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1 Introduction

In principle, the amount of taxes should be straightforwardly paid by the legal frame-
work and tax regulations in certain country whether the company is a multinational en-
terprise or domestic company. Nevertheless, this seems to not be the case in the mod-
ern global business environment. Multinational enterprises have found ways to benefit
from their tax optimisation plans and transfer pricing policies so that they gain great
increase in profits by avoiding high corporate taxes in certain areas. This can be done
in various ways. One way of gaining benefits by tax optimisation is the appropriate
transfer pricing plan among the multinational company. Transfer pricing basically
means selling the goods within the multinational company. Transfer pricing is a legal
and acceptable way of conducting business when done right but there are guidelines
which has to be followed in order to act legally. These guidelines are introduced by the
Organisation for Economic Cooperation and Development (OECD). OECD estimates
that almost 70% of all international trade is made internally in multinational companies
(Tax Justice Network, 2015). This makes transfer pricing one of the most important
topics when discussing multinational companies avoiding tax burden. Tax havens are
also one of the largest problems when discussing base erosion and profit shifting. It is
estimated that there is £21 to £32 trillion mostly untaxed financial assets located in the
tax havens around the world (Tax Justice Network, 2016). To put this number to the
scale, the real national debt of the United Kingdom is estimated to be around £4.8 tril-
lion, around 15 to 23 percent of the amount that is sitting in the offshore tax havens
(Nationaldebtclock.co.uk, 2016).

Because of the developing world economy structures and inability of OECD to prevent
the unfair tax evasion, OECD started to develop a new set of recommendations and
guidelines. The new action plan against Base Erosion and Profit Shifting (BEPS) con-
sists of 15 actions which aim to prevent different aspects of base erosion and profit
shifting by clearing the guidelines to make them more easily adaptable and by focusing
on issues that have not been addressed earlier, such as issues in the taxation in digital
economy. The action plan was put into operation by OECD and G20 countries in the
beginning of the year 2016. The objective of the action plan is to cooperate with the
current OECD guidelines of the transfer pricing policies and trying to prevent intentional
tax optimization and guiding the tax incomes more fairly to the locations where the

value is created. The BEPS action plan was created in order to more effectively gather



information of the misconducts in the international taxation in the multinational enter-
prises (MNEs) and to increase the transparency in the international taxation. The mis-
conducts could not be decreased sufficiently with the existing guidelines so new guide-

lines and recommendations were needed

This research is aiming to see if the new 15 step Base Erosion and Profit Shifting ac-
tion plan by OECD will have impact in Finnish multinational companies and evaluate
the nature of those effects. The relevant literature used in the research will be intro-

duced and critically analysed in literature review section of the research.

2 Literature review

In following sections of the literature review, a quick overview of the current state and
historical development of the Finnish economy will be provided in order to better un-
derstand the forces that lead to possible changes that BEPS action plan may bring. In
addition to that, different views from relevant literature will be introduced and their rele-
vance to the research subject will be evaluated. Also as the OECD BEPS guidelines
will serve as a basis in the research, some of the most relevant actions to be most

likely to affect Finnish companies will be reviewed more in depth.

A part of the research consists of examining already existing researches and reports of
the topic. The problem with such approach is that as the OECD BEPS action plan is
only recently being taken into action, there is no comprehensive amount of research
about the actual effects that BEPS action plan might have in the Finnish companies.
Nevertheless, there are numerous researches on the potential effects that the action
plan might bring for the companies and the economy in general. Because the actual
data of the effects does not exist yet, these have to be considered as sophisticated
predictions instead of actual facts. This research is aiming to use those predictions and
reflect them on the case study Company. One major part of the research is also exam-
ining the OECD reports and guidelines on the different aspects of Base Erosion and
Profit Shifting and trying to see how the Finnish case study company has been able to

adapt to them.

The literature reviewed in the research can be roughly divided into two different groups
of texts; guidelines and recommendations mostly provided by OECD and then re-
searches from various authors trying to predict the initial consequences that the OECD

BEPS action plan might bring. Guidelines and reports from OECD serve as a basis for



the legal matters and recommendations on different BEPS related topics. OECD offers
guidelines for transfer pricing in their publication Transfer Pricing Guidelines for Multi-
national Enterprises and Tax Administrations (Oecd.org, (2015). Transfer pricing -
OECD). This publication offers guidance for following so called arm’s length principle.
This is done in order to ensure that taxable profits are not artificially being shifted out of
governments’ jurisdiction. In addition to the old guidelines, OECD has also published
the 15 step action plan which aims to reduce the misconducts in the BEPS related mat-

ters. The final OECD BEPS report consists of the following 15 actions:
“Action 1. Addressing the Tax Challenges of the Digital Economy
Action 2: Neutralising the Effects of Hybrid Mismatch Arrangements
Action 3: Designing Effective Controlled Foreign Company Rules

Action 4: Limiting Base Erosion Involving Interest Deductions and Other Financial
Payments

Action 5: Countering Harmful Tax Practices More Effectively, Taking into Account

Transparency and Substance

Action 6: Preventing the Granting of Treaty Benefits in Inappropriate Circumstances
Action 7: Preventing the Artificial Avoidance of Permanent Establishment Status
Actions 8-10: Aligning Transfer Pricing Outcomes with Value Creation

Action 11: Measuring and Monitoring BEPS

Action 12: Mandatory Disclosure Rules

Action 13: Guidance on Transfer Pricing Documentation and Country-by-Country Re-

porting

Action 14: Making Dispute Resolution Mechanisms More Effective

Action 15: Developing a Multilateral Instrument to Modify Bilateral Tax Treaties”
(OECD, Final Reports, 2015)

In following chapters of the literature review, a short independent description will be
given of every action of the OECD BEPS action plan. After the presentation of the out-
line of the 15 action in the action plan, the possible effects in most important actions for
Finnish multinational companies will be introduced based on texts from different Fin-

nish and foreign analysts.



