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Intrafirm transactions and tax haven linkages:
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Abstract

This study aims to assess the pattern and prevalence of intrafirm activities in foreign
exchange transactions of foreign affiliates in the manufacturing sector in India. The
related-party foreign transactions of selected foreign affiliates are analysed for two
years, and the shares of financial payments directed to tax haven locations are
identified to appraise the vulnerability of these outflow transactions to potential risk
of corporate tax avoidance. A majority of foreign exchange earnings and expense
transactions were found to be conducted within firms. The major part of intrafirm
payments for the key expenditure types was made to various tax haven locations
having different levels of tax avoidance risk. Close to half of all expense payments
were traced to tax havens, with several firms reporting predominant shares of intrafirm
import, financial or services payments linked to certain significant tax havens. The
data indicate active involvement of foreign affiliates in India in the use of tax havens
for foreign expense transfers, which could be motivated by tax avoidance aims.
This tendency is noted to be high for specific channels such as services, interest
payments and other miscellaneous transactions, suggesting that these channels may
be used for transfer mispricing and tax avoidance strategies by foreign-affiliated firms.
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1. Introduction

The global production and trade operations of multinational corporations (MNCs)
are largely characterized by within-firm transactions between their affiliated branch
entities operating in various countries. The flow of resources comprises goods,
technology, and financial as well as a range of services transactions. Disappointingly,
in the case of several countries including India, the customs statistics for such trade
are mostly lacking (Dowlah, 2018). Even so, the significance of this phenomenon
in current international trade has been highlighted by various macro- and firm-level
studies covering selected regions and time periods.

A notable volume of recent global literature has shown evidence of how the intrafirm
transactions of large MNCs are routed through tax havens or low-tax locations
through transfer mispricing, which is frequently undertaken to avoid taxes in home
or host countries of foreign investment and to minimize their total global tax liability.
The central role of tax havens as distinct locations that facilitate such activities as
tax avoidance through profit shifting by means of their low corporate tax rates,
financial secrecy, minimal regulation or other incentives has been underlined in
various contemporary research studies. This process puts the developing world at
risk of losing much-needed capital as revenue resources at the hands of a handful
of global corporations.

India is presently one of the largest and most significant emerging economies.
It has been one of the leading recipients of FDI among the developing economies
over the past three decades and was among the most buoyant recipients of FDI
in Asia in 2022." It is poised to be a leading attractive destination for investment in
the next decade, surpassing other emerging markets, according to an IMF (2023)
forecast.?

It is worth noting that India had one of the highest corporate tax rates in the world
until 2021.8 As such, MNCs operating there have been highly susceptible to shifting
profit out of the economy to jurisdictions that offer low corporate tax rates or other
incentives such as financial secrecy, minimal regulations and others that may facilitate
tax avoidance. Since such factors are commonly present in tax haven jurisdictions,
the value of intrafirm transactions involving outflows of payments to low-tax locations

" An increase of 10 per cent in FDI inflows was observed for India in 2022 compared with 2021
(UNCTAD, 2023).

2 Sumit Poddar, “India: The unstoppable investment destination of next decade”, The Economics
Times, 30 June 2023.

¢ India had a statutory corporate tax rate of 48.3 per cent in 2018 and 2020, the highest among the
94 and 109 jurisdictions, respectively, covered by the Corporate Tax Statistics of the Organisation for
Economic Co-operation and Development (OECD, 2019 and 2020). Since 2021, the rate has been
25 per cent (OECD, 2021).
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or tax havens is likely to be high for MNC-linked foreign affiliates located in India.
The risk level for corporate tax avoidance in the country of the related party is likely
to influence the flow of these intrafirm transaction payments positively.

Against this backdrop, it is important to understand to what extent cross-border
transactions of foreign affiliates located in India are associated with the undesirable
practice of tax haven use by MNCs for the specific purpose of global corporate
tax avoidance or evasion. An appraisal of the possible extent of resource loss or
even the susceptibility to resource losses through such channels is crucial in the
contemporary Indian context and needs deeper investigation.

