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Chapter 2
The Promise of Non-arm’s Length
Practices: Is the Destination-Based Cash
Flow Tax or Unitary Taxation the Panacea
of Which Developing Countries Are
in Search?

Afton Titus

2.1 Introduction

Africa is at an unprecedented precipice of continental unity with the signing of the
African Continental Free Trade Area Agreement (AfCFTA). At a time when some
Western countries are implementing measures to move away from other countries,
African countries are working toward greater unity. The signing of the AfCFTA
heralds the eventual formation of a continent-wide single market. While the extent of
integration under the AfCFTA currently involves the removal of tariffs and the
cooperation on intellectual property, investment, and competition policies, the time
seems opportune to speculate as to the direction of a continental-wide, unified
approach to transfer pricing. It is estimated that Africa loses approximately US$50
million annually through illicit financial flows (United Nations Economic Commis-
sion for Africa (UNECA) and the African Union Commission (AUC) 2015), of
which transfer pricing is cited as one of the main contributors to such losses
(UNECA and AUC 2014; Readhead 2016).

Transfer pricing is understood as determining the “remuneration for the transfer
of goods, intangibles and the provision of services among related enterprises”
(Hamaekers 2001). As more than 70% of all global trade occurs between related
parties, transfer pricing concerns are of primary relevance to multinational enter-
prises and revenue authorities alike (ibid.).

The reason for determining transfer prices arises from the fear that multinational
enterprises with several branches in foreign countries may shift profits into low tax
jurisdictions (ibid). In such low tax jurisdiction, the further fear is that such profits
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either may not be subject to tax at all or may be subject to only a nominal tax. It
would seem then that the fears that transfer pricing is meant to allay are not so much
that the country of residence may not get to tax the profits but rather that the source
country will not levy the necessary taxes.
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Over time, the arm’s length principle became the standard agreed by the Orga-
nisation of Economic Co-operation and Development (OECD) members in deter-
mining transfer prices for the purposes of corporate income taxation (Russo 2005).
As the OECD grew in influence internationally, this standard became the interna-
tional standard. The arm’s length standard deems dealings between associated
enterprises to be controlled transactions which have to be adjusted to reflect the
uncontrolled transactions which would have been concluded between independent
parties in comparable circumstances to the associated enterprises (Rogers-Glabush
2015). The arm’s length principle was initially designed to apply to intra-company
dealings between the head office and branch of a company (Russo 2005). Its scope
was later broadened to also apply to the transactions concluded between separate
entities, such as the subsidiary and the parent company (ibid.).

It has been noted that the essence of the arm’s length principle is to ensure that
related enterprises deal with each other as they would with independent parties
(Hamaekers 1997). The overarching rationale for this is to guarantee the equal tax
treatment of multinational enterprises and independent companies and, in so doing,
to avoid the distortive effects of competition (OECD 2017).

Overall then, transfer pricing was designed to ensure that the profits of multina-
tional enterprises are subject to corporate income tax somewhere and, in so doing,
minimize the competitive edge multinationals enjoy so as to make the playing field
level for independent companies. In seeking to achieve this end through the arm’s
length principle, the drawbacks and challenges arising from the implementation of
this principle have become apparent, especially as it applies in the developing
country context. This has led to a call for developing countries to question whether
the arm’s length principle is suited for their particular context (Waris 2017).

This chapter responds to that call by undertaking such an evaluation under the
auspices of the AfCFTA and its potential to create unity across Africa. While the
time for fiscal unity in Africa may not yet be upon us, it is nonetheless useful to begin
thinking about the direction Africa may one day possibly take with respect to transfer
pricing.

This chapter therefore evaluates whether non-arm’s length standards, such as
unitary taxation and the destination-based cash flow tax (DBCFT), may be suitable
alternatives to the arm’s length standard for African developing countries when
calculating the taxable profits of multinational companies. In considering this con-
text, the author has selected two African developing countries—Kenya and
South Africa—by which to provide this context.

As two of Africa’s biggest economies and equally ranked in terms of the
attractiveness to investors according to Ernst and Young’s 2017 Africa Attractive-
ness Index, the corporate income tax policies adopted by these two African countries
are likely to attract the attention of investors and other African countries alike.
Moreover, Kenya and South Africa are two African countries who have had the



longest-standing transfer pricing departments within their respective revenue author-
ities (UNECA and AUC 2015; Waris 2017). This means that these two countries are
best placed to make an informed decision regarding a possible move away from the
arm’s length standard. As such, Kenya and South Africa serve as useful contexts.
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In doing so, this chapter is presented in the following order: First, the arm’s length
standard is analyzed together with its advantages and disadvantages. This is
followed by similar analysis of the unitary taxation and DBCFT models before the
possible application of these non-arm’s length models to the developing country
context of Kenya and South Africa is then discussed. Thereafter, this chapter
concludes.

