidiary (which may vary from the market raté r, with the | everage par a

fraction of FDIfinanced by integffiliate loars from the foreign parent

Two features of standard AETR/METR models showdbted. First, the standard model assumes
that the fraction of inbound FDI financed by thpdrty debt is relatively low (e.g. 35 per cent). This value
may not be representative. Equation (2.12) considers the limiting case where the parent finbnsieg FD
debt alone. A second (more critical) feature of the standard model is that interest-affiliair loans is
taxed (on a current basis) at the home country tax at fet& This is particularly problematic, as it
overlooks the tax savings readd where foreign profits repatriated as interest can be repatriated free of
home country tax, and the incentive this creates for leveraging subsidiaries with debt rather than equity to
strip out host country tax base.

Where foreign interest can be realiiztaxfree, the relevant AETR formula is as follows:

U (p+a)+w (p- uP(p+a))- U - (P +w - uP)- wh- AR AU L e
PVT @a- w)

p

(2.13)

where the home country tax ratéan interest on inteaffiliate loans appearing in (2.13) is replaced by the

host country interest withholding tax rat& which is genglly much lower than home country corporate

tax rates and is zero in many cases (e.g. under many tax treaties). Moreover, with little or no tax on profits

stripped out as interest, the | everage padwithmet er
(2.12), tending to reduce the AETR value further (note that under certain host/home country combinations

the optimalintegr oup | everage parameter is zero (b=0) 1in

tax on interest).

As reviewed in Anex 2, home country tax on foreign interest may be avoided under a number of
tax-planning strategies. One possibility is that the interest is received by an offshore tax haven affiliate.

Another is to use hybrid debt security regarded by the host caamtigbt (so that interest on the security

20 This treatment is captured in the third tefm b %-wf(1-uB)-u")) appearing in the numerator of (2.13).
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is deductible), while being regarded by the home country as equity (with dividends either exempt or
sheltered). The avoidance of home country tax on interest income means taipttatizing foreign
subsidiares is attractive, from a taxinimizing perspective, even where host country statutory corporate
tax rate is relatively low*

2. Factoring in compliance costs

Standard tax burden assessments ignore tax compliance tustss, costs involved in compugin
tax liabilities, reporting and filing, and recekéeping? There is a growing body of survey evidence
underscoring the significance of tax compliance costs, which in principle should be added to actual tax

liabilities set by statutory provisionsine@d t o gi ve a mor e i-inrcd utsd® eb uredes

Compliance cost studies vary in terms of the types of taxdsr review, the range of costs included,
and whethecentral as well as sutentral taxes are factoredth As compliance cosneasuresiepend on
the tax system and tax administratitmeyare host country specific (just aweasures of taxes paid/owing

depend orthe specific tax provisions, administrative capacity, and rate of complid@aountry).

At the same time, a comma@spect across systems is that compliance costs tend to be uncertain,
given the general lack of records documenting time and money spent by taxpayers in complying with a tax
system. Moreover, certain information and records required for tax purposessmag aéquired for nen
tax purposes (e.g. financial reporting requirements), implying the need to allocate in some way the

corresponding costs across different purposes.

2 In general, under a standard model, capitalizing a foreign subsidiary even partially with debt would not be

attractive if the host country tax rate is low relative to the home country ratstarest income cannot be
sheltered from home country tax. This follows where the host country tax deduction for interest is more
than offset by the home country inclusion for interest income.

2 In principle, the computation component of tax compliapmsgts would include costs associated with tax

planningi that is, with planning the affairs of taxpayers to minimize tax liability (e.g. deciding investment
holding structures and payment methods). In general, tax planning reduces tax liability, whies r@d

tax burden measure. Factoring in compliance costs increases a tax burden measures, but overall tax
planning would be expected to have a negative impact overall. This follows where tax planning involves
incurring additional tax planning costs jugt to the point where the last euro of-a&nning cost incurred

yields just one euro in reduced tax liability, with larger reductions in tax liability for-mfeginal tax
planning. On the other hand, costs associated with tax evasion should ratitdednas they involve nen
compliance.

B The overall cost of a given tax includes not only the tax liability that it imposes, and the costs of complying

with the tax, but also efficiency costs that it creates. While efficiency costs are relevantdsidgimeod tax
policy (e.g. a desirable tax mix), individual taxpayers/investors would generally limit their attention to tax
liability and tax compliance costs when assessing the total tax burden imposed by a given tax.

2 Studies also differ in the rateadsto convert time (hours) allocated to tax compliance to a currency amount

(which can then be compared with some measure of income (e.g. GDP)).
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Compliance costs tend to increase with the complexity of the tax system. Whepagrmples the
tax system is used to encourage investment of a given type (e.g. R&D), or is used for social policy
purposes (e.g. to encourage labour market participation through the provision of-ipeones tax
credits), additional time and expense is med to determine qualifying criteria and tax implications.
Conversely, compliance costs may be reduced through adoption of a relatively simple tax system (or a

system with options for simplified treatment).

While certain insights may be gathered fromigaing compliance studies in the literature, and
survey questionnaires used to gather information, reported compliance cost estimates themselves may offer
a poor guide in other country contexts, given the sensitivity of results to the particular cowatigrsi
Even within countries, a wide range of estimates may be observed. For example, Moody (2002) estimates
total tax compliance for corporations and partnerships in the U.S. at 85 billion &bl@smrod (2004)
estimates the cost to be 40 billidno | | ar s, or |l ess than half of Moody

of the difference is explained by the rate used to monetize complianc® time.

Policy makers are encouraged to carry out a limited survey study of tax compliance costs in their
country Survey estimates of the total number of hours required to comply with the business tax system,
disaggregated by business type, combined with estimates of the value (cost) of each hour devoted, may be
used to estimate compliance costs at the firm levBhese estimates could then be aggregated with
statutory tax burdens derived using a midetaset (see implementation guidelines for policy question 1),

with calculations carried out at the fidievel, and then if desired at different levels of aggregatio

5 Moody, J. (2002),The Cost of Complying with the Federal Income T&pecial Report No. 112, Tax
FoundationWashington, D.C.

% Slemrod, J. (2004), Written Testimony Submitted to the Committee on Ways and Means, Subcommittee on

Oversight. Hearing on Tax Simplification, June 16¢
per hour, while Moody uses®87 rate.
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ACTUAL VERSUS TARGET TAX BURDEN

3. s the tax burden on the business enterprises of investors appropriate with reference to the
policy goals and objectives of the tax system

Implementation quidelines

In addressing this question, policy makers are eraged to reconsider findings and assessments
under questions 1 and 2, and assess whether the tax burden on business should be adjusted. Policy makers
may be motivated to increase the tax burden on business by unwinding incentives found to be inefficient,
or strengthening tax bageotection measures that guard against aggressivglaaring, to increase tax
revenues available to help finance infrastructure projects important to business. Where the development
strategy includes efforts to increase theeraf tax compliance of SMEs, for example if the level of
underground activity is significant and contributing negatively to the development potential of the host
country, drawing noirtomplaint firms into the tax net may require that the tax burden oramiorated
businesses be reduced, for example through more generous treatment of business losses, or simplified tax
rules that both reduce compliance costs and lower the effective rate of tax as set by statutory provisions.
Attention may be focused on razing the tax burden on business by reducing compliance costs, possibly
with a focus on SMEs.

Ongoing assessment of actual and targ&x burden on business income

Tax officials should regularly assess corporaterea/enues andorresponding tax ratesloagside
analyses of tax revenues and rates on other basemt &d gn ongoingassessment of thability of the tax
system to megtolicy goals and objectivesPolicy casideratiormay begiven toadjusting the tax rate on
business income, by adjustipgrameters/provisions determining the statutory tax burden, if the existing
tax burden on business income (taking into account effects of tax planning) is judged to be inappropriate

(e.g. too low in relation to revenue needs, or in relation to the cuel@rice on other tax bases).

Target tax burden assessments should be made, taking into account fiscal policy objectives, the fiscal
position of government, estimates of actual and potential tax burden on business income, and anticipated
revenues from o#r taxes (under possibly a revised tax mix). Possible adjustments to tax on business
income may be considered alongside some combination of adjustments to expenditures and/or other taxes,
taking into account the desired trajectory of the fiscal bala@ensideration may be given to reducing
reliance on taxes believed to be impeding to economic development (e.g. trade taxes, capital taxes), with

revenue reductions possibly replaced by increasing the effective tax rate on business income where the
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actual ate isjudged to be too low, in the sense that increasing the rate is expected to raise additional tax
revenues (implying limited negative impact on the tax base).

Using micresimulation models (reviewed under item 1), poliogkers are encouraged to siatel
corporate tax revenues under alternative settings of the corporate tax burden. The revenue impact of a
reform to the corporate tax burden (e.g. through some combination of adjustment to the statutory corporate
tax rate, rates of depreciation for taxrposes, or other measures) should be assessed assuming no
behavioural response, and then possibly factoring undertain behavioural considerations (discussed below).
Assessments may be made of choosing a target tax burden that differs from the culnertdetaxtaking
into account the broader considerations identified in the preceding paragraph, and taking into account

uncertainty over the sensitivity of the tax base to the effective tax rate.

In general, the amount of tax revenue raised on businesséricoangiven host country depends on

the following factors:

A the level and allocationf business income generated in the econependent on the underlying

level of investment and business activity);

A  the effective tax rate on business income establiblyestatutory provisions (determining the tax

base and statutory tax rgte)

A the rate of taxpayer compliance with income/profit tax (determining the percentage of business

income declared for tax purposgeshd

A the strength of tax administration.

Depending a the sensitivity of the tax basegtpntial revenues may exceed actual revenues under a
higher effective tax rate set by an adjustment to statutory provisions, and/or with higher complidiice rate.
As regards the sensitivity of the tax base (capital eyguldn the host country) to the effective tax rate, the
empirical literature finds on average a negative relationship between investment and the effective tax rate
(e.g. an average tax elasticity of FDI-8f2), with some evidence that the effects arenaspetric(as noted
below) and increasing over time. However, empirical estimates of the sensitivity of investment to tax
suffer from a number of data and estimation problems,gemerally provide only limitedjuidance on
sensitivity of the tax base in avgn host country to an adjustment from a given effective tax rate. New

models of investment behavio(e.g. derived from the new economic geography literature) underscore the

2 An increased effective tax rate may discourage compliance, implying someoffatiat is difficult to

assess. The traddf encourages consideration of approaches to improve taxpayer compliance (e.g.
increased audit, fines) when adjustioga higher effective tax rate.
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critical importance of host country conditions (in particular, market size pamdhasing power) in
influencingthe sensitivity of investment to host country taxation

Revenue estimatesnder a revised tax policy system that increases the effective tax rate on
investment should consider the possible asymmetriclinear effects ofax rate adjustmentsincreasing
the effective tax rate to levels that are relatively higimpared tanternational averages, mag expected
to significantly negatively impact investment, unless the host country attractions as a place for investment
are particularly strong.However, increasinghe effective tax rate to levels that aviéhin the range of
rates commonly observed in other countries may be expected to have only a modest negative impact on

investment, regardless of host country attractama place for investmefit.

In considering possible adjustments, polingkers would normally take into account effective tax
rates on business income in other locations with similar host country conditions (recognizing that effective
tax rates in otherauntries may be inefficiently set). Possible comparative measures include cormorate t
revenue (CIT) as a percentage of corporate operating surpld$.4O%hese indicators must be seen as
approximate and capturing the net effect of considerations Heglifferences in tax base and rite.
Estimates of potential tax revenue on business income should be made for businesses operating in the
formal economy (generally including all large companies, some portion of mesilzenh firms, and some
smaller propoion of small firms/micreenterprises), as covered by a misimulation model based on
taxpayer returns. As notedstimates should be carried dubth assuming no behavioural response,
supplemented with adjusted estimates incorporating behaviouralsétfédbwever, rough sidestimates
may also be made of potential revenues from tax on business income of firms operating in the underground

accompanying measures that could be introduced to reduce the ratecoihmgiance (tax evasion).

2 This rests on the assumption that investment will not be attracted to a host country with relatively weak

market characteristics on the basis of a low effective tax rate, nor will investment be deterred where the
effective tax rate is moderate. Imposing moderate taxation will however collect tax on profits of those
investments that are attracted to the host country fotasoneasons.

2 Where caoporate operating surpl®©S’) includes surplus of quasbrporations (defied to include (large)

unincorporated companies that behave like corporations (centralized deuaorg)), comparisons of
CIT/OS" across countries are difficult where the percentage of business activity conducted in incorporated
versus unincorporated bimess form differs significantly across countries.

% Corporate tax burden measures based on aggregate datd) (@S#essed on an annual basis contain

mismatched cyclical effects, with corporate tax influenced by loss-@@ammard claims. The importance

of this considerations maydiffer across countries to the extent that the time pattern of business cycles varies
across countries. Difficulties created by these considerations for the purpose of makintpenbss
comparisons may be somewhat reducecatdigulating ATRs over a number of periods (i.e. aggregating

CIT for 3-4 years, and dividing by O&ggregated over the same period).

3 When incorporating an estimate of increased investment following a reduction in the host country tax

burden, policy arlgsts are encouraged to incorporate loweund estimates, particularly where host
country framework and market conditions are weak.
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TAX EFFECTS ON INVESTMENT

4. If framework conditions and market characteristics for investors are weak, is it reasonable to

assume that a low tax burden can compensate by impacting favorably on investment decisibns

Implementation quidelines

Consideration of this item bat with a review of the standard approach to estimating the FDI
response to tax policy reform (e.g. the introduction of tax incentives) to attract investment, which combines
estimates of the sensitivity of FDI to taxation (elasticity estimates) obtaioedempirical research, with
computations of the change in forwdaibking average or marginal effective tax rates accompanying a tax
reform, based on METR/AETR formulas of the type considered above under questions 2 and 5. The
standard approach fails take into account host country characteristics, aside from taxation, that play a

critical role in determining whether or not special tax relief may attract investors.

This review is followed by a discussion of insighggovided by ecentanalysis(new ecoommic
geography literaturethat questionscertain key premises of conventional approaches (in particular
frameworks relying on the nedassical investment model) typically used by pclicgtkers to gauge the
FDI response to tax reform.

A number of policy onsiderations are then discusselth particular, predictions of the standard
model should be used with care, as elasticity estimates are highly uncertain (owing to difficulties in the
measurement of FDI, tax variables, as well as relevantaoexplanatry variables). Evidence of the
inability of standard approaches to provide reliable estimates of the FDI response to tax reform may be
found in country examples where host country tax rates are significantly lowered, followed by a negligible

improvemen{if any) in inbound investment flows.
1. Standard estimation of the FDI response to host country tax relief (e.g. tax incentives)

The standard approach of a partial equilibrium assessment of the FDI response to corporate tax
reform lowering (or increasingh host country tax rate is to combine an estimate of the sensitivity
(elasticity) of FDI to taxation (i.e. to the average effective tax rate (AETR) on FDI) with a computed
measure of the change in the AETR resulting from tax reférithe basic approachay be represented as

follows:

3 Forwardlooking tax rates (AETRs) are used, as it is not possible to measure the percentage change in a

backwardlooking measure (ATR) resulting from a given tax policy reform (with the latter simply
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FDI, - FDI,

FDI, = e°x(AETR - AETR)) (4.2)

where subscripts 0 and 1 showpaed posteform values; FDI measures a bilateral FDI flow, say from
country A (home country) into country B (host country); AETR is a forwao#ing average effctive tax

rate on FDI from c o utsarsgmielasticityrestimatecobthempéraentageBchange ind U
the FDI flow accompanying a one percentage point increase in the AETR (as considered belmtipn

(6.1) applies at the bilateral lely with AETRs depending on countspecific host and home country tax

rules in national legislation, and (overriding) provisions stipulated in a bilateral tax treaty agreement (if

one) between country A and country B.

Table 4.1 below reports semiasticty values measured using alternative tax burden indicators
applied in the empirical literature examining the sensitivity of FDI to taxation, distinguishing time series
and crosssection studies, studies relying on panel data (combination of time seriesoasskction), and
studies based on discratkoice models of investmetit.The summary elasticity information was prepared
by De Mooij and Ederveen (2005), in a study carried out for the OBCIhe values concern financial
(all) FDI, with no distinctio between exemption and credit countries or use of funds, no specific region,
and no distinction in control variables. Positive values measure a decline in FDI in response to a higher

tax.

Applications of (4.1) include an assessment by patiakers in agiven (host) country B of the
inbound FDI response to one or more corporate tax policy changes in country B that alter the AETR on
inbound investment from country A as well as other countries. For example, consider a corporate tax
reform in country B thalowers the AETR on FDI into country B from country A from 30 to 25 peit.ce
Application of a mean serei | a s t°\valod of-5/9 (dtawn from Table 4.1 below) would predict that FDI

into country B from country A would increase by 29.5 per &mn assessment of the impact on total

measured as adjusted corporate tax, divided by adjusted profit). AETR measures are relevant to FDI
location decisions (whether or not to invest, where to invest amongst tognfeeations), while METR
measures are relevant to scale decisions (how much to invest in a given location). Thus, where tax is a
determinant of FDI flow, total FDI flows would depend on both AETR and METR values. Where location
decisions have a greatenpact on total FDI flows than scale decisions, AETRs may provide a better tax
indicator than METRs to explain possible tax effects on changes in FDI flows.

B For a summary of empirical work examining the sensitivity of FDI to tax, see chaptéraX Bffects on

Foreign Direct InvestmeriRecent Evidence and Policy Analy§dCD Tax Policy Study No.17.

3 See Mooij, R.A. de, and S. Ederveen (2005): Explaining the Variation in Empirical Estimates of Tax

Elasticities of Foreign Direct Investmeiiinbergen InstituteDiscussion Papet08/3, 133.

The semielasticityGisd e f i ned aAETR IWhénRi$ng an ofinary elasticity, measuring the
percentage change in FDI resulting from a 1 percent change in ABTRn(( AnBETRY), the righthand
side aix rate difference term in (6.1) would measure percentage change (AETR,)/AETR,.

