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ABSTRACT

Tax avoidance has been described in the OECD glossary of tax terms as “a term that is difficult to
define, but which is generally used to describe the arrangement of a taxpayer s affairs in a manner
intended to reduce tax liability and that although the arrangement could be strictly legal, it is

usually in contradiction with the intent of the law it purports to follow”.

Empirical assessments find the magnitude of tax avoidance by MNEs to be wide-ranging between
USD 35 billion and USD 160 billion per year (Cooper & Nguyen, 2020). A report released by US
PIRG Education Fund and Institute on Taxation and Economic Policy reveals that 73% of the
Fortune 500 companies operate one or more subsidiaries in tax haven countries, holding more than
USD 2.6 trillion in accumulated profits in tax havens, with just 30 of them accounting for 68% of

it.

The present structural design of the international taxation regime has been expressed by a section
of scholars to be undermining the taxation rights of the developing countries. Historical factors,
including dominance of certain developed countries in the politico-economic dynamics of
international relationships, have been pivotal in building of present architecture of the tax treaties
among countries. Even though, tax avoidance has taken considerable attention of the International
Organizations (I0s) and Inter-Governmental Forums (IGFs), more specifically the OECD led
BEPS project in the last one decade, the real issue preventing noteworthy success in the efforts of
the countries and the IOs in preventing tax avoidance is the persistent adherence of the stakeholder
countries, especially the developed ones to the old and cemented features of the international tax

regime, aiding tax avoidance.

For such reasons, even while tax avoidance has severely impacted fiscal space of all the
jurisdictions of economic activities- developed and developing, the blow is felt more severely by
the developing countries. Scholars, therefore assert that the continuance of the existing
international taxation rules would compromise the tenets of fairness, equity, neutrality, certainty,

simplicity, efficiency, flexibility, effectiveness and enforcement.

The tax to GDP ratio of the developing countries (10-20 percent) is much lower as compared to
the high-income countries (about 40 percent) and the OECD average (around 33 percent). With

reference to India, the tax to GDP ratio is around 16 percent, of which the direct tax contributes

vi



about 38 percent. Thus, the direct tax to GDP ratio of India comes to around 6 percent®. Scholars
attribute this low-ratio for the developing countries to factors like- tax avoidance and tax evasion
practices, weak institutions, fragmented polities, lack of transparency, poor norm for compliance
among others. Role of the political factors has been expressed to be significant in the developing

countries (Besley & Persson, 2014).

Competitive advantage of the MNE:s is their ability to exploit the differences in corporate tax rules,
as a form of regulatory arbitrage. This is further augmented by inadequate coordination of such
rules by different tax administrations, abated and exploited through professional tax advisors. In
addition, the tax havens are widely used for shifting income like business profits, capital gains,

dividend, royalty, interest among others, out of the country of economic activities.

The digital features incorporated in the business structures by the MNEs, have supported tax
avoidance by aiding to circumvent the legal threshold for exercise of taxation rights by countries
through: avoidance of physical presence, royalty and Fees of Technical Services thresholds,
creation of digital hybrid products, internet based remote functioning, storage, processing and

communication among others.

The magnitude of the tax avoidance, particularly practiced by the foreign MNEs in the developing
countries, has motivated us to investigate the issue of international tax avoidance practised by
them. Our study is aimed at investigating different facets of tax avoidance, carried out by the
MNE:s in the developing countries with the help of evidences from financial data of Forbes 2000
MNE groups and macro-economic data in respect of 139 countries of the world. We apply
significant focus on India in our research, considering it a leader of the developing countries in

multiple aspects.

We find that the Indian IT sector is growing with a CAGR of 10.71%, with an output of over USD
180 Bn in FY 2019-20. In absence of data in respect of the international corporate tax revenue
fetched under the IT Sector by India, we compared the growth rate of corporate tax with that of IT
market. We find that the growth rate of I'T market is much higher than that of the corporate taxation,
thereby indicating inadequate tax collection from the profit generated by this sector. Further, the
growth rate of international trade is also higher than that of corporate taxation. Such results, we
consider, contradict the economic foundation through the benefit principle of taxation, where the

countries are expected to collect taxes from the entities in accordance with the benefits they enjoy