Action 1: Addressing the Tax Challenges of the Digital Economy

The first action in the OECD BEPS action plan aims toward addressing the issues in
the taxation of the digital economy. The OECD states that digital economy should not
in theory differ from any other form of taxation but it might be difficult to treat digital
economy similarly because of the different nature of the digital economy compared to
more traditional forms of operations within companies. OECD has identified the issues
and difficulties within the taxation in digital economy and attempts to approach these
issues by offering the different approaches in order to tackle the difficulties in the digital
economy taxation with the existing guidelines on international taxation. The guidelines

aim to consider both direct and indirect taxation.

The digital economy has not been a major concern or an issue point in international
taxation until very recently as information and communication technology have devel-
oped making technologies cheaper and more easily accessible. This has led to vast
increase in the use of intellectual technology operations in businesses. The problem for
OECD has become the fact that because the digital economy has basically became
and economy itself, it is hard trying to isolate it as a different kind of economy from the
rest of the economic areas for tax purposes. The digital economy operations such as
online sales, application stores, cloud services and high speed trading platforms have
further accelerated the growth and importance of digital economy and also made it

more difficult to evaluate how and where the tax income should be directed.

The changes that OECD made in the guidelines in the new BEPS model in digital
economy, consists of changes in the legal framework of permanent establishments and
the location of the value creation. The changes in permanent establishment (PE)
framework have an effect to companies that are operating large scale online sales
business and have large warehouses from which the deliveries are made. Also the
taxation structure of ownership of the intellectual property (IP) has been modified in
order to ensure the rightful amount of tax income in the locations where the intellectual

property is created (OECD, Executive summaries, 2015).

Action 2: Neutralising the Effects of Hybrid Mismatch Arrangements

The action 2 of the OECD BEPS action plan focuses on addressing the negative ef-
fects on competition, efficiency, transparency and fairness that the erosion caused by

the hybrid mismatch arrangements are currently causing. The hybrid mismatch ar-



rangements aim to exploit the difference in legal tax framework in different countries in

order to achieve double non-taxation situation.

The action 2 aims to neutralize the effects of the hybrid mismatch arrangements by
providing the recommendations in the BEPS action plan to national governments to
change the domestic laws to meet the demands set in the action plan. Second part of
the recommended actions concerns the need to synchronize the implementations of
the domestic law as a part of broader unilateral taxation framework. By synchronizing
the legal framework, the OECD BEPS project should be able to prevent the base ero-
sion and profits shifting with using the mismatch arrangements as a tool (OECD, Ex-

ecutive summaries, 2015).
Action 3: Designing Effective Controlled Foreign Company Rules

The action 3 of the OECD BEPS action plan aims to create recommendations which
should decrease the possibilities for tax avoidance in form of creating affiliate non-
resident taxpayers and directing the profit incomes of the resident multinational enter-
prise through the non-resident affiliate in order to minimize or avoid the taxes on that
particular income. This part of the action plan was created because the existing rules
on Controlled Foreign Companies (CFC) were not able to follow the pace of develop-
ment and changes in the global environment. Therefore the old guidelines were not
able to effectively tackle the base erosion and profit shifting challenges that occur in the
modern international business structure. One of the main themes in this action from the
OECD is that the countries should cooperate more and unilateral legal framework

would significantly decrease the risk of CFC related issues.

The action 3 issues six major points from which this part of the BEPS action plan is
constructed. First of which states that generally the controlled foreign company rules
should apply to foreign companies that are controlled by shareholders in the parent
jurisdiction. The second point states that CFC rules should only apply to the controlled
foreign companies that are operating with significantly lower tax rates than ones ap-
plied under the legal framework in the parent country. Third part of the six is saying that
even though according to old guidelines all the income can be considered as controlled
foreign company income, the new guidelines aim to set the rules which state what in-
come should be considered as controlled foreign company income. The parts four and
five are concerned with computing the income and losses of CFC and the jurisdiction in

which they should be handled under. The sixth part addresses the issues concerning



the possibilities of double taxation and ways to prevent and eliminate the double taxa-
tion from happening in the international taxation (OECD, Executive summaries, 2015).

Action 4: Limiting Base Erosion Involving Investment Deduction and Other Fi-

nancial Payments

The action number four aims in decreasing the amount of base erosion and profit shift-
ing by trying to limit the possibilities of exploiting the system by using interest deduc-
tions and other financial payments. The problem is that companies may use financial
payments that are economically equivalent to debt but follow different jurisdictional
framework and therefore are able to avoid the legal guidelines on deductibility of debt.
There are certain basic scenarios where the threat of base erosion and profit shifting
may occur in this area. First is companies directing higher amount of third party debt to
the countries with higher tax rates. One way for companies is also to generate interest
benefits by using intragroup loans. To prevent such practices OECD uses so called
fixed ratio rule in the BEPS action plan action 4 as a recommendation (OECD, Execu-
tive summaries, 2015).

Action 5: Countering Harmful Tax Practices More Effectively, Taking Into Ac-

count Transparency and Substance

The action 5 will quite straightforwardly aim to tackle the negative effects of the harmful
tax practices taking into account transparency and substance. One of the aims in this
action is to make a plan to expand the recommendations that could also cover the non-
OECD countries. Most likely the most influential part of the action 5 of the OECD BEPS
action plan is the goal to increase the transparency. The transparency is closely linked
to the other aim with the action which is to reach consensus on the approach in which
preferential tax regimes are approached. The consensus approach should enable the
taxpayer only to benefit from the intellectual property regime if the taxpayer incurred to
the research and development which has created the value occurred by the intellectual

property (OECD, Executive summaries, 2015).

