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International Tax Cooperation for Development
Briefing note
Taxation as a key driver of financing for sustainable development

As discussed in the substantive informal session on “Domestic Public Finance”, held on 11 November
2014, domestic resource mobilization is at the crux of financing for development; it reinforces a
country’s ownership of public policy and allows countries to move toward financial autonomy.
Taxation is one of the most important ways in which developing countries can mobilize resources for
investment in sustainable development. Yet, public revenue remains insufficient to meet sustainable
development needs, and gaps persist between developed and developing countries’ capacity to raise
public revenue. As discussed in the background note circulated in November 2014, tax revenues
account for about 10-14 per cent of GDP in low-income countries, which is about one third less than in
middle-income countries, and significantly less than in high-income countries, which achieve tax to
GDP ratios of 20-30 per cent.!

Moreover, the external environment also influences countries’ capacity to raise resources through
taxation, especially given the growing concern about illicit financial flows (IFFs). While it is difficult to
estimate the size of IFFs (one problem is that there is no agreed upon definition of what constitutes
IFFs), all available evidence suggests that it is significant? and poses a systemic problem that interferes
with the mobilization of resources needed for investment in sustainable development. It is also difficult
to assess the relative sizes of the different components of IFFs accurately. Some researchers have
argued that commercial tax evasion that involves cross-border activity is one of the main types of IFFs.?
Others have suggested that corruption is a more important source of IFFs in developing countries and
that the various types of IFFs are intrinsically linked.* However, differences in estimates partially
reflect different definitions of IFFs being used. Given existing evidence on the high cost of IFFs, a lack
of precise data should not be an excuse for delaying action.

The importance of raising tax revenues for development, including through international tax
cooperation, has featured prominently in the outcomes of major United Nations conferences and
summits in economic and social fields. Most recently, the General Assembly, in its resolution 68/204 of
20 December 2013 on Financing for Development, recalled the ongoing commitment of Member States
to enhance and strengthen domestic resource mobilization and fiscal space, including, where
appropriate, through modernized tax systems, more efficient tax collection, the broadening of the tax
base and the effective combating of tax evasion and capital flight. It also reiterated that, while each
country is responsible for its tax system, it is important to support national efforts in these areas by
strengthening technical assistance and enhancing international cooperation and participation in
addressing international tax matters.

! Please see http://www.un.org/esa/ffd/wp-content/uploads/2014/11/11November_DomesticPublicFinancel.pdf

2 One estimate of untaxed off-shore wealth holdings predicted that they range from $21 trillion to $32 trillion, and that if taxed,
on the low end of that range, would yield $189 billion a year in new revenues globally (Henry, J. (2012). The price of offshore
revisited. Tax Justice Network, July. Available from

http://www.taxjustice.net/cms/upload/pdf/Price_of Offshore_Revisited_120722.pdf)).

Other studies provide lower figures, with a peer reviewed academic paper finding off-shore wealth holdings of between $5.9
trillion and $8.5 trillion in different years (Zucman, G. (2013). The missing wealth of nations: Are Europe and the US net
debtors or net creditors? Quarterly Journal of Economics, vol 128(3), pp.1321-1364).

% See for example Global Financial Integrity (2010). Illicit Financial Flows From Africa: Hidden Resource For Development.
# Chaikin, D. and Sharman, J. C. (2009). Corruption and Money Laundering: A symbiotic Relationship. Palgrave Macmillan,
New York/London.



Towards development-oriented international tax norms and policy

While an efficient, transparent and fair tax system at the national level should be the aspiration of all
countries, international rules and policies play an important role in ensuring that national governments
have the ability to raise sufficient revenue domestically, while still securing needed foreign investment.

Double tax treaties

As international law places very few limits on the tax sovereignty of countries, income from cross-
border investments and activities may generally be taxable both in the country where investment or
other activity takes place, and in the country of the investor or trader, according to their respective
domestic tax laws. Tax treaties are bilateral agreements between two countries, which allocate taxing
rights over such income between these countries and thus prevent double taxation of this income. The
prevention or elimination of international double taxation is a significant aspect of countries’
investment climate, which is essential for investment flows between countries, the exchange of goods
and services, the movement of capital and persons, as well as the transfer of technology.

In the negotiations of their bilateral tax treaties, countries usually follow double tax treaty models
developed by international organizations. The two models most widely used are: (1) the United Nations
Model Double Taxation Convention between Developed and Developing Countries (UN Model
Convention); and (2) the Organization for Economic Cooperation and Development (OECD) Model
Tax Convention on Income and on Capital (OECD Model Convention).