2.2 An Evaluation of the Varying Models

2.2.1 The Arm’s Length Principle

The arm’s length principle first made its appearance in the “Draft Convention for the
Allocation of Business Profits between States for the purposes of Taxation” prepared
in 1933 by the Fiscal Affairs Committee of the League of Nations (see Appendix to
Carroll 1934). Article 3 dealt with determining the profits of permanent establish-
ments as follows:

If an enterprise with its fiscal domicile in one contracting State has permanent establishments
in other contracting States, there shall be attributed to each permanent establishment the net
business income which it might be expected to derive if it were an independent enterprise
engaged in the same or similar activities under the same or similar conditions. Such net
income will, in principle, be determined on the basis of the separate accounts pertaining to
such establishment. Subject to the provisions of this Convention, such income shall be taxed
in accordance with the legislation and international agreements of the State in which such
establishment is situated. The fiscal authorities of the contracting States shall, when neces-
sary, in execution of the preceding paragraph, rectify the accounts produced, notably to
correct errors or omissions or to re-establish the prices or remunerations entered in the books
at the value which would prevail between independent persons dealing at arm’s length. If an
establishment does not produce an accounting showing its own operations, or if the
accounting produced does not correspond to the normal usages of the trade in the country
where the establishment is situated, or if the rectifications provided for in the preceding
paragraph cannot be effected, or if the taxpayer agrees, the fiscal authorities may determine
empirically the business income by applying a percentage to the turnover of that establish-
ment. This percentage is fixed in accordance with the nature of the transactions in which the
establishment is engaged and by comparison with the results obtained by similar enterprises
operating in the country. If the methods of determination described in the preceding
paragraphs are found to be inapplicable, the net business income of the permanent estab-
lishment may be determined by a computation based on the total income derived by the
enterprise from the activities in which such establishment has participated. This determina-
tion is made by applying to the total income coefficients based on a comparison of gross
receipts, assets, number of hours worked, or other appropriate factors, provided such factors
be so selected as to ensure results approaching as closely as possible to those which would be
reflected by a separate accounting.
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From this extract it can determined that the profits of the permanent establishment
were to be established through the following methods:

1. Adjusting the accounting books of the permanent establishment in order to deem
arm’s length transactions.

2. Applying a fixed percentage to the turnover of the permanent establishment, such
percentage is to be determined to produce the results that would have been
produced had a comparable resident company undertaken transactions of a
similar nature.

3. Creating a simulation of separate accounting through determining the total
income of the permanent establishment. This is done by creating coefficients
from comparisons of the gross receipts, assets, number of hours worked, and
other suitable factors of other businesses.

As Langbein (1986) has argued, these are essentially accounting or bookkeeping
methods to determine an accounting profit that governments want to subject to tax.
Moreover, the arm’s length principle relies on the separating accounting approach to
determining such profits (Sadiq 2001). Despite the fact that the arm’s length princi-
ple rests on a non-legal methodology, the proponents of this standard argue that the
following advantages may be gained from applying the principle as a legal standard:

1. It is a norm of international tax that is widely accepted in the international
community (ibid.; Green 1993).

2. It creates an equality in the tax treatment of related and unrelated companies
(Sadiq 2001; Green 1993).

3. It most accurately determines the “true” source of income (McLure and Weiner
2000).

Commentators, however, doubt the veracity of the above. Hellerstein (2005)
argues that it is not at all clear that the arm’s length principle is an internationally
accepted norm, a point made by Langbein (1986) decades earlier. Moreover, De
Graaf et al. (2014) question the feasibility of an “equal” treatment of related and
unrelated companies when in doing so the arm’s length standard ignores the
synergies arising from corporate integration, a state of affairs which is in fact an
economic reality. Economic reality is further ignored when the arm’s length princi-
ple takes into account interim profits as they arise in the group context before the
profits are actually realized and when losses within the group cannot be balanced
against the profits of other group members (Hertzig et al. 2010). Finally, Hellerstein
(2005) questions whether determining the “true” source of income is a worthwhile
endeavor. Instead, it is argued that income should be allocated to countries which
have a claim to it based on an equitable distribution of such income (ibid.; McIntyre
2003).

