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Due to the increasing role of MNEs and their impant national
welfare, on effectiveness of economic policies andjuality of our lives,
we should have tremendous interest to clearly agltiumderstand how to
deal with transfer pricing issues. Compared to we@wnomic issues,
equity premium or many other microeconomic issuemsfer pricing
gets much less attention than it deserves. Theadypaactice are quite
contrary about what shall be optimal transfer pegeal to. Both older
and new literature on transfer pricing is mostlgdzhon considering the
best transfer price on the level of marginal cbsthe first line we could
mention pioneering articles (Schmallenbach, 19084 #Hirshleifer,
1956). Newer works like (Gatti — Grinell — Jens&897), (Baldenius —
Melumad — Reichelstein, 2004) or (Pappas — Brigkalirschey, 1983)
still consider marginal cost of supplying divisias the best solution of
the transfer pricing problem. In contrary to theerature on corporate
finance and microeconomics there is (often implie@sumption
emerging in articles and books aimed on tax issdesansfer pricing.
Transfer Pricing Guidelines for Multinational Emgses and Tax
Administrations could serve as an example. Methafdseating transfer
prices based on comparable prices advised by OHLDet used by
particular national tax authorities are derivedrfrmarket prices, which
only in few extraordinary cases could be on thesllef marginal cost.
Arms-length price can be rather viewed as an ageoagange of market
prices. Under these conditions almost no multimatioor MNE
optimizing only its output (not tax paid) would nieequirements of tax
authorities because it would set the transfer pasemarginal cost of
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supplying division. However, marginal cost is onigry rarely equal to
market price and distorts resource allocation inBMiuus and Brada
(2008) elaborate on that and come to a concludanh the universally
suitable transfer price is on average cost of mésliate product.

OECD (2001) transfer pricing guidelines outline esay methods of
determination of proper transfer price: comparalheontrolled price,
cost+ method, comparable resale price method, tpspfit method, etc.
But need for enforcement is common to the approaben the tax
authority does not have an instrument, which wddNE drive out of
tax-evasive transfer pricing. It is also notablatthcademic literature does
not come to consensus on whether ability to evadettirough transfer
pricing will cause “race to the bottom”, i.e. toetHowest possible
taxation, or “race to the top”.

Under the assumption that governments use tax iecmprovide
public goods, i.e. substantial part of public budge not stolen in
manipulated public procurement (like in the Czeepublic), increase of
tax revenue leads to increase of provision of gubbods, which are
more efficiently provided by government than by iwnduals or
corporations. If there was only one corporatiorthe country B, as e.g.
(Stdowhase, 2005) or (Amerighi, 2008) or (Raimonddaller — Scharf,
2002) assume, then it could not have substantiityufrom profit-
shifting, because this way it would decrease denf@ands own products
and decrease level of public services, to itsdifieent. However, closed
systems, as mentioned in the above papers, anohon in real world.
We can rather bet on that MNE exploits the factt tdacreased
government revenues spill across economy and Yinall hamper the
domestic producers much more than MNE. We comdito dtatement,
because

1. on the supply side MNE pays less taxes per prachuoparable to
purely domestic producer and is able to providestmme product
for lower price,

2. with decrease of tax income the overall level dblmugoods and
social security decreases, so that consumers beowre price-
sensitive,

3. the above two effects are even strengthened by toetak labor
and non-MNE producers more, because MNE evade.taxes
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One could argue that the evaded tax has to endvgloene (in another
economy), so that the total effect of existenckwafttax jurisdictions will
be weakened. But it can be directly observed tmabrey the richest
individuals in each country many have SPVs (spquigbose companies)
in those low-tax jurisdictions. If it were for a rporation with wide
public ownership, profits would get back in incre@s private
consumption. But an individual will not spend muetore on private
consumption if he/she has 100 million USD or lidllUSD.

In the real world only two instruments remain toepethe profits
where their originated: severe penalty for evadimg or design of tax
system, which would let multinationals no advantafyghifting tax base.

