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The public belief ... THE IRISH TIMES
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Not only a question of digitalisation ...
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What is the problem?

The amount of tax paid? The allocation of the taxing rights?

Effective average tax rate in the EU
o
e =

Digital international
business model

- Unfair competition « Not a competjtion issue

- Threat to the funding of public services » Important for government funding

- Public tax morale and perceived «fairness» * Public tax morale and perceived «fairness>
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The amount of tax paid
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Corporate tax revenues (of GDP) 1990-2016
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Source: OECD Corporate Tax Statistics Database 19 May 2019
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According to the EU, digital companies pay lower tax rates

Effective average tax rate in the EU

Digital international
business model

Digital companies

pay lower tax rates
Companies with digital business
models pay on average half the

effective tax rate of companies
with traditional business models.

Source: Fair Taxation for the Digital Economy, March 2018

Table (2): Effective average tax rates of different model companies

Domestic Multinational group Multinational ~ group  engaged in
company aggressive tax planning using most
beneficial IP box regime
Traditional business || 20.9 23.2 16.2
model
Digital business model 8.5 9.5 -2.3

Source: Own computations based on ZEW (2016, 2017) and ZEW et al. (2017).

Notes: 1/ Aggressive tax planning by the multinational group is assumed fo be done though exploitation of the
most beneficial intellectual property regime available in the EU. 2/ For the multinational groups, cross-border
investments within the EU and with certain third countries (notably: US, Canada, Japan, Norway and
Switzerland) are considered. 3/ The 9.5% for the multinational group with a digital business model is an average
of 8.9% for a business-to-business model and 10.1% for a business-to-consumer model.
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Why is the calculated tax burden lower for digital companies?

SWD(2018) 81 final/2 (p. 136-137)

Digital businesses models in the EU face a lower effective average tax burden than
traditional business models. Based on stylised business models, ZEW (2017) finds that a
cross-border digital business model 1s subject to an effective average tax rate of only 10%
compared to a rate of 23% of a cross-border traditional business. Three factors explain this
difference. Expenses for the creation of software and other intangible goods, which play a
much bigger role for digital businesses,'”® are often immediately deductible whereas physical
assets used 1n the traditional business model are depreciated over time. Businesses active in
digital activities typically spend relatively more on R&D activities, for which many countries
applv_tax incentives. Finally, an mmportant number of countries offer lower tax rates for
earnings derived from intellectual property ('Intellectual Property boxes'). To a certain extent,
the lower tax levels simply reflect that modern tax policy recognises the importance of R&D
and digitalisation for future growth and prosperity. However, beneficial regimes targeting
very mobile assets also indicate that countries compete fiercely on this very mobile segment.

Through aggressive tax planning digital businesses can reduce their effective tax burden
even further. By placing intellectual property in an itermediary company located i an EU
country with an attractive intellectual property box regime, companies can achieve effective
average tax rate levels of zero and below (i.e. their activity is effectively subsidised).!® Table
(2) reports effective average tax rates for different business models and type of companies.
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Digital businesses:

1) Costs are often
immediately deductible

2) More R&D activities for
which there are tax
incentives

3) Intellectual Property
Boxes

4) Aggressive tax planning
by use of intermediary
company in the EU




Why Amazon paid no 2018 US federal income tax

Amazon 2018:USD 11 billion of pre-tax profits

The explanation (according to CNBC):

« Loss carry forwards
@ - Large tax credits due to
. s « R&D activity

-
B
 —
-)
i

« Immediate expensing of investments
A « Large credits for stock-based compensation

Should the current rules be changed?

o How Amazon paid $0 federal income tax in 2018




Allocation of taxing rights
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What is a fair allocation?

Residence vs source states
— PE has traditionally been a concept to secure source taxation
— BEPS revised the PE definition, including warehouses

— Do we need a digital PE?

- Value creation

— Easy to agree with the concept, but where is value created?

— Needs both a buyer and a seller

— Why only digital businesses if the market is sufficient reason for taxation?

« VAT

— Introduced after the establishment of PE

— Taxes the «consumption side» of the market
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How to allocate profits?

 The arm’s length standard (article 7 and 9)
— Transactional focus (at least in the OECD)
— Development towards less transactional focus?

— Increased recognition of the fact that a related party transaction is «never»
comparable to a unrelated transaction

« Increased use of profit split?