Notwithstanding the purported advantages of the arm’s length principle, the
numerous difficulties encountered in applying the arm’s length principle to deter-
mine transfer prices are well documented (Avi-Yonah 2007; Avi-Yonah and
Benshalom 2011; Sadiq 2004; Turina 2018). These difficulties have made the
implementation of the principle “extraordinarily complex” (Hellerstein 2005).



Moreover, it has been noted that the arm’s length principle does not adequately
address abuses while at the same time allowing revenue authorities to maximize their
tax collections through taking advantage of the uncertainties in implementing the
arm’s length principle (Avi-Yonah and Musselli 2019).
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In the light of these challenges, Brooks (2009) suggests that the time may be
opportune for developing countries to devise an alternative means by which to
equitably allocate income between countries.

2.2.2 Unitary Taxation

Unitary taxation works from the premise that the financial performance of compa-
nies whose businesses are integrated, such as in the case of a group of companies,
should be combined in order to capture the synergies arising from such integration
(Hellerstein 2005). While formulary apportionment complements unitary taxation,
unitary taxation may be implemented without it (ibid.; Weiner 1999). Formulary
apportionment envisages that the profits of multinational companies should be
allocated across the countries in which such companies operate on the basis of a
formula which accounts for where the income-producing activities are conducted
(ibid.). While the choice of factors which are to make up this formula is ultimately a
political choice (Hertzig et al. 2010), the prevailing formula is one based on an equal
weighting of the three factors of production (labor, capital, and assets) and sales as a
representation of demand (Kobetsky 2008).

Unitary taxation differs from the arm’s length principle in that it is not applied to
every transaction in order to produce a profit or loss on that transaction which then
cumulatively becomes the taxable profit (Hertzig et al. 2010). Instead, unitary
taxation produces a single, consolidated profit for the entire integrated business. In
doing so, one of the advantages of a unitary tax system is that it eliminates the need
for transfer pricing as the transactions occurring between the components of the
integrated business are ignored (ibid.; Kobetsky 2008). Proponents of unitary taxa-
tion argue that a further advantage of the system is that it more accurately reflects
economic reality (Bird 1986; Sadiq 2001; Weiner 1999). Economic reality is
reflected by the fact that no interim profits within the group of companies are
generated; the synergies arising from an integrated business are accounted for; and
losses are set off against profits of companies belonging to the same group (Hertzig
et al. 2010). Furthermore, unitary taxation would allow for greater certainty. This is
especially as every step of applying the unitary taxation system would have to be
legislated (Langbein 1986). These steps would encompass the rules for consolidation
and the factors in terms of which the consolidated profits are to be allocated across
countries. Langbein (1986) notes that such legislative measures would ensure that
very little room is left for manipulation and would necessitate effective taxpayer
information disclosure.

It has also been argued that a unitary taxation system would result in greater
efficiency and fairness (Sadiq 2001). Efficiencies are created through a tax system



which recognizes the efficiencies achieved by the integration of businesses (ibid.)
and through resource saving as taxpayers and revenue authorities alike are freed
from the complexities of transfer pricing determinations and the resultant disputes
(Kobetsky 2008). Fairness is fostered through a tax system which uses the actual
financial performance of the integrated business and not that of comparables which
effectively attributes the business acumen and decisions of others onto the taxpayer
(Kauder 1993). Formulary apportionment also creates fairness by allowing the tax
system to follow the economic choices made by the taxpayer itself as profits are
allocated to countries based on the economic decisions of the taxpayer (Sadiq 2001).
Finally, it is argued that a benefit of unitary taxation is that it reduces the incidence of
tax evasion and avoidance due to the extent of the reorganization that would be
required from integrated businesses when seeking to evade or avoid taxes (ibid.).
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Unitary taxation is not without its disadvantages. First, it has been argued that
difficulties may be encountered in defining the level at which businesses will be
considered to be integrated (Hertzig et al. 2010). If the threshold is set too low, it may
overstate the synergies arising from integration (ibid.). If the threshold is too high, it
may not properly reflect the economic realities of an integrated business (ibid.).
Secondly, the prospect of having a consolidated profit subject to tax presents
different tax planning opportunities (ibid.). The third criticism relates to formulary
apportionment in that the arbitrariness of the factor selection may lead to inappro-
priate results in so far as income may be allocated to low-tax countries despite the
absence of significant income-generating activities located there (ibid.).