We concentrate on model of transfer pricing regotaenforcement
in this paper and we would like to answer questighether is there an
optimal penalty for breaking the transfer pricimges or not. First we set
up assumptions and conditions of the model, thendesve optimal
solutions for MNE and tax authority in country withe higher (or
highest) corporate income tax rate and finally veewks the results.

Assumptions, model
We assume that:

1. All agents prefer more money to less, are risk#a¢w@nd prefer the
same amount of money earlier rather than later.

2. From 1. it clearly comes that any regulation thatuld decrease
income or increase cost for any individual failsheut enforcement.

3. Divisions of MNE are bound to follow common goalaximization
of market value of capital of MNE. Therefore thedwisions
collaborate to minimize the total amount paid teereue authorities.

4. Revenue authorities do not cooperate.

5. A proper transfer pricep, cannot be exactly determined (rather

estimated with some uncertainty), because we cainmbtperfectly
transactions between unrelated parties perfectiypewable to the
ones within MNE. Divisions of MNE do not face thanse level of
credit risk and risk of costly law suits as the elated parties do,
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because MNE headquarters would prevent any hamiigpute that is
not necessary.

There are 2 divisions of MNE: one in country A, @aib to taxation
with tax ratet,, producing intermediate product A, which is fully
supplied to the second division, residing in coyri®, producing
final product B and being taxed with tax rage t, <t;.

Price elasticities of supply and demand on the stadf the final
product are constant.

Cost functions of all market participants on th@my side at the
particular market are the same and convex in th@ewttomain. Cost
functions can differ by taxation. Average costMME divisions are
denotedc,, c;.

We do not know anything about existence of the warfor
intermediate product.

Transfer prices observable to tax authorities daéferdrom the real
ones due to backward transfers of profits corredpanto over- or
underpricing of intermediate product.

Revenue authority sensitivity to tax evasive trangiricing grows
linearly with the relative size of difference bebmetransfer price and
arms-length price.

Penalization for tax evasion is linear with respaxtsize of tax
evasion.

Double taxation avoidance treaty between tax aiitegiin countries
A and B exists.

For simplicity let us assume that transformation imermediate
product into final product is 1:1.

Capital employed, thus cost of capital expressezimency units (at
divisions A and B these arg andig) do not depend on quantity
produced, at least in short term.

Profit function is continuous and concave in theolgldomain.
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17. If transfer pricing positively affects tax base agied in one country,
no reward or advantage in that country is giveMINME in exchange.
Only negative enforcement (penalization) is used.

18. If not stated otherwise, we analyze MNE and tahauty in short
term, i.e. do not assume that part of the profihgé due to evaded
tax could be used to increase capital endowmenttargito increase
competitive advantage.

19. Market for the final product is perfectly compatéior takes form of
monopolistic competition. All producers of finalgauct have the
same cost functions, except for cost induced batian.

20. Arms-length price of the intermediate product canobtained from
the market, i.e. it does not depend on quantitgpeced by MNE.

The profit functions at quantity producegl represent the after-tax
profit of each division:

HA:q[qu_CA)[ﬂl_tA)_iA 1)
nazq[ﬂpa_cs_pr)[ﬁl_ts)_is (2

If transfer price differs from proper (arms-lengpirjce, then penalty
@, in country B can be expected, wheg is ratio of penalty to
difference between transfer price and arms-lengtte ptimes a constant
probability (chance) of penalization. We consides probability constant
with respect to a percentage of tax evasion expdeas share op, . To

get the expected penalty we have to multiglywith d* — d once used
as base for penalization and the second time asremngf of probability of
penalization. We could use any other function gyrigrowing in d, to
represent probability of penalization, bdt is more convenient. The
assumption that the cost of tax base manipulasartonvex “is standard
in the literature on both tax evasion and profiftsty” as (Stdwhase,
2005, p. 180) notes. If we used another strictoygng function ofd for
probability of penalization, our conclusions wotlold. We consider this
design to be close to reality, because with sizexofevasion grows both
size of penalty and chance of penalization. Ledssimeg, [ [O;oo) with

respect toq and d. If we defined the transfer pricg, based on
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difference from non-negative arms length priceefimediate product is
not inferior good)p,,, D[O,oo) as p; = Pa. [ﬂl+ d),d D[O,oo), then