35
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inbound FDI from all countries (not jusbentry A) would require that this exercise be repeated for each
(significant) foreign country investing into A, measuring in each bilateral case the applicableAETR.

Table4.1 Typical semielasticities

Country State Micro Macro
STR STR METR AETR ATR ATR Mean
Time Series 0.79 6.74 2.22 4.63 0.77 2.97 3.02
Cross section 7.81 13.75 9.24 11.65 7.79 9.99 10.04
Panel data 1.92 7.87 3.35 5.77 1.90 4.10 4.15
Discrete choice -2.31 3.64 -0.88 1.54 -2.33 -0.13 -0.08
Mean 2.05 8.00 3.48 5.9 2.03 4.23 4.28

STR=statutory tax rate
Source: De Mooij and Ederveen (2005).

2. Insights from the new economic geography literature

Central predictions of the nexassical theory of investment as regards tax effects on investment
have been challenged mecent years by thespal | ed O6new economic geograp
considerations arising from it.

At its heart, the corperiphery (CP) model of the new economic geogrdipesatureemphasises the
role of busi ness cod) ea ¢ odhatms seieinforany gdormmesrderived o n
from the concentration of business activityAs is often observed, a main location advantage for a host
country is a large market size, which lowers trade (transportation) costs in shippingtprodmarket.

Insights are uncovered when recognizing that market size, and in particular product demand in a market, is
determined by the number of consumers and their disposable income.

A key additional observation is that total product demand depamdise number of available jobs,
which in turn depends on the level of investment. Thus where a host country is successful in attracting

investment for one or more reasons, this investment tends to initiate a virtuous circle, with new investment

% In principle, elasticity estimates used in (4.1) to measure the impact on FDI flows from A to B should be

based on regressions of FDI, from A to B, on the correspgn8liBiTR. In practice, elasticity estimates
specific to a given bilateral FDI flow are not available. Empirical work tends to be specific to certain
countries, often ignores home country taxation (assumes host country taxation is final), and explains how
host country FDI responds to host country tax reform without regard to where the capital is flowing from.
In practice, available values (e.g. mean values of estimates drawn from different empirical studies) are
applied.

37 See Krugman, P. (1991): IncreagiReturns and Economic Geograpligurnal of Political Econom®9:

483-499.



generatig additional jobs, adding to disposable income, product demand and thus a larger market size,

which in turn serves to attract yet additional investment, and so on.

The CP model i ncoapoexas esef fthd tsd ,0 malh&kreeby firm
power, operating under imperfectly competitive conditions for one or more reasons (e.g. ownership of
proprietary assets, such as knowledge capital) and earning economic profit, have the tendency to locate
their production in locations with large marketsh d expor t to small 6periph
business concendfddtviiong effffectt,d,a idcadtso i ncorpor .
concentration tends to reduce the cost of goods in the region by reducing reliance on(imitboirttgoort
prices incorporating higher shipping costs)A t hi r dc réonvadriknegg ef f ect 6 wor ks
direction, tending to encourage business dispersion (i.e. discourage business concentration). This effect
captures effects of heightenedngmetitive forces as more firms are attracted to the tareparticular,
reduced scope for earning economic rents which reduces the wages that firms are able or willing to pay to

workers and encourages firms to consider relocating to peripheral regtbnebaiively few competitors.

Where business concentration forces (masaceess and cosf-living effects) are stronger than
business dispersion forces (marketwding effect), a capital or labour migration shock can initiate a self
reinforcing cycle dmigration that results in all capital and industrial workers moving to one region. In the

opposite case, an initial equilibrium is stable in the sense an initial shock is corrected by dispersion effects.

The final central element of the CP model is thadle costs (e.g. transportation costs) determine the
relative strength of business concentration forces and business dispersion forces, and thus determine
whether policy shocks are se#inforcing or selcorrecting. Both business concentration foreesl
business dispersion forces are stronger the higher are trade costs, and weaken as trade coSts decline.
Under the CP model construct, business dispersion forces weaken more quickly than business
concentration forces as trade costs decline, so thatoame &6 break pointd | evel C
concentration forces dominate and any migration shock will trigger aeselbrcing cycle of migration

predicted within the model to result in all industrial workers and industry (capital) locating negina.

8 Labour migration to country A from country B to take up employment or enjoy a lower cost of living in A

initiates further migration to A by encouraging additional investmentagastional labour in A means
increased purchasing power and thus increased market demand in A, stimulating investment in A, implying
increased employment opportunity and further reductions in the cost of living in A (the opposite cycle
would be observediicountry B).

%9 When trade costs are very high, marietess effects and castliving effects are very strong, as are

marketcrowding effects. As regards the latter, the number of lotaied firms has a large impact on the
level of competition forcustomers and thus on wages. When trade costs are negligible (e.g. with free
trade),marketaccess and cosft-living effects are weak, as is the markedwding effect (competition is

not localized).
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While clearly representing extreme results, the model nevertheless helps broaden our understanding of
possible policy effects on investment.

Tax implications of the CP model

With properties fundamentally different from those of the-clessicalinvestment model, it is not
surprising that the tax policy implications differ fundamentally as well. Two central properties of the CP
model dominated by concentration effects are inertia andimearity. Inertia, or quasixity of capital |
implyings ome fstickinesso of <capital in redpoausec t o
by the tendency (noted above) for geographic concentration of business activity to alter economic
conditions in ways that foster further concentration of ssimactivity. With businesses profiting from
concentration economies, inertia of capital means a certain fixity of economic profits that host countries
may aim to tax. Noflinear effects are also predicted, where changes in the returns on capital ray und
certain conditions have minimal impact on the location of capital, while subsequent further changes may

have dramatic effects.

The key insight from this literature (for tax policy)tige existence of business concentration gofit
accompaning the conentration of capitalthat provide some scope for taxing income from capital without
encouraging capital relocation. Where business concentration profits are relatively high in a given country,
some scope exists for increasing the host country tax rateowiencouraging capital relocation.
However, resuft maybe markedly different if the host country increases its tax ratdeweh where the
business concentration economies of locating in that country are more than outweighed by the higher tax
burden causing capital to migrate. A reduced host country tax base may result, despite an increased profit

tax rate (a Laffer curve result).

A further policy conclusion to be drawn from the model is that business concentration economies
imply that the impactfogpolicy will be nonlineari that is, changes in returns on capital may under certain
conditions have minimal impact on the location of industry, while subsequent further changes may have
dramatic effects. (This stand in contrast to the standard modeh \gbsits a uniform, linear inverse

relationship between FDI and the host country tax rate).

One implication is that the response of capital to past reforms may offer a poor guide to gauging the
impact of similar reforms. Moreover, assuming a linear betwFDI and tax may be problematic (e.g.
misspecification of empirical models)Another key policy observation is that the effects of tax policy
depend critically on host country conditions, with the gmedphery model emphasising the role of

agglomerabn (business concentration) effects, linked to market size and other factors supporting local
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market demand. Thus predictions of the standard model should be used with care, as the application of
elasticity estimates found in the literature is highlyartain. This results not only from difficulties in
econometric work in the measurement of FDI, tax variables, as well as relevataxnexplanatory
variables. It also rests squarely on the observation supported by the new economic geography literature
that the likely response of FDI to host country tax reform depends very much on host country conditions.
Where these are weak, even a limited positive response from a reduced host country tax rate may not be an

unreasonable expectation.
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ADDRESSING TAX DISTORTIONS TO INVESTMENT

5.  Where the tax burden on business income differs by firm size, age of the business entity,
ownership structure, industrial sector or location, can these differences be justified? Is the tax
system neutral in its treatment of foregn and domestic investor3

Implementation quidelines

Tax relief may be provided on a targeted basis to firms depending on firm size, sector, industry,
|l ocation or ownership structure. T a xi thatdasl| thosef may
with income or assets below a threshold value. Tax relief may be targeted at firms in a specific sector (e.g.
manufacturing), or more narrowly a specific industry (e.g. automobile manufacturing). Tax relief may be
targeted at firms in a given locatiofor example in a specific province or state, or in a region of the
country with high unemployment. Finally, the ownership structure of a firm may determine tax relief.
Concessions (e.g. tax holidays) may be targeted at firms wholly or paotredlgd byforeign (non
resident) shareholders, and may depend on the type of financing. For example, some countries target tax
relief to 6énewbdb equity capital. And in most couil
and debt, with a tax deduatidor the cost of finance limited to interest expense.

The following reviews two approaches that may be used to assess differences in the tax burden on
business income, depending on targeting criteria. The first approach computes (bdokitag)
avera@ tax rates for different groups of firms, stratified by criteria that corresponds (either closely or
approximately) to targeting criteria specified in tax policy (e.g. firm size, sector, industry, location). The
second approach is to measure (forwlaaking) marginal effective tax rates (METRs) and average
effective tax rates (AETRsS), with separate measures for different investments, with separate tax

parameters, capital and finance weights applied to capture different targeting criteria.

Such measure®sre to quantify how significant differences are in the tax burden on different firm
types, depending on their characteristics. The tax burden on firms of a given type may be found to be
relatively low (possibly very low) where such firms are eligiblerfaidtiple forms of tax relief (e.g. small
business tax rate, accelerated depreciation, investment tax credits, possibly with relief provided both by

central and sulsentral government, and possibly by different Ministrf€s)Large differences across

4 In general, the less emrdinated is the developmieof tax policy including the provision of tax incentives,

the greater is the | ikelihood of O0stackingdé of ta
effective tax rates.
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groups of firms in the tax burden on business income generally increase pressure on government to provide

a policy justification for this approach.
1. Disaggregate average tax rates (ATR based on micro data

Micro databased average corporate tax rates maméasured for groups of firms differentiated on
the basis of the criteria applied when establishing a stratified sample dataset (see Annex 1). For example, a
stratified dataset may distinguish firms on the basis of firm size (e.g. several or more bassit sfze),
sector or industry, location, ownership structure, taxable status etc. As discussed under item 1, an average

corporate tax rate may be calculated, for example, for SMEs, as follows:

M S .
aw acm

ATRS e ° == (5.1)

Awa Y,

=1 j=1
where CIT¥ is an adjusted nasure of corporate income tax paid®Ys an adjusted measure of book
income, {i} is an index over M cells that include SMEs, {j} is an index for firms in a given cell (with cell
{i} containing § firms), and ware weights applied to scale sample sumnseflect population valugsee
Annex 1 for a discussion tiiese measures).

Average tax rates constructed in this way pose two concerns where the aim is to compare the tax
burden on different groups of firms, treated asymmetrically by the tax systerst, déimparisons are
limited to those based on the stratification criteria used to construct the sample Hatf@teesecond is
that differences across groups of firms in the tax burden on business income, when assessed using actual
tax return and profidata, may arise even where tax relief is not targeted at some subset of firms or

business activity (i.e. even where the tax treatment of firms is symmetric).

Differences in average tax rates may arise on account of a number of considerations, indkgling ra

of profitability, position and difference in the business cycle, different factor and capital asset proportions,

4 As noted in Annex |, stratification criteria, determining theniver of dimensions to a sample dataset, are

chosen when the dataset is constructed, and may be chosen to include targeting criteria of interest to policy
analysis, provided that tax returns and accompanying financial statements forming the basis abthe mic
dataset provide information relevant to these criteria. This link underscores the need for policy makers and
analysts to work together with officials responsible for designing tax returns and establishing reporting
requirements, to ensure, to the exteossible and appropriate, that information required for policy analysis

is gathered. Also, when developing targeted tax policy, policy makers are encouraged to consider how
closely targeting criteria can conform to criteria captured in tax returnaciidete policy analysis based

on microdata.
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so that one can not readily discern differences linked to tax policy. This consideration points to the need to
construct tax burden meassr as companion indicators that focus on the effects of different tax treatment
holding fixed certain factors (e.g. profitability rates, inflation rates).

2. Disaggregate marginal and average effective tax rates (METRS/AETRS)

A second approach is the cputation of (forwardooking) marginal and average effective tax rates
(METRS/AETRS) for groups of firms disaggregated by size, sector, industry, location, ownership structure,
taxable statu§ based on tax parameter and capital and finance weight?da&amain virtue of this
approach is that it can explicitipcorporate main tax parameters establishing the statutory tax burden on
investment returns and the tax treatment of capital costs, and can be used to derive broad qualitative

propositions about tHeng-term distorting effects of taxation on investment behavidur.

A marginal effective tax rate (METR) assessed for real direct investment (e.gfigtéémvestment
in plant, property and equipment) is a summary measure of the distortion imposeddy dixstem on a
6mar gi nal i nvest ment 6, defined as one that gener .
modelled) associated with an investment, and no more. It characterizes an equilibrium position where

economic profit (profit in xcess of the minimum return required to commit funds) is exhausted.

The basic approach in assessing a METR applica
wedged on returns model tha id, the differertcehketiveeriepand pastiaxme nt t
returnsi relative tothe préd ax r et ur n, assessed at the margin.

corporatelevel tax on profits, but also personal tax on investment returns.

When focusing on possible tax distortions to the levéhweéstment, attention may be limited to the
6corporate tax wedged6 if it is reasonable to ass¢'
required by shareholders to commit some combination of retained earnings and new share capital) is
determined independently of personal income tax considerations. With capital markets open and

integrated in most countries, this assumption is commonly employed to assess possible corporate tax

42 Parametebased METRS/AETRs generally provide greater scope for computing tax burden measures on a

disaggregate basis, compared with tax revdrased ATRS, given the ability to incorporate tax parameters

in METR/AETR measures applicable to targeted investment types (with parameter values specified by
income tax laws and regulations). The ability to measure METRS/AETRs specific to a given investment
type is however limited by the amount of information &afge on representative capital and finance
weights used in such measures.

. See Jorgenson, D.W. (1963): Capital Theory and Investment Beha&imerican Economic Revie3,

247-59.
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distortion to domestic and crebsrder direct investment deasis by MNEs.In such cases, the corporate
METR is measured as follows:

mMeTR=STK D=7 g 1 g 7 (5.2)
(Fg - d) (Fg - d) c-d
where J} is the corporationés discount rate (i .e.

of corporate tax, determined by the aft®r rate of return on an alternative investment of equivalent risk);

F<" measures the equilibrium (steashate) pretax real return from an additional unit of capital at the
margin where economic profit is exhausted (with a corresponding production fuRctidd ) ) ; and U
true (economic) rate of depreciation of capital assessed on a detlalanmge basi§. The variable ¢

denotes the user cost of capital (equaldo & reviewed below).

The difference (g-U ) i s -tak heeratgaf eturn on capg a | at the margin a
shareholders, equal to the total return less the loss in value of the asset owing to physical depreciation (e.g.
6wear and tear6). The numerator of the METR sho!
this rate of return, and the required aftewrporate tax rate of return to shareholderexpressed as a

percentage of the ptax return.

For example, if the preax net return on the last euro of capital installed is 0.10 euros (net of
depreciation), and the afteorporate tax return is 0.06 euros, implying a corporate tax wedge of 0.04
euros, then the (corporate) marginal tax rate is 0.4. A positive (negative) METR implies that investment is

discouraged (encouraged) by the tax system (relative to the no tax case).

In principle, one can measure directly the economic rate of deprecidtmigen type omgroup
(aggregate) of types of p hagjssied) prdersonalpak eéxpetted fate )of, an
return of shareholderg), However, the real return from an additional unit of capital at the marginigF
generally unknown, in the gse that it cannot be measured directly. The approach taken by METR
modellers is to infer this marginal return from capital stock equilibrium conditions derived from the neo

classical theory of investment, which may be applied to domestic and foreighivestment cases.

“ Units of capital are assumed chosen such that the price of a yfiysital capital is one currency unit.

One unit of capital can then refer equivalently to one unit of physical capital or one unit of currency.
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As elaborated elsewhefeynder the nealassical investment theory, managers of proiximizing
firms operating in perfectly competitive output and factor markets will invest in physical capital just up to
the point where the folloiwg equilibrium condition holds, in the domestic investment case:

Fe - u)=(r +a)(1- A (5.3a)
or equivalently

L_(r+a)- A _
P = = (5.3b)

with i, U a rddfined as above, and where u denotes the statutory corporate income tax rate, and A
measureghe present value of depreciation allowances and tax credits (if any) on a unit of investment,

measured as follows:

_ (s-1)
o :z, ua(l- a) tx= ua tx (5.4)
@+r)s r+a
wher e U i s-batafce (ordexlnihgalanceneguivalent) rate at which capital may be depreciated
forr tax purposes, and 3 is the investment tax cred

current and future depreciation deductions allowed under the tax system (capital cost allowances)

associated with one currency unit of investmers @ex 5.1).

The capital stock equilibrium conditio®.8) is intuitive and simply states that it is optimal for the
firm to increase the size (scale decision) of its capital stock up to the point where the marginal benefit of an
additional unit of capitglust equals the marginal cost of an additional unit of capital, and rne mo

The marginal benefit, measured by the-kehdside of 6.3a), is the marginal revenue from an
additional unit of installed capital, reduced by corporate tax on the returnmdiggnal cost, given by the
righthand si de, i s the pr oducd) coosists df the finanang oost.and thd h e  f
depreciation cost (reduction in value) associated with the use of a unit of installed capital over one period.
The secod term accounts for the reduction in the effective cost of acquiring one unit of physical capital

owing to depreciation allowances and investment tax credits, which reduces the cdst tmifs.

® See (amongst others) Auerbach, A. J. (1983): Taxation, Corporate Financial Policy and the Cost of Capital,

Journal of Economic Literatur@1, 905940, and King, M., and D. Fullerton (1984)axing Income from
Capital, University of Chicago Press.