Interestingly, some studies focusing on India have found substantial losses of gross
assets by the economy through trade mispricing (Kar, 2010; Kar and Spanjers,
2015), and a few others have found evidence of profit shifting by MNC-affiliated
firms (Jansky and Prats, 2013). Yet, the pattern of cross-border transactions of
MNC-linked firms, particularly those linked to locations with lower corporate tax
rates and tax havens, remains largely unexplored in the Indian context, mainly
owing to data insufficiency and complexities present in identifying and analysing
numerous intrafirm foreign transactions by foreign-affiliated firms. The present
study attempts to address this research gap.

The study has two main objectives. First, it aims to assess the traceable extent
and prevalence of intrafirm transactions in total foreign exchange transactions for
some main transaction channels of foreign affiliates operating in the manufacturing
sector of India, in the presence of various data limitations. The related-party foreign
transactions covering trade, financial, services and other miscellaneous transfers
are analysed for a selected set of manufacturing foreign affiliates, mainly unlisted
subsidiary firms, over two years (2014/15 and 2015/16).

Second, the study attempts to explore the extent of tax haven use in such
transactions, mainly expenses, to appraise the vulnerability of such transactions
to tax avoidance risk. For this, the shares of foreign exchange payments in the
main intrafirm transaction channels made by foreign affiliates that are specifically
directed to related parties located in tax haven jurisdictions are evaluated. The
country of related party for every reported intrafirm foreign transaction is identified,
and the potential risk level of corporate tax avoidance associated with the country,
as estimated by the 2019 Corporate Tax Haven Index (CTHI) (Tax Justice Network,
2019), is assessed.

The study contributes to an understanding of the prevalence of intrafirm transactions
and the tendency for tax haven use in various types of foreign exchange expense
transactions of MNC-linked foreign affiliates of any developing economy. Deeper
insight is gained into the role that tax havens have come to play in international
capital flows in trade and other transaction channels in contemporary times.
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The susceptibility of foreign exchange resource transfers, mainly outflows, to
potential corporate tax avoidance conduct by MNC-linked firms is highlighted
in the Indian context, which has significant implications for formulating effective
policies to address any abusive tax practices by such firms.

Section 2 presents a brief survey of relevant literature on transfer pricing and
intrafirm transactions and provides a review of some specific studies that focus on
India. Section 3 describes the methodology and data sources used in this study.
Section 4 presents the findings on the pattern of intrafirm transactions by the
sample of foreign affiliates over the two study years. The findings on their intrafirm
transactions with tax havens are discussed in section 5. Section 6 concludes the
study.

2. Review of studies on intrafirm transactions and transfer
pricing

Some recent estimates indicate that the extent of intrafirm trade within MNC
networks in global trade of goods and services is about 33 per cent, and that 80
per cent of global trade is linked to the international production networks of MNCs
(UNCTAD, 2018). Other rough estimates indicate that the figures for intrafirm trade
stand somewhere between 30 and 70 per cent of global trade. Earlier extrapolation
of trade data for Japan and the United States indicated that more than 60 per cent
of global trade is conducted within MNCs (OECD, 2002).

A host of studies confirm the high prevalence of intrafirm trade in trade by MNCs
or foreign-affiliated firms, especially in high-technology subsectors. Helleiner (1981)
found that 48.4 per cent of all United States imports were from related parties,
the proportion being relatively higher for manufactured products, at 53.6 per cent,
than for primary products and semi-manufactured products. Zeile (1997) found
that 36 per cent of exports and 43 per cent of imports by United States MNCs in
1994 occurred within firms, the shares being particularly high in the motor vehicle
and machinery industries. Studies by Buckley and Casson (1976), Buckley and
Pearce (1979), and Siddharthan and Kumar (1990) also found that intrafirm trade
was highest in high-technology industries in the United States.

Bernard et al. (2010) studied industries by three-digit NAICS (North American
Industry Classification System) codes in the United States in 2000 and found that at
least half of imports in some high-technology manufacturing subsectors took place
within firms. Irarrazabal et al. (2013) found that in 2004 in the manufacturing sector
33 per cent and 53 per cent of United States exports and imports, respectively,
occurred within firms. Country-by-country reporting data of the United States
Internal Revenue Service (IRS, 2018) shows that in 2016 one third of trade by
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United States MNCs occurred within firms. The intrafirm trade for these MNCs is
estimated to have grown at roughly 6 per cent a year from 2010 to 2014, which
was much faster than the growth of trade between unrelated parties (Csilla and
Ohnsorge, 2017).4

For Germany and the United States, 80 per cent of technology flows in 1995
were found to be within firms (UNCTAD, 1997). Focusing on Chinese firms, Hung
and Chow (1997) found a quite strong tendency for intrafirm trade among a large
majority of export-oriented foreign-affiliated enterprises. For Korean firms, Yun-
Jong (2008) found that shares rose for both intrafirm exports and intrafirm imports
over the 2000-2006 period.