Action 6: Preventing the Granting of Treaty Benefits in Inappropriate Circum-

stances



The action 6 in the OECD BEPS action plan is aiming towards preventing benefits from
exploiting current treaties in inappropriate circumstances. The action plan identifies
treaty abuse as one of the most important base erosion and profit shifting issues. The
action 6 can be roughly split in three different sections of aim. First of which is to create
treaty provisions and domestic jurisdiction in order to minimize the possibility to gain
treaty benefits in inappropriate circumstances. Second aim is the clarification on the
jurisdiction so that the tax treaties could not be used as a tool for gaining double non-
taxation. Third are the guidelines for countries to be considered about identification of
the tax treaties prior to implementing tax treaties with other countries (Ernst & Young,
2015). The action also states that countries should commit to minimizing the possibili-
ties of treaty abuse and ensure that the common intention among the committed par-
ties is to avoid enabling double taxation without creating possibilities for double non-

taxation (OECD, Executive summaries, 2015).

Action 7: Preventing the Artificial Avoidance of Permanent Establishment Status

The action 7 aims to review the current definition of the permanent establishment. In
the current guidelines, the rules on permanent establishment jurisdiction state that the
profits of a foreign company should only be taxed in the state where the company has
permanent establishment. That makes it important to define the guidelines of defining
rules of permanent establishment in order to more effectively guide the business profits
of the foreign enterprise to more rightful direction. The action 7 also aims in cooperat-
ing with the changes recommended in the action 6 and to make both of these actions
synchronized in order to more effectively prevent the base erosion and profit shifting

threat happening by using these jurisdictions (OECD, Executive summaries, 2015).

Actions 8-10: Aligning Transfer Pricing Outcomes with Value Creation

Actions 8 to 10 of the OECD BEPS action plan concern the different aspects of transfer
pricing outcomes and the value creation. These actions are likely to be among the most
significant changes that whole OECD BEPS action plan is providing. Actions 8 to 10
are also likely to cause the most disputes in the international markets because of the
possible interpretation and implementation differences in different countries as each
national government is likely to implement the new guidelines in the way that is most
beneficial for the economic structure in the country. Main change in these actions com-

pared to the former OECD guidelines is that the tax income is supposed to be more



effectively directed to the locations where the economic value creation leading to the
profit is created. This is significant change to the former OECD guidelines which al-
lowed implementing transfer pricing practices in such manner that it was possible to
book profits in the locations where the economic activity creating the value did not ac-
tually occur. The actions 8 to 10 in the BEPS action plan concern the transfer pricing
policies in the sales of both tangible and intangible goods (OECD, Executive summar-
ies, 2015).

Action 11: Measuring and Monitoring BEPS

The action 11 of the OECD BEPS action plan describes the recommended guidelines
for measuring and monitoring the potential base erosion and profit shifting related activ-
ities. More detailed methods to research the indicators of the BEPS related actions and
the scale of base erosion and profit shifting in the international economy were needed
because under the previous guidelines the real scale of the BEPS related actions was
left unclear. It was important to discover new methods on measuring and monitoring
BEPS as the negative effects of the BEPS activities are significant to the world econo-
my. As the result for trying to solve these issues, the OECD published indicators that
can be used to examine possible BEPS actions. The indicators state that possible
BEPS related activity can be assumed on the occasions where the subsidiaries of the
multinational companies located in low-tax countries are gaining remarkably higher
profit margins than company’s average profit rate. Other indicator was the concentra-
tion of the foreign direct investment in certain locations. One important indicator is also
the concentration of the debt to the locations with higher tax rates The profit rates of
MNE affiliates located in lower-tax countries are higher than their group’s average

worldwide profit rate (OECD, Executive summaries, 2015).

Action 12: Mandatory Disclosure Rules

The aims of the action 12 are somewhat similar to the ones described in the section
discussing the action 11. The action 12 of the BEPS action plan aims to increase the
transparency and reporting by multinationals in order to more effectively examine and
discover the potential BEPS related actions. This action aims to provide the recom-
mendations on the mandatory disclosure rules. This is done in order to easier super-
vise the abusive and aggressive transactions, arrangements or structures. The OECD

states that the mandatory disclosure rules should be easily understandable and be able



to balance the compliance costs with benefits obtained by the tax administration
(OECD, Executive summaries, 2015).

Action 13: Guidance on Transfer Pricing Documentation and Country-by-Country

Reporting

The action 13 of the OECD BEPS action plan is aiming to increase the level of trans-
parency in the taxation and the transfer pricing operations in the multinational compa-
nies. The action 13 states that multinational companies should increase their amount
of reporting and the level of detail in the reports. From beginning of the year 2016, the
multinationals should apply the country-by-country reporting as a part of their annual
responsibility. The reporting should follow commonly shared template and include the
local allocation of the income, economic activity and the share of the taxes paid indi-
vidually in each of the country that multinationals are operating in. The report is done
individually for the tax authorities in each country that the company have valid opera-
tions. It is still uncertain on what scale the multinational company should operate glob-
ally (turnover, profits, number of subsidiaries etc.). Most likely the smaller multinational
companies will not be affected by this (OECD, Executive summaries, 2015).

Action 14: Making Dispute Resolution Mechanisms More Effective

It is predicted that such large scale changes in the taxation and transfer pricing that
OECD BEPS action plan is likely to cause, the disputes between companies and also
national governments are inevitable. The action 14 of the action plan concentrates on
recommendations and guidelines in order to make dispute resolution mechanisms
more effective. The action is aiming to remove the obstacles that might prevent nation-
al governments to solve the treaty disputes under the Mutual Agreement Procedure
(MAP) (OECD, Executive summaries, 2015).