Box 5.1: Net acquisition cost of physical capital

The termA (shown inequations4) i n the main text) which simplifi
with reference to Tabll bel ow which shows the stream of dep
associated with a unit of investment, depreciated for taggses at a declinirigalance rate. In Table5.1, UCC
denotes the undepreciated amount of capital cost for tax purposes. Summing the cells in the fifth column
summation ternin equation44) , whi ch can be shown to reduce to

Table5.1

Computation of present value of tax depreciation (capital cost) allowances

(1 currency unit of investment)

Period Beginning Capiial cost Tax value of | Present value at beginning ¢ End of period
period UCC allowance (CCA) CCA t of stream of CCA uccC
1 1 a ua va/ ((1+y) (Tia)
2 (ia) a(lia) ua(lia) va(lia) / ( 3+ 1) (€ a)2
3 (v a)2 a(li a)2 ua(l‘l'a)2 ua(l'l'a)2/ ( 13+4 ) (1'|'a)3
X (@)l a(lia)™l ua(lia)™! va(lia)y ( 1"+ ) (Lia)n

es to
reci at

gives the
uU/ (4 +

The example assumes no inflation.

Substituting (5.4) into (5.3b), one can solve for the user cost of capital ¢ (or equivalehfigr &
given set of tax and notax parameters appearing in the equilibrium condition (5.3b). Substituting the
user cost value c into the METR expression (5.1) allows one to assess whether the domestic corporate tax
system on balance discourages, encourages or haslreffects on domestic investment (indicated by a
positive, negative or zero METR valuef.omputation of METR values for different domestic investment
typesi for example, those qualifying for targeted tax relief and those that doailoiws one to xamine
distortions to investment decisions introduced by the tax system. In particular, the distorting effects of a
given tax incentive can be examined by allowing the incentive parameter (e.g. corporate tax rate, one or
more tax depreciation (capital ¢adlowance) rate, investment tax credit rate) to vary, while holding all

other factors fixed.
3. Policy justification for varying tax burdens

Findings of disaggregate tax burden measures that vary considerably from one investment type to
another call forexplanations, as such variations may signalitdxced distortions that depress economic
welfare. That is, efficiency gains may be realized (aggregate deadweight reduced) if the system were more

neutral in its treatment of different investment types.
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In certain cases, market failure arguments may call for tax incentive relief to improve resource
allocation. Howevermeasuring the degree of market faglus difficult tending to weaken the case for tax
incentives based on a market failure argument. rGtigeiments may also be presented as justification for
unequal treatment of different investments, as reflected in differences in the tax burden on business income
in different cases. In such cases, policy makers should be able to defend such a paitemgments

extending beyond political support for such measures).



TAX BASE PROVISIONS

6.  Are rules for the determination of corporate taxable income formulated with reference to a
benchmark income definition (e.g. comprehensive income), and are the maax provisions

generally consistent with international norms?

Implementation quidelines

As a guide to assessment of policy determining the tax base for business income, policy makers are
encouraged to consider alternative design options, with regahidbde applied in other countries. Such
references, along with consideration of pros and cons of alternative approaches, are helpful in deciding and
defending an appropriate set of tax base provisions, and avoiding adjustments that could prove
unsatisfactoy when assessed against a balancing of policy goals (e.g. raising revenue, providing

competitive tax treatment, limiting inefficiency, supporting equity and avoiding undue complexity).

The following reviews a number of key business income tax base is®msciation, inventories,
business losses, inteorporate dividends, corporate capital gains and losses, and allowances for the cost of
corporate equity® Given the breadth and complexity of the exercise, it is not possible to address let alone
elaborae all issues. However an attempt is made to highlight certain key tax base provisions, with policy

makers encouraged to explore these and other base provisions more fully.

The review does not consider simplified cash accounting (e.g. for firms withakdats or total
turnover below some threshold), to be addressed in a subsequent version of the policy framework which
addresses specifically small business provisions. Given that fearycountries have introduced a
corporate casflow tax, despite thevarious advantagethat cashflow taxation could bring (including
reduced complexity and distortions to investment decisiorejous design considerations relating to
cashflow taxation are not elaborated héfeNor does the review consider issues thiseain the context
of crossborder investment, including thin capitalization provisions (on inbound investment) and the
treatment of foreign source income (a focus on domestic investment). (A subsequent version of the policy

framework will also include geview of key tax base provisions in relation to international taxation.)

6 Some countries adopt turnover taxes that, rather than taxing income (onacseuml basis) or cagtow,

tax sane turnover measure (gross revenues possibly with limited deductions). In general, turnover taxes
are used to tax small business on a simplified basis, and operate alongside a basic business tax system that
taxes income (or possibly cafibw) of other (Brge/mediunrsize) businesses. The discussion here does

not address turnover taxes (which may be separately addressed as a small business or compliance issue).

4 Examples include Croatia, Estonia, Italy with its regional tax on business, and Norway dnd ttwith

their special regimes applicable to the oil industry. The current Estonian corporate tax on distributed
profits is akin to a sourebased corporate cash flow tax.
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1. Depreciation

Depreciation refers to a business cost associated with a decline in the value of ptdpegsneral,
income tax systems depreciate or amortize (spread out omamber of years) costs associated with
reductions in the value of property used to earn current taxable income if the property has a determinable
or fixed (i.e. finite) life longer than one year. For this purpose, statutory tax rules including detailed
regulations may be provided that set out the number of years (recovery period) over which depreciable
assets may be written off, and allowable depreciation methods. Statutory provisions may also stipulate the
treatment of repairs and improvements to chpitsets, the treatment of joint use property, and how
depreciation rules interact with capital gains tax provisions upon asset disposition. Recapture rules may
(or may not) be used to draw back into taxable income excess depreciation. In generatetas aye
viewed more favourably by investors the greater is the degree of certainty provided over tax treatment, and

the greater is the tax relief provided in respect of costs of holding and disposing of depreciable property.

Under aHaig-Simonsbased ta system that taxesconomic incomethe tax base would include
changs over the tax yedn the real value of assets held by a taxpay€onsistent with this approach,
policy makers may wish in principle to provide economic deprecidtitax allowancedor reductions in
asset value associated with adftigto avoid unintended tanduced distortions to investmetit.nflation

“8When depreciable property is purchased, there is no immediate cost to Sterinveoney (or monexequivalent)
is exchanged for an asset of equal value. The investor incurs a cost when a) the value of the property
declines due to a reduction in productive capacit.y
the prqoerty, or from partial use of a timnited right to use (intangible) property, or b) the relative value
of the property declines due to obsolescence (i.e. due to relatively higher productive capacity of new assets
accompanying technological change). p&noincome measurement for depreciable property (assets that
are productive beyond the year in which they are acquired, but decline in value over time), involving a
proper matching of income and expense, requires that such costs be capitalized (reveveimd)orather
than expensed. In contrast, where reductions in the value of property are not anticipated, as is typically the
case for land and inventory, income measurement involves cost recovery (only) at the time of disposition
of the property. Whé in some cases land may decline in value (e.g. with degradation of the soil or water
underlying the land), it generally does not have a finite/fixed useful life, and so depreciation deductions are
typically not provided.

““An asset 6s v a timeés determinadiby theppeesent discounted value of the future stream of earnings
from owing the asset. As a finitwed asset ages, the fewer are the number of productive years remaining,
and thus the asset ds v al wleeodeetink is greater.whereTthe asset veedrsi ¢ t i ¢
out as it ages (i . e. Awear and tear 0) and so is |
Economic depreciation captures these aspects. A third factor influencing asset value is ologolesce
where the relative price of an asset falls with the introduction of new more productive assets accompanying
technological change. An accrdssed measure of economic income would provide a tax deduction for
reductions in asset value resulting frobrsolescence. There is some controversy in the literature whether
revaluation effects resulting from obsolescence should be treated as economic depreciation or capital losses
(see for example, Fraumeni, B. (1997), The Measurement of Depreciation in tHedtidhal Income and
Product AMeneyaf GurendBusiness? No.7, p.742; and Gravelle, J. (1994)he Economic
Effects of Taxing Capital Incom€ambridge, Mass. MIT Press). Under an acebaaled system, such
labelling does not matter (curetax deduction under either label). However, under a realizhtiead
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indexing would also be required, involving the systematic updating of all begiohiyepr asset bases.
Providing economic depciation would allow investors to recover their initial investment, so that
investment returns are taxed at the statutory income tax rate. Deviations from economic depreciation

might be justified in instances of market failure.

In practice, ensuring ecomic depreciation is not feasible given the informational requirements.
Part of the difficulty is the large number and diversity of depreciable assets employed in the economy,
making reliance on some grouping of assets necessary. Moreover, the rateoofiealepreciation of a
given asset depends on the intensity with which it is employed by a given taxpayer (with levels of intensity
influencing the rate at which property is worn out). Given this, tax systems may allow taxpayers to take
into account theircumstances of their business and assess useful lives of depreciable assets they employ,
possibly with guidance and | imitations over depre
approach may be abandoned, in favour of a statutogrrdetation of allowable depreciation deductions
determined without reference to taxpal@rel information (aside from investment expenditures). Under
the latter approach, a schedule of recovery periods (and corresponding depreciation methods) could be
maintained by tax authorities, with an attempt to approximate economic depreciation on average (while
recognizing that by ignoring taxpayspecific factors, economic depreciation could not be exactly
provided for any particular individual investment).

While taxpayers may prefer greater discretion in determining the time profile of depreciation claims,
it would appear that, for a variety of reasons, the policy trend is towards a more systematic approach to tax
depreciation that avoids complications arisingevehtaxpayers and tax authorities are confronted with the
need to assess taxpaypecific information to assess whether depreciation claims made by a taxpayer in

fact represent a reasonable approximation of economic depreciation incurred by the faxpayer.

system, the distinction matters with depreciation claims being taken over time while an asset is held, while
deductions for capital losses are deferred until the time of assetitisposnder a realizatiohased tax
system that taxes capital gains on depreciable assets only upon realizationmadédécg may wish to
provide a deduction (capital loss) in respect of losses resulting from obsolescence only upon realization.

%0 A deduction for economic loss from unanticipated obsolescence would be provided at the time an asset is disposed
of (e.g. where the sale price is less than the remaininglépreciated) basis of the asset). Alternatively,
where an asset appreciatev@ue, taxing economic income would involve taxation of the capital gain.

At the same ti me, inflation adjustments would be requ
are fixed in nominal terms.

*2 |t is insightful to consider thexgerience of the United States with various reforms of its depreciation system (see
Report to the Congress on Depreciation Recovery Period and Metbegsartment of the Treasury, July
200017 this report is available ahttp://www.treas.gov/taxpolicy/library/depreci8.pdfPrior to 1971, tax
depreciation was based on taxpagpecified useful lives and salvage values of assets. Provided that tax
deductions were determined in accordand® waccepted accounting principles, and on a consistent basis,
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Depreciable asseatlasses

In generaltax systems prescribing allowances for depreciable préperyup or classify together
propertywith similar anticipatedii u s e f u | Depreciabkysopertymay be grouped according to the
industry in whichit is employed (e.g. automobile manufacturingy according to the asset type (e.g. cars
and trucks) regardless of the employing industrybyrsomecombinationof approaches Each group,
consisting of property with similar anticipated useful lives, may trenba s si gned a 6cl ass
useful life for assets within a group). The class life of a group may be used directly to calculate depreciate
allowances for that group, when combined with a prescribed depreciation method. Or depreciable property
grouwps with a class life within a given range may be assigned a single recovery period, with the latter used
to calculate depreciation allowances for that combined group. This latter approach may be taken where the
number of depreciable property groups igt¢grand policy makers wish to reduce the number of categories

of assets for which separate tax deprecation calculations are made.

Whether industry or assttpe based, depreciabj@operty groups may be narrowly or broadly
defined. The more narrowly deéd, the greater is the scope in principle for assigning, to a given group,
propertywith similar anticipateduseful lives. This however presumes accurate arm-dateuseful life
information making possible such an assignmelnt.general, such informiain may not exist, leaving
policy makers to rely on dated and questionable useful life estimates for an incomplete set of depreciable
property (recognizing ongoing changes to industry, new production technologies and assets). For example,
over half of theclass lives used in the U.S. depreciation system date back to 1962 (or earlier), while the
other (more recent) estimates have been largely changed sinc¥ 1980.

they were allowed (unless found under an audit to be unreasonable, based on available evidence). Under
the Asset Depreciation Range (ADR) system introduced in 1971, taxpayers could elecatprascribed

system that specified a range of allowable tax depreciation lives for each of 99 of 105 defined classes of
depreciable capital (25 asset classes, 80 industrial activity classes). The introduction of the Accelerated
Cost Recovery System (A@R in 1981 completed the separation of tax depreciation allowances from
taxpayerspecific facts and circumstances. Except for certain limited exceptions, taxpayers are required
under this system, and under its successor, the modified ACRS (MACRS), dssigeed allowances for

newly acquired assets. The assignment maps assets, listed by useful life estimates, to various MACRS cost
recovery categories (ten categories for tangible depreciable property).

%3 As elaborated by Gordon, R. (1998), Depreciatiomotization and Depletion, iflax Law Design and Drafting
ed. Victor Thuronyi, IMF, p.68714, legislation identifying depreciable (as opposed todepreciable)
assets may use a fAsubject to wear and ethepolicg rul e,
intent is to limit depreciation tproperty used to earn business income that declines in value, where the
decline can be reasonably estimated, and where the useful life is greater than one year.

> As discussed irReport to the Congress on freciation Recovery Period and Methpd3epartment of the
Treasury, July 2000 (see page 90), the system of asset classes and class lives used in the current MACRS
system is in need of review. In addition to being dated, the various class lives corneggordifferent
property groups do not appear to be based on a consistent concept of useful life.
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Moreover,a more narrowly definedet of depreciable property groupereases the number of
classes that must be separately meas(assliming that depreciation allowances are determined directly
from such groups)which may be particularly burdensome for certain taxpayers (e.g:uptdimms).

Perhaps more importantly, narrow asset groupings teagl to increase the number of classification
controversies confronting the tax administration, where taxpayers claim that a given asset falls into one
group as opposed to another (receiving less generous tax relief). Another consideration is thiagnarrow
the definition of asset classes may rexult in a better match in each céastween tax depreciation and
economic depreciation, to the extent that the latter depends on the intensity with which assets are used

and/or other events (technological chenhgot accounted for in the choice of tax depreciation rates.

Revised estimates by Hulten and Wykaffhp pioneered work in the U.S. estimating class lieds)
economic depreciation ratdy asset classexpressed in geometric (declintbglance form), basl on
revised useful life estimates, as shown in Table while widely cited and usedire subject to much

controversy.

The preceding suggests that considerable scope (and uncertainty) presents itself to policy makers in
devising an appropriate deprdai@ asset classification system and class life assumptions. Given that
narrow asset groupings do not necessarily mean greater precision in approximating economic depreciation,
policy makers may be encouraged to rely on a relatively small number of dépeersset groups to avoid
contentious debates around definitional boundaries, implying tax administration and compliance savings,

while at some (arguably unavoidable) cost to economic efficiency.
Depreciation methods

One of a number of depreciation methatlay be employed to depreciate property over its cost
recovery period® Straightline (SL) depreciatiori previously widely employed in tax systems, but
increasingly restricted to depreciate mainly ldivgd property (i.e. assets with a long recoveryiqid
such as nomesidential buildings depreciates the historic cost of property over its recovery period. In
particular, under SL depreciation, a constant annual tax deduction is provided, equal to the historical cost

of the property, multiplied by (IL), where L is the relevant recovery period.

%5 As discussed in the previous section, the recovery period for a given depreciable asset group may be given directly
by the class life of the group (i.e. amerage of useful lives of assets forming the group). Alternatively,
under a maryo-one mapping of depreciable asset groups (having a class life falling within some range) to
a single recovery period (e.g. falling midway or towards the lower end aldks life range), the latter is
the relevant recovery period (L) used in depreciation calculations.
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Table 6.1

Hulten-Wykoff Estimates of Economic DepreciatiorRates (declining balance, %)

Asset Original Estimates ® Revised Estimate8
Equipment
1. Furniture and fixtures 11.0 12.0
2. Fabricatednetal products 9.2
3. Engines and turbines 7.9
4. Tractors 16.3 18.0
5. Agricultural machinery 9.7 12.0
6. Construction machinery 17.2 18.0
7. Mining & oil field machinery 16.5
8. Metalworking machinery 12.2
9. Specitindustrial machinery 10.3
10. General industrial equipment 12.2 12.0
11. Office and computing machinery 27.3 30.0
12. Service industry machinery 16.5 18.0
13. Electrical machinery 11.8 18.0
14. Trucks, buses and trailers 25.4 30.0
15. Autos 33.3 30.0
16. Aircraft 18.3 18.0
17. Ships and boats 7.5
18. Railroad equipment 6.6
19. Instruments 15.0
20. Other equipment 15.0
Non-residential Strucutres
21. Industrial buildings 3.6
22. Commercial buildings 2.5
23. Religious buildings 1.9
24. Educational buildings 1.9
25. Hospital buildings 2.3
26. Other noffarm buildings 4.5
27. Railroads 1.8
28. Telephone and telegraph 3.3
29. Electic light and power 3.0
30. Gas facilities 3.0
31. Other public utilities 4.5
32. Farm strucutres 2.4
33. Mining, shafts and wells 5.6
34. Other norbuilding facilities 2.9
35. Residential buildings 15
Source:

a. JorgensgD. andM. Sullivan (1981) Inflation and Corporate Capital Bavery. InDepreciation, Inflation, and the Taxation of
Income from Capitaled. C. Hulten. Washington, D.C.: The Urban Institute Presddulten C. andF. Wykoff (1996). Tax and
Economic Depreciation of Machinery and Hguwent: A Theoretical and Empial Appraisal. Phase |l Report of Economic
Depreciation of the U.S. Capital Stock.: A First St&fashington, D.C.: U.S. Treasury Department, Office of Tax Analysis.
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The decliningbalance (DB) depreciation method provides an allowable depreciationofirgach
year equal to the declinidgalance depreciation rate, multiplied by the unrecovered amount of the historic
cost of property remaining from the previous period. Under simple declining balance, the depreciation rate
is (1/L), where L is the relevamecovery period; with double decliniiglance, the depreciation rate is
(2/L).** With simple or multiple decliningpalance depreciation that continually reduces but never
completely exhausts depreciable costs, the tax system may allow a switch okeddpré&ciation at the

point where this yields a greater tax saving that continuing with DB depreciation.