A range of recent studies provide evidence that the susceptibility of intrafirm
transfers to mispricing practices and profit shifting to no- or low-tax locations
for tax avoidance purposes, referred to as base erosion and profit shifting (i.e.
BEPS), is extremely high. Research undertaken since 2013 confirms the potential
magnitude of the problem, with estimates indicating annual losses of anywhere
from 4 to 10 per cent of global revenues from corporate income taxes (OECD,
2015). According to the OECD report, developing countries are the worst affected
by this profit shifting.

The scope for transfer mispricing is being increasingly shaped by the emergence
of jurisdictions such as offshore financial centres and tax havens that facilitate tax
evasion conduct by corporations. These jurisdictions provide special advantages
such as financial secrecy, minimal regulation, negligible taxes on profits and low
monitoring of domestic companies (Sikka and Willmott, 2010). Mainly, tax havens
facilitate profit-shifting activities by MNCs, from high-tax to low-tax locations (Eden,
2009), by offering low taxation rates on corporate profits and high levels of secrecy.
Some corporations prefer to create offshore branches in single or multiple tax
haven jurisdictions so as to park their transaction funds in shell or non-existent
entities.

Several studies have shown evidence of how companies markedly use tax haven
locations to transfer profits to avoid corporate taxes, through mostly intrafirm
transfers. Indeed, nearly three decades ago Hines and Rice (1994) found that 31
per cent of net profits of United States MNCs were located in tax havens. Nearly
two decades ago, about half of world trade apparently passed through offshore
financial centres, accounting for about 3 per cent of global gross domestic product
(Christensen et al., 2005). Baker (2005) observed that about 200,000 companies

4 For additional discussion, see Nick Shaxson, “Over a third of world trade happens inside multinational
corporations,”, Tax Justice Network Blog, 9 April 2019, www.taxjustice.net/2019/04/09/over-a-third-
or-more-of-world-trade-happens-inside-multinational-corporations.
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are formed in tax havens each year; the cumulative numbers could be higher than
3 million. More recent studies have made similar observations. In a significant
work, Zucman (2015) found that the amount of wealth hidden in tax havens was
Substantial, accounting for at least 8 per cent of global financial assets, equivalent
to $7.6 trillion. Cobham and Jansky (2019) used survey data on international
operations of multinational groups headquartered in the United States to show
major misalignments of profit, a disproportionate share of total profits being
captured by the small number of “profit havens”. Also, in examining a firm-level
data set, Ahmed et al. (2020) found a strong positive association between tax
haven use and foreign direct investment (FDI) into countries characterized by low
levels of economic development and extreme levels of capital flight.

Various studies focusing on trade data have noted evidence of transfer mispricing.
Analysing United States data, Hines (1999) and Newlon (2000) found evidence
of profit shifting through transfer-pricing manipulation by corporations. Clausing
(2003) found significant evidence of tax-motivated transfer pricing in monthly data
on United States intrafirm international trade prices between 1997 and 1999.
Controlling for other variables affecting trade prices, the study found that as country
tax rates were lower, United States intrafirm export prices were lower and United
States intrafirm import prices were higher.

Vicard (2015) and Davies et al. (2018) analysed trade data for French firms and
Cristea and Nguyen (2016) for Danish firms, and each found evidence for transfer-
pricing manipulation. A number of studies have found evidence of misinvoicing
in export and import prices (Baker, 2005; Cuddington, 1986; Zdanowicz et al.,
1999).

Transfers of high-value intangibles are especially prone to transfer mispricing as
they are difficult to value. Two types of intrafirm transfers, namely cost-sharing
arrangements and services transactions, have been pointed out by United States
tax authorities as key sources of transfer pricing abuse (GAO, 2008). Hebous and
Johannesen (2015) found evidence of German MNCs shifting profits to tax havens
through services transactions. Similarly, Jansky and Kokes (2016) observed profit
shifting from Czechia to European tax havens through debt financing.