Moreover, Fargas Mas (2018) argues that while the concept of a unitary tax
system is attractive, the difficulty lies in determining who is to be responsible for
drawing up the rules for such consolidation. It was suggested that this could be done
by relying on the International Financial Reporting Standards (IFRS) (ibid.). How-
ever, Fargas Mas (2018) points out the criticisms of such an approach in that this
would allow the accounting bodies who draw up the IFRS to effectively decide the
taxable base and become legislators.

Despite its flaws, many have strongly advocated for the global adoption of unitary
taxation coupled with formulary apportionment, arguing that such a system is more
equipped to deal with the challenges of taxing an integrated business (Bird 1986;
Sadiq 2001; Kobetsky 2008).

2.2.2.1 Feasibility in an African Developing Country Context

Both Kenya and South Africa currently adopt the arm’s length principle as a means
of allocating profits arising from the transactions concluded between components of
an integrated business (Kenya: Income Tax Act, Chapter 470, section 18(3) and
South Africa: Income Tax Act, No. 58 of 1962, section 31). In this regard, both
countries closely follow the OECD Guidelines (2017). It would therefore constitute
a major shift for both countries to implement unitary taxation along with formulary
apportionment.
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Having said that, recent studies have indicated that perhaps Kenya and
South Africa should seriously consider making such a shift (Waris 2017; Wier and
Reynolds 2018). At the moment, transfer pricing cases take up an extraordinary
amount of resources for both the Kenya Revenue Authority (KRA) and the
South African Revenue Service (SARS). Both the KRA and SARS have dedicated
transfer pricing units with the KRA having grown their staff complement to 34 mem-
bers recently (Okuth 2018), while SARS has had long-standing plans to do the same
(PWC 2012). Despite dedicating staff to transfer pricing issues, transfer pricing cases
take an extraordinarily long time to be finalized in both countries. A transfer pricing
case takes on average between 1½ and 4 years to be completed in South Africa
(OECD 2019). In Kenya, the average transfer pricing case takes approximately 4–5
years to be completed (Waris 2017). Moreover, in order to deal effectively with
transfer pricing issues, staff have to be exceptionally well trained. Kenya was one of
the first recipients of transfer pricing training by the OECD in 2009 (Waris 2017),
and the KRA now boasts members of its transfer pricing units who are experts in
analyzing the various disclosures to be made in transfer pricing documentation
(KPMG 2015). Thus, the KRA has experts in functional analysis, asset analysis,
risk analysis, and economic analysis, for instance (KPMG 2015).

Notwithstanding these measures, Kenya and South Africa are still losing sub-
stantial revenues as a result of transfer pricing. While a 2018 report indicated that
Kenya lost US$907 million in 2013 (Global Financial Integrity 2018), this number
may be much higher today given the number of multinational companies operating
in Kenya whose annual turnover exceeds 750 million euros (Initiative for Global
Development and Dalberg Global Development Advisors 2011; Waris 2017). Sim-
ilarly, South Africa loses approximately US$475 million annually as a result of
transfer pricing (Donnelly 2019; Wier and Reynolds 2018).

These losses may be attributed to the problems experienced by Kenya and
South Africa in implementing the arm’s length standard in their respective countries.
The arm’s length standard is particularly problematic in Kenya and South Africa
because both these countries deal with many large multinational companies that
effectively operate as monopolies in their industries (Waris 2017; Wier and Reyn-
olds 2018). This issue is particularly significant in South Africa where a report
recently concluded that 80% of the income earned by foreign-owned firms in
South Africa were earned by only 10% of the largest of those firms (Wier and
Reynolds 2018).

Furthermore, implementation of the arm’s length standard requires the availabil-
ity of a large database of comparables. This is difficult to construct in Kenya because
the digitization of company records is still incomplete (Waris 2017). Similarly in
South Africa, the availability of comparable data is hampered by the fact that it is
only public companies who are required to make their financial records available to
the public (Companies Regulations 2011; Deloitte 2015).

If Kenya and South Africa were to implement unitary taxation, it would imme-
diately free up the government resources and time as discussed above. This would
result in the administrative capacity to retrain staff in a new system.