Assets depreciated on astraight ne basi s must be separately dep
be provided (or required) for property depreciatedler a given decliningalance depreciation method
(i.e. at the same declinidzplance rate). With opeanded pooling, acquisition costs of different properties
acquired in different years (all subject to the same declibalgnce rate) are added (pablend treated as
a single property’ This approach simplifies depreciation calculations, and may be seen as particularly
attractive to taxpayers with |l imited numeracy sl
recapture excess deprecatidn.particular, when an asset is disposed of (before it becomes worthless), and
is sold for an amount that exceeds its basis (i.e. the tax book value, net of accumulated tax depreciation),
the amount received is subtracted from the value of the poolnkrgsuthe value of the pool drops below
zero, the excess depreciation is not taken directly into taxable income. Instead, the excess depreciation
would be recaptured only over time (through reduced future depreciation claims). This outcome may be

seen asit least partly justified where inflation is significant, and inflation adjustments are not prévided.

Policy makers may wish to make allowances for small businesses that ease the cost of complying

with a depreciation system. One approach is to alloimamediate deduction (expensing) for investment

% Consider depreciable property purchased for 100 currency units, witly@at@ecovery period (L=10). Under SL
depreciation, the depreciation alloveanis 10 units each year, for 10 years. Under DB depreciation, the
depreciation allowance is 10 units in the first year (10 per cent of 100), leaving 90 units of unrecovered
capital cost at the beginning of year 2. In the second year, the deprecittizcamak is 9 (10 per cent of
90), while in the third, the allowance is 8.1 (10 per cent of 81), and so on. Under double declining balance,
the firstyear depreciation is 20; in the second year, the allowance is 16 (20 per cent of 80), and so on.

" With closedended pooling, only properties acquired in a given tax year (all depreciated according to the same
decliningbalance rate) are included in a single account.

%8 |n the absence of inflation adjustments for depreciable costs, some part of the exzes:iam by whi ch an
sale price exceeds its basis may reflect inflation effects (rather than excess depreciation to be recaptured).
For example, consider an asset purchased for 100 units, with a useful life of 5 years, which falls in value 20
units inthe first year due to wear and tear. Under straight line depreciation wiylea $ecovery period,
the firstyear tax allowance would be 20 units. Assume the asset is sold at the end of the first year for 88
units, with an underlying inflation rate 40 per cent. With no inflation adjustment, 8 units would be
included in taxable income (88 minus 80) under recapture provisions that subtract the sale price from the
unrecovered balance of depreciable costs. This result is onerous, as the tax depproidtied tax relief
equal to (not in excess of) the actual reduction in the value of the asset.
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expenditures in qualifying depreciable property up to some threshold (T), rather than requiring that the cost
be capitalized and written off over time. To better target the relief to small businessesgsheldhr
amount that may be expensed in this way could be reduced by one currency unit for each currency unit that

a taxpayeros tot al investment in qualifying inve
Accelerated depreciation discretionary versus no-discretionary allowances

Policy makers may wish to provide accelerated depreciation (i.e. depreciation more generous in
present value terms than economic deprecation) in order to encourage investment. In addition to questions
over the degree of acceldom, and the choice of providing enriched capital cost allowance treatment for
general or targeted investment, is the question of whether to allow the depreciation claims to be
discretionary or not. In particular, if policy makers aim to encourage meestby providing accelerated
depreciation, should allowable depreciation claims be mandatory (allowed only in the year when the claim
first becomes available), or should discretion be provided to carry the claim forward? Certain systems
allow unclaimed dpreciation expenses to be carried forward indefinitely (in pools of unrecovered capital
cost), which improves the ability of investors to manage tax claims and minimise their overall host country
tax liability. Where depreciation claims are mandatorg linkage with loss carrgver provisions

becomes more important.

For firms in an extended loss position (e.g., R&D intensive firms), it may be possible to extend
depreciation claims beyond a prescribed maximum carryover term by claiming the expendasinyer
possible under the depreciation carryover rules, and then carrying the amount forward under loss carryover
provisions. Such intesictions bear on the assistance offered and should be taken into account when
designing depreciation and loss cawngr provisions. Where a firm has negative taxable income or is in a
6l oss positiond in the vye airasisiagtgnithe caseallrihgehe easlypyearsa | C
of an investment projedt depreciation allowances only provide valuethe investor if the relief (the
increment to negative taxable income) generated by the tax deduction can be carried forward (or, under

some systems, carried back) or otherwise transferred to offset future (or previous) tax liabilities.

In Table 6.2, CaseAillustrates the pitfalls of introducing accelerated depreciation with mandatory
(nondiscretionary) claims and no loss cafoyward. Accelerated depreciation is shown in this case to
yield ahigheroverall tax burden than that observed with acneleated depreciation (comparing case 2A

with case 1). Providing discretionary accelerated depreciation (Case 2B) significantly improves the

investordés situation. Providi ng diferwardetovismnmsar y a
therebydl owi ng both tax | osses and business | osses toc
situation.



TABLE 6.2

Non-Discretionary vs. Discretionary Depreciation, and InterAction with Loss Carry-forward Rules

Investment: 100 yearl year?2 year3 Year4 year5 year6 year7 year8 yearS yearlC total PV tax
revenue 15 25 30 40 50 50 50 50 50 50 410

startup costs 50 30 10 0 0 0 0 0 0 0 90

net revenue -35 -5 20 40 50 50 50 50 50 50 320
depreciation (book) 10 10 10 10 10 10 10 10 10 10 100

profit (book) -45 -15 10 30 40 40 40 40 40 40 220

Case 1i Tax depreciation=book deprecation, twear loss carryfforward

unused 2nd prior year loss 0 0 45 15 0 0 0 0 0 0 -

unused 1st prior year loss 0 45 15 0 0 0 0 0 0 0 -

prior yea losses used 0 0 10 15 0 0 0 0 0 0 25

taxable income 0 0 0 15 40 40 40 40 40 40 255 65
Case2Ai Accelerated depreciation (nediscretionary), no loss carrforward

depreciation (tax) 50 25 25 0 0 0 0 0 0 0 100

income or loss -85 -30 -5 40 50 50 50 50 50 50 -

taxable income 0 0 0 40 50 50 50 50 50 50 340 88
Case 2B Accelerated depreciation (discretionary), no loss cafgrward

depreciation (max) 50 25 25 0 0 0 0 0 0 0 100

unused depreciation 50 75 100 80 40 0 0 0 0 0 -
depreciation claimed 0 0 20 40 40 0 0 0 0 0 100

taxable income 0 0 0 0 10 50 50 50 50 50 260 62
Case 2Q Accelerated depreciation (nediscretionary), fiveyear loss carrnyforward

depreciation (tax) 50 25 25 0 0 0 0 0 0 0 100

income oross (before carryover) -85 -30 -5 40 50 50 50 50 50 50 -

unused 8 prior year loss 0 0 0 0 0 0 0 0 0 0 -

unused % prior year loss 0 0 0 0 45 25 0 0 0 0 -

unused % prior year loss 0 0 0 85 30 5 0 0 0 0 -

unused 2nd prior year loss 0 0 85 30 5 0 0 0 0 0 -

unused T prior year loss 0 85 30 5 0 0 0 0 0 0 -

prior year losses used 0 0 0 40 50 30 0 0 0 0 -

taxable income 0 0 0 0 0 20 50 50 50 50 220 50

Examples assume 10 year straidjhe depreciation.
Presei value calculations use a discount rate of 10%, and assume a corporate income tax rate of
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At the same time, policy options are constrained by the fact that generous depreciation provisions
and loss carryover rules can lead to a significanidhup of unutilised tadtosses in the system. Tax
losses, or more generally outstanding balances of unused tax deductions and credits created by generous
investment incentive programs, can protect from tax targeted firms that eventually become profitable
having been supported by incentives. Moreover, the existence of large balances of unused tax losses
creates incentives for firms in a |l oss position t
transferred losses to reduce their eatrhost country tax liability. This puts pressure on host governments
to ensure that rules and administrative practices are in place to limit unwanted loss trading, typically with
new tax loopholes created as old ones get shut down. The revenue suditggrrom loss transfers can
be huge and dwarf foregone revenues from the targeted investment activities. (See also the discussion of

tax losses under stdection 5.)
2. Inventories

The commonly accepted treatment of inventories in income tax systempriovide a deduction for
costs associated with acquiring inventory only at the time inventory is%dtd particular, tax systems
generally allow a deduction for the cost of (inventory) goods sold during the year, calculated according to
the following formula:

cost of goods sold=(inventory opening balance + cost of purchiaseg@ntory closing balance.

The cost of purchases includes purchased inventory, as well as costs incurred in the creation of
constructed inventory (i.e. costs incurred in thenofiacture or creation of goods in progress or finished
goods inventory). Normally the cost of constructed inventory includes direct material costs, direct labour
costs, and variable factory overhead costs (e.g. electricity) varying with the level oftpoduAccrual
based tax systems would normally allow some portion of fixed factory overhead costs (e.g. rent) to be
treated as inventory cosf8. Tax rules must distinguish inventory costs from other costs (e.g. general

overhead costs, depreciable cpstsavoid double counting.

%9 As discussed in Burns, L. and R. Krever (1998), Taxation of Income from Business and Investieent, in

Law Design and Draftinged. Victor Thuronyi, IMFp.642, inventory refers to property (tangible movable,
immovable or intangible) that is purchased or manufactured, constructed, grown or bred, that is traded or
turned over in the ordinary course of aconsumedpayer 0
directly or indirectly in production, goods in progress, and finished goods. While inventory may be held

for longer than a year, the implicit assumption behind allowing a deduction for the cost of inventory in the

year that inventory is sold ihat, unlike in the case of depreciable property, reductions in the value of
inventory due to aging are not normally anticipated {masting assets).

&0 See Burns, L. and R. Krever (1998) (supra), as well as Thuronyia¥X.Reform for 1989 and Beyqri2,
Tax Notes, Feb. 20, pp. 98B6. The opening and closing balances of inventory should be consistent with
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The closing value of inventory may be valued at cost, or in some cases market value, with taxpayers
provided with a choice of alternative meth88sThe choice is important where the cost of adding to
inventory varies over tim For valuations of inventory at cost (i.e. at prices paid to purchase or construct
inventory), in general one of three inventory pricing methods may be usetth-last out (LIFO), firstin-
first-out (FIFO), and average cost (AC). Under LIFO (FIF®g, closing value of inventory is measured
assuming that items purchased or constructed first are sold last (first), implying that inventory items held at
yearend are those purchased or constructed first (last). In inflationary periods, the closirng lodlan
inventory is higher with LIFO (implying a larger deduction for cost of goods sold). However, LIFO results

in an undervaluation of inventory for financial reporting purposes.

Some systems allotaxpayers to assess the closing inventory at the lofveost and market value
(LCM).%® An assessment of inventory at market value allows taxpayers to obtain current tax relief (without
requiring the sale of inventory) for the cost associated with a reduction in the value of inventory resulting
from damage, ekerioration, or obsolescence. Finally, for unique products where the actual movement of

stocks can be traced, taxpayers may be allowed to assess the exact cost of closing inventory.
3. Business losses

Most income tax systems allow business losses irtinyea corporation in one year to be deducted
against business profits in another, subject to limitations (businessfiess rules). This treatment
recognizes the inherent arbitrary choice of 12 months to measure taxable profits and assess ifitome tax.
Al so, taxing corporate profits in the 6good year
years tends to discourage Hslking (i.e. corporate investment).

the basis used to account for income (accrual versus cash). For example, under abasmiusystem
where income is recorded for the sale ofrarentory item that remains in stock (undelivered) at the end of
the year, the closing balance of inventory should not include this item.

o1 While inventory costs are deducted at the time inventory is sold, and the cost of depreciable property is

amortizd, current costs are deducted on a current basis (in the year incurred).

2 Some systems permit closing inventory to be valued at market rather than historic (acquisition) prices, to allow
taxpayers to obtain current tax relief (without requiring the ghieventory) for the cost associated with a
reduction in the value of inventory resulting from damage, deterioration, or obsolescence.

% Some systems (e.g. U.S.) provide a choice between LCM and LIFO.

% For example, consider a firm that incurs a tax l@gegative taxable income) in year 1, but has positive taxable
income in year 2, and assume that the latter amount exceeds the absolute value of negative taxable income
in year 1. This means that positive taxable income would result if taxable incomassessed over a two
year (24 month) period. In the latter case, the taxpayer would receive a full offset against taxable revenues
for deductible business expenses incurred over theyéao period. Therefore one could argue that the
same should be truétaxable income were assessed instead on a yearly basis. This requires allowing the
taxpayer to carry forward the year 1 tax loss, to be deductible against year 2 taxable income.
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Fully symmetric treatment of corporate profits and losses requires a deduchidinfan corporate
losses as they are incurred (or the equivalent). This may be achieved by providing a refundable tax credit
equal to the negative tax liability. Alternatively, taxpayers could be allowed to carry losses back to offset
prior year taxald profits, requiring a tax rassessment. Where this is not possible due to insufficient prior
year taxable income to absorb current year losses (as forstagly businesses), equivalent relief could be

provided by allowing firms to carry forward busssdosses, with interest, to offset future taxable income.

In general, tax systems are limited to providing less than full loss offset. Many countries do not
allow loss carnpacks, and those that do, limit the cdoack to a limited number of yearsdethree).
Loss carryforwards are commonly provided, by the cdioyward period may be short (although some
systems provide unlimited carfgrward) where the norm is to deny an interest adjustment to offset
reductions in the value of future loss claiarssing from the time value of money. Loss offset provisions
are normally limited due to the foregone tax revenues that full loss offset would entail. For loses realized
by closelyheld corporations, there is a general concern that the provision ofossll offset would
encourage the mischaracterization of consumption activities (e.g. hobby farm) as business activities, in
order to obtain a tax subsidy for consumption.

In addition to discouraging corporate investment, limited loss offset rules generally debt
financing less attractive, given the restrictions placed on borrowers to claim relief for interest expenses
incurred on borrowed funds. This may be viewed in some cases as a positive outcome of limited loss
offset. Arguably more of a concers that limited loss offset provisions may encourage corporations to
invest in longlived rather than shotived depreciable assets, implying efficiency losses due to this form
of taxinduced distortiofi> Where a lossnaking firm invests in a depreciabdsset, and (mandatory)
depreciation allowances claimed in lesaking years get embedded in business losses carried forward,
realized depreciation relief for a given investment tends to be greater where a smaller percentage of that
relief is taken throughhe carry forward of losses (given limits in loss carry forward). Thus-lisad

assets that depreciate over a relatively large number of years (fewer loss years) tend to be more attractive.

Negative investment reactions resulting from limited lossydarward provisions may encourage
policy-makers to consider whether relatively restrictive provisions could be relaxed, possibly financed by

phasing out (inefficient) tax incentives for investment.

% This assumes that the tax system does not separately pool unrecoversatiep allowances and allow an
unlimited carry forward of such allowances.
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It is noteworthy that generous loss caioyward provisons may provide a greater investment
stimulus than a tax holiday with restrictive loss cdoyward rules?® This is illustrated when comparing
Table 6.3, which shows the present value of corporate tax on a hypothetical investment under alternative
losscarry-forward rules, with Tabl€.4 which considers results under a tax holiday but without loss-carry
forward provisions, under alternative design options for the commencement of a tax holiday (first year of

production, the first year of positive profit; the first year of positive net cumulative profit).

The illustrative results show that the present value (PV) of corporate tax is lower withyaawo
loss carryforward and no tax holiday (Case 2B) compared with a two year tax holiday starting evith th
first year of production, but without loss caffgrward provisions (Case 1A). Fiyear loss carrjorward
rules are also shown to be more attractive than an enrichegetwdax holiday that does not begin until

the first year of profit.
4. Inter-corporate dividends

In general, investors expect inteorporate dividends (dividends paid by one resident corporation
and received by another) to be free of corporat&’tabhe main reason is that imposition of corporate tax
on domestic dividends may resuitmultiple layers of taxation as dividends flow along a corporate chain.

With income tax intended as a tax on individuals, corpdeatel tax of business profit provides a
key withholding function, curtailing incentives that would otherwise existtairrgrofit at the corporate
level to avoid personal tax on distributed profit. Where corporate tax is levied on profits at source, further
corporate taxation of distributed aftax profits (e.g. paid to a parent corporation) is not required to ensure
the withholding function that requires only single taxation of profits at the corporate level.

% with a tax holiday, pressures mount on government to allow business costs incurred over the holiday period (that
generally would otherwise be tax deductible as incurred) twab@ed forward. Deferral of these charges
tends to oveestimate costs in the pesoliday period. In effect, loss carfgrward provisions allowing
firms to carry holiday expenses forward in effect shift gasiday taxable income into teexempt holilay
period. As shown in the main text, if business losses incurred during a holiday are not recognised
(deductible) in the podtoliday period, a tax holiday may actualtgreasea f i r méds t ax bur den
is particularly relevant for projects witsignificant costs in initial production years (wddtce training
costs, advertising costs to establish local market.)