Some studies have investigated the link between corporate tax rate and income or
profit reporting by companies. Harris et al. (1993) found the presence of affiliates in
low-tax countries to be associated with lower tax liabilities for United States MNCs.
Grubert (1998) found a negative relation between reported subsidiary income and
the statutory corporate tax rate in the host country. Chang (2013) found evidence
of extensive income shifting by foreign subsidiaries in China. Foreign firms with
high home tax rates reported higher profits, while those with low home tax rates
reported lower profits, even while enjoying the same special tax rates in the same
economic zone.
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The evidence on the extent of intrafirm transactions, transfer mispricing and
profit shifting by MNC-affiliated companies at the firm level is much more limited
for India. However, some recent research studies have highlighted the possible
scale of resource loss through illicit financial flows due to trade mispricing and
tax evasion conduct. A study by Global Financial Integrity (GFI) estimated that the
Government of India lost gross assets worth US$462 billion over the 1948-2008
period through tax evasion, crime and corruption, in which trade mispricing was a
widely used technique (Kar, 2010). Over the 2004-2013 period, GFI estimated that
the amount of illicit financial outflows was about $505 billion (Kar and Spanjers,
2015). For 2016, the GFI report estimated that the Government had lost US$14.1
billion, about 5.9 per cent of total revenue collection, due to trade misinvoicing
(GFI, 2019). Some studies, such as Biswas and Marijit (2005), have found evidence
of misreporting of trade data by Indian traders over the 1960-1998 period.

Among the very few studies examining intrafirm trade data in India, a study by
ISID (2002) analysed the country’s import consignments in 1994-1995 and found
that one third of imports by 77 foreign affiliates occurred within firms. Certain
instances of transfer mispricing for specific products were also identified in the
study. A few recent studies have also highlighted the preference towards within-
group transactions by Indian companies. A study of the country’s 500 largest listed
companies conducted by The Hindu Business Line (Acharya, 2014) found that
more than 460 engaged in related-party deals in one form or another in 2012—
2013, with about 158 reporting high-value annual dealings (above Rs. 10 billion).
Both foreign MNCs and domestic companies showed a strong tendency towards
such transactions. Royalty payments to promoter entities were dubiously high,
particularly for multinationals.

In a significant study that focused on MNC linkages with tax havens, Jansky and
Prats (2013) analysed financial and ownership data for about 1,500 MNCs in India
and found evidence of profit shifting among them. They found that MNCs with tax
haven links reported 1.5 per cent lower profits and paid 30.3 per cent less in taxes
per unit of profit than MNCs with no such links.

These India-specific studies highlight the possible prevalence of intrafirm trade
among MNC-linked firms. However, the various tangible and intangible channels
of intrafirm cross-border transactions of foreign affiliates in India and their links to
tax havens or vulnerability to tax avoidance practices such as profit shifting remain
largely unexplored, particularly at the firm level. These related-party transactions
are often used by MNCs to shift profits from one country to another.® In view of
the high suscepitibility of developing countries to losing financial resources through

5 Alex Cobham, “Could the World Trade Organisation see a challenge to tax havenry?”, Tax Justice
Network, Blog, 4 July 2018, https://taxjustice.net/2018/07/04/why-wto-tax-havens.
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such tax practices by global corporations, as highlighted by various studies, much
sharper scrutiny is required of the cross-border trade, and services and financial
transactions that foreign-affiliated companies conduct within their multinational
networks. To what extent MNE affiliates located in a developing and emerging
economy such as India engage in intrafirm transactions or are connected to tax
havens, and hence are vulnerable to profit-shifting conduct, is a crucial question
that needs investigation.

Such deeper research is restricted by issues such as data insufficiency and
complications in analysis. In many companies’ corporate financial disclosures,
the details of foreign transactions and related-party transactions are frequently
underreported, ambiguously reported or even unreported. Various transaction
types are often clubbed together, and the layout for disclosure details is not uniform
across companies or years. A large number of foreign-affiliated companies in India
remain unlisted,® and their corporate disclosures are often insufficient. Also, the
financial reporting of related-party transactions before 2011 used a text format that
was inadequate; subsequently an XBRL format of reporting that is more structured
was introduced.”