36 A. Titus

Kenya and South Africa, however, would have to make the decision at which
level to define when a business has a sufficient degree of integration to bring about
unitary taxation. While this would be a difficult decision, the author is of the view
that South Africa has already laid the groundwork for this sort of discussion when
deciding at which stage parties would be affiliated or related to each other in
applying the arm’s length principle under its existing laws. In this regard, it is
suggested that perhaps this discussion should begin with whether South Africa’s
definition of a “group of companies” in Section 1 of its Income Tax Act is adequate
in capturing what is meant by an “integrated business.”

A unitary taxation system would allow the taxation of multinationals’ profits to be
more closely aligned with economic reality while also providing the concomitant
benefits of a fair and efficient system.

In the light of the above, it would seem that perhaps it would not be too onerous
for Kenya and South Africa to consider implementing a unitary taxation system. In a
similar vein, the adoption of a formulary apportionment system may also be bene-
ficial to these countries.

Kenya is a unique position in that it is home to both foreign and resident
multinationals (Kelley 2011). Moreover, Kenya and South Africa are preferred
destinations for multinationals (EY Attractiveness Africa 2019). As such, Kenya
and South Africa would be more likely than other African countries to have the
factors of production housed within their borders. It may therefore be beneficial for
Kenya and South Africa to adopt the equally weighted factors of assets, capital,
labor, and sales.

Aside from the difficult decision of deciding on which factors are to make up the
formula, once this decision is made, it is noted that a legislative approach to how
profits of multinationals are to be allocated across countries may benefit Kenya and
South Africa in that it would allow greater certainty for both taxpayers and revenue
authorities while also allowing for less room for discretion within may result in fewer
disputes.

Moreover, if Kenya and South Africa were to reach consensus on which factors
they would use in their formulas, as two of the biggest economies in Africa, it may
pave the way for other countries in Africa to adopt similar formulas—and perhaps
this process may be facilitated by the AfCFTA. Historically, such natural coopera-
tion has occurred before.

It has been noted that in the United States when Iowa unilaterally adopted a sales-
based apportionment with respect to corporate income tax, this triggered a “sponta-
neous coordination” as other states followed suit while pursuing their own best
interest (De Wilde 2016). De Wilde argues that it is not inconceivable for a similar
“spontaneous cooperation” to occur on a global level (ibid.). Similarly, the author
argues that the AfCFTA could allow for a similar “spontaneous cooperation” to
happen in Africa at the impetus of two of the biggest economies in Africa, Kenya and
South Africa—if such a move were in the best interest of the individual countries. It
is submitted that a move to unitary taxation combined with formulary apportionment
may well be in the best interest of African countries.
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In this way, the necessary political consensus among African countries may be
reached on such a scale that it may minimize the likelihood of double or non-taxation
arising from differences in approaches to formulary apportionment between African
countries.

In respect of the rest of the world, however, it is noted that Kenya and
South Africa have concluded a number of double taxation agreements. Their obli-
gations under these treaties would have to be factored in when making the decision
to move away from the arm’s length standard. The Independent Commission for the
Reform of International Corporate Taxation (ICRICT) suggests that countries con-
sidering such a shift should implement unitary taxation and formulary apportion-
ment as a minimum alternative tax to the arm’s length standard (ICRICT 2018). In
terms of this approach, the multinational company’s tax liability would be calculated
both in terms of the arm’s length standard, as required by most double taxation
agreements, and in terms of unitary taxation with formulary apportionment (ibid.).
Only in the event that liability under the arm’s length standard is less than the result
under unitary taxation with formulary apportionment would the amount as deter-
mined under the non-arm’s length standard apply (ibid.).

While this methodology would be time-consuming, it may serve as a transitional
measure for African countries wishing to adopt unitary taxation with formulary
apportionment as a standard until (and if) this becomes a uniform position across
African countries.

In considering the above, the author is of the view that a unitary taxation system
coupled with formulary apportionment may be a viable alternative to the arm’s
length principle for Kenya and South Africa on a principled basis. Significant
administrative challenges would have to be addressed by both countries in
implementing such a change, a discussion of which would be beyond the scope of
this chapter. However, these challenges would not diminish the fact that unitary
taxation and formulary apportionment would hold great promise if it were
implemented in Kenya and South Africa.

