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Abstract

Please find below a joint submission on behalf of the Global Alliance for Tax Justice (GATJ) and
145 organizations and trade unions. GATJ is a Southern-led global coalition in the tax justice
movement and facilitates the coordination of joint-submissions together with its members, Tax
Justice Network Africa (TINA) and the European Network on Debt and Development (Eurodad).
This submission summarises our positions on various issues within workstream II including:
addressing outdated nexus rules, particularly the physical presence test, addressing profit allocation
rules, the implementation of the Protocol and the need to ensure that the provisions of Protocol 1
do not contradict the provisions of the Framework Convention.

On methods of taxation, we strongly propose that unitary taxation with formulary or fractional
apportionment is the best method of addressing not only the nexus challenges but also the profit
allocation challenges of taxation of cross-border services. We further propose that this approach
should be considered within workstream I as it would be difficult to ring-fence around services
alone under this approach. We further urge the workstream to take heed of developments under
Workstream I including on fair allocation of taxing rights, dispute resolution and the relationship
between the Framework Convention and the Protocol to avoid any contradictions between the two
workstreams. On the latter, we urge that there should be a treaty override and that existing
agreements that are not in line with the provisions of the Framework Convention and the Protocol
should be amended or terminated. Finally, we call for transformative reforms on the concept of
permanent establishment, arguing that the element of ‘fixed place’ is an outdated rule no longer
applicable to the realities of cross-border services.

Comments on Workstream 11

1. Addressing outdated nexus rules: Physical presence test

The concept of permanent establishment is no longer fit for purpose, especially within the context of
cross-border services. This rule was established when services had to be physically performed by the
service provider within the source country. This is no longer the case with the advent of digitalisation
and globalisation. Despite this, international tax law has been slow to respond. Source taxing rights on



cross-border services have been restricted by inflexible requirements such as ‘fixed place of business’
and temporal conditions (eg. 183 days) as is the case with services permanent establishments and
taxation of independent personal services. There have been attempts to create new nexus rules beyond
‘fixed place’ tests. It is notable that during the Fourth Session on negotiations, several Global South
states suggested that if physical presence is to still be relevant, then ‘any presence’ regardless of the
permanence and the duration of such presence should trigger their taxing rights. We agree with this
approach on the basis that it has been difficult for both developing and developed countries to prove the
existence of services permanent establishments.

Consequently, several source countries have attempted to further negotiate more taxing rights through
new nexus rules such as the residence of the payor/ service recipient of the services. This approach,
which is most prominent within technical services, has had limited success. The uptake of this article
in existing double taxation agreements has been relatively low. This is mostly because this process has
been left to bilateral negotiations where due to power dynamics, many developing countries fail to
adequately promote their source taxing rights. Furthermore, there have been few attempts to review and
renegotiate old age restrictive double taxation agreements.

However, the age of digitalisation renders nexus rules based on payments and /or residence of the
service recipient are inadequate. Significant economic activity can be undertaken by non-resident
entities without any physical presence and without any payments emanating from the source country.
With this in mind, nexus rules based on significant interaction with the economy should be developed.
We believe that ‘significant economic presence’ which is a nexus rule based on appropriate revenue
thresholds, user or digital factors should be taken into consideration.

2. On tax methods: Addressing profit allocation rules

Beyond nexus rules, and in order to protect source taxing rights, it is crucial to also address profit
allocation rules. This is essential for two main reasons:

i. A significant portion of cross-border services are intra-group services.

ii. Tax abuse has been perpetuated through service fees with the aim of shifting profits to
low-tax jurisdictions.

We note with concern that there has been very little consideration of the tax treatment of intra-group
services within the Options Paper. Services are often not a standalone sector or activity. Instead, they
serve other sectors such as mining, manufacturing, agriculture among others, which are often the core
activities of many MNEs. Additionally, intra-group services such as financial services as well as
intellectual property embedded service fees have notoriously been known to be used to shift profits and
erode tax bases.

We understand that there is some level of preference for gross-based taxation particularly among Global
South countries. However, this is a short-term solution towards protecting source country taxing rights.
Often, the costs of these taxes can easily be passed over to the user of the service. While they are easy
to administer, there is also the risk that under-taxation of the income raised through the provision of
intra-group services may be taking place.



To address the issues with profit allocation rules, we propose an approach whereby multinational
enterprises are taxed on their global consolidated profits and that these profits should be apportioned on
the basis of factors that reflect the economic activity of the corporation, and in particular, sales,
headcount number of employees, and assets. Multinational enterprises that are key actors in the
provision of services are highly integrated. The current profit allocation rules, contrary to the reality of
how these entities operate, functions on the basis of separate accounting. This has led to numerous
challenges outlined under both workstream I and workstream IIl. Unitary taxation with formulary
apportionment provides an opportunity to allocate profits fairly to countries reflecting the actual level
of economic activity in each taxing jurisdiction. This approach should be supplemented by an agreed
minimum effective corporate tax rate. We believe that this particular approach would be crucial to
corporate taxation in totality and as such should be considered within the context of the Framework
Convention on workstream [ under the auspices of the Conference of Parties.