7 An inter-corporate dividend deduction may be provided to offset an-amgrorate dividend inclusion. A partial
deduction (e.g. 9per cent) may be provided to realize a net partial inclusion (5 per cent).
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TABLE 6.3

lllustration of Alternative Loss carry -forward Rules

Investment: 100 yearl year2 YearZ Year4 Yeart year6
net revenue -35 -5 20 40 50 50
depreciation 10 10 10 10 10 10
Profit -45 -15 10 30 40 40
Case L1-- No loss carryforward

taxable income 0 0 10 30 40 40
Case L271 Two-year loss carryforward

unused 2nd prior year loss 0 0 45 15 0 0
unused 1st prior year loss 0 45 15 0 0 0
prior year losses used 0 0 10 15 0 0
taxable income 0 0 0 15 40 40
Case L3 Five-year loss carryforward

unused 5th prior year loss 0 0 0 0 0 0
unused 4th prior year loss 0 0 0 0 5 0
unused 3rd prior year loss 0 0 0 35 15 0
unused 2nd priorgar loss 0 0 45 15 0 0
unused 1st prior year loss 0 45 15 0 0 0
prior year losses used 0 0 10 30 20 0
taxable income 0 0 0 0 20 40

Examples assume same {pae) project specificsaTable 6.2, 10 year straighihe depreciation.
Tax depreciation matches book depreciation.
Present value calculations use a discount rate of 10%, and assume a corporate income tax rate of

year 9 year 10

N
o
N
o
N
o
N
o

BOOO
BOOO
[cleoNeNe)
[cleoNeNe)

N
N

[eleNeolNoNoNeNe)
[eleNeoNoNoNeNe)
[eleoNeolNoNoNeNe)
[eleoNeolNoNoNeNe)

N
N
N
N

total

320
100
220

280

25
255

220
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TABLE 6.4

lllustration of Two -Year Tax Holiday under Alternative Commencement Rules

Investment: 100 yearl year?2 Year:i Year4 Yeart year6
depreciation 10 10 10 10 10 10
Profit -45 -15 10 30 40 40
net cumulative priit -45 -60 -50 -20 20 60

Case H1i Holiday begins 1st year of production
yearl year2 YearZ Year4 Yeart year6
taxable income 0 0 10 30 40 40

Case H2i Holiday begins 1st year of profit
yearl year2 YearZ Year4 Yeart year6
taxable income 0 0 0 0 40 40

Case H3i Holiday begins 1syear of net cumulative profit
yearl year2 YearZ Year4 Yeart year6
taxable income 0 0 0 0 0 0

Examples assume same {pae) project specifics as Table 6 %) year straighdine depreciation.
Tax depreciation matches book deprecation. No-dass/-forward provisions.
Present value calculations use a discount rate of 10%, and assume a corporate income tax rate of

year 7
10

40
100

year 7
40

year 7
40

year 7
40

year 8
10

40
140

year 8
40

year 8
40

year 8
40

year S
10

40
180

year 9
40

year 9
40

year 9
40

year 1C
10

40

220

year 1C
40

year 1C
40

year 1C
40

total
100
220

total
280

total
240

total
160

PV tax
73

PV tax
59

PV tax
36
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Where corporate tax isoh paid on profits at source, taxation of these profits in the hands of a
recipient related corporation, while possibly desirable in certain cases, would be difficult to achieve given
the need to measure separatelygaid (franked) and tafcee dividends$®

Furthermore, taxation of inteorporate dividends could discourage investors from choosing a
corporate form to carry out business, discourage corporations from paying out dividends within a corporate
group (leading to an inefficient corporate laokeffect), and could also encourage greater use of debt
rather than equity finance. Furthermore, the scope for double taxation at the corporate level (possibly
compounded by further taxation at the shareholder level), could discourage corporate investment.

For these reasons, the norm is for income tax systems to provide relief farargerate dividends.
In some systems, a full (100 per cent) interporate dividend deduction is provided for qualifying
dividends received from resident corporations. alidying conditions may require that the dividends are
received from taxable (as opposed to-¢aempt) corporations. Recognizing that corporations may be
used to passively invest in portfolio shares, some systems require that the taxpayer corpodsian hol
nonportfolio interest in the distributing company, or that the distributing company and the receiving
company are part of the same consolidated group. A dividend deduction might also be denied for certain
types of preferred shares that have didat characteristics (e.g. where the payment of dividends is secured

by certain assets).
5. Corporate capital gainsand losses

The treatment of gaiflsssesrealized at the corporate level on the disposition of business assets
normally depends on the type af$set that is disposed of, and whether the asset is held as trading stock.
Gainglosseson stock that is traded as part of normal business acavidyormally taxed as ordinary
income (e.g. gairwsseson securities traded by financial institutiongpains on the sale of depreciable

assets may be treated in part as ordinary income, and in part as capital gains. In particular, where the

% In cases where corporate tax incentives fully eliminate corporate tax at source, corporate taxaticoarpimizte
dividends would ensure single taxation at the corporatd [&vcorporate profits. This may be viewed as
appropriate where corporate tax incentives are provided to address instances of perceived market failure
that limits financing to firms, by increasing the amount of after profit available for reinvestment
However, in the absence of a corpo#aeel imputation mechanism that would waive corporate tax on
domestic dividends received, where corporate tax on dividends is paid at source, double taxation would
result from corporate taxation of inteorporatedividends in cases where corporate tax is paid at source.

A corporatelevel imputation mechanism would add complexity to the tax system, and may be seen as
inappropriate where it is imposed on dividends paid out byrfedng firms. Taxation of intecorporate

dividends that escape tax at source due to corporate tax incentives may also be regarded as inappropriate
where the incentives are intended to lower effective tax rates on specific activities such as R&D (rather
than to increase the amount of aftex profit available for investment), implying that an offset at the
corporate level to corporate tax incentive is not desired.
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disposition price is no greater than the acquisition preapture provisions may tax as ordinary income

the amoat, if any, by which the disposition price of a depreciable asset exceeds its unrecovered cost
(drawing back into t axab Whereithe disposéion preex af e deprécialdee p r e
asset exceeds its acquisition price, this difference neayrdated as #axable capital gain, with the
difference between the acquisition price and unrecovered cost taxed as ordinary(necapteref® The

treatment of capital gains may (or may not) be preferential (e.g. partial inclusion of gains), girrorin
treatment of capital gains at the personal leMebmmon practice is to rinfgnce capital losses to be
deductible only against capital gains on assets of a similar type.

Gains on the sale of equity shares (of a resident company) may be subjectatiogedpit taxation
with or without relief to avoid double taxation of retained corporate profit underlying such gains. As
reviewed in the previous stdection, where corporate profits are taxed at source, andaftprofits are
distributed to another ¢poration and subject to corporate tax, double taxation of profits results. Similarly,
wher e a cor far prafits are metairseed, aalising the value of its shares to increase, corporate
taxation of capital gains on those shares, held by anatrporation, results in double taxation. In
principle, double taxation may be avoided by adjusting the portion of taxable capital gains to remove that
part corresponding to retained aftex profit. This would leave capital gains tax payable on anguabi
gains arising, for example, from revised assessments of futurdaaftdividends on the shares, or from
adjustments to discount rates used to assess equity values. Alternatively, capital gains realized by
corporations on equity shares of residempanies may be exempted from tax to avoid double taxation.
In some countries, gains on the sale of equity shares may be exempt under the condition that the shares are
in companies that are in the same corporate group as the taxpayer. In othergyaiapitah shares may

be fully exempt, without a minimum participation requirement or holding period restriction.

Many countriedreat intercorporatedividends and corporate capital gains asymmetrically, providing
an intercorporate dividend deduction, whitaxing corporations on capital gains on shares (rollover relief
may, however, be provided fearious forms of corporate reorganizagdn Taxing rather than fully or
partially exempting capital gains on shares may be explained in part by the faeipitaltgains tax can be
avoided in certain cases where double taxation would be problematic. In particular, where one corporation
holds shares of another in the same corporate group, dividends may be paid out (and rectred tax
under an intecorpoiate dividend deduction), prior to the sale of shares, thereby converting otherwise

taxable capital gains into dividends received-ftae. Given the particular interest in avoiding double

% 1n some systems, rollover provisions apply that allow the taxpayer to defer taxation of capital gains on qualifying
depreciale or fixed assets which are replaced with similar assets. Subsequent taxation of such gains is
addressed by reducing the acquisition cost (basis) of the new (replacement) assets by the amount of the
deferred capital gain.
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taxation of corporate profits in such cases (i.e-pantfolio shaeholdings), to avoid the possible negative
effects of double taxation in such cases (e.g. reduced investment, distortions to choices over organisation
form), a general provision of taxing capital gains (while recognizing the ability of taxpayers to avoid
taxation in cases where double taxation is most problematic) may be understood.

Where corporate capital gainga sharesresubject tatax, (asymmetric) relief is normally provided
in respect of capital losses. In particular, capital losses may be agtatst prior year taxable capital
gains (e.g. realized over the prior 3 years, requiring tax reassessment) or carried forward to offset future
taxable gains over a limited number of years (e-@.year carrforward) or indefinitely’® Standard
treatmentwould disallow carry forward with interest. Restricting capital losses to be deductible only
against capital gains on assets of a similar type (not against capital gains on other assets, or other taxable
investment income or business income), limiting thss carnforward period, and denying an interest
adjustment all tend to move tax treatment away from full offset, and may discourage investment in shares
(risk-taking) by corporation§. However, such treatment may be regarded by policy officialeasssary

to protect the tax base.

In order to further protect the tax base, various capital lossfeimging rules may be introduced to
avoid one company accessing (e.g. though a share purchase) a pool of utilized capital losses. For example,
rules may pohibit a capital loss carry forward from one year to the next where there has been an
intervening acquisition of control of the lesgking company (regardless of whether the corporation

carries on the same or a similar business).
6. Allowances for the cat of corporate equity

The conventional income tax base adopted by most countries, providing a deduction for the cost of
debt but not equity finance, imparts a bias favouring debt over equity. A number of countries have
recently introduced or proposedriaants that aim to remove or at least reduce this distortion. Under both
the Dutch ébox systemdb, and the recently introduc
corporate tax relief is provided in respect of the normal rate of returgwty.e While not fully removing
tax distortions to investment, they go a long way in neutralizing the treatment of debt and equity, which

many would regard as a significant advantage over standard base definitions that contributes to (what some

" Where the inclusion rate foormporate capital gains is less than 100 per cent, for exampknblai§ion (50 per
cent), the same inclusion rate would apply to capital losses (50 per cent).

" Some countries allow corporate capital losses to be netted against other income in ceetainFaa example,
Canada allows capital losses on equity or debt of a small business corporation (Ceoati@ted private
corporation that uses substantially all of its assets in active business carried on primarily in Canada) to be
deducted againsng type of taxable income.
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would desdbe as) oveteveraging of firms. Another approach, that of denying an interest deduction (so
that both the costs of equity and debt are not deductible for tax purposes), is proposed under the
comprehensive business income tax (CBIT) system advancedtradopted by the U.S. Treasury.
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ACCOUNTING FOR UNINTENDED TAX INCENTIVE EFFECTS

7. Have targeted tax incentives for investors and others created unintended tganning
opportunities? Are these opportunities and other problems associated with targetedax
incentives evaluated and taken into account in assessing their ce$tectivenes8

Implementation quidelines

This question encourages policy makers to carefully consider how tax incentives, depending on their
type and design, give rise to certain unmted and unwelcome results, and to consider how tax policy
might be adjusted to curtail negative effects. Such outcomes may be difficult to foresee, and generally will

depend on the specific incentive, targeting mechanism and design features.

Given this &ort space, it is not possible to enumerate and elabaltgiessibletax incentives, and
possible outcomes (which depend in part on the host country system in which incentives are introduced).
Instead, thepproach taken in thisolkit is to considerritended and unintended outcomes associated with
a tax holiday incentive, as an example. Policy makers are encouraged to carry out similar exercises when
contemplating the use of targeted incentives. Where possible, -padikgrs should consult with pojic
makers in other countries that have introduced a similar incentive, to determine if any lessons learned in

other host country contexts can be taken into account.
Unintended Tax Avoidanceand Distortions -- Tax Holiday Example

Tax avoidance and evasionpmptunities created by tax holidays can be demonstrated with reference
to a simple example. Consider a-naiday situation (illustrated in Table 7.1) where a parent company
(PCo) and its subsidiary (OpCoA) both operate in a given host country wittuebistacorporate income
tax rate of 50 per cent. The parent company may be assumed to be fully or partiallydomeégh The
parent company holds $1000 in operating assets (e.g., plant and machinery) and $1000 in financial assets
(bonds and shares) ketting its ownership of OpCoA. The subsidiary is capitalised with $200 of debt
capital and $800 in equity capital. The market rate of interest is taken to be 10 per cent, and the
representative firms are assumed to be gakers in the sense that th&nding and borrowing has no
i mpact on t he 6 WoThérafode, thegarent would earm3 percens 4fberon bonds
(with a 50 per cent corporate tax rate applied to corporate income), which sets in the example the minimum

rate of retun required by investors on equity shares of equivalent risk. Of course, investors would be

2 This corresponds to the small open economy assumption at the macro level.
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attracted to investment projects that provide a-fgstate of return greater than 5 per cent and would be
expected to channel investment funds to such profécts.

In the example shown in Table 7.1, the subsic
income and dividends paid to its parent PCo, i n
assumed market and shareholder required rates of returtribldiesd profits are taxed in the hands of the
subsidiary at 50 per cent, while interestleductible for tax purposes at the subsidiary levd taxed in
the hands of the parent at 50 per cent. As is normal practice, dividends received by thEqpariéat
domestic subsidiary are received tax free (deductible from the tax base) in order to avoid double taxation of
the underlying profit amount. As the table shows, a total of $100 in corporate income tax is collected with

a 5 per cent afteiax rateof return on the operations of the parent and its subsidiary.

Table 7.2 considers the introduction of a tax holiday, and illustrates the desired outcome of the tax
policy. In particular, PCo is shown to invest an additional $500 in the host countnjisestigba new
subsidiary OpCoB that undertakes the activities qualifying for tax holiday treatment. Targeting under the
tax holiday could be towards activities undertaken in a given geographic area in the host country (e.g., a
regional tax incentive) onia given industry (e.g., manufacturing activities). In the example, investment in
OpCoB is shown to occur up to the point (at the capital stock level of $500) where-tar @t of return

is 5 per cent, which equals the required ftastrate of turrunder tax holiday treatmefit.

Table 7.3 also considers the introduction of the tax holiday, but takes into account two possible but
unintended incentives created by the new regime. First, it may be that the parent company, rather than
expanding its opetimns, would attempttore har act eri se existing capital
capital qualifying for the tax holiday. An actual expansion may be viewed by the parent as unprofitable,
due for example to financing constraints, limited factor sypml limited output demand. In any event,
even where some additional investment is encouraged, the incentive would remainicare act er i s e
capital as Onewb. This incentive is illustrate:
operdions by $500, and diverting this capital to OpCoB. This has the effect of reducing host country tax

revenues as income generated by this capital, previously subject to tax, is now earned tax free.

& A key assumption (used in virtually all investment models) is that the existence of economic rent (profits in excess of

minimum required returns) wibd attract additional financing, with expansions to the productive capital stock tending

to drive down the préax rate of return under diminishing productivity of capital at the margin An equilibrium is
reached where i nvest melding a preax jratecof returnthat jesa providey then minimunyg i
required rate of return at the margin (zero economic rent), and no more. In the case of a 50 per cent corporate tax rate,
this breakeven point is achieved at a 10 per centtprerate of rairn.

The example assumes that the tax holiday period exceeds the productive life of the capital employed in OpCoB.
Where it does not, implying that income generated by the capital would eventually be subject to tax during the post
holiday period, theaquired pretax rate of return would fall between 5 and 10 per cent.
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Second, an incentive is created to structure loans toafp®rate group through OpCoB qualifying
for the tax holiday. In the exampl e, rather tha
be reduced by having this loan intermediated by OpCoB. This can be structured by recalling the loan to
OpCoA, investing an additional $200 in equity in OpCoB, which in turdoans the funds to OpCoA.
The $20 on interest on this loan, which continues to be a deductible expense to OpCoA, is now received
tax free in the hands of OpCoB, and converted and qatido the parent in the form of a thee inter
corporate dividend.

Together, these distortions have the effect of lowering host country tax revenues to $65, as compared
to the $100 figure in Table 7.2 (showing the desired outcome). Furthermore, ubgored the amount
of tax on income generated by OpCoA creates an incentive to expand the amount of capital employed in
the nontargeted sector. The example shows that at the existing capital stock level of $1000, OpCoA
generates a potax rate of rettn of 6 per cent. This means that the capital stock employed in OpCoA can
be increased, while generating abovegmal post ax r ates of return. Expansi
would be expected to continue up to the point where thetaosate of reurn falls back to 5 per cent. The
ability to earn above o r ma | rates of return on OpCoA operati

enjoy a windfall gain, on account of the tax holiday, on assets employed outside-thegeted sector.

In additionto encouraging the routing of interest income through the new intermediary OpCoB, an
incentive is created to charge OpCoAa#on més | ength price on the | oan.
charged on the $200 | oan afd@perecent, theecorporate dreup i ale tpt h  (
reduce its host country tax bill even further. This is illustrated in Table 7.4, which considers the case
where the interest rate is increased to 20 per cent. Because the interest charge is deducgtlg;ahis r
the amount of corporate income tax paid by OpCoA from $40 to $30. As in the previous case, the interest
is paid to OpCoB where it is received tax free, which may be then paid to the parent -fiea iater
corporate dividend. The result is ather reduction in host country tax revenues ($55), an increased rate
of return on OpCoA operations, and thus a further incentive to expand the capital stock intérgeiea
sector.

The investment distortions towards A@mgeted sectors identified the examples are noteworthy.
In particular, in addition to unintended revenue leakage, the introduction of a tax holiday can create
unintended efficiency losses. In general, an efficient allocation of capital requires an equivalenee of pre
tax rates ofeturn across assets. This follows simply from the fact that, whetexprates of return differ,
aggregated gross returns can be increased by shifting capital away from the least productive towards the

most productive uses. Therefore, given that imaest behaviour tends to equate aftet rates of returi
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placing additional (less) capital towards assets providing higher (lowertafteates of return, tending to
decrease (increase) the correspondingigxeates of returii efficiency generallycalls for the application

of uniform tax rates across assets. One exception to this rule is where uniform taxation leads to an
inefficiently low capital stock, for example on account of an inability of investors to fully reap investment
returns (e.g., R&[} or due to imperfect information or imperfect capital markets more generally, in
instances of market failure calling for the introduction of special tax incentives. It follows that efficiencies
are lost where income that should be subject to umitaxation is able to escape the tax net, as in the case

of interest income paid by OpCoA in Table 7.3.