2.2.3 Destination-Based Cash Flow Tax

The DBCFT was first proposed by Bond and Devereux in 2002 (Bond and Devereux
2002) and has more recently been the subject of discussion (Auerbach 2017;
Auerbach et al. 2010, 2017a, b; Avi-Yonah and Clausing 2017). The DBCFT
basically envisages that tax on corporate income or profits should be levied at
“destination,” that is, the country in which the final sales to customers are made
should be allowed to levy the tax (Cui 2017). This prospect produces an alternative
to “residence” and “source” paradigms (ibid.).

It has been noted that there are two versions of the DBCFT currently in the
literature (ibid.). The first is the taxation of corporate income through a sales-only
formulary apportionment (Auerbach et al. 2010; De Wilde 2018). The second is a
destination-based value added tax (VAT) with deductions for labor costs and



refundable losses (Auerbach and Devereux 2013). Each of these shall be analyzed
in turn.
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2.2.3.1 Sales-Only Formulary Apportionment

Some of the advantages of shifting to this method of taxing corporate profits lies in
its movement away from the residence/source paradigm with all its known problems
(Cui 2017); its potential to remove known profit-shifting opportunities should the
DBCFT be adopted globally (Hebous et al. 2019); and its potential to make the tax
rate irrelevant to firms deciding on the location of their operations (ibid.).

The sales-only formulary apportionment method of taxing corporate income is a
new element to the international tax melting pot. This method envisages that the
corporate income should be divided among the countries where the goods or services
are sold (Cui 2017). This method was initially proposed by Auerbach, Devereaux,
and Simpson (2010) before being discussed by DeWilde (2018) in the context of the
EU’s CCCTB proposal. De Wilde (2018) suggests that the EU should abandon the
CCCTB proposal altogether in favor of adopting a unitary tax system based on sales-
only formulary apportionment. De Wilde (2018) argues that this system with its
worldwide tax consolidation of multinational companies would allow economic
profits to be taxed while moving away from the flawed and vulnerable residence
and source paradigms. De Wilde (2018) further argues that a sales-only formulary
apportionment would allow EU Member States to once again obtain control of the
tax policy function of corporate income tax as the control of the location of corporate
profits would be taken away from companies.

This method, however, is not without its criticisms. Fargas Mas (2018) argues
that the reliance on a sales-only formulary apportionment method would effectively
exclude most developing countries from participating in the allocation of taxing
rights. This is because most sales typically take place in a developed country (ibid.).

Further criticism of the sales-only formulary method lies in the fact that it would
be ineffectual to apply in the case of intermediary or business-to-business sales (Cui
2017). Cui (2017) argues that if the destination-based, sales-only factor should be
applied in intermediary sales, this would allow the parties to the sale agreement to
decide on the location of the sale (and where tax is levied) in the same way as is the
case now with respect to the manipulation of the production factors, assuming that
there is collusion between the purchaser and seller. It has been noted that sales to
actual final customers are evident in only a very small percentage of cases, and
therefore the potential for manipulation of the sales-only formulary method is great
(ibid.).

A further complication of implementing this method is that it is not customary for
sellers to gather information on the purchasers (ibid.). The sales-only formulary
apportionment method would therefore require the seller to undertake information-
gathering activities, a new cost which would have to be absorbed by sellers (ibid.).
Similar information-gathering complications would play out on an international
level. Cui (2017) argues that the sales-only formulary apportionment method



would require multilateral cooperation from all the countries involved—residence,
source, and destination. Costs still need to be allocated to the sales which means that
the country of destination would require the country of production to provide such
information (ibid.). Cui (2017) therefore questions whether a sales-only formulary
apportionment method is really different from the current system.
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With respect to information-gathering, the author notes that perhaps it would be
worthwhile to consider the mechanisms employed under the VAT system to keep
track of the destination of the sales and to acquire the necessary customer
information.

2.2.3.2 Destination-Based VAT Adjusted for Wages

The second form of the DBCFT is a destination-based VAT with deductions for
labor costs and refundable losses. In terms of this destination-based VAT method, no
interest or depreciation would be deductible, while investment expenses would be
deductible (Auerbach 2017). In this way, this method seeks to exclude the normal
return on investment and only tax economic rents (ibid.). Moreover, a border
adjustment is to be made such that income arising from exports is exempted while
no deduction is allowed for imported inputs (ibid.).

Advantages of this method lie in the more balanced tax treatment of the returns of
debt and equity capital; the simplification of the tax system in removing the need to
calculate income; and the fairness involved in not taxing the normal return on
investments (ibid.).