P, =qlh, [ 3)

Because oft, <t;, we can expect thap, — p, >0, thus penalty in
country A would be zero as we do not assume anwanevior transfer
pricing positively affecting tax base. Equation (@)so satisfies the
condition of concavity of profit function of MNE inransfer price,
because profit of MNE is

Mwne =[1a+[1s ~Pp (4)

Moreover we do not assume change in capital orrlabdowment,
i.e. cost and revenue functions of MNE, excludiag evasion, are the
same as at the other companies. Let us defigtprofit function of any
producer of the final and intermediate product thatot MNE (remember
that they produce both in one company). Then pfofittion of MNE is
sum of profit of non-MNE at the given level of pradion and result of
tax optimization (incl. penalty). To stress depersdeon variables we
write them down in the following formula:

HMNE(q’d):Hx(q)+quALEtﬁ[th _tA)_%mzl )

We could include future consequences like highesbability of
future tax controls or discounting future possipémalties, but that would
indeed only result in multiplication of (3) by songenstant (if we do
assume constant discount rate and constant prapabfl future tax
controls at particular level of per unit tax evasielative to proper price.

How doestransfer priceinfluence quantity produced?

MNE maximizes its profit according tb, and q. Question is whether
guantity produced or arms-length price is funcibrievel of tax evasion
d. Size of d surely influences optimal quantity produced, iie.
influences quantity, at which MNE maximizes its firdBut in this case
we assume both of them as parameters, which arseshby MNE.
Moreover we cannot say that in genegais function ofd , and also profit

of non-MNE should not be influenced by level of exasion. Therefore
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the necessary conditions for finding profit extrengas profit function of
MNE is purely concave, we are finding profit maximuare:

%:qm“[ﬂts _tA_med)zo (6)
0Twne _ 9N« _+ \_ 2| =
3 = P +pAL[ﬁd[ﬂtB tA) %m] 0 (7)

We omit the possibility that=0. After expressingd in (6)

d :tB —t,

20,

and substituting the result instead din (7) it is evident that MNE
produces above-optimal quantity of final goods, pared to non-MNE,
because MNE’s optimum is at point, where first denaea of profit
function of non-MNE is negative, thus profit functi@f non-MNE is
falling at that point.

1K =" Pa dtB _tA) 9)

aq Al

Thus possibility of tax evasive transfer pricindlates international
trade above natural levels, to the detriment ofegoments and non-
MNESs in countries with high corporate income tatesa This result fits
empirical observations, e.g. by (Clausing, 2006kndhzation or
tightening of transfer pricing rules just puts éck where it should be, i.e.
moves MNE optimal production quantity towards optim which would
be reached if no tax evasion occurred, as is evidem (9). We consider
this as side-result of our study, as we are mdodking for answer of a
question whether profit-shifting could be resoNmdpenalization.

(8)

Isthere an optimal penalty?

A question is whether by setting certain level ehalty we could
achieve Pareto-efficient equilibrium when tax auities do not
cooperate. That would mean that no further impraenis possible (i.e.
total utility, possibly expressed in monetary terirmgmaximal). If first
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derivatives of any utility function according t@, are negative at that
point, then at that point everybody within the ekaad system is losing,
when coming closer to equilibrium, such state isreéfore not Pareto-
efficient. In our paper, tax heaven is outside ¢éixamined system. In
following paragraphs we examine whether there is@mmal solution. In
the case of non-cooperative game of tax authomiy BRINE it is the
existence of maximum in function of tax authoriigomel ;. In the case
of possibility of tradeoff between MNE and tax awrty in country B we
would be looking for extreme in functiof e +1 5 -

The higher penaltyy, for givent, -t,, the higher als@[], /0q.