— OECD discussion draft from February 2019 focus on residual profit split (non-
routine profits)

« Formulary apportionment
— Could solve both nexus and allocation

— Easy, if consensus is (ever) achieved

— But actual results may deviate substantially from perceived «fairness»

13 BAHR



How should losses be allocated?
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UBER: Market cap of USD 82 billion at IPO

Year Revenue Results

(USD) (USD)
2018 11.3 billion (1.8 billion)
2017 7.8 billion (2.2 billion)
2016 6.5 billion (2.8 billion)
2015 1.2 billion (1.7 billion)

8.5 billion loss

NB! Data are based on different sources on the internet,
and should only be taken as an indication.
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OECD 2019 Report

Addressing the tax challenges of the digitalisation of the economy
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OECD 2019 report

* Follow-up on 2018 report

* The broader tax challenges: Allocation of taxing rights

— Revised profit allocation and nexus rules

- Remaining BEPS concerns: Risk of profit shifting to low taxed entities

— Global anti-base erosion proposal

Base Erosion and Profit Shifting Project
Public Consultation Document
ADDRESSING THE TAX
CHALLENGES OF THE

DIGITALISATION OF THE
ECONOMY

13 February - 6 March 2019

@) OECD
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Revised profit allocation and nexus rules

User participation

Marketing intangibles

Significant economic

e Personal data and active
user participation
e Facebook, Google and Amazon

e Residual profit split method

e Allocation based on agreed
allocaation metric (e.qg.
revenues)

e Targeted at highly
digitalised businesses

e Brand and trade names

e Customer data, customer
relationships and customer
lists

e Residual profit split method

¢ Allocation based on agreed
alloocation metric (e.qg.
revenues)

e Applies to all businesses -
not only large, digitalised
businesses
e Starbucks, McKinsey?
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presence

e Revenues + digital presence

eUser base and data input
e\/olume of digital content

¢ Billing in local currency

e Website in local language

e Delivery and support services
e Marketing activities

e Fractional apportionment

method
e Define the tax base

e Determine the allocation keys
(sales, assets, employees,
users)

e Weighting the allocation keys
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Global anti-base erosion proposal

The income inclusion rule

e A supplement to current CFC-rules; inspired by «GILTI»

e Taxpayer must include income from low-taxed entities (to be defined)
e Significant shareholders (e.g. 25%)
e Credit for underlying taxes paid

Tax on base eroding payments

e A) Undertaxed payments

e Deductions for related party payments subject to the income being taxed at a minimum rate
e B) Subject to tax rule in tax treaties

e Treaty benefits is subject to the income being sufficiently taxed in the other state

e Would apply to article 7, 9, 10, 11, 12, 13 and 21

Thick capitalisation?

e Group entities financed with equity that generates profits that are subject to no or low taxation?
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Solutions?
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Do we need a corporate tax?
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« The Confederation of Norwegian Businesses
— Replace corporate tax with less distortive taxes?

— Property and consumption taxes

* But good reasons to maintain corporate taxation
— Source taxation
« Land specific economic rent (petroleum, hydro power etc.)
— Reduces the lock-in effect of dividends taxation
— Backstop for personal income tax
— Payment for social infrastructure

— Perceived fairness by the public

- Better to improve the corporate tax system?

BAHR



Ales

GILTI Annual use of «new» loss
- Global Intangible Low-Taxed Income AL carry forwards are limited to
« Foreing earnings in excess of 10% of foreign 809% of taxable income

fixed asset base is taxed in the US

« US: Now a global tax system, despite
deferral, exemption of dividends etc.

BEAT

« Base Erosion Anti-Abuse Tax
« Form of minimum tax
« 10% of Net income + base erosion payments
« Payments to related parties (>25%),
excl. cost of goods i ' 62.5% of imeQne
« Payable if more than ordinary corporate tax g 4

« Only large entities
« Annual turnover of MUSD 500 last three years
« Base erosion payments is at least 3% of costs

is taxable

4| - Effective tlﬁi s 13.1%




Amount of tax paid

e ITncome inclusion rule
e Tax on base eroding payments
e NOL limitations?

A\ “

| - Allocation of taxing rights \
e Digital or non-physical PE?

\ 4\ 1 e Arm’s length principle to be further refined
\ A\ e Formulary apportionment?

In general

e Mandatory arbitration to avoid double taxation 2
e Reduce tax planning incentives and opportunities -



Thank you!

Joachim M. Bjerke

T: +47 2201 6750
M: +47 9050 5777
E: jimb@bahr.no
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