Action 15: Developing a Multilateral Instrument to Modify Bilateral Tax Treaties

The action 15 of the action plan aims to provide governments with current bilateral trea-
ties the possibility to amend the bilateral treaties and to implement the measures that

have been developed in order to aim towards multilateral instrument that could be able
to work as a common jurisdictional framework making it easier for local governments to

implement the guidelines in similar manner (OECD, Executive summaries, 2015).
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2.1 The reflection on the Finnish economy — the past and the future

There are various reliable sources to research the situation and development of the
Finnish economy. In this research main sources used in researching such issues are
the official data from the Bank of Finland as well as Verohallinto (official Finnish tax
authorities). The Bank of Finland will provide the up to date data of the current situation
of the Finnish economy and the recent changes that it has overcame. Verohallinto is
providing comprehensive amount of data on the taxation in Finland as well as their
plans and expectations for the future concerning the new OECD BEPS project. Valtion-
varainministerio (Ministry of Finance) is also discussing the same matters from the
governments point of view, offering the reader the possibility to see what is being dis-
cussed in the parliament of the Finland at the moment concerning the finance related
matters. Based on these sources and various articles from different Finnish economists
predicting the possible outcomes of the BEPS project, the research should be able to
reflect the ongoing change in the guidelines to the Finnish companies and the case

study company in particular.

Traditionally the manufacturing industry has been the leading force for the Finnish
economy. From the beginning of the time that Finland has been independent to the mid
1990’s majority share of the economic growth was gained through manufacturing.
Throughout the history the main areas in the manufacturing industry have been wood
and paper industry and machinery industry. Between the 1925 and 2006 the Finnish
manufacturing industry has been growing with the average rate of five percent annu-
ally. Regardless of Finland going through two recessions and the Second World War
during that timeline, the average growth has been significantly higher than the global
average. The Second World War may even have slightly increased the Finnish econ-
omy growth rate compared to majority of European countries as many of the central
European countries were more involved in to the war than Finland and because of the
existing strong wood industry, Finland was quickly able to start recovering its economy
because large amounts of wood was needed throughout the Europe in order to start
reconstruction after the war. Finnish economy has been usually able to recover from
the various crisis situations more efficiently than the global average because of the
existing strong manufacturing industry and strong export relationships to both the
Europe and the Soviet Union as well as later on with Russia. Finland also had its own

currency before joining the European Union and adapting the Euro as the currency.
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Finland has devalued the currency at least once in a decade historically, usually lead-

ing to the increasing rate of recovery during the times of financial crisis or war.

During the 1990s there was a clear shift in the industry structure in Finland which has
continued with increasing rate all the way until this day. The electronics and high tech-
nology manufacturing started to take place in the Finnish economy structure from the
more traditional forms of manufacturing and the development still keeps shifting to-
wards the more high technology manufacturing and intellectual property related indus-
tries such as product and program development. During the 21 century, the manufac-
turing industry growth rate has been decreasing because of the tendency of the Finnish
economy to rely heavily in the exporting. Because of the high export rate, the changes
in the world economy are able to radically impact on the Finnish economy as well. After
joining the Euro zone Finland has had to come up with alternative ways to deal with
decreasing growth rate and the effects which changes in the world economy are likely
to bring because for example devaluing the currency cannot be used as a tool for in-
creasing the growth rate anymore. Because of the reduced ways to cope with the eco-
nomic shifts it is important that Finland would be able to more effectively secure the tax
income from industries such as product development and program development in or-
der to balance the possible shifts in the local economy. The OECD BEPS project is
aiming towards more fair distribution of the taxes in the digital economy as well as try-
ing to guide the tax income to the locations in where the value is created. The BEPS
project is potentially able to bring substantial benefits to the economy which has similar
industry structure with Finland. This research is aiming to see what kind of benefits or
problems the BEPS action plan will bring to the Finnish companies and the case study
company and will the results reflect the anticipated benefits that should in theory ap-
pear if the BEPS action plan would be executed correctly throughout the OECD coun-
tries as well as G20 countries (Stat.fi, 2007).

2.2 The most important BEPS actions — analyst predictions

In the following sections, some of the actions that analysts feel most influential for the
Finnish economy will be discussed more in depth. Sources for this section consist
mostly of the analyses from Finnish economic publications concentrating on the effects
to Finland but also some from foreign publications that are concentrating more on the

global scale effects of the action plan.



12

2.2.1 The digital economy and double taxation

Looking at the direction in which the Finnish economy has headed towards makes the
Action 1 of the BEPS report highly relevant. Finnish economy traditionally has been
heavily based upon manufacturing, agriculture and forest industry. These industries
continued to dominate Finnish economy from the times when Finland gained the inde-
pendence in the 1917. Nevertheless, now all of these industries are decreasing in the
Finland with constantly increasing pace and from roughly mid 1990’s on, the high tech-
nology and intellectual property related industries are more and more replacing the
more traditional industries. As the Action 1 in the OECD BEPS action plan is address-
ing the problems with the taxation in digital economy, it will also greatly affect in Finnish
economy as the industry structure has shifted towards that direction. The issues with
the taxation of the digital economy have not been thoroughly discussed in the earlier
guidelines provided by the OECD as the challenges relating to the digital economy
taxation have only fairly recently been acknowledged and no real solutions to solve the
problems have been available. The situation of the industry shifting more towards high
technology and digital economy is similar in many developed countries and because of
that the effects that possible untaxed or double taxed incomes might bring are fairly
high to the world economy in general (Addressing the Tax Challenges of the Digital
Economy, 2014).