That means that on concave profit function we ao®ing towards lower
production if penalty is increasedgeteris paribus, or formally

0q/0¢, <0. Substituting (8) in (5) yields

2
[Mwne =[x +ALPA E‘% (10)
We can see that level of penalty caus¢$,.to decrease
asymptotically towards[], , which means that derivative Of],e
according tog, will be negative and asymptotically approachingoze
Differentiating [1,,,c @ccording tog, we get after some rearrangement

0T une - 01« +p D(tB _tA)2 [E aq _i} (11)

o,  O@m - 4l 0w @

0Mwe/9¢ is negative for every,, as both summands are negative
(as evident from above text). Becaudg/d¢, is negative (cp. (9) and
subsequent comments), bgtpositive and the first main multiplicand is
positive, we do not know whether (14) is positivenegative, unless we
will be able to estimate whethedq/dg|>q/g, or the opposite. It is

highly probable thatdq/d¢| < /¢, and provable thalAq/Ag|< /g,
for Ag, = ¢, , because increasing penalty would shift quantiyml very

little (just to the optimal quantity of non-MNE) egpared to total quantity
produced.
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Let us introduce function of corporate income tkevieéd in country
B) I, incl. @, which consists of tax income from MNE and taxome

from other companies (non-MNESs). If the quantitydsim total at the
market for final product wa€) and we neglected that MNE produces

slightly higher quantity than would be optimaljtidid not evade tax, we
could write

lB:tB mg[ﬁpB_CB_pAL)_tB mm[pAL+q)B (12)

After substituting (3) and (8) into (12) we get

- —~ — _ tB+tA)[(tB_tA)
IB_tB[(D[qu Cg pAL) quALE( ATy, (13)

Profit, which would be achieved if arms length prisvere used
instead of transfer price, does not need attentainleast price and
transfer price. If MNE produced less due to pemdiin for tax-evasive
transfer pricing, other non-MNEs will increase potion, thus creating
profit. Because there is lot of non-MNEs and oneBvédhd cost functions
of them all are the same, there will be largerease of profit of non-
MNESs, than decrease of taxable profit of MNE, ¢ tinansfer price used
by MNE stayed the same. That is because per uoiit @f MNE, taxed
in B is lower than per unit profit of non-MNE. Trsfer price decreases
with increase ofg, and it further increases the positive effect from
increasing penalization. Finally there is a negatffect of increasing
@ on total penalty, becaus#b, /0¢@, <0. Supposing that differential of

tBEQ[ﬁpB—cB—pAL) according to ¢, is zero, we get after some
rearrangements

o, durt)aul o)

o A, % 0q

(14)

Thusdl;/dg, >0 (for argumentation about relation betwesyd g,

and q/¢@, see above). If there were possibility of tradewétween tax
authority in country B and MNE, we would need todfian extreme in
[Mwne T1s (using first-order condition):
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0[Twne t1e :anx + P dA[(tB_tA)[Ei_ﬂj:O (15)
0%, 0%, 2Ly % 0@

The first summand is negative, the second one ipesiAlthough
probably the second summand is greater than aksealtie of the first
one, we need to be sure. Therefore we have to pyerienent
(simulation). We have to note that we have omitieel possibility of
corner solution []; =0), which would occur if penaltyg, were
sufficiently low so that it pays to MNE to evadé thle corporate income
tax in country B. Then could bél ; /0¢, <0. This is not the real world
case as tax authority in country B would probalptyniediately increase
@, to decrease tax avoidance. We will reflect thaippropriate setting

of ¢ in simulation so that corner solution would notac

If t, was sufficiently low (let us say in some tax hegyéhe positive
effect of the right summand could be too low tovareover the negative
effect of the left summand(7], /0¢; ), especially because in such case

the negative effect oB[],,.c/0¢% is quite strong and can prefail the
positive effect of (14) on (15). We can see that

O, _ 0d M,
og, OJd@ 09

(16)

which turns after substituting (9) instead @[], /dq and some
rearrangements into

0 [Mne —_ lg _tA)2 —_ 2
oa, = quALéW qlp, [d”. (17)

If we left the assumption that market for the fipabduct is either
perfectly competitive or monopolistic competitiotihen we could not
omit the effect of stronger enforcement on quantpyoduced.
Furthermore we would have to consider the casenhwjenalty is too
high so that it could cause MNE’s company B go loapk If company B
filed for bankruptcy, it would take some time at mogpolistic,
oligopolistic or duopolistic market to recover thgantity produced
before company B’s bankruptcy. It is also possithiat such draconic
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penalty would be presented as intentional liquatatbf some business.
These possibilities have naturally such consequératecountry B loses
some tax income — for quite a long time or permégeihen for high
enoughg, we could probably find maximum df, .