Table 7.1: Initial Direct Financing Structure with No Tax Holiday

Parent company (PCo) Subsidiary (OpCoA)

Corporate income tax rate 50% 50%

Balance sheet items Assets| Liabilities Assets| Liabilities
Operating: Equity 2000 Operating: Debt (PCo) 200
i plant/machinery 1000 T plant/machinery 1000 | Equity (PCo) 800
Financial: (debt/capital) (1/5)
i loans to OpCoA 200
i shares in OpCoA 800

Pre-tax rates of return Parent operations | 10% Subsidiary operations | 10%
Corporate income tax Net operating income 100 Net operating income 100
(CIT) Interest incomeflom OpCoA 20 Interest expense (@10%) 20
Dividend income ffom OpCoA 40 Net taxable income 80
Total income 160
Corporate income tax (CIT) 40
Dividend received deduction 40
Net taxable income 120 Distributed profit 40
Corporate income tax 60
- of which
-- CIT on PCo operating income 50
-- CIT on interest incomedpCoA 10
Posttax rates of return Parent operations 5%
Subsidiary (OpCoA) operations 5%
TOTAL CORPORATE
INCOME TAX 100
Notes:

The parent ¢ o mp-aonpyrétetaxmrateiuréturneod invastmemrts is 5% asrdieted by i(tu)=(.10)(%.5) where

the market interest

rate on bonds (i) is 10% and the host country corporate income tax rate (u) is 50%. The operating surplus of the subsidiary
(OpCoA) is taxed in full at the corporate level at rate u (with interestm®taxed in the hands of the parent, and subsidiary profit
taxed at the subsidiary level). The requiredtprerate of return on subsidiary operations (Fk) that yields the 5% required after
corporate tax rate of return is Fk=10% as determinet (dyu)+(Fk-ib)(1-u)=i(1-u) whereb denotes the debt/capital ratio (0.2).

Thepost ax rate of return o 0)/POCH Whie thatdoe OpLaAiequals(18e-iPyladd.s ( 100
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Table 7.2: Expanded Capital Stock under Tax Holiday (illustration of mlicy goal)

Parent company (PCo) New Subsidiary (OpCoB) Subsidiary (OpCoA)
-- qualifying for tax holiday--
Corporate income tax rate 50% 0% 50%
Balance sheet items Assets| Liabilities Assets| Liabilities Assets| Liabilities
Operating: Equity 2500 Operating: Equity (PCo) 500 Operating: Debt (PCo) 200
I planfmach. 1000 T plant/mach.500 T plant/mach. 1000 Equity (PCo) 800
Financial: (debt/capital) : (1/5)
T loans to OpCoA 200
i shares in OpCoA 800
i shares in OpCoB500
Pre-tax rates of return Parent operations [ 10% Subsidiary operations | 5% Subsidiary operations [ 10%
Corporate income tax Net operating income 100 Net operating income 25 Net operating income 100
(CIT) Interest incomeffom OpCoA 20 Net taxable income undéax holiday | O Interest expense (@10%) 20
Dividend income ffom OpCoA 40 Net taxable income 80
Dividend incomeftom OpCoB 25 Corporate income taxgx holiday) 0
Total net income 185 Corporate income tax 40
Distributed profit 25
Dividend received deduction 65 Distributed profit 40
Net Taxable income 120
Corporate income tax 60
- of which
-- CIT on PCo operating income 50
-- CIT on interest income (OpCoAl 10
Posttax rates of return Parent opeations 5%
Subsidiary operatioris OpCoA 5%
Subsidiary operatiorisOpCoB 5%
TOTAL CORPORATE
INCOME TAX 100

Notes The example shows the parent company raising an additional $500 in equity capital to invest in a new subsidiary (Jf@o8 fauide tax holiday.
Thepreandpost ax rate of return on OpCoBds operation equals 25/500.
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Table 7.3: Intermediated Financing under Tax Holiday (unintended policy outcome)

Parent company (PCo) Subsidiary (OpCoB) Subsidiary (OpCoA)
-- qualifying for tax holiday--

Corporate income tax rate 50% 0% 50%

Balance sheet items Assets| Liabilities Assets| Liabilities Assets| Liabilities
Operating: Equity 2000 Operding: Equity (PCo) 700 Operating: Debt (OpCoB) 200
I plant/mach.500 T plant/mach.500 T plant/mach. 1000 | Equity (PCo) 800
Financial: Financial: (debt/capital) : (1/5)
T shares in OpCoA 800 i loans to OpCoA200
i shares in OpCoB/00

Pre-tax rates of return Parent operations 10% Subsidiary operations 5% Subsidiaryoperations 10%
Subsidiary operations 10%

Corporate income tax Net operating income 50 Net operating income 25 Net operating income 100

(CIT) Interest income 0 Interest incomeffom OpCoA 20 Interest expense (@10%) 20
Dividend income ffom OpCoA 40 Net taxable income under tax holida] 0 Net taxable income 80
Dividend incomeftom OpCoB 45
Total net income 135 Corporate income taxgx holiday) 0

Corporate income tax 40

Dividend received deduction 85 Distributed profit 45
Net taxable income 50 Distributed profit 40
Corporate income tax 25
- of which
-- CIT on PCo operating income 25
-- CIT on interest income (OpCoAl 0

Posttax rates of return Parent operations 5%
Subsidiary opetionsi OpCoA 6%
Subsidiary operatiorisOpCoB 5%

TOTAL CORPORATE

INCOME TAX 65

Notes The example shows the parent company diverting $5n0e0wobofi nivtess tpmmeondtu.ct i ve
The parnrton®p&cA (Whichadoes not qualify for the tax holiday) is structured through OpCoB to minimise the tax on earnings ofeDpBla#y the conversion of

taxable interest to exempt dividend income in the hands of the parent).
The posttax rate of return o® Co 6 s

result creates incentives to expand the-tasgeted capital stock in OpCoA.

6C

oper at i 25)/300,wlhile teatfor ®pCoA io(1604051000, and for OpCoB is 50/500.
In the example, the tax holiday generates economic rents ¢aloowel rates of return) on the (unchanged )physical capital stock ($1000) in Op&d@0at This nosarbitrage

capital
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Table 7.4: Transfer Pricing Incentives under Tax Holiday (unintended policy outcome)

Parent company (PCo) Subsidiary (OpCoB) Subsidiary (OpCoA)
-- qualifying for tax holiday--
Corporate income tax rate 50% 0% 50%
Balance sheet items Assets| Liabilities Assets| Liabilities Assets| Liabilities
Operating: Equity 20@ Operating: Equity (PCo) 700 Operating: Debt (OpCoB) 200
I plant/mach.500 T plant/mach.500 T plant/mach. 1000 | Equity (PCo) 800
Financial: Financial: (debt/capital) : (1/5)
T shares in OpCoA 800 I loans to OpCoA200
i shares in OpCoB/00
Pre-tax rates of return Parent operations 10% Subsidiary operations 5% Subsidiary operations 10%
Subsidiary operations 10%
Corporate income tax Net operating income 50 Net operating income 25 Net operating income 100
(CIT) Interest income 0 Interest incomeffom OpCoA 40 Interest expensg@20%) 40
Dividend incone from OpCoA 30 Net taxable income under tax holida] 0 Net taxable income 60
Dividend incomeftom OpCoB 65
Total net income 145 Corporate income taxgx holiday 0
Corporate income tax 30
Dividend received deduction 85 Distributed pofit 65
Net taxable income 50 Distributed profit 30
Corporate income tax 25
- of which
-- CIT on PCo operating income 25
-- CIT on interest income (OpCoA] 0
Posttax rates of return Parent operations 5%
Subsidary operation$ OpCoA 7%
Subsidiary operatiorisOpCoB 5%
TOTAL CORPORATE
INCOME TAX 55

Notes The investment structure is the same as that shown in Table 5.3. The ability to convert otherwise taxable interfrshinOp@ieA to exempt didend income received

from OpCoB creates a O6transfer pricingdé incenti ve lythighritenicraenaeembé el engehesatepntei ohah
shown to be 20 per cent (rather than 10). gostt ax r at e of return on OpCoAds operati on0)Lloo0c Thisdughers from 6% (i n
increases the incentive to expand the capital stock in théangeted sector (OpCoA).
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TAX EXPENDITURE REPORTING

8. Are tax expendture accounts reported and sunset clauses used to inform and manage the
budget proces®

Implementation quidelines

1. Preparation of tax expenditure accounts

Tax expenditure (TE) accounts should be prepared to inform fiscal planning, improve investor as
well as taxpayer confidence in the system, support good governance, and promote economic development.
Preparation of TE accounts, identifying and estimating public expenditures through the tax system
resulting from special (targeted) tax relieving provisiga.g. tax incentives), requires the development of
TE frameworks, differentiated according to the type of tax (e.g. personal income tax, corporate income tax,

valueadded tax).

Development of personal and corporate income tax TE frameworks requiresnteuction of
micro-databases, based on representative samples of individual and corporate taxpayers (see Annex 1 for a
review of steps involved in establishing a midataset on the basis of stratified samples of taxpayers).
Development of a value addleax TE framework generally requires inmuttput information from
National Accounts data.

2. Incorporation of tax expenditures in fiscal planning

Incorporation of tax expenditure estimates in shand mediurterm fiscal planning requires that
TE accouts be prepared (as noted above, with TE estimates for the current year and forecast years), with
separate TE amounts categorized by function (e.g. assistance to small business (firms with total assets less
than a given threshold)). TE estimates may thercénsidered together with direct expenditure data
(budget appropriations), also categorized by function, to consider total public expenditures (tax

expenditures plus direct expenditures) by function.

Inclusion of TE estimates ia review of overall fiscaplansprovides input to assessments(ahd
control over) the fiscal balance, by allowing polimpakers to assess possible adjustments to tax
expenditure and/or direct expenditures, to meet fiscal balance (deficit) targets. By quantifying tax

expenditure, TE estimates may also help initiate steps to contain TE costs (generalkgnojeeh
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particularly where the tax relief is navastable)” Finally, a TE estimation framework based on micro
data may help improve forecasts of revenues and fiscal balmtéhus assist in budget management, to

the extent that the TE sharpens forecasts of tax expenditure amounts.

Consideration of TE estimates by function, alongside direct expenditures by function, should also be

undertaken to avoid duplication of expendis, overlapping or conflicting expenditures.

TE estimates also provide input to cbshefit assessment of tax incentives. TE estimates together
with results of cosbenefit assessments should be considered to allow policy makers to assess the current
prioritization of public expenditures (tax, n¢ax), and possible adjustments to expenditure ranking and
amounts. It is important to note that TEs are implicitly ranked ahead of direct expenditures, in that they

reduce tax revenues available to fund diee@enditure$®
3. Authorization and management of tax expenditures

Where used, tax expenditures should be properly authorized and managed with the aim of ensuring
transparency and accountability. Several elements of an accountable tax and tax egpfeachituvork

may be noted?

1 power exercised in imposing tax liabilities should leesed on laws and consistent witte

constitution (i.e. constitutionaligssigned taxing powers

1 laws imposing tax liabilities in a given field of tax (e.g. income taxjgassl by a given
government (e.g. central government) should be consolidated into a single act (e.g. Income Tax
Act).

» 6Nevastabled tax relief may be carried forward by
the taxpayer has insufficient taxable income or tax liability in the cuteenyear to fully utilize the tax
relief. In contrast, with wastable tax relief, any excess is lost. For example, considemwastainle
invest ment tax credit of 100 euros. I f a taxpaye
taxpayer is only able to claim an investment tax credit of 75 euros (eliminating the current year tax
liability), then the 25 euros of excess credit may be carried over to offset tax liability of the taxpayer in the
following year. With a wastable tax crédihe 25 euros of excess credit may not be used (in the current
year or any other year).

" Tax expenditures, which directly reduce revenues, are implicitly given higher priority than (all) direct
expenditures. When direct expenditures are ranked angarethwith an overall revenue cap, even top
rated direct expenditures (e.g. for economic development) are assessed against revenues already measured
net of tax expenditures.

" Accountability in the provision of tax expenditures through a clear legal gaksof law), which assigns,
controls and limits power over the provision of tax expenditures, and thus makes government accountable
to taxpayer s, is sometimes referred to as Ol egiti

standards of accatability and transparency.
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1 power exercised in providing tax expenditures (tax concessions) shdoddéd ommendments
to the laws imposing the initial tax liakiyi

1 tax lawmaking powers, including the provision of tax expendituestcised by the legislature
and by the executive should be distinct and cféa8imilarly, tax lawmaking powers exercised

by level of government (central/state/local) should be clear.

1 tax expenditure accounts classified by function should be produced regularly (e.g. annually),

announced and made available to the public, and audited to ensure accountability.

It is important to emphasise that it is generally unlikely thetrall managermt of tax expenditures
is clear and transparent if multiple departments are authorized to introduce incentives; if significant
administrative discretion may be applied to determine beneficianekf, tax expenditure accounts are not

publicly reported.

When introduced, tax incentives (an important form of TE) should be introduced with ctetety s
objectives and sunset clause&s noted, the effects of tax expenditures should be periodically evaluated
against their stated objectives, including attihee of termination under a sunset clause. Evaluation may
include discussions with tax administrators involved in screening qualifying investments, surveys of

investors (those qualifying and not for the incentive), formalbesefit assessment.

8 Where the executive has the power to grant tax relief (tax expenditure) to tax liability assigned by the

legislature, the limits on the ability for this mixing of powers should be clear. Full consistency enabling
greater acountability would limit the power to provide tax relief (for a given tax) to the same body that has
the power to impose the initial tax liability.

64



INTERNA TIONAL TAX CO -OPERATION

9. Are tax policy and tax administration officials working with their counterparts in other
countries to expand their tax treaty network and to counter abusive crosBorder tax planning
strategie®

Implementation quidelines

1. Tax treaty network

The scope of a host countryds tax treaty net wo
count of the number of tax treaty partners (or by reference to the dates on which its tax treaties were
negotiated or renegotiate).While a large number of treaty partners may signal a large pool of potential
investors having access to treaty benefits, it is not necessarily the case that a small number of treaty
partners signals the opposite. This recognizes that treaties with certatnieso@e.g. Belgium, the
Netherlands, the U.K.) that are attractive conduit locations for routing investment may provide the host
country with access to investors in a large number of couritiiegarticular, to countries that have a tax

treaty with oneor more of these countries as hosts to intermediate financing services.

Thus an assessment of the scope of a countryaod:s
specific countries that are treaty partners. A long list generally implies broadsatenvestors,
particularly where a number of the partners are large capital exporting countries. For the reason noted
above, where the list (possibly a short list) includes one or more recognized conduit locations, broad access

to investors may also kssumed.
2. Treaty articles

A central benefit to investors provided by tax treaties is the reductions they bring-tesidsmt
withholding tax rates on payments used to repatriate eariindwidends, interest and royalti&s.

Therefore, an important neideration is the level of nenesident withholding tax rates negotiated with key

" Where a treaty was brought into force many years ago, this does not necessarily mean that it dos not

provide host country or investor benefits that are less (or more) attractive than a relatively new treaty.

8 Royalty payments both provide a return on intangibles licensed to host country affiliates, as well as

providing a means to repatriate profits (i.e. whee  a n a blengtheprica s ch@rged on royalties, the
amount of Oexcess6 payment is profit). I n the ca
prices are charged, a reduced withholding tax on royalties lowers the cost of acteasigiple capital

(e.g. software payments).



tax treaty partners. Table 9.1 sets out treaty withholding tax rates by payment type that would generally be
regarded by investors as attractive.

Table 9.1
Payment type Treaty withholding tax rate (max.)
interest 10
direct dividends 5
portfolio dividends 15
royalties 10

* Withholding tax rates at or below the levels shown in the table would generally be
regarded by investors as attractive (i.e. consistent with intenathorms).
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Annex 1

Establishing a micro dataset based oa stratified sample of taxpayers

This annex considers the construction of a micro datfsebrporations, based on a sample of
taxpayetlevel data (as opposed to aggregate data), used to méasuex burden on corporationg\
main objective of creating a micro databased on a sample of taxpayerdo avoid the significant (and
unnecessary) cost of gatherifigr the total taxpayer population detailed information for axden

measurementral micro-simulation analysis.

Let P be the total number of corporations in the economy (the taxpayer popifatianrder to
create a number of s e piaecassaey fogan efficierd samdling 6fsakpaniers iar 6 1
the population, anébr calculating effective tax rates for sdivisions of firmsi consider partitioning the
taxpayer population according to some set of stratification criteria (e.g. industry, asset size, fBchéon).

N be the total number of separate groups (cellsfirofs that results from the application of the
stratification criteria, and let; oe the number of firms from the taxpayer population assigned to cell i
(where i =1, ¢é, N):

P=&ap (A1.1)

For each separate cell (group) of firms, considercieg some sample (stget) of firms, and let;s
be the number of firms sampled from the population,df pr ms i n cel | [ (where

sample size is given by the following:

N

i=1

The fraction of firms sampled ia given cell, measured by/(%), vaiies across cells, depending on

the importance of the cell in representing some aspect of the population. For exgithplaterest in a

8l The 6totald taxpayer population may exclude corpol
only 1-2 months, and very small companies that together contribute very little to total revenues.

82 Consider a simple stratification that distinguishes firms by industry (assume 2 industries A and B) and by

firm size (assume 2 sizes, large and small). Stratifying data in this way creates 4 cells (taxpayer groups)
large firms in industry A, large firmin industry B, small firms in industry A, small firms in industry B.
Each firm in the population is assigned to one of these 4 cells. In general, the larger the number of
stratification criteria, and the greater the range within each criterion (B.qgd@stries rather than 2) and

thus the greater the number of differentiated cells, the more similar (homogeneous) are firms within a given
cell, and the smaller is the required sample size to generate a representativé shatpte one that when
weighted yield figures consistent with the taxpayer population.
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sample that provides a close approximation to total corporate tax paid, thingapnpcedure would
generally require that all firms in a given cell be included in the sampi®) ($ the asset size of &tcell
corresponds to that of large companies (e.g. which largely determine the tax base).