The success of unitary taxation with formulary apportionment is highly dependent on the availability
of information. Unfortunately, accessing the consolidated financial statements of MNEs is difficult.
Country-by-country reporting would be extremely useful but several limitations - including restrictions
in use and limitations based on local filing - among other issues, has severely limited its potential. The
current standards must be revisited. This necessitates a new public, country-by-country reporting
standard that shall provide, among other things, the financial information, number of employees, assets
held and users on a country-by-country basis.

Unitary taxation with formulary or fractional apportionment has received support from several Global
South countries. For instance, the G24 has expressed its support for unitary taxation with fractional
apportionment. Additionally, unitary taxation with formulary apportionment has been a recognised
form of attribution of profits for a much longer period than the arm’s length principle.

3. Implementation of the Protocol

We must take note of the areas within double taxation agreements that shall be affected by the Protocol.
Our preliminary review as civil society shows that a significant portion of double taxation agreements
would need to be changed. Indeed, the Protocol is tackling fundamental questions of international tax
law, and this is what is required if we are to truly transform the international tax system in line with the
Terms of Reference. Relatedly, we believe that an approach similar to the OECD’s multilateral
instrument to implement its BEPS1 agreement (the MLI) would not be sufficient to deal with the level
of change that is being proposed by the Protocol. For example, the MLI BEPS includes opt in and opt
out mechanisms, has led to the increase in legal complexity and an inconsistent application of changes
to tax treaties. Therefore, a similar mechanism will only increase the complexity of the legal system
and add to the number of instruments needed in order to meet the end goal. In fact, the MLI presents an
example of the problems in the international tax system which need to be resolved.

We believe that a treaty override is necessary to amend or terminate existing DTAs. Bilateral
negotiations have not been as effective as needed — to the detriment especially of Global South
countries. A multilateral forum provides an opportunity to develop a harmonised and common approach
and promote the best outcomes for member states who have been most affected by the restrictiveness
of existing treaty networks. However, when an agreement is reached at the UN level, it must also be
clear that all the Parties to the agreement have an obligation to implement it. A part of this obligation



should be to ensure that existing laws and agreements (including bilateral tax treaties) which go against
the UN agreement should be modified, repealed, or terminated.

Lastly, it is vital to make the Protocol implementable for Member States that have no treaties (no treaty
situations) or smaller treaty networks.

4. Prevention of contradictions between the Protocol and the Framework Convention

Great care must be taken to ensure that the Protocol shall not in any way contradict the provisions of
the Framework Convention. Indeed, the Protocol must serve to implement the Framework Convention
and cannot operate without strong foundations within the latter We acknowledge the difficulties of
ensuring that both instruments are in harmony with each other since their development is happening
simultaneously. However, we provide the following 3 key instances in which the provisions of the
Protocol must be in harmony with the Framework Convention:

i. The implication of fair allocation of taxing rights on nexus rules
The commitment on fair allocation of taxing rights/ equitable taxation of multinational enterprises has
a huge bearing on nexus rules. During the Fourth Session, a written proposal provided by the African
Group that speaks to the issue of nexus is as follows:
‘...no state party shall be denied the right to tax an income for the sole reason that such income has
been derived from its jurisdiction by a taxpayer without a physical presence in that jurisdiction...’
We appreciate that there is acknowledgement of the limitations of the physical presence or permanent
establishment tests within the Options Paper. However, the paper also reveals that there is hesitation to
revisit the traditional rule of permanent establishment as shown in paragraph 18. We believe that failing
to address the outdated physical presence test rules resolutely will lead to a contradiction between the
Framework Convention and the Protocol. We also deem it crucial that the Protocol does not limit, but
in fact anticipates, a larger reform of the international corporate tax system under the Convention, in
line with the mandate of the ToRs to ensure equitable taxation of multinational enterprises.

ii. The implication of the relationship between the Framework Convention and the
Protocols and other agreements

The relationship between the Framework Convention and other international agreements shall be
discussed in Workstream I. Specifically, the discussions must include the Member States’ position
around the legal effects of the Framework Convention and the Protocols on the existing tax treaties and
other existing international agreements. Our position as civil society is that there should be an outright
treaty override embedded within both the Framework Convention and the Protocol. It is important to
maintain a consistent approach and promote coherence in the international tax system. For this reason,
we believe that this issue should be earmarked pending the finality of discussions on this issue under
workstream 1.

iii. The implication of dispute resolution mechanisms on the Protocol
We note that there were discussions on the dispute resolution mechanisms that would be provided in
case of any conflicts arising from the interpretation and the implementation of the Protocol. We believe
that the dispute resolution mechanism for Protocol 1 should be guided by, and potentially subject to,
the dispute resolution mechanism of the Framework Convention.
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