Possibility of collusive behavior between MNE and tax
authority

As we have mentioned above, we would like to examvhether we
could find an extreme (not corner solution) of fioc [],,.+;-

Unfortunately analysis gave us no decisive solyttbos we have to run
simulation. A simulation with the following (usualassumed) properties
of the cost and revenue functions was conductedt functions are
convex, positive in the whole domain; the functmnprice of the final
product is falling in the whole domain (i.e. havingegative first
derivative). The shape of cost functions used were

— 2 .
CA(q) - Xl,A m + XZ,A []q + XS,A ' Xl,A’ XZ,A’ X3,A D D :
— 2 .
CB (q) - X].,B m + XZ,B m + X3,B ' Xl,B ! XZ,B ’ XS,B D D+ (18)

Ps (q) =" Xp [o” + Xop 3 Xips Xop U0

and parameters are chosen so that the profit umetas positive for
some g and concave in the whole domain. In line with firevious
analysis we have assumed that tax authority intcpiuses comparable
uncontrolled price method to determine the propandfer price. We
assume that tax authority uses price equal to theinmal cost of
intermediate product of non-MNE as CUP, becauseé ithavhat tax
authority could derive from market, regardless oamtity produced by
individual producer. We assume the profit margimof-MNE randomly
split. The part of non-MNE profit attributed at rmmal cost of
intermediate product is denotgd

We assume that parametefs t,,tz, % ,&;l 0{123}; j O{A B, P}

are random variables (random functions) with nordisiribution, values
of which were generated in MS Excel 2000 via stahdBunction
RAND() by formula
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f RAND()- 05

u = mean+range| — 5 (19)

where u could be considered — due to Central limit theoremas
observation of random variables with normal disttion. RAND()
function generates numbers from 0 to 1 with unifaistribution. Value
of parameters mean and range for each random lesiab
M, 4By tats, % ¢ Used in simulation are in Tab. 1. The randam

and high number of simulations (20 000) providest ttesults are quite
representative for real world cases.

The simulation was designed in the way that we hgeperated
random S, t,,tz,% ;,@ as described above, and found the profit-
maximizing volume of production and tax-maximizingolume of
production. In each simulation rourng, 8 were constant with respect to
quantity produced. Maximum of profit MNE has beeaurid in each
round of simulation as maximal value of profit id@nensional matrix of
MNE profits, where one dimension WadsD[0,0A], growing with step
0.005 and the otheq D[18,43] growing with step 0.2 (we assume some
fluent production of indefinitely divisible produtike concrete or gas).
We have looked for the extreme of functiofi,,e+lg using
Al +Mwe)/A@ as approximation oB(l +[1,ne)/0% - We have
computed that value using maximal profit (profitximaizing quantity)
both ford closest (lower tod at which maximum of],,, was reached
and for the latter oned( at which maximum off],, Was found). This
way we simulate the optimization process of MNEjolaccommodates
to higher ¢, by decreasingd. Profit-shifting used by MNE was

constrained by assumption that negative tax basss dwt lead to
negative taxation, i.e. tax was at lest O in easbintry. We have run
20 000 such simulations.

Tab. 2 summarizes the results of the simulatione Tasults of
simulation have shown that the range of possibtalytion (18 to 43
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units) was sufficient as there were no results idatshis range. The
following results of simulation were remarkable:

1. (15 +[Myme)/0% was positive for any combination of
parameters, as predicted,

2. 0[wne/0¢ distribution has significantly higher kurtosis tha
dl;/0¢, , which is caused by possibility of MNE to adjust
quantity produced and relative size of tax evagmhto ¢;,

3. 0[Mwe/9¢% Was negative for every combination of parametess, a
predicted analytically,

4. 0l,/0¢@, was positive for every combination of parametes,
predicted analytically,

5. (15 + [Ty )/ 0% depends on @ S0 that
(1 +Mune)/0% asymptotically approaches 0 with higheg
(see Fig. 1) as can be intuitively seen on (15),

6. tax-maximizing quantity of production differs fronprofit-
maximizing quantity if no tax evasion (no profitifsing via
transfer prices) is assumed — comparable uncoedroprice
method has potential to distort the view of taxhauty about
activity of MNE.