The weight assigned to each samplmfin a given cell (i) is determined as follows:
W =p /s (Al1.3)

The assignment of weight;wio each sample firm in cell i produces a result that is representative of all
firms in cell i. For example, where 100 of the taxpayer populasiassigned to cell i §100), and half of

the firms in this cell are sampled=S0), giving a weight of w2, multiplying the income, expense, asset

and liability data of each sample firm in cell i by 2, and adding the weighted results across samaple firm
produces estimates for the taxpayer population assigned to cell i. Carrying this out for all cells produces

estimates for the entire taxpayer population.

As noted above, anain objective of creating a micro dataset is to avoid the significant and
unneessary cost of gathering for the total taxpayer population detailed information requingalidgr
analysis (e.g. tax burden assessment). To assess whether a given sample of firms is representative of the
total taxpayer population and can be relied ufgoproduce representative results, certain key data must be
gathered for the total taxpayer population. Once a representative sample is established, the task of
gathering the detailed data required from tax policy analysis can then be limited to theafdinps.

To take an example, consider total (actual) corporate income tax paid, consisting of the sum of

corporate income tax for each firm in the taxpayer population:

N B
CIT=3 & CIT, (A14)
i=1j=1
Certain firms in the taxpayer population do not payporate tax and thus while included in the above
summation would not contribute to it (that is, ¢¥0 for some firms). By relying on a stratified sample of
corporations, total corporate income tax may be estimated based on the sample firms, usisgtaveigh

scale sample data to reflect the taxpayer population:

N S
CIT®° 5w 4 CIT; (A15)
=1 j=1
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where the estimated value will more closely approximate the true (actual) value giveh.4ytite more

robust the sampling procedure, and the greater the homogenhdhe taxpayer population. As noted
previously, the greater the degree of heterogeneity of the population, the greater the need for multiple
stratification criterid>

By recording certain key tax return and balance sheet figiaetsial data)or all firms in the
population (e.g. corporate income tax (CIT) paid), corresponding estimates of those figures based on a
sample of firmgnay be compared with actual figures to consider the degree of accuracy of the sampling
procedure and the resulting weights. the example above, the weightsase applied to determined their
accuracy in estimating total corporate tax paid. Similar comparisons should be carried out for other key
data fields. Where the variation of samphesed estimates around actual vaisesonsidered acceptably
small (with a tradeff between accuracy and resources involved in expanding the sample size), the
weights may be applied to carry out tax burden analysis and-gifordation analysis using the sample of
firms for which a much dher set of data is transcribed (in comparison to the limited set of key data
gathered for the taxpayer population). Where the variation is considered too larger, the sampling approach
must be improved (through larger sample size and/or greater sttitifica

The taxpayer population of P firms, as well as the sample of S firms, may be disaggregated into three
groups: profitable taxable firms; profitable ntaxable firms (i.e. firms earning profits in the current year
but not paying tax owing to some cbimation of tax deductions, loss carry forwards, and tax credits), and
non-profitable nortaxable firms (i.e. firms incurring losses in the current year and therefore not paying
tax). While all three groups are included in the above summations, it ighenfirst group (profitable
taxable firms) that contribute to estimated corporate income tax. (Note that the second group may
contribute to simulated corporate income tax under a simulation that considers an adjustment to tax rules

that would cause thériin to become taxable).

8 Or viewed another way, the more stratified the population, the smaller the required sample size to achieve a

target coefficient of variation.



Annex 2

Incorporating Cross-Border Tax-planning Strategies in
Marginal and Average Effective Tax Rate (METR/AETR) measures

This annex first considers the standard ctomsler METR/AETR model used to gauge the inbound
FDI responseto taxreform, which assumes a direct (Riotermediated) holding structure, use of
conventional financial instruments (debt, retained earnings, and new equity), and immediate repatriation of
earnings. Extensions to the standard model are then extendedotporate the effects of deferral,
6triangulard structures involving the use of offs
instruments. Policy analysts are encouraged to take into account the implicationplahténg stratgies
used by multinationals, when attempting to measure more representative tax burden indicators on inbound

investment.
1. Standard financing structure

When neasuringMETRsand AETRson inbound FDJthe standardnodellingpractice is to assume
a direct (onrintermediateyl holding structure with fixed conventional forms of finance, where a parent
company (PCo) resident in country A raises capital through some combination of borrowed funds (third
party debt), retained earnings, and new equity, and investarls in a manufacturing subsidiary (OpCo)
resident inhost countryB, using some combination of intaffiliate debt and new equity. The subsidiary
uses the injected capital, plus its own retained earnings, to finance the purchase of productiva)(physic
capital. Furthermore, standard practice is to assume immediate payout of earnings, and thus immediate

application of home country tax rules (i.e. tax deferral is ignored).

The standard approach is to also assume a fixed set of financing weightsvientaanal sources of
finance and to hold these weights fixed for each home/host country combinatidalso fixedover time
(e.g. a commonly employed assumption is that outbound FDI is financed 35 per temtdwyed funds,
55 per cent byetained earings and10 bynew equitycapital; at the level of the subsidiary, the financing
of investment in physical capital is held fixed at 33 per cent for-afféiate loans, retained earnings, and
new equity shares to the parenf) number of studies, inatling recent studies, rely on financing weights
applied in Taxing Profits in a Globd&conomy OECD (1991) which was the first internationally
recognized publication reporting bilateral crimsder METRs for OECD countries.
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Issues raised by standard dimcing assumptions

The assumption of conventionéihancing types fixed weights, direct holding structures, and
immediate payout of earningsor more generally, financing and repatriation assumptions that assume no
tax-planning’ may be questioned whetke purpose of AETR/METR modelling is to assess and apply

representative tax burden measures.

A simple set offinancing and repatriation assumptioasd weightsmay beapplied for a given
host/home country combinatipandheld constanbver time,where tke objectiveis to analyze whether tax
reforms in the host and/or home country have altered over time tax distortions tbanaessinvestment
between the two countries, under the simple financing and repatriation structure assumed, holding all other
factors constant. Simplnancing and repatriation assumptiarsd weightgnay alsobe used for different
host/home auntry combinatioawhere theobjectiveis to compare distortions to cros®rder investment
between different countries attributable to Homtne country tax regimes and interactions (for the assumed

financing and repatriation structure).

However, the use of simple financing and repatriation assumptions may result in misleading tax
burden measures (and results derived from those measures)ti@bjective is to estimate the actual tax
burden on crosborder investment. For example, where a significant percentage of FDI from country A
into country B is structured through tax haven finance subsidiaries, or is financed using hybrid instruments
or by other norconventional means, the actual METR/AETR on FDI may be significantly lower than the
value measured where talanning is not accounted for, and tax distortions favouring FDI may be
understated. &iance on simg@financing and repatriatitoassumptions may be problemafiar example,
where the objective is to use such measures in empirical work (e.g. to explain the influence of a given
home or host country tax reform on crégsder investment between the two countri€s)en where
foreign affiliates are held directly and conventional sources of finance are used, holding financing
parameters fixed across all host/home country combinations may be problematic, to the extent that
multinational choices over financing and/or repatriation pdiaee influenced by tax considerations (e.g.

thin-capitalization of higkitaxed subsidiaries).

When modelling the tax treatment of returns under a directi(iermediated) holding structure, a
key distinction is whether the home country operates a digi@eemption, dividend credit, or dividend
deduction system, which in some cases depends on whether a tax treaty exists between host and home
countries, and the terms of the treaty (treaties also typically stipulate maximurasiaent withholding
tax rates on dividends, interest, royalties, and other payments that are lower than statutory rates). Under a

dividend credit system, an important consideration is the deferral of home country tax on foreign earnings
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until received by a parent as dividends (opitad gains). This basic form of tgptanning is ignored in
most studies which assume immediate distribution and taxation of foreign earnings by the home country.

A further consideration is that subsidiaries resident in countries with relatively highostat
corporate tax rates tend to be more thitdypitalized than subsidiaries in laax countries. This follows
from the fact that the amount of tax relief tied to an interest deduction on a given amount of debt depends
on the statutory tax rate appligmthe relevant tax base. Thus a multinational may find it advantageous for
a hightaxed subsidiary to undertake the bulk of thpatty debt financing for the corporate groups
regards inteaffiliate debt, the incentive of a parent to capitalizeraifyn subsidiary with debt rather than
equity depends on the relative settingstdtutorycorporate tax ratesand also on the home country tax

system(and holding structuje

Consider first the case where the host country statutory corporate taxae¢el®khe home country
rate. Where the home country operates a dividend exemption systergffilitee debt finance is
generally preferable to equity finance on the basis of tax considerations. This follows as, under an
exemption system, earnings paddt as dividends are subject to host country profit dbne while
earnings paid out as interdgieductible against the host country Bame subject to home country profit
tax alone”’

Where instead a dividend credit systepplies reliance on inteaffiliate loans is also attractive
(more attractive) at low leveraging values, where a parent company is able to fully shelter home country
tax on interest using excess foreign tax credits on dividend income. However, where leveraging reaches a
critical value where the parent moves from an excess to insufficient foreign tax credit pasitieased
leveraging reduces host country tax, but also reduces the allowable foreign tax credit, implying no tax
savings overaff® Therefore, where the home countaxtrate is relatively low, greater leveraging of a
foreign subsidiary might be expected under a dividend exemption system, despite the greater tax relief that

leveraging can bring at low leverage values under a dividend credit system.

84 The analysis presented in this annex ignoresiplysdifferent rates of nenesident withholding tax on

dividends and inteaffiliate interest (and royalties). This complication is addressed in the METR/AETR
analysis which considers optimal leveraging strategies under different host/home countatetax r
scenarios, and credit versus exemption systems.

& In general, when considering direct investment, the leveraging value at which a parent would move from

an excess foreign tax credit position to an insufficient foreign tax credit position would hes, Hig

greater is the difference between the host country tax rate and the (lower) home country tax rate. This
follows as the larger is this difference, the larger is the amount of creditable foreign tax relative to deemed
domestic tax on foreign souraeome.
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Consider next the caswhere the host country statutory corporate tax rate is relatively low. In this
case, and continuing with the assumption of a direct holding structure, a parent company subject to a
dividend exemption system would be expected to make very limited ustewéffiliate debt, given the
preferential tax treatment of earnings repatriated in the form of dividends. Where instead a dividend credit
system applies, and the parent is in an insufficient foreign tax credit position, reliance affilides
loans would not be expected to be significant, based on tax considerations alone, with differences in the

amount of host country tax paid reflected in the available foreign tax credits.

Another central consideration is the treatment of iaféiliate interestand royalty income, which
may (or may not) be pooled with dividend income for foreign tax credit purpdgihk.treatment under a
di vidend credit system that poolexesdforeigotaxecregitaond o u't
foreign dvidends (i.e. credits in excess of an amount required to eliminate home country tax on foreign
dividends) may used to shelter from home country tax foreign interest and royalty income received from
foreign affiliates. When taking this consideration into actotie tax burden on FDI under a dividend
credit system may biwer (not higher, as is often presumed) than that under a dividend exemption
system. Conversely, if credit pooling provisions are not properly accounted for, problems arise in tax

burden meagement.

The preceding issues concern modelling the financial structure and payout of foreign subsidiaries, as
recipients of inbound FDI. Another consideration is the mix of funds used by parent firms to fund
outbound FDI and whether reliance on a fixed sf financing weights for parents in different home

countries and over time is representative.

Countries differ in terms of restrictions on interest deductions on amounts borrowed teCfLnd
Some countries rely on tracing rules, which aims& off domestic interest deductions @mounts
borrowed to fund FDI against domestic taxable incdih@ny) on FDI. Tracing rules may be easily
circumvented, however, given the fungible nature of capital. Where tracing or similar rules do not apply,
or where tley do but argoutinely circumvented, parent companies, and in particular those resident in
high-tax rate countries, may be expected to rely heavily on debt finance to fund outbound FDI. Other
countries have interest allocation rules which may be moeztafé in limiting the amount by which

interest deductions on debt financed FDI offsets domestic taxable ifi¢ome.

8 The U.S., for example, operates interest allocation rules which operate through foreign tax credit

provisions. In particular, interest expense is allocated on a pro rata basis to foreign income (with regard to
foreign versus domestic assetshieh reduces the deemed amount of U.S. tax on foreign income, thereby
limiting foreign tax credits.



2. Triangular financing structure

Under a direct (nointermediated) holding, interest, royalties and certain other payments by a
foreign opeating subsidiary to its domestic parent are deductible at source, thereby reducing host country
tax. However, receipts of these amounts normally attract home country tax, with some scope under a
dividend credit system to shelter foreign interest and tpyatome from home country tax using excess

credits on hightaxed dividend income (assuming such pooling of income for foreign tax credit purposes).

Triangular structures, that is, structures involving an intermediate affiliate typically located in a tax
haven, providing inteaffiliate financing and possibly other conduit servicean fundamentally alter
financingand repatriatioroptions andax results As noted above, capitalizing a foreign subsidiary held
directly with an intefaffiliate loan is attactive as a tax minimizing strate@ythe host country tax rate is
relatively high. In such cases, replacing equity with an-aft#iate loan converts the effective tax rate on
foreign earnings from the host country rate to the relatively low homstrgorate, assuming the home
country operates an exemption systemhevé the home country instead operates a dividend credit system,
reliance on inteaffiliate loans iseven more attractive to the extent that interest income can be sheltered
from home ountry tax by excess foreign tax credits (for leveraging up to some optimal point). If however
the host country tax rate is relatively low, then in general replacing equity with aafiiiiate loan offers
no tax relief. Under an exemption systemel@ging converts the effective tax rate on foreign earnings to
the relatively high home country rate, while under a credit system, host country tax reductions resulting

from interest deductions on an intfiliate loan are fully offset by reductions iargign tax credits.

With a triangular structure, financing and repatriation strategies that reduce the host country tax base
are generally more attractive, given the ability to avoid offsetting home country taxation. To illustrate,
consider aparent compay (PCo) incountry A that injects equity capital to establishwdolly-owned
intermediate subsidiargintCo) ina 6t a x h a C.eta f@rovide conduit fingncial and licensing
intermediation. The intermediary is capitalized by the parent with efaityer than debt) to avoid home
country tax on interest income. IntCo invests the funds iopamating subsidiary (OpCo) in country B
using a combination ofequity shares and intaffiliate loans, with the funds used to purchase plant,
property and egpment. IntoCo may alslicenseto OpCointangibleproperty (e.g. a patent), which may
have been transferred to IntCo under a cost shari

intangible reflects only a fraction of the R&D cost usedreate it.

The intermediated structure provides tax savings to PCo anulinational operationswhere it
enabks the avoidance of home country tax foveign interest, royalty and other payments deductible

against the host country corporate tax baselying both host and home country tax savings. As noted,
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under a direct holding structure, while such payments are deductible at source, they may attract home
country tax. The intermediated structure also allows PCo, if resident in a country operditirdeiad
credit system, to avoid home country tax on-taw foreign source dividend income.

Given these considerations, incentives are created to more thinly capitalize foreign operating
subsidiaries using intaffiliate loans provided in the triangulaase by tax haven finance intermediaries.
The incentive to strip out earnings applies whether the home country operates a dividend exemption or
dividend credit system, and regardless of the relative setting of statutory corporate tax rates in the home
and host countries. Incentives are also created tochange (usenear més | ength prices)

royalties paid to IntCo, to provide greater host country tax sa¥ings.

The avoidance of home country tax on earnings of OpCo received and retianerdeoby IntCo
assumes thabsence of controlled foreign compangpe (anti-deferral or antexemption legislationin the
home countrythat would tax PCo on a current basisimierest and royalty income received by IntCo, paid
out of active businesséome of OpCo. However, many countries have not yet introduced such legislation.
Moreover, for those that have, the asibidance rules may not apply to such income, targeting instead
income of foreign affiliates earned on portfolio holdings, and paossitiier (e.g. foreign base company)
income. In some case, incorattributed to the parent may be taxed at a preferential tax rate, rather than
the basic corporate tax rat&inally, as elaborated in the next section, where rules are in place that would
tax on a current basis interest and royalty income paid out of active business income and passively received

by a tax haven affiliate, hybrid entities may enable avoidance of these rules.

Aside from the possible application of controlled foreign companyCj@¥pe rules, a further
consideration is that certain other provisions may be in place to safeguard host and home country tax bases
from base erosion. The host country B may have-dhpitalization rules that limit the degree of
leveraging of OpCo by t€o, and thereby protect the host country tax base (depending on the design of the
rules and scope for tgdanning to push the boundaries). The home country A may have interest
allocation rules that limit interest deductions by PCo on funds borroweapitakize IntCo. Such rules
would generally aim to limit interest deductions against domestic taxable income, where tax planning
results in limited inclusion of foreign income in the home country tax base. For example, certain countries

allocate intereséxpense of resident companies between domestic and foreign income, on a pro rata basis

87 An important observation is that tax savings under the triangular structure do not require the use of non

armds |l ength pricesQp@o ttaxl mtaGe ishiddchingvddoenven
are used. Ovetharging OpCo on funds loaned to it, and on intangibles liscensed to it, only adds to the
amount of base shifting. Thus transf gthpripgonci ng r

inter-affiliate transactions, help contairbut by themselves do not eliminatéax base shifting.
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based on domestic and foreign assets. Other countries limit the offset to home country tax by assigning on
a pro rate basis some portion of interest expense to ddeneggh income, so that the limitation operates
through foreign tax credit limitation calculations. Another approach followed by some countries is to rely
on tracing rules which attempt to identify the use of borrow funds (difficult to prove, givenrigi®ifily

of capital) and assign interest expense on funds used to finance FDI to foreign income.
3. Hybrid entity financing structure

Triangular structures facilitating the avoidance of tax on returns on FDI may be countered by
controlled foreign companfanti-deferral/antiexemption) legislation in the home country that attributes to
resident parent companies certain types of income passively received by a tax haven affiliate, including
dividends, interest and royalties paid out by operating subsidiariel®wever, the reach of controlled
foreign company (CFC) rules may be limited (e.g. due to international competitiveness concerns) to certain
forms of passive income, in particular returns on portfolio assets, and in particular may exclude dividends,
interest, royalties and other amounts paid out of active business income of a foreign affiliate. Where such
amounts are excluded, considerable scope remains to lower host country profit tax, without offsetting
home country tax consequences. In other watelsending on the scope of CFC legislation, it may or may
not interfere with tasplanning of the type reviewed in the preceding section.