The key differences between these two models relate, in particular, to the issue of to what extent a
country should forego, under bilateral tax treaties, taxing rights, which would be otherwise available to
it under domestic law, with a view to avoiding double taxation and encouraging investments. In general
terms, the UN Model Convention tends to preserve a greater share of taxing rights for the source
country (i.e. the country where investment or other activity takes place). The OECD Model Convention,
on the other hand, favours retention of a greater share of taxing rights for the residence country (i.e. the
country of the investor or trader).

Thus, the UN Model Convention would normally allow developing countries more taxing rights on
income generated by foreign investments in these countries. By protecting the specific interest of
developing countries to retain a greater share of taxing rights over the income sourced in those
countries, treaties based on the UN Model Convention effectively contribute to mobilizing domestic
resources, which can be used to meet development needs. On the other hand, the provisions of the UN
Model Convention take into consideration that taxation in the source country should not be too high in
order not to discourage investment and recognize the appropriateness of the sharing of revenue with the
country providing the capital.

Moreover, the UN Model Convention also favours outcomes that are more easily administered,
reflecting the fact that many developing country administrations do not have sufficient resources to



Transfer pricing

Rapid advances in technology, transportation and communication have resulted in a large number of
multinational enterprises (MNES), highly mobile capital and global value chains. An increasing volume
of international trade, capital flows, service provision and technology transfer takes place across
national borders and within a MNE group.®

Transfer pricing refers to the mechanism by which cross-border intra-group transactions are priced. If
the method used to determine the price of such transactions, for whatever reason, does not reflect their
true value, profits might effectively be shifted to low-tax or no-tax jurisdictions and losses and
deductions to high-tax jurisdictions. This unfairly deprives a country of tax revenue, reducing the
amount of resources available for funding its development objectives. Apart from tax base erosion, it
can also lead to double taxation, which might undermine the investment climate, which is a critical
factor for the promotion of foreign direct investment. Both the UN Model Convention and the OECD
Model Convention have essentially followed the same test of



economic activity. The Plan is organized around 15 actions, which are to be implemented by the
specified deadlines during 2014-2015.

The BEPS Action Plan recognized that developing countries also face issues related to BEPS, though
these issues may have a different impact on them, given the specificities of their legal and
administrative systems. In follow up, at the request of the G20 Development Working Group (DWG),
the OECD prepared a two-part report’ on the main sources of BEPS in developing countries and how
these relate to the BEPS Action Plan, based on the experiences of developing countries and
international organisations.

In that context, wasteful tax incentives were identified as one of primary areas of concern for
developing countries in addressing tax base erosion issues. If properly designed and implemented with
a view to correcting market inefficiencies or generating positive externalities, tax incentives are a useful
tool in attracting investments that would not have been made without the provision of tax benefits.
However, tax incentives are often criticized on grounds that they erode the tax base without any
substantial effects on the level of investment. Harmful tax competition among governments and the



Strengthening the institutional arrangements for international tax cooperation

In recent years, the Economic and Social Council has strived to strengthen the United Nations role in
international tax cooperation, including the work of the Committee of Experts on International
Cooperation in Tax Matters. This issue was addressed in a series of reports by the Secretary-General®,
which indicated that the existing norm-setting arrangements for international tax cooperation did not
provide for enough voice and participation of developing countries. The lack of a truly global all-
inclusive norm-setting body on tax matters at the intergovernmental level, which would offer
developing countries a full “seat at the table”, was perceived a fundamental gap in the area of
international tax system. However, the possibility



Capacity development

Skills and capacity gaps are large in the takawiies of many developing countries, though not
uniformly so* The lack of capacity is a constraont both domestic remeie mobilisation and
participation in international xacooperation. International assiste could help overcome these
problems, for instance through increased official development assistance (ODA) for national tax
systems. As discussed in November, ODA faradministration is less than 0.1% of all ODA
spending.

Guiding questions:

1. What are the biggest deficiencies in im@tional tax cooperation at present? How do these
shortcomings impact on different stakeholders in tax systems?

2. Are current international tax norms adequatestgpport sustainable development? If not, what
are the most important areas requiring re-thinkikgeping in mind interests of developing countries?

3. Many developing countries consider that theg not afforded effective and equitable
participation in the development of internatiotak norms. How can international tax cooperation
lead to more inclusive and development-oriented apresito the setting/updating of international tax
rules?

4. More specifically, in a situatn where there is a call for norms to be developed quickly to
update and reduce uncertainties in the internatidaalenvironment (such as for instance emanating
from BEPS), how can developing countries be &fetded an effective seat at the table?

5. How can international and regional organimans maximize their different comparative
advantages while minimizing unnecessary duplicatioovercome the biggest deficiencies in
international tax cooperation?

2 Supporting the Development of More Effective Tax SystetnReport to the G-20 Development Working Group (2011).
IMF, OECD, UN and World Bank.