Tab. 1. Descriptive statistics of the generated input variables by
simulation

Descriptive statistics of the generated input
variables by simulation

Vari- Ave- | Me . Std. | Skew-
mean | range : Min M ax
able rage | dian dev. | ness

t, | 0.200| 0.400{ 0.200 0.200 0.079 0.317 0.08B033
t; | 0.350| 0.400f 0.350 0.350 0.222 0.4p5 0.08B001
XAl 0.030| 0.040; 0.03Q0 0.03p 0.016 0.042 0.00302
X a|-1.000| 0.800 | -1.001} -1.001| -1.292| -0.768| 0.067|-0.001]

Parameters of u
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Descriptive statistics of the generated input
variables by simulation

Vari- Ave- | Me . Std. | Skew-
mean | range : Min M ax
able rage | dian dev. | ness

X3 |105.000 20.000105.009105.013 99.362111.294 1.667 0.001]
Xg| 0.030 0.040 0.030 0.030 0.016 0.042 0.003-0.007
X8| —1.000 0.800 —-1.000 —-1.000 —-1.230 —0.756 0.067—0.00%
X35 [105.000 20.000105.004104.996 99.031111.574 1.675% —0.01(
X, p 1250.000100.000249.948249.956221.684280.547 8.370 —0.002

Xp| 0300 0.400 0.300 0.300 0.166 0.432 0.033 0.014
B 0.500 1.000 0.501 0.501 0.204 0.800 0.083-0.011
@ 1.000 1.600 1.000 1.000 0.490 1.484 0.133 0.01¢

Parameters of u

Tab. 2: Difference between tax-optimal quantity of production and
profit-optimal quantity of production expressed as
per centage of profit-optimal quantity

Ave- | Me . Std. | Skew- |Kurto-

Variable : Min | Max )
rage | dian dev. | ness Sis

OMwne/0%  |-1.533-1.140-74.674 0.000 2.730 —12.247216.16}

dlg/0g, 52.02%48.628 —3.567201.63721.379 1.191 2.971

a(la +|_|MNE)/0¢B 50.49647.260-20.037201.14520.591 1.13§ 2.74]

Quiff -0.480-0.400 -3.600 2.600 0.648 -0.299 1.08]}

Note: Qqi is a difference between tax maximizing productond profit maximizing
production of MNE, which does not evade tax and @sens-length price (comparable
uncontrolled price method) for pricing its internege product.

There were 26 results of simulation, for whié(1 s 11 MNE)/a% =0
and 3, for whicha(lB +|'|MNE)/6¢B <0. After closer examination we
have seen that the results of simulation, whéfe, + [,n:)/0% =0,

had t, >t; so thatt,and t; were at the opposite tails of their
distribution. This violates our initial assumption, <t;and our
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simulation model can not deal with this situatidduch more interesting
are rare 3 results, whe{l ; + [, /0% <O0. For all 3 was common

that t, <<t; (t; was almost threefold,). That has implication for

economic policy, because it means that more seperalization will
more probably more heavily hit companies, who pasehor sell through
companies located in offshore centers (or ratherhiavens). On the
other hand such companies might be most eager ve their business in
another country with more friendly approach, beeaby tightening
transfer pricing rules they lose more than is ttditeon of public services
provided by government that is taxing them. From ploint of view of
economic policy this is the most inconvenient casidn, because these
companies also have the highest incentives (i.ghdst tax rate
differential) to shift profits via transfer pricesnd to use as large
mispricing as possible. So it is most desirablprevent them from such
behavior.