Hebous et al. (2019) speculate that this method would benefit developing coun-
tries. They argue that revenues in developing countries should increase because
developing countries are generally capital importers with big trade deficits. More-
over, they opine that developing countries would benefit from replacing tax incen-
tives with a cash flow tax in that such a decision would likely broaden the tax base in
developing countries and in so doing bring in more revenue. However, Hebous et al.
(2019) do acknowledge that developing countries who rely on location-specific rents
and revenue from natural resources would probably lose out upon implementing this
method. Moreover, they note that this method would be more volatile than corporate
income tax as a consequence of investments varying more than depreciation allow-
ances (ibid.). Such volatility would be exacerbated in developing countries with the
immediate tax refund function of the destination-based VAT system (ibid.).

Immediate tax refunds would be a reality, Auerbach (2017) notes because the
adoption of this method would see the increase of net operating losses of tax-
payers—especially for taxpayers with large amounts of export sales. Auerbach
et al. (2017b), however, suggest that perhaps the loss should be allowed to be offset
against other taxes such as payroll taxes. Should this be implemented instead of an
immediate release of a refund, perhaps the volatility of this method could be reduced.
A further drawback of this method is the difficulties arising from taxing financial
institutions (ibid.). In this respect, Auerbach (2010) suggests that the current system
of allowing for a deduction of interest and the taxation of interest received should be



retained while now also allowing for the taxation of amounts borrowed and the
deduction of amounts lent. Moreover, concerns have been raised that this method
would not be compatible with the World Trade Organization agreements (ibid.).
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Grinberg (2017), however, argues that adjustments may be made to this method
to make it compatible with the World Trade Organization agreements. According to
Grinberg (2017), first the tax base should be clearly defined as being a tax on
domestic consumption such that the normative parameters of the tax are evident.
Next, all businesses operating within the domestic market must be registered as
DBCFT taxpayers, while non-resident businesses may choose not to be so registered
(ibid.). DBCFT taxpayers would be allowed to deduct all wages paid to resident
taxpayers, while wages paid to non-resident aliens would not be deductible (ibid.,).
Moreover, DBCFT taxpayers would be entitled to deduct non-financial payments
made to other DBCFT taxpayers (ibid.). Should a business choose not to register as a
DBCFT taxpayer, other DBCFT taxpayers would not be allowed to deduct the
payments made to that non-registered business (ibid.). Grinberg (2017) argues that
the World Trade Organization case law provides that World Trade Organization-
compliant tax systems are to treat imported products and domestic products similarly
unless the importer does not adhere to defensible administrative rules.

A major concern of this method, however, is that it introduces nothing new to the
international tax arena (Cui 2017). Instead, this method may only serve to create
significant trade distortions while failing to tax what is intended—corporate profits
(ibid.; Shaviro 2018). This is because this method would only change the amount of
the corporate’s inputs and outputs while it would leave the profits that ultimately
accrue to the shareholders unaffected (Cui 2017). In the light of this, Shaviro (2018)
questions whether a country would effectively have two VAT systems if it were to
adopt this form of the DBCFT when it already has a VAT system. Shaviro (2018)
further questions whether the adoption of this form of DBCFT in conjunction with a
VAT system would have any utility.

A further concern is that this DBCFT method only serves to allocate revenue to
where shareholders reside and not where customers reside (ibid.). This is because the
labor compensation is excluded which results in the taxation of only consumption
financed by domestic profits—the domestic economic rent on capital (ibid.). A pure
tax on consumption would tax all domestic consumption irrespective of whether it is
generated by labor or economic rent and regardless of where such elements are
generated (ibid.). This method would not do this (ibid.). Finally, Cui (2017) opines
that the immediate loss refund feature is not administratively feasible for most
countries.

From a substantive point of view, commentators agree that the DBCFT proposals
do not introduce anything new to international tax. As such, it is unlikely to be a
serious contender to replacing the arm’s length principle.
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2.2.3.3 Feasibility in an African Developing Country Context

Both Kenya and South Africa currently implement a classical corporate income tax
system. A switch to a DBCFT system would therefore constitute a major overhaul.
In considering whether such an overhaul would be worthwhile, it is sobering to
consider the transitional costs that such a change would incur. It was estimated that if
the United States were to implement a DBCFT, it would result in a US$5 trillion loss
in the value of foreign assets held by US residents, while non-residents would realize
a US$8 trillion gain on the value of US-held assets as the US$ would appreciate
against foreign currencies (Graetz 2017). Such transitional costs would be prohibi-
tive in an African developing country context.