Owing to the lack of a comprehensive and precise database on foreign transactions
of FDI-invested companies in the public domain, the flow of foreign exchange
through intrafirm transactions is difficult to estimate or evaluate from the perspective
of tax differentials on corporate profit in various foreign locations of related parties.
The present study attempts to address this research gap.

3. Data sources and methodology

The study analyses a set of 109 foreign-affiliated Indian firms in the manufacturing
sector over the two study years, 2014/15 and 2015/16, covering mainly large or
medium-scale foreign subsidiaries and unlisted firms. The foreign affiliates were
identified from databases such as the Investment Map of the International Trade
Centre and the ProwesslQ database of the Centre for Monitoring Indian Economy
(CMIE), both of which provide information on companies that had any inward FDI
flows in recent years. Each of the selected sample firms reported at least one type
of intrafirm transaction and a total turnover higher than Rs. 2 billion in 2015/16.

& About 99 per cent (17,648 companies) of all “inward investment” FDI companies covered in the
Census on Foreign Liabilities and Assets of Indian Direct Investment Companies in 2017/18 were
unlisted (RBI, 2019).

7 The new XBRL (eXtensible Business Reporting Language) format has fixed layouts for disclosing the
details of related party transaction and location of related party, whereas in the former text format,
location was not mentioned in many instances.
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In the absence of any particular database on the operations or financial data of
FDl-affiliated firms in India, the identification of FDI-affiliated manufacturing firms is
difficult. For this purpose, three sources of information were used: the Investment
Map,® the company statistics available at the website of the Ministry of Corporate
Affairs (MCA)® and the ProwesslQ database of CMIE.™

The website of the Investment Map provides names of companies in India that
had any inward FDI flows in a given recent year. From this database, the names
of about 1,800 foreign affiliates operating in the manufacturing sector (in 10 broad
categories) in India were identified. These names were individually searched on
the MCA website to obtain information on their corporate identification number
(CIN) and paid-up capital in the most recent reported year. After excluding small
firms (paid-up capital of less than Rs. 100 million), 609 firms were selected. Further
examination of the five-digit ROC (Registrar of Companies) industry code — part of
the CIN — was done to identify manufacturing firms (two-digit ROC code of 15-37)
specifically, and 440 firms were identified.

The ProwesslQ database of CMIE provides information on the audited annual
financial statements of firms listed on the BSE/NSE stock exchange index in India.
It was additionally used to identify 120 manufacturing firms that had FDI (a share of
foreign corporate bodies and institutions greater than or equal to 10 per cent in total
shareholding), were operating in the manufacturing sector (as per the ROC code filter
from CIN) and had paid-up capital of at least Rs. 100 million. About 23 such firms
were identified from various other web sources. These three lists were combined, and
583 foreign-affiliated manufacturing firms were identified (430 unlisted, 153 listed).

The audited annual financial statements of these 583 firms were procured from the
MCA website, which provides financial statements and other company documents
for all registered companies in India for various years, available in XBRL format.™
As the data were not available for various unlisted firms for a longer period, the
sample firms were studied for only two recently reported years, namely 2014/15
and 2015/16. Further examination of the financial statements revealed that foreign
transactions or related-party transactions were either not reported or substantially
underreported for 159 firms, which were dropped. From the remaining firms, a
final sample of 109 manufacturing firms was selected for this study; each firm had

& International Trade Centre, www.investmentmap.org (accessed 9 October 2017).

¢ “View company or LLP master data” under “Master Data” on the MCA Services portal, http://www.
mca.gov.in (accessed between 8 November 2017 and 25 December 2018).

0 Versions 1.81 and 1.90, https://prowessig.cmie.com.

" Companies incorporated under the Companies Act, 1956 in India are required to e-file various
documents each year with the Registrar of Companies (ROC) (under MCA Services), namely a
balance sheet, profit and loss account, annual return (forms 20B and 21A) and compliance certificate.
Financial statements are available to the public from the MCA Services portal (https://www.mca.gov.
in/mcafoportal/viewPublicDocumentsFilter.do).
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reported at least one type of intrafirm transaction and was a large or medium-sized
foreign affiliate having a total turnover higher than Rs. 2 billion in 2015/16.