The analyses and predictions from Finnish economists in the articles and researches
used for the research seem to be quite negative towards the successful implementation
of the OECD BEPS action plan. Vast majority of the articles from Finnish analysts state
that they understand the potential benefits that the BEPS action plan is aiming towards
but also say that it is most likely to cause numbers of disputes as well as potential
harmful effects on Finnish economy. The articles state that Finnish companies should
stay aware of the possible threats that might come along with the new action plan
(Herrala, 2016).

One of the main threats for Finnish companies that authors recognize in numerous
articles and researches is the threat of double taxation, which would be lethal for many
companies if not solved appropriately in time. Authors believe that different govern-
ments inevitably will interpret the OECD BEPS action plan differently depending on the
industrial and economical structure in the country. Disputes are likely to occur for ex-

ample in situations where manufacturing is done in a country where the labour and
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production costs are lower but the product development and R&d is done in different
country. The BEPS action plan states that the profits should be taxable wherever the
value is created. In situation explained in the example countries may have very differ-
ent views on how much value of the overall profit is created in which country. The
country where the manufacturing is done with low production costs might feel that most
of the value is created there because the low production costs enable the company to
earn larger profits. The country with the R&D and product development on the other
hand is most likely to state that these operations are the ones that create the vast ma-
jority of the profits and therefore taxation should be directed there. This kind of situation
might lead to double taxation, meaning that the same overall profit is taxed in two dif-
ferent countries. The attitudes of the governments and their interpretations of the BEPS
action plan might even lead to a situation where it is no more feasible for certain com-
panies to operate in certain countries because of the disputes in taxation of the profits.
In the worst situation this might lead to geographic structure relocation, which would be
large expense for a company, or if that is not possible for a company, the possible
double taxation would eventually drain the overall profit margins too low and cause
bankruptcy (Herrala, 2016).

Other threats that authors recognize are the issues in digital economy. Before the
OECD BEPS action plan was taken into action, the profits from online sales were taxed
in the country where the company was based. Now that BEPS action plan has been
taken into action, there is a threat that the situation might change on the digital econ-
omy and profits might be taxed, at least partially, in countries where the company might
not even have operations. As Finland is heavily export driven relatively small economy,
the financial consequences in the form of lost tax revenues might be considerable. On
the other hand again, the foreign companies might have to pay taxes of their online
sales in Finland, which would balance the financial tax related issues a little but as
said, Finland is export driven economy and incomes in that way would not be sufficient
to cover for the taxation losses caused by the new direction that OECD BEPS project is
taking taxation in digital economy. After the breakthrough that Angry Birds managed to
make in the global markets, Finnish gaming industry has started blooming. The major-
ity of Finnish gaming industry sales is done through online sales and large portion of
the sales are going to the markets abroad. It is still uncertain whether the Finnish game
development companies have to pay the share of their taxes to the countries where
their content is downloaded. The Finnish gaming companies naturally claim that major-
ity of value is created in Finland because R&D and product development operations

are located in Finland. Even though this sounds like a valid argument, the companies
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might have to adapt to the new guidelines and pay a share of their taxes abroad if it is

interpreted that enough value is created abroad (Pasanen, 2016).

2.2.2 Leaning towards taxation where the value is created

Actions 8 to 10 describe the guidelines on how the taxation should happen in the loca-
tion where the value is created. This might not have been the case when the previous
guidelines were taking place. It is now more effectively described which kind of actions
are value creating actions for a company and which measures should a company take
in order to shift their transfer pricing policies more towards the guidelines set in the
actions 8 to 10 in the OECD BEPS action plan. If supervised correctly OECD is hoping
that these guidelines should be able to address the aggressive tax planning done by
multinational enterprises and help to increase the amount of taxation on the profit
where the value is actually created instead of cycling the profits through more tax fa-
vourable locations. It is estimated in the OECD report that 4-7% of all taxable profit is
lost annually as the situation stands at the moment. The estimates vary greatly de-
pending on the source but it can be said that the effect the phenomenon has in world
economy is substantial. That is what makes the actions 8-10 of the OECD BEPS action
plan basically a fundamental core and probably the most vital parts of the action plan.
In Finland, there is still no sufficient data available on potential loss of the tax income
but it is currently being researched. The estimates state that level of the tax income
loss in Finland is likely to be slightly below the average in the world but predictions still
estimate that the BEPS action plan should in theory increase the aggregate tax income
slightly (Aligning transfer pricing outcomes with value creation, actions 8-10, 2015 final
reports, 2015).

Especially in Finland, the effects of the BEPS action plan are hard to predict. As
Finland is quite heavily innovation and technology driven industry, it is important that
those value creating activities should be taxed in Finland. The action plan is aiming
towards addressing such situations but as it is not still clear how the guidelines will be
effectively interpreted and implemented, real effects on Finnish economy stay still un-
clear. Finnish tax authorities are currently working in order to make the operations such
as product development and other creation of the intellectual property within multina-
tional companies to stay as a taxable profit for the Finnish government. If such situation
is achieved, it could potentially create substantial increase in the Finnish aggregate tax
income (Sandelin, 2015).
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Naturally every national government is willing to drive their own cause and because of
that disputes on where the profits should be taxed are unavoidable. The scale of in
which the disputes are likely to appear are still mostly only sophisticated guesses as
the OECD BEPS action plan was only taken into action from beginning of the year
2016. The experts and analysts throughout the fields of research in economy seem
quite certain that disputes on where the value is really created are bound to happen.