Notwithstanding the transitional costs, the sales-only formulary apportionment
method may be attractive, but only in so far as the sales actually were to take place
within Kenya or South Africa. Should the sales take place elsewhere, Kenya and
South Africa would stand to lose its taxing rights—rights which it otherwise may
have had if the production factors of the multinational company were actually
housed in their countries. More importantly, the complications which would arise
from intermediate sales and the administrative difficulties involved in keeping track
of where the final consumers are located would be an additional administrative
burden on the respective revenue authorities. It is therefore doubtful whether it
would be worth Kenya and South Africa making the normative and administrative
leap to adopt a sales-only formulary apportionment method of taxing corporate
income.

Similarly, adopting a destination-based VAT method with a deduction for labor
and allowing for immediate loss refunds would probably not be feasible for Kenya
and South Africa. Administratively, allowing for the immediate refund of losses
would create too great a risk for fraud, especially when both countries are already
plagued with VAT-related fraud. Moreover, given the questionable normative dif-
ference between this method and VAT regarding who and what is ultimately subject
to tax, and given that both Kenya and South Africa already have VAT systems in
place, the destination-based VAT method would not hold much promise for Kenya
and South Africa.

The author is of the view that the only real advantage these two African devel-
oping countries may possibly gain from a switch to a DBCFT system—in whatever
form—would be to capitalize on the “novelty” aspect of such a change. The two
countries could possibly benefit from mobile capital attracted by the shift in method
of taxation. However, if the spillover effects would be as significant as some suggest,
this “novelty” would be short-lived as other countries adopt similar methods. Once
this happens, Kenya and South Africa would be exactly in the same position as it is
now—competing with other countries and regional blocks on the basis of non-tax-
related factors.

Moreover, if Kenya and South Africa were to adopt a destination-based VAT
system adjusting for labor and while allowing for immediate loss refunds, they may
end up in a worse position at that future point than they currently are. In such future



situation, they would be constrained in taxing non-resident resource-exploiting
companies; they would be dealing with a method that is volatile on account of
investment cycles; the method would be heavily reliant on domestic sales; and they
would be dealing with the increased risk of fraud arising from the immediate loss
refund aspect.

42 A. Titus

Aside from the initial gains arising from being one of the first to implement a
DBCFT system, it would not be feasible or wise for Kenya or South Africa to change
to a DBCFT system.

2.3 Conclusion

Kenya and South Africa have adopted the arm’s length principle in their respective
domestic legislations as a mechanism to determine and allocate the profits of
multinationals across different countries. While this is in keeping with international
practice, it is not at all clear whether this is best suited for these two African
developing countries.

In considering whether alternatives to the arm’s length principle may be viable in
the context of these two countries, this chapter has outlined the advantages and
disadvantages to adopting either a unitary taxation system coupled with formulary
apportionment or a DBCFT system—either in the form of a sales-only formulary
apportionment or a destination-based VAT adjusted for wages.

While the implementation of a DBCFT (in either form) would not be suited for
either Kenya or South Africa given the concern that its design would not effectively
tax corporate profits and the prohibitive transitional costs involved in such a change,
this chapter argues that a unitary taxation system with formulary apportionment
holds promise. Unitary taxation would allow for the Kenyan and South African
corporate income tax systems to more effectively reflect the economic realities of the
many multinationals currently operating in these countries, would allow more
efficiencies and fairness into the operation of the tax system, and would allow for
government resources to be freed from transfer pricing issues to implementing
unitary taxation. Moreover, the factors which make up the prevailing formula for
formulary apportionment may be feasible in Kenya and South Africa given that they
are both favorable destinations to host multinationals.

It has also been noted that should Kenya and South Africa succeed in agreeing on
a formula, there is a strong likelihood that this may act as a catalyst for other African
countries to reach consensus on the use of such a formula in their own jurisdic-
tions—similar to what has occurred in the United States historically.

While it has often been noted that it is unlikely that global unitary taxation and
formulary apportionment would take hold any time soon, such viewpoint in no way
relieves countries from the necessity of making difficult decisions regarding which
rules to follow in allocating income across jurisdictions. Amid the ever-growing
calls for the fair allocation of income among countries, perhaps the time has come for
African developing countries to take the path less travelled and to develop rules



which would make the most economic sense for them. It is submitted that adopting a
system of unitary taxation coupled with formulary apportionment may be a step in
that direction.
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