Furthermore, even whef@FC rulesare in place with a broad reach that would tax (in the previous
example) PCo on a camt basis on foreigdividend interestandroyalties paid by OpCo and received by
thetax haven finance affiliate IntCsp-calledhybrid entities may be used to circumvéme application of
the CFCrules. To take an examplé&;FC rules in the U.Swvould normally gply to taxPCo on a current
basison the dividend, interest and royalty paymentOpCoto IntCo. However, with the introduction in
the US.In 19980f so-called6 ¢ h-thebko x 6 provi sions, a U.S. parent mz
branch of IntCofor U.S. tax purposes. As a result of this designation, payments by OpCo (the hybrid
entity) to thetax haven finane subsidiary IntCowvould bedisregarded for U.S. tax purposasth OpCo
and IntCotreatedas single corporate entity for §l.tax purposes OpCo is a O0hybridé
that while it is regarded by the home country (country A) as a branch of IntCo, its articles of incorporation
are such that OpCo is regarded by the host country (country B) as a separate |go@ suabisidiary of
IntCo, not a branch of IntCo). As a result, interest and royalty paymgn8p8o to IntCowould be
deductiblein the computation of the country B corporate tax bdda@s treatment restores the tax savings

described in the precedingstion under the standard triangular structure free of CFC rules.

The hybrid entity structure is attractive in its treatment of interest and royalties. As an example of an

application involving intangibles, consider a Ugrent company that wishes to @oy a patent in a
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Germany manufacturing business. The intangible may have been developed in the U.S. with the assistance
of R&D tax credits. Licensing the intangible directly to a German affiliate would generate deductible
royalty payments in Germanyn@ taxable royalty income in the U.S. (possibly sheltered in part by excess
foreign tax credits on higtax dividend income). With a direct licensing arrangementptarning could

involve charging royalties for the use of the intangible that are aloeel(ow) an ar més | eng

case where the German statutory corporate tax rate exceeds (is less than) the U.S. rate.

An alternative structure achieving considerably more tax savings would be for the U.S. parent to
establish a licensing company ima or low tax country, and transfer the intangible to that affiliate, which
would then license the intangible to the German hybrid entitgl sos i gnat ed undthe t he
boxo6 pr% The advantage of this structure is avoidance of U.S.white maintaining a royalty
deduction in Germany. If the German entity was structured as a separate corporation for U.S. purposes,
royalties paid toa licensing companyn a no/low tax countrya CFC of the U.S. parent) would be caught
under U.S. CFC reks. Howeverunder theGerman hybrid entitgesignationthe royalty paymestwould
be ignored forlU.S. tax purposes. The income created by use of the intangible in Germany is treated as
active business income of thieensingsubsidiary, which would ndie subject to tax in the U.S. until the
profits were distributed to the U.S. parent. At the same time, the royalty payment would be deductible
against the German tax base, with the German entity being recognized by the German tax authorities as a
corpordion (separate legal entity).

4. Hybrid instrument financing structure

A central taxplanning advantage offered by triangular structures involving the use of tax haven
finance affiliates, and hybrid entity structures avoiding the application of CFC islg® avoidance of
home country taxation of interest income on irgHiliate loans that would normally apply under a direct
(norrintermediated) holding structure. Where tax on interest receipts can be avoided, host country tax

savings related to theductibility of interest are not offset by a corresponding taxable income inclusion.

However, inclusion in the home country tax base of interest income on aafiiltate loan made
directly to an operating subsidiary assumes the use of a conventibhasteument, rather than a hybrid
instrument. A hybrid instrument is a security that is regarded as conventional debt by one country (e.g. the

host country of an operating subsidiary issuing the hybrid security), while being regarded as an equity

8 Selling the intangible to a low/no tax licensing subsidiary (or selling it directly to a German operating

subsidiary) would give rise taxable domestic source income. Licensing the intangible to the no/low tax
(or German) subsidiary would give rise to taxable foreign royalty income (possibly sheltered by excess
foreign tax credits).
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securty by another country (e.g. the home country of a parent purchasing/investing in the security). This
asymmetry achieves tax relief similar to that under a triangular or hybrid entity structure.

Payments on a hybrid instrumeissued by OpCare treated amterest expense, and are thus
deductible against the hgsbuntryB) tax base With returnsoninvestment in daybrid security treated by
country A as dividends, the returns would be exemyiere the home country (country A) operates a
dividend exemptin system, or where the home country operates a dividend credit system and the parent
PCo is in an excess foreign tax credit position and is thus able to use foreign tax credits generated on
dividends received from OpCo to offset home country tax on thadcinstrument. In general, an excess
foreign tax credit position would apply where the host country corporate tax rate on profit is high relative

to the home country tax rafe.

While use of a hybrid instrument, like the use of a tax haven finance supsigtovides a means
for a parent company to avoid home country tax on4ati@iate interest, it should be remembered that a
tax haven subsidiary enables avoidance across many income types, not just interest (e.g. royalties, profits

shifted offshoreh r ough transactions with a tax haven subsi
5. Crossborder METR/AETR analysis T a focus on tax planning effects

This section explores the implications of 4alanning on crosborder METR/AETR measures. A
number & casesare considered, including thoapitalisation of high ax ed subsi dii @r6i es,
financing, hybrid instruments, and the use of tax haven finance affiliates and hybrid structures to avoid

home country corporate income tax. In particular, the follgwin cases are examined:
o] retained earnings of the parent, used to purchase new equity shares of a foreign subsidiary;

o] retained earnings of the parent, used to purchase new equity shares and debt securities of a foreign

subsidiary (thin capitalization oigh-tax subsidiaries being optimal in certain cases);
o] third-party debt of the parent, used to purchase new equity shares of a foreign subsidiary;

o] third-party debt of the parent, used to purchase new equity shares and debt securities of a foreign

subsidiar( 6 d oduibp @& f i nancing, with interest deductio

8 As with conventional debt, at some leveraging odrifyn subsidiary using a hybrid, foreign tax credits on

earnings distributed as dividends would be insufficient to fully offset home country tax (at this point,
increased reliance on hybrid financing offers no additional combined host/home tax savings).
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o] third-party debt of the parent, used to purchase new equity shares and hybrid instruments of a foreign
subsidiary, and

o] third-party debt of the parent, used to purchase new edudies of a tax haven finance subsidiary,
which invests the funds in new equity shares and debt securities of a foreign (operating) subsidiary.

Earnings paid to finance sub invested indefinitely in passive assets.

Case 1 considers equity financed investimiera foreign subsidiary that is assumed to distribute its
aftertax earnings (net of replacement investment) in full at the end of each period. The results may be
considered as a limiting case, with tax rates on FDI into adaveountry matching thodbat would apply
to domestic investment (i.e. where a parent invests equity in some combination of equity shares and debt
securities of a domestic subsidiary). Case 2 introducesdiffiiate debt financing and emphasizes how
the (optimal) degree of Veraging of a foreign subsidiary depends on the relative setting of host and home
country statutory corporate tax rates, and on the type of international tax system of the home country
(dividend credit versus exemption). Case 3 introduces {tiairty) dévt financing of FDI by the parent.

Case 4 combines case 3 and case 2 to derive effective tax rates with-dipufbancing. Case 5
considers effective tax rates when hybrid instruments are used, with reference to results derived for Case 4.
Lastly, cae 6 analyzes possible ETR results with a tax haven finance subsidiary.

To simplify the analysis in Case 6 and illustrate results possible with indefinite deferral of home
country taxation, foreign operating earnings received by the tax haven sub arechtsiba held offshore
indefinitely, invested in passive assets. The results, which assume the absencedefeaatiant
exemption provisions, serve to highlight possibly very low effective tax rates on FDI, in comparison to
possible effective tax res on domestic investment. However, it should be pointed out that the assumption
thatall foreign earnings are a foreign subsidiary are held offshore is unrealistic, given the costs associated
with tax planning (e.g. obtaining tax planning advice). Gitaplanning costs, a multinational would be
expected to retain earnings offshore provided that savings at the margin from deferral (e.g. avoidance of
repatriation tax) are not more than offset by the costs incurred at the margin in keeping funds offshore
(implying that some fraction of foreign earnings may be repatriated). The analysis presented here takes the

limiting case of no repatriation.

These various cases reflect a subset of financing (and repatriation) policies that may be followed.
The objectve of the analysis is limited to signalling the sensitivity of METR/AETR results to financing
assumptions, and suggesting the need to consider whether certain financing structures should be used in

analytical work as more representative of particular hosté country combinations.



The analysis develops AETR and METR measures for dividend exemption (territorial) and dividend
credit (worldwide) systems for the six cases noted above. The tax burden measures are derived in a
framework that considers the netepent value (NPV) of investment in a foreign subsidiary, with the
present value of prax economic profit assessed on the basis of an assumed avertmgerpte of return
on capital. For a particular case, the net present value -¢épreconomic priit depends on the optimal
capital stock, where the latter scale decision (the optimal amount to invest in a location) depends on an
assessment of aftésix marginal costs and returns on investment, with reference to METRs. Where a
parent ¢ o mgnavihwhéresto Idcate sulssidiary operations is based on a comparison of the net
present value of investment across competing locations, scale decisions and location decisions are taken
simultaneously® To make the model tractable, it is assumed that imess in a foreign subsidiary in a
given location, if made, would proceed immediately to the optimal stetatly capital stock (K for that

location (with the determination of based on an assessment of marginal returns and tosts).

METR and AETR formiae for cases-b are provided in Tables A2A42.3. In Table A2.1, the
home country is assumed to operate a dividend exemption system. In Table A2.2, a dividend credit system
applies and FDI is assumed to be in a Heglted foreign affiliate, while in Tde A2.3 the alternative
situation is examined (FDI into a letexed foreign affiliate).

%© As the AETR for a particular investment (in a foreign subsidiary in a given location) depends on the

optimal capital stock Kfor that location, a comparison of AETRs across alternative locations requires that
the optimal capital stock for each locatio@ determined to enable an AETR comparison.

o Convex adjustment costs for real capital are ignored. Also ignored are financing strategies that switch

from one form of finanicrevdot mamtth emBithedsW.1891)S ihren 6(u:
The Vanishing Harberger TriangIournal of Public Economics, 45/1-300), where a parent injects an

initial amount of new equity capital into a newly created subsidiary, and then relies on (lower opportunity

cost) retained earnings of the subsidiarfinance the adjustment to the optimal capital stock.
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Table A2.1- SUMMARY OF METR and AETR RE SULTS under DIVIDEND EXEMPTION

Financing NPV User cost of capital ¢ AETR
case (METR=1-} /-0 k)
case 1l - APK 4 (F(K )A- u®)- (@- A%)aK")(A- w) ' +a)a- AB) WB(p+a)+w(p- UB(p+a)- AB( " +a)(L- wd)
1+7r)s 1- wA @- Wd)
@- u®) p
case 2 (1 ARK 4 (KD KA u®) - (L ANK)L- wh +rbk - uhy | v a)- AB) bp W2+ WI (L u%) - Ut UB(p+a)+ W (p- UB(p+a))- rbUl +w (L- uP)- uh)- AB( + - wh)
@+r)® (- wd) - wd) (1 B)
@- u®) @- u) p
case 3 s=a (F(K)(@- uB) - @- AB)aK™)(@- wd) rr@-u?) B B J B P (T d
&sa a+r)s ((1_W) rai- A% u(p+a)+wi(p- u(p+d))- ur 'A((l-wd) +d)L- wY)
s sma I (L- UM~ AB)KT @-u®) p
= @+r)®
case 4 5 (F(K Y- roK)(A- uB)- (1- AB)AK)(@- W) + oK (- uP) (r*(l- uA) ca- A 1h (u +wi(1- uB)- uh) B (pt )+ W (p- UB(p+ )~ UM - rh(u® +wd (L uB)- uP)- AB(" “@-u )+d)(1 w)
” @+ry @- w) ) @- w) a-w)
oo I (@- UAY(L- ABYK - u®) @- u®) P
e s
@+r)
case 5 s s=a (F(KD) - 1K) @- u®) - (1- A%)aKT)@- w) + 1K™ (1- w) CA- UYL e a8y rp WA U W) e (oo uB(pra)- Ut - rb(® rw - u®)- w)- A B s gy e
-y @r ((1—wd) +a)(1 A)_ r @ W u“(p wi(p- u®(p ur - rbut +wi@-u ) wd
oo I (1- UA)A- AP)K" @-u?) @-u® P
e s
@+r)
case 6 same as case 5 same as case 5 same as case 5

Source: OECD Centre for Tax Policy and Administration
Note: Variables A and A measurghe PDV of depreciation allowances. The underlying formulae for each case are provided by the OECD Secretariat,
upon written request. In case$dinterest rate on thirgarty debt = }
case l1zretained earnings ofgpent investd inequity shares of feign sub case2= retained earnings ofgpent invesdin equity shareand debt securities
of foreign subcase3= third-party debt of prent investdin equity shares of foreign sutased= third-party debt of prent investdin equity shareand debt
securitiesof foreign subcase5= third-party debt of prentinvestedn equity shareand hybrid securitiesf foreign sub case6= third-party debt of parent
invesedin equity sharesf a tax haven foreign affiliate which invests the capital in ecqires and debt securitiesfafeign sulblearnings invested in
passive assets held offshore indefinitely).
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Table A2.2- SUMMARY OF METR and AETR RE SULTS under DIVIDEND CREDIT SYSTEM, High-Taxed Foreign Affiliate (u*<u®+w(1-u?))

Financing NPV User mst of capital ¢ AETR
case (METR=1-} /-0 )
case 1 - ABK + g (FOA-U®)- @ A%)aK)(- w) L_+a)a- A B(p+a)+w(p- uB(p+ ) - AP (——+a)(a- W
Q- AK +a g, ) (1_ w a) ) u“(p+ad (p-u(p+d)) ((1_ W) a)( )
@- u®) p
case 2 .- AB)K*+ésff (F(K*)_rbK*)(:L- uB).(l- AB)aK*)(l- W“)+rbK*(1- w') ( r +a)- AB) rb(uB+Wd(1_ uB)_ Wi) WB(p+a) +W (p- uB(p+a))- rb(UB +wi(L- uB)- w)- AB( fwj +a)1- W)
= @a+r)® a- wd) ) - w) @ w)
a-u®) a-u®) P
case 3 . s=a (F(KD(@- uB) - (1- AB)K™)(1- wo) (r*(l- u?) v a)i- AP) 5 B B A (ET) ]
as; o) @- wh) uB(p+a) +wi(p- uB(p+a))- utr” - AB( - +d)(1- wY)
B
s I (L-uM)@E- ARK @- u®) 5
s=1 @+r)®
case 4 F ey (F(K)- k)@ u®) - @1- A®)eK')(L- w) + 1ok (1- w) (7r*(1' u’) +d)(1- AP) rp U WA UP) - W) e gy e (- uB(p ) - U - (P - 1) W) AB(%ﬂ-d)(l- w)
st @+’ @- w' ) @-w . d-w)
s I UM APK - u®) @-u®)
s @+r)s
case 5 same as case 4 same as case 4 same as case 4
case 6 same as case 4 same as case 4 same as case 4

Source: OECD Centre for Tax Policy and Administration
Note: Variables A* and A measure the PDV of depreciation allowances. The underlying formulae for each case are provided by the OECD Secretariat,
upon written request. In case$interest rate on thirgarty debt =} .

case lzretained earnings ofgpent investd inequity shares of foreign sub

case2= retained earnings ofgpent investdin equity shareand debt securitiesf foreign sub
case3= third-party debt of prent investdin equity shares of foreign sub
case4=third-party debt of prent investdin equity shareand debt securitiesf foreign sub
caseb= third-party debt of prentinvestedn equity shareand hybrid securitiesf foreign sub
case6= third-party debt of parenhvesedin equity sharesf a tax haven foreign affiliate which invests the capital in equity shares and debt securities of
foreign sul(earnings invested in passive assets held offshore indefinitely).
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Table A2.3- SUMMARY OF METR and AETR RE SULTS under DIVIDEND CREDIT SYSTEM, Low-TaxedForeign Affiliate (u*>u®+w%(1-u®)))

. r’'@- ut@a- ABK"
=t @+r)e

Financing NPV User cost of capital ¢ AETR
case (METR=1-} /-0 )
case 1 - AMK 45 F(K")(- u?)- (1- AM)K" (r +a)@- A% ut(p+d)- AMNr +d)
(@+r)® (- u?) p
case 2 same as case 1 same as case 1 same as case 1
case 3 g FUOA-uh - A ABdc (" @- uh) +a)a- A" UA(p+a)- Ut - AAE (- UM+ )
@+r” - u® p
s (- uM)@- AMHKT
s=t @a+r)s

case 4 same as case 3 same as case 3 same as case 3
case 5 same as case 3 same as case 3 same as case 3
case 6 q 5o (F(K) - rAK)(A- uB) - (1- A®)K)(@- w) + oK’ (1- W) CO-UY | g a8y p WA U W) | e g e (p- uB(pra)- P - ro(W® - 0P)- w)- ALY Loy e

- @+r)® Cawy 9 (- w - v

@- uf) @- uB) P

Source OECD Centre for Tax Policy and Administration

Note: Variables A' and A measure the PDV of depreciation allowances. The underlying formulae for each case are provided by the OECD Secretariat,
upon written request. In casesdinterest rate on thirgarty debt = § .

case lzretained earnings ofgpent investd inequity shares of foreign sub

case2= retained earnings ofgpent investdin equity shareand debt securitiesf foreign sub
case3= third-party debt of prent investdin equity shares of feign sub( &0)

cased= third-party debt of prent investdin equity shareand debt securitiesf foreign sub
caseb= third-party debt of prentinvestedn equity shareand hybrid securitiesf foreign sub
case6= third-party debt of parenhvesedin equity shareef a tax haven foreign affiliate which invests the capital in equity shares and debt securities of
foreign sub(earnings invested in passive assets held offshore indefinitely).