2.2.3 Country by country reporting and implementation of transfer pricing documenta-
tion — timeline and adaption

In the BEPS action plan, the Action 13: Guidance on the Implementation of Transfer
Pricing Documentation and Country-by-Country Reporting part of the action plan ad-
dresses the issues concerning country by country (CbC) reporting and implementation
of transfer pricing documentation for the governments and multinational enterprises.
The new BEPS action plan requires companies to increase the level of transparency
for tax authorities by providing them with the necessary information on the transfer pric-
ing and the country by country tax information. Increased level of transparency should
enable the tax authorities to more accurately supervise the companies and hence de-
crease the risk of potential BEPS related activities. The annual country by country re-
port requires multinational enterprises to give the local tax authorities information on
their actions in each of the country that they are operating in separately. The Action 13
of the BEPS action plan also states that the participating countries are required to ac-
cept the rules regarding confidentiality and consistent use of the framework and to fol-
low the guidelines provided in the action 13 while incorporating the guidelines accord-
ing to local laws and requirements. Because of the geographical location and the major
markets that Finnish multinationals are operating in makes this action of the action plan

potentially problematic for Finnish MNEs (Nissinen, 2016).

The first CbC report from MNEs is expected after the beginning of the first fiscal year
starting from 1. January 2016 as that is the date when the BEPS action plan is officially
taken into action. The beginning of the fiscal year may vary from company to company
S0 it is going to take time until the first CbC reports are collected from all the compa-
nies. All the companies should have their reports filed during the year 2018 at the lat-
est. The first report should contain information of that same fiscal year and it has been
agreed by the countries participating to the BEPS project that no historical data is re-

quired in the first report.
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The Action 13 is one of the parts in the new OECD BEPS action plan that could poten-
tially bring the most significant changes to the operations of the multinational compa-
nies in Finland. The guidelines defined in the Action 13 require the level of transpar-
ency that has not be needed from companies previously. This brings potentially two
kinds of changes to the companies. Firstly, the companies that feel that they should not
have anything to hide have to adapt to the new requirements and increase their level of
reporting and transparency. Increasing those aspects might be difficult in a sense that
different amount of measures may be required according to the level of requirements of
local tax authorities as it may vary from country to county depending on interpretation
of the guidelines in each country. There are also locations where the companies might
feel that confidentiality is a problem even though they are reporting to tax authorities as
aspects such corruption or even technology might become a problem. In such locations
companies might try to make their data look acceptable to meet the requirements
specified in the action plan but still make them done in a way that vital statistics are not
easily interpreted even if the data were to end up in wrong hands. This is considered as
a potential problem for Finnish MNEs as the corruption in Russia is still high and Rus-
sia is one of the most important markets for Finnish companies (Nissinen, 2016). Sec-
ondly, the companies that might currently be involved in BEPS related activities have to
come up with the ways to make their data appear so that it seems like company is fol-
lowing the guidelines stated in the action plan. To avoid such activities, the effective
interpretation of the data is needed as well as cooperation between countries. The in-
creased burden in more detailed reporting also adds to companies’ costs as it takes
more time (Transfer Pricing Documentation and Country-by-Country Reporting, Action
13 - 2015 Final Report, 2015).

3 Methodology

The research is a qualitative research conducted in the form of case study. The meth-
ods used in the research consist of case study of a Finnish technology and manufactur-
ing company and its collaboration with its UK subsidiary, as well as researching the
current hypotheses and researches available on the subject and trying to reflect those
in results gained from the case study. The case study company has international sales

in tangible and intangible goods, meaning that both of the categories can be compre-
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hensively studied in said company. The data for the case study is collected by inter-
viewing the case study company. Interviews are done from the point of view of the
Finnish parent company and interviewees consist of the top management of the com-
pany. The data of the case study company consists also of their strategic meetings with
Ernst and Young and the information gathered from those meetings. The data gathered
from the case study company is highly confidential by the nature. Because of that, the
case study company is kept anonymous, as the strategic plans that company is imple-
menting should not be identifiable. Anonymity of the case study company ensures reli-
able research data as there is no threat of competitors gaining unfair advantage by
seeing confidential information on the transfer pricing policies of the company and the
actions it has taken after the introduction of the BEPS action plan. Even though the UK
subsidiary is the only location mentioned by name, the operations between the parent
company and other subsidiaries as well are largely similar, with some exceptions that
have been mentioned individually. Because of that the results of the case study com-
pany can be generalized to also be true on the majority of the other subsidiaries that

the case study company has.

To maximize the reliability of the data, an optional situation would be to conduct a case
study of all the Finnish multinational companies but naturally that is not possible be-
cause of the time and practical reasons. This specific company is chosen for the case
study purposes because the company has operations across the Europe and Asia and
the goods they are producing consist of tangible goods and intellectual property. The
case study company is also accessible for author because of connections to the com-
pany management. The problem with the one company case study approach in the
research arises from the fact that the results of the research cannot necessarily be
generalised to reflect the situation the situation in the industry as a whole. In this type
of research generalisation is not even considered as desirable. The results only repre-
sent the company being researched in the case study but as this kind of research is not
comprehensively conducted earlier, the results serve as guidelines to use as a basis in
order to form more educated hypotheses of the other companies and the field as a
whole. The results got from the Finnish case study company are then reflected to re-
searches from various sources on the predicted effects in the economy in general and
specially in Finnish companies. The research is aiming to see whether the researches
trying to predict the effects of the BEPS action plan reflect the actual situation in the

case study company.
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4 Presentation and discussion of findings

In this section, the case study company will be briefly described. Also the actual impact
that the OECD BEPS action plan has had on the case study company will be discussed
and the changes that it has gone through because of the BEPS action plan will be de-

scribed.