Each firm was mapped to an industrial group on the basis of the two-digit
Harmonized System code of the principal product (contributing the highest
turnover) in 2015/16, as disclosed by firms in their annual financial statements.
Harmonized System codes are divided into 98 chapters, representing various
industries, on the basis of these first two digits. The sample firms were classified in
12 broad manufacturing industry groups. Some industries in different Harmonized
System chapters with similar kind of products or with low number of firms were
clubbed together.

The information on related-party foreign transactions of firms was obtained from
their annual financial statements, where related-party transaction disclosures are
reported under a defined set of transaction types (see annex table A1) for each
related party separately.’? The country of the related party is mentioned for each
transaction in these disclosures, and every related party that engaged in any
transaction with the firm in the reported year is covered on a separate sheet on
which all transactions with it are listed. This specific feature of the data set makes it
possible to estimate the approximate extent of intrafirm foreign transactions in total
foreign transactions of a given category, with extensive coverage of transactions
undertaken in a year by a firm. A wide range of “material” services or miscellaneous
transactions, though not all, can be identified. This comprehensive data set has
not often been used in previous studies focusing on intrafirm foreign transactions
of foreign affiliates in India. The few studies on intrafirm trade or trade mispricing
in India (e.g. Biswas and Mariit, 2005; GFI, 2019; ISID, 2002) have mostly used
the customs trade database or have referred only to the related-party transaction
disclosures in the annual reports of companies (e.g. Acharya, 2014).

Disappointingly, for certain transactions (mostly services or miscellaneous), the
individual transaction value could not always be identified due to being clubbed
together with other similar transactions, non-reporting or unclear reporting.
Transactions that were not covered under the “material” category also remained
unreported. These issues may have led to an underestimation of intrafirm
transaction values for certain sample firms, and only an approximate estimate of
intrafirm transaction shares could be derived.'®

2. Under Accounting Standard 18, reporting of related party transaction disclosures for each “material”
transaction (those in excess of 10 per cent of total related party transaction of the same type) in the
“notes to accounts” section of annual reports have been mandatory for companies since 4 January
2004. Each such transaction is required to be disclosed individually with information on the value and
type of transaction and the name and country of the related party.

'8 In instances where the intrafirm transaction aggregate was significantly higher than the total reported
foreign exchange expenses, the latter values were revised for the study and intrafirm transaction
shares were considered as 100 per cent.
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For calculating the share of intrafirm transaction value in the total foreign exchange
transaction value of a firm for a given transaction type, the aggregate of such
transactions with any related party located outside India that was reported in related-
party transaction disclosures was matched with the disclosures on total foreign
exchange transaction values under diverse types reported by the firm separately
in annual financial statements. Owing to dissimilarities in categories of transaction
types under which foreign exchange transactions and related-party transactions
are disclosed, and non-uniformity in coverage of transaction types across firms or
years, only certain broad transaction types are evaluated and certain transaction
types are clubbed together (annex table A1). The five main intrafirm foreign
exchange transaction types that were considered are export of goods, export of
services or other earnings, import of goods, royalty or technical fee payments,
and payments for services or other miscellaneous expenses.'* Interest transactions
in foreign exchange are mostly reported as a part of miscellaneous transactions,
i.e. “Others”, and these payments were evaluated separately for only the cases
where they were mentioned distinctly. Overall, about 80 types of technology-linked
payments, 150 varieties of services-linked or other miscellaneous expenses, and
50 types of services-linked or other earnings types were identified.

To capture transactions within the related global corporate entities, only related
parties such as holding companies, ultimate holding companies, fellow subsidiaries,
joint ventures, promoters, subsidiaries and associates were considered. Individual
foreign promoters and key management personnel were excluded.

The total number of related-party foreign transactions conducted by these firms
that were traceable as distinct transactions over the two study years was 5,517.'°
Of these, about 3,316 intrafirm transactions involving payments or outflows were
evaluated separately, and the share of transactions of these types that were linked
to a related party located in a tax haven jurisdiction were estimated.