5 Tax-to-GDP ratio https://www.epw.in/journal/2023/25-26/commentary/tax-gdp-ratio.html
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from that nation (Musgrave, 1959). This loss of tax revenue to the countries facilitating benefits
to the MNEs, has encouraged us to examine tax avoidance in the developing countries and also
tax attribution to such countries out of the common tax base arising from the MNEs. Accordingly,
we pursue our research through four broad objectives: (i) To identify the drivers of tax avoidance
in the developing countries, especially exacerbated due to digital technology (economy) and
examine the hierarchical relation between the extracted drivers of tax avoidance (ii) To investigate
the international corporate tax revenue efficiency under the digital economy in India, arising from
foreign MNEs (iii) To benchmark various approaches for re-distribution of taxation rights over the
MNEs operating in the developing countries, with special focus on India and (iv) To investigate
the effectiveness of the anti-avoidance provisions practiced under the taxation statute of India
applicable to the MNEs, with special focus on the Arm’s Length Principle of the transfer pricing

and the Common Law tradition of Judicial precedence.

Investigation of the theoretical underpinnings of policies and practices associated with the MNEs
explains the tax avoidance behaviour of the MNEs through: Internalization Theory of the MNEs,
Dunning’s eclectic and OLI theories to explicate tax-induced capital investment decisions, the
theory of FDI Motivated Tax Competition Behaviour (TCB), the institution theory explaining the
impact on tax avoidance of both government and private institutions, conflict of the Arm’s Length
Principle with the economic theories and also the transfer pricing rules facilitating profit shifting

to tax havens through intra-group transactions and arrangements.

We first identify the drivers of tax avoidance in the developing countries, especially exacerbated
through digital technology (economy) and examine the hierarchical relation between extracted
drivers of tax avoidance. For this purpose, we use M-TISM methodology with the interpretive
foundation of the knowledge base arising from literature as well as expert contribution. We find
that out of the nine drivers of tax avoidance identified by us, four of them, namely: Information
and Communication Technologies (ICTs), Economic and Political Dominance, Trade Bodies and
the Historic Factors drive the other five drivers of tax avoidance i.e., Intellectual Properties (IPs),

Tax Havens, Professional Enablers, International Organizations and Arbitrage Opportunities.

For investigating the international corporate tax revenue efficiency under the digital economy in
India arising from foreign MNEs, we use Multiple Case Study of about 150 cases of judicial
decisions in India on the broader theme of taxability of foreign MNEs, carrying out economic
activities in India through the use of IT. In addition, we carry out an in-depth Case Study of the
phenomenon of profit shifting for avoiding tax liability in India by a foreign digital MNE group,
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namely the Uber Group representing e-platform economy for earning revenue from India. Our
study reveals that in about 99% of the cases, the digital MNEs earning revenue from the Indian
market have been declared non-taxable by Courts in India, assigning the reason of income not
falling within the income characterization or the physical presence threshold of Permanent

Establishment.

Our third objective benchmarks various approaches for re-distribution of taxation rights among
countries over the MNEs. Broadly, there are four approaches to the distribution of taxation rights
among the jurisdictions, over income arising out of international trade and commerce- the present
approach of ‘source’ and ‘residence’ based attribution, the OECD led proposal of Pillar One, the
Global Formulary Apportionment (GFA) under the Unified approach and the digital service
tax/Equalization Levy (EL of India). The focal point of our research is on the taxation rights of the
developing countries. Our findings are: (i) Through our correlation analysis, we demonstrate that
the three macro-economic indicators i.e., Total Final Consumption, GDP and Imports used for the
estimation of MNE taxbase allocation among countries, are suitable and alternative allocation keys
for attribution of profit under OECD led Pillar One as well as Global Formulary Apportionment
(GFA). (i1) We find that the taxbase attributable under Pillar One to 139 countries, in respect of the
62 Covered Group MNE:s is only 3.09% of the total profit of the sample set of Forbes 2000 MNE
groups. (i11) Similarly, the Pillar One taxbase attributable among market economies is only 11.82%
of the total profit of 62 Covered Group MNEs. Our research infers that the balance of 88.18%
profits of the Covered Group of 62 MNEs either goes to the country of residence or to various
conduit tax haven countries. (iv) We find that the estimated taxbase allocable under the GFA, for
BRICS and G24 countries regarded as representing the developing economies, to be 10.29 and
10.74 times respectively of the Pillar One taxbase allocated to these IGFs. Based on this inferential
statistical analysis, from the developing county’s perspective, our study rates GFA > Pillar One
profit. Our quantitative work on assessing the financial impact of attribution of the GFA taxbase
to 139 countries, considering MNEs as a unitary entity, is a pioneering academic exploration with
direct policy implications to the developing countries. The policy significance of this research is
considered to be enormous in view of the estimation results suggesting significant increase to the
existing corporate revenue stream sourced from the MNEs for the developing countries. (vi)
Analysis of 219 MNE groups eligible for Equalization Levy, estimates the India EL to be USD
3.58 Bn which is much less than the estimated India GFA tax of USD 12.45 Bn. However, it is
pertinent to mention that the India tax under Pillar One is only USD 1.14 Bn. Based on this