The case study company is a Finnish medium sized multinational company with the
revenue of approximately 20 million euros. The company is operating in the field of
manufacturing and electrical engineering. It has several subsidiaries across the Europe
and Asia but in order to secure the anonymity of the case study company, the exam-
ples described in this research concentrate only in transfer pricing and other issues
between the UK subsidiary and Finnish parent company. The portion of the revenue
that is collected annually through transfer pricing payments is approximately 4 to 5 mil-
lion euros. In the following part, the transfer pricing model that the case study company
had earlier will be described and then the changes that it had to implement as a result
of the OECD BEPS action plan will be shown.

4.1 The situation before the OECD BEPS action plan

The description of the situation before the BEPS action plan shows how the company
conducted business with the UK subsidiary. The description states how the relationship
between the 3" party manufacturer of the goods and the both parent company and UK
subsidiary is set. It also shows how the rights of the intellectual property are handled
and states the transfer pricing policy of the company.

The case study company has developed and maintained the supply chain of the busi-
ness including framework contracts with the suppliers and 3rd party contract manufac-
turers. The case study company has also designed the products, being in charge of the
Research & Development. Majority of the R&D is currently focused on software (“SW”)

in connection to the products.

3rd party manufacturer manufactures the hardware (“HW”) part of the products, based
on instructions of the parent company. The parent company provides the manufacturer
also with the SW programs that it has developed, so that at the end of the HW produc-

tion the manufacturer may install the SW to the end product (i.e. software is embedded
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to the product). The software is provided to the manufacturers via email and the per-
sonnel of the manufacturer install the software. There are no transactions between the
parent company and the manufacturer regarding the SW; the ownership of the SW
does not shift to the 3rd party manufacturer. The manufacturer is merely installing the
SW to the products on behalf of the parent company. The products are then either sold
directly to subsidiaries or to the parent company who then sells them onwards to the
local subsidiaries.

In the current transfer pricing model the parent company has not charged the UK sub-
sidiary regarding the SW that is embedded to the products. The UK subsidiary has only
been charged the direct HW production costs. Nevertheless, the SW is essential for the
products and represents a significant part of their total value to the end customers. Be-
cause of that, the purchase price (cost of goods sold) of the products has been low for
the UK subsidiary, but they have invoiced the end customers the total price of the
products (attributable to both HW and SW). This has resulted in high gross margins in
the UK subsidiary, which has been involved in buy/sell distribution and limited risk local

services as franchisee.

Taking into account the functional profile of the UK subsidiary, they should be consid-
ered as limited risk distributors / franchisees, whose profitability levels have been ana-
lysed with Transactional Net Margin Method (TNMM) resulting in modest but stable
operating margin. So far there has not been any intercompany fees in relation to the
SW, so the high gross margins realized by the UK subsidiary has been leading also to

need for significant franchise fees.

4.2 The situation after the OECD BEPS action plan and the changes in the company
operations

In the current model, the parent company provides the 3rd party manufacturers with
software programs, so that at the end of the hardware production, the manufacturers
may install the software to the end product. The software is provided to the manufac-
turers via email and the personnel of the manufacturer install the software. However,
the ownership of the software does not shift to the manufacturers. The manufacturers

merely install the software to the products on behalf of the parent company. The prod-
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ucts are then either sold directly to subsidiaries or to the parent company who then
sells them onwards to the local subsidiaries. The subsidiaries are only charged for the

direct hardware production costs.

In the new model, the parent company will separately invoice the local subsidiaries for
the software installed to the products. From VAT point of view, the B2B supplies of

software by the parent company would be regarded as supplies falling under the gen-
eral place of supply rule of Article 44 of the VAT Directive (see appendix 1). According
to the general place of supply rule, the software is subject to VAT in the country where
the purchaser is established or has a fixed establishment for VAT purposes, if the ser-

vices are provided to a fixed establishment of the purchaser.

The local subsidiaries do not have fixed establishments for VAT purposes in other
countries, according to the general rule; the place of supply is the country where the
local subsidiaries are established. Consequently, from the parent company’s point of
view, reverse charge is applicable to the software charges and the parent company
should issue the invoices to the local subsidiaries without VAT. The subsidiaries should
account for reverse charge VAT in their own countries. In some cases it may be open
to interpretations to whom the software is rendered. However, in this case, the manu-
facturer is merely installing the software to the products on behalf of the parent compa-
ny; therefore the software would be rendered to the local subsidiaries and not to the

manufacturer.

In the new model, the operating margin of the local subsidiaries shall not change, but
the transfer pricing mechanism would include the intercompany SW charge, which
would be treated as business income, in addition to the franchise fee, which would be
treated as a royalty. In addition, in the case where the parent company sells also the
hardware to its affiliates, the intercompany product price shall include both hardware

and software items.

4.3 Impact on the case study company

When the BEPS action plan took place, the contracts needed to be re-evaluated. The

transfer pricing policies needed to be changed according to new BEPS action plan
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guidelines even though the UK subsidiary was making high profit. The BEPS action
plan states that the profits should be taxed in the location where the value is created.
Because of these changes in the BEPS guidelines, the contract was renewed so that
subsidiary has to pay for software and licensing as well. These kinds of adjustments
lead to the decreasing amount of royalty payments received by the parent company. In
current form the contract should better suit the BEPS action plan and more efficiently
guide the profits to where the value is created.

The changes in the contract do not bring remarkable change to the operations and tax-
ation in the UK subsidiary, but the case study company has also subsidiaries in other
locations and some of these subsidiaries have operations that create remarkable value
in the location they are operating. The profit percentages in the contracts with such
locations have had to be adjusted accordingly with the amount of the value enhancing
operations they have in order to meet the requirements of the BEPS action plan. The
amounts that subsidiaries are set to make profit by the contracts are increased in the

locations where there are great amount of value increasing operations.