Other properties of transfer pricing rules

OECD (2001) uses several distinguishable transfieing methods:
comparable uncontrolled price, cost+ method, coatgarresale price
method, profit split method, formulary apportionrhanethod. These
methods have different effects on quantity producedfor some of them
tax-maximizing production is different from profitaximizing
production. Moreover the level of taxation (mairlye tax base) is
naturally different when using one or another. Téraites opportunity of
double taxation. We can expect each tax authdoibgh(in importing and
in exporting country) to choose transfer pricingtmoel, which would
maximize tax levied. Although agreement on resgviransfer pricing
disputes has been recently reached in Europe, disglutes can take
several years and it poses some risk on compargespare conclusions
of (Raimondos-Mgller and Scharf, 2002). The riskdouble taxation
might create pressure on MNEs to decrease tax dmasleat they create
some cushion in the case that some part of thefitpmwas taxed twice.

70



European Financial and Accounting Journal, 2010,5/mo0. 3-4, pp. 56-74.

Fig. 1: Dependence of a(| s 11 MNE)/agDB at the close neighborhood of
maximal []yncON &
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Conclusions and discussion

We concentrate on usefulness of enforcement ofecgmbrary transfer
pricing rules. We have used neoclassical microeton@pparatus and
model with 2 countries, in each of which verticaliptegrated
multinational enterprise has a division. We havenfb that if market of
the product that sells division of multinationatenprise with seat in high
tax country is perfectly competitive, then no omlnpenalty can be
found. That is because more severe enforcemerg (hlgh penalty) do
not cause any harm to supply. If tax evading mattonal enterprise was
brought to bankruptcy by too high penalty, othgo@iers would take its
place. These conclusions do hold both if tradeetiMeen tax authority
and multinational enterprise were possible andt Wvas not possible.
There would be different situation if the examinedhrkets were
oligopolistic or monopolistic — long-term possibess of taxable profit
restricts tax authority from too severe penalti¥e. have confirmed these
findings also by extensive simulation. As a byprdaf our research
conducted in this paper we have found that tax d#terentials enable
multinationals to exploit market and produce moredpcts than is
optimal for a company that can not misuse transfiees. Even if we did
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not consider use of evaded tax for investments (geting further
competitive advantage), that effect poses imponapiication for FDI

policy. On the other hand multinational enterpriseght sometimes feel
pushed towards creation of a “tax cushion” as sdverethods of
determination of proper transfer price exist arxl aathorities at both
sides of the transaction might require use of tle¢hod that brings them
the highest possible tax revenue. That would resububle taxation.

If we summarized our findings, the contemporarycpca of transfer
pricing regulation has several implausible progsrtand there is a need
for another instrument to prevent tax-evasive fem$ricing. That
instrument can be either replacing tax competitioth tax cooperation
and harmonization as Raimondos-Mgller and Schd&®Z} propose by
harmonizing arms-length price principle. That hoamrevmeets the
problem that arms-length principle use can disthe view of tax
authority about activity of MNE as tax-maximizinguantity of
production is wusually lower than profit-maximizinguantity of
production. And again we would need some enforcémerhich
unfortunately is limited by the fact that arms-léngrice is interval of
prices rather than one single price. Last but @asti governments of most
countries do many things that look like tax contpmti but very few that
look like tax harmonization. Another option, whiafe find much more
viable, is a design of tax system that would noséesitive to shifting of
tax base or would not enable such profit shifting.
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Can Profit-shifting be Resolved by Penalization?

Tomas BUUS — Jaroslav BRADA

ABSTRACT

We examine contemporary practice of transfer pgicimes enforcement
in this paper. We have used neoclassical microenanfsamework with

transfer price estimated via comparable uncontioisce method. We
have found that if vertically integrated multinatad enterprise (MNE)
has possibility to evade tax through transfer pggithen it produces
higher quantity of final product, than it would o possibility of tax

evasion existed. Secondly we have found that aithonowadays’
transfer pricing rules require use of enforcemastruments (penalty),
there is no penalty high enough to extinguish teasere transfer pricing
totally, and if market for the product producedcwuntry with high tax
rate is perfectly competitive or there is monopgaissompetition, no
optimal penalty can be found. That changes at pbgstic, monopolistic
or duopolistic market of that product — there wauldofind optimal

penalty.

Key words: Tax evasion; Transfer prices; Multinational entexps.
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