analysis, we rank GFA > EL > Pillar One from India’s and consequently other developing country’s
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fiscal perspective. Equalization Levy has been criticized for two major reasons: it does not take
into account the taxation rights of the partner countries contributing to the economic activities and
is a regressive tax for the reason of its base being turnover instead of profit. Because of the low
quantum of tax levy under the Equalization Levy approach (2 percent of country turnover in cases
of specified e-Commerce activities and 6 percent of country turnover only in respect of
advertisement business), this levy is considered by us fulfilling the tenet of equity (vii) From the
t-test analysis of India tax on Pillar One profit, GFA profit and the India Equalization Levy over
the extracted 23 MNE groups cumulatively fulfilling the criteria of all the three approaches from
our sample data, we find that the GFA tax is significantly different from the EL, which in turn, is
significantly different from the Pillar One profit. We consider this study pioneering in the field in
so far as no such estimation or GFA allocation has been carried out to the best of our knowledge.
The ongoing debate on OECD led Pillar One has been assessed in this study to be a tax revenue
draining policy as compared to the GFA, especially for the developing market economies. The
quantification and estimation of the same through our research, to be an insignificant portion of
the profit earned by the MNEs, is a noteworthy policy contribution in view of the rapid global
developments for implementation of Pillar One, involving around 140 countries of the Inclusive

Framework.

We finally investigate the effectiveness of the anti-avoidance provisions, practiced under the
taxation statute of India applicable to MNEs. For this purpose, we selected a set of four provisions:
(1) Place of Effective Management (POEM)) (i) Provisions applicable to Indirect Transfer of Assets
(ii1) Transfer Pricing (iv) General Anti-Avoidance Rules (GAAR).

Our qualitative inferential analysis of the anti-avoidance provisions under Indian tax statute, has
demonstrated that the subjectivity associated with them, has the propensity of being misused for
the purpose of tax avoidance. Our research also assesses higher degree of litigation and thus, lower-
tax revenue for India through these anti-avoidance provisions. The Case Study based research of
the transfer pricing legislation, administration and adjudication in India have brought out
evidences of enormous difficulties in administering and complying with the statutory provisions
under the Arm’s Length Principle. Past academic works have suggested that such difficulties are
inevitable, considering the synergistic relationships among the group affiliates. Based on our study,
we propose a case of policy consideration for constituting an international tax regime where the
rejection of the Arm’s Length Principle and introduction of global formulary apportionment under
the unitary approach are principal tenets. Our investigation of the legal, economic and political

aspects of investor-state arbitration brings to fore several weaknesses including the deficiency of
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transparency under the arbitration proceedings. The issue of accountability and secrecy under the
arbitration process has also been highlighted in our research. Finally, the study highlights the
elasticity and unpredictability practised under the Indian judicial system in adjudicating the issues

of taxability arising out of economic activities of the MNE:s.

Our study takes into its fold several facets of the international tax governance under the developing
countries namely: fiscal objectives, political choices, administrative capabilities, judicial
consistency among others. Since, our recommendations are intended at three classes of focus
groups: (1) governments of the developing countries including India (ii) international organizations
and inter-governmental forums and (iii) the MNEs, the research findings serve as significant policy
inputs to the developing countries and the International Organizations engaged in quest for a

solution for the problem of tax avoidance, especially under the digital economy.

In addition, our analysis discovers a heavy crunch of data pertaining to Asian, African, and other
developing countries and consequently the researches have limitations in terms of quality and
numbers, even though tax avoidance in such countries has serious fiscal and social consequences.
Discernment of such inadequacies is a significant insight to the policy domain for important

regulatory improvements for data enablement.

Through this thesis, we seek the engagement of the policymakers of the developing countries to
collaborate and strive for infusion of GFA in the international tax architecture which conforms to
the tenets of good tax policy i.e., equity, certainty, simplicity and convenience. The G20 presidency
has provided visibility to India’s leadership in multiple aspects. Capitalizing this creditable

position, it is called upon to drive the initiative.
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