The case study company in this research seems to be very little effected by the new
OECD BEPS guidelines as they are relatively small multinational in the global scale
with the revenue of around 20 million euros. Most significant changes in the operations
of the case study company seem to be in the OECD BEPS action plan action that is
discussing the taxation in digital economy. Also as seen in the changes that has been
described earlier that case study company had to go through, also the guideline on the
taxation to be happening in the location where the value is created, seems to have had
an impact on the operations of the case study company. The company has had several
meetings with experts from Ernst and Young regarding the effects of the BEPS action
plan to the company. It currently seems like that the annual country by country report-
ing is not required from companies that are operating in the scale that the case study
company currently is. The company will continue with their current level of reporting
and transparency but are prepared to increase the level of transparency if the situation
changes because of the vast increase in the revenues or scale of operations or the
OECD BEPS guidelines would require also smaller scale multinational enterprises to
implement same level of transparency and country by country reporting as larger com-

panies.

Based on the articles that the Finnish analyst had written on the potential impacts of
the OECD BEPS action plan on the Finnish companies the results from the case study

research were relatively surprising. The BEPS action plan did have an impact on the
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case study company and it had to slightly change the way that it is operating in terms of
transfer pricing. Nevertheless, the impact was significantly smaller than anticipated.
The action 1 of the BEPS action plan had the largest impact on the company as it was
basically the only one of the actions that forced the company to change the way they
were operating. Nevertheless, as stated earlier in the Presentation of the findings part
of the research, even action 1 did not create significant changes to the ways company
is operating. The company managed to deal with the recommendations regarding the
intellectual property sales by changing the contract structure. In the end, the profit mar-

gins of the companies did not remarkably change.

Another action that was anticipated to have an impact on the company was actions 8 to
10. This was one of the main concerns regarding to Finnish multinational companies
and national government in the articles and texts from the Finnish business analysts. In
this research, actions 8 to 10 did not seem to have the effect that would be of the scale
anticipated by the different authors. These actions from the BEPS action plan did have
an impact on the company’s way to assessing the profit margins for the subsidiaries,
but not in the scale that the authors expected. Also the impacts related to the actions 8
to 10 did not occur on the UK subsidiary but the other subsidiaries with more value

creating operations.

The author of the research expected the action 13 to be applicable to the case study
company but as the results are showing, the meetings with taxation consultants from
the Ernst & Young confirmed that the case study company is not operating in the scale
that would make the requirement for country by country reporting compulsory. Conclu-
sion of what kind of impact action 13 of the OECD BEPS action plan could have in
other Finnish multinationals cannot be drawn from this report as it is still case sensitive
and unclear on what sized companies the country by country reporting will be applica-
ble.

5 Conclusion

As a basis for the study the author of the research started the work by gathering infor-
mation of the OECD BEPS related literature, the main focus being on the OECD official
BEPS reports. The BEPS reports offer a comprehensive information package on the

base erosion and profit shifting related issues and recommendations and guidelines
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that are directed to prevent such problems. After that the literature review concentrated
on the predicted impacts of the BEPS action plan from various academic authors. It
was surprisingly difficult to find contradicting views on the potential impacts of the
BEPS action plan from the Finnish authors. The common attitude towards the action
plan was largely negative. There was much more diverse literature available from for-
eign authors but that could not necessarily be straightforwardly used to predict the im-
pacts in Finland as the economic situation and structure in any specific will effect on

how the BEPS action plan will impact in any particular country.

The case study was conducted by gathering the information through electronic channel
interviews and by visiting Finland for a face to face interview with the operational man-
ager of the case study company. The case study company was pleasant to work with
and the gathering of the information was effective. The author of the research acknowl-
edges the possibility of certain companies having intentions on not releasing sensitive
information to the public being concerned about the competitive advantage that com-
petitors may get if they were to get to that information. The anonymity of the research
contributed to the reliability of the information as there is no possibility for competitors
to gain any advantage as it cannot be interpreted what company the research is study-
ing.

Overall, the results from the case study were somewhat surprising and were not in line
with all the predictions from different Finnish authors. That does not mean that the pre-
dictions stated in different academic articles addressing the threats or possibilities that
the OECD BEPS action plan might bring to the Finnish multinational enterprises and to
the Finnish economy are wrong. The articles are most likely written to address larger
Finnish multinationals such as KONE or Stora Enso which have enormously larger im-
pact on the Finnish economy than the case study company has. Nevertheless, some
conclusions can be drawn from this research. The impacts of the OECD BEPS action
plan are likely to be similar on the similar sized companies. The author of the article
does not believe that the industry the company is operating on would change the re-
sults considerably different from ones gained in this research as the case study com-
pany’s operations include sales in both tangible goods and intellectual property, hence
this research can be used as a basis to draw conclusions on the possible impacts for
the similar sized company than the case study company or as a basis for further re-

search on the subject.

For the further research purposes this research may be used as a part of a case study

sample in a broader scale research as the author of the research does not necessarily
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find it beneficial to conduct similar studies on the subject. The research could also be
used in order to monitor the possible changes in how the OECD BEPS action plan is

developing and how the impact on similar kind of companies than the case study com-
pany is changing.
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Appendix

Appendix 1
Supply of services by intermediaries
Article 44

The place of supply of services by an intermediary acting in the name and on behalf of
another person, other than those referred to in Articles 50 and 54 and in Article 56(1),

shall be the place where the underlying transaction is supplied in accordance with this
Directive.

However, where the customer of the services supplied by the intermediary is identified
for VAT purposes in a Member State other than that within the territory of which that
transaction is carried out, the place of the supply of services by the intermediary shall
be deemed to be within the territory of the Member State which issued the customer

with the VAT identification number under which the service was rendered to him.

(Eur-lex.europa.eu, 2016)