A tax haven jurisdiction or low-tax location was identified using two sources of
information. The first is the 2019 Corporate Tax Haven Index (CTHI) (Tax Justice
Network, 2019). It covered 64 jurisdictions and considered two measures for
ranking corporate tax havens, namely the Haven Score, reflecting how aggressively
each jurisdiction uses tax cuts, loopholes, secrecy and other mechanisms to
attract multinational activity, and the Global Scale Weight, reflecting the countries’
level of cross-border activity.'® The corporate tax Haven Score is assembled from

4 Dividend transfers, which are mainly conducted with related parties, were not considered.

s The information on name, type and country of related party, and type and value of transaction was
collected for each related party transaction, involving manual data compilation for about 22,167
values.

'6 For the ranking and scores of the 64 tax havens in the 2019 CTHI, see https://cthi.taxjustice.net/en/2-
uncategorised/2-view-2019-results.
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20 indicators focusing on means used by MNCs to escape taxes; it measures
the potential risk for a jurisdiction to become a profit-shifting destination. The two
scores are combined to create a final CTHI score for ranking the jurisdictions. The
10 economies with the highest CTHI scores are identified as the top tax havens.
These 10 tax jurisdictions account for about 52 per cent of the world’s corporate
tax avoidance risks.

In addition to the complete list of 64 tax havens covered by the 2019 CTHI in its
Haven Score, this study specifically considered the top 30 (accounting for 85 per
cent of the world’s corporate tax avoidance risk) to evaluate the transfers made to
locations associated with a relatively higher risk of tax avoidance or evasion.

The second index used for identifying tax havens is the list of the world’s 15 most
significant corporate tax havens published by Oxfam (Berkhout, 2016), which
assessed the extent to which a country uses the most damaging tax policies, such
as zero corporate tax, and unfair tax incentives.'” The 15 tax havens covered in this
list include the top 10 in the 2019 CTHI (Tax Justice Network, 2019).

4. Pattern of intrafirm transaction by foreign-affiliated firms

The sample of 109 FDI manufacturing firms is described in figures 1 and 2. The
total turnover of these firms was Rs. 4.7 trillion in 2015/16 and Rs. 4.3 trillion in
2014/15. The sample comprises mainly large firms with turnover higher than Rs 2
billion, although some firms were very large, with turnover higher than Rs. 5 billion
(figure 1). The majority of the sample firms, about 82, were unlisted. All but three
were foreign subsidiaries, and more than half were wholly owned subsidiaries (figure
2). The sample firms were negative net foreign exchange earners in aggregate in
both study years, with net foreign exchange losses of about Rs. 969 billion and net
export losses of about Rs. 794 billion in 2015/16.

Table 1 shows that the majority of the sample firms reporting foreign exchange
earnings or expenses of different types engaged in intrafirm foreign transactions.
The highest number of related-party foreign transactions were for the import of
goods, while royalty or technical fee payments and interest payments were
reported by a smaller number of firms. Overall, 5,517 (2,738 in 2014/15 and 2,779
in 2015/16) related-party foreign transactions by sample firms were traced.

More than two thirds of the total transactions were found to be within firms in
both study years (figure 3). The majority of the foreign exchange earnings, through

7 In order: Bermuda, Cayman lIslands, the Netherlands, Switzerland, Singapore, Ireland, Luxembourg,
Curagao, Hong Kong (China), Cyprus, the Bahamas, Jersey, Barbados, Mauritius and British Virgin
Islands.
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Figure 1. Total revenue for sample firms by number of firms
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Source: Author's compilation, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).

Figure 2. Distribution of sample firms by shares held by foreign promoters

(Percentage)

B 100% (wholly owned subsidiary)
® > 50% (subsidiary, excluding wholly owned)
™ 0-50% (associate)

Source: Author's calculations, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).
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Table 1. Reporting of intrafirm foreign transactions by sample firms

2014/15 2015/16
Number Number
of firms  Total number of firms  Total number

Number reporting  of intrafirm Number  reporting of intrafirm
of firms intrafirm  transactions of firms intrafirm  transactions

Type of foreign reporting a transactions by firms in reporting a transactions by firms in
exchange transaction transaction 1) 1) transaction (2) (2)
Export of goods (1) 101 97 586 102 99 621
B 9 89 528 90 84 540
other earnings (2)

Total foreign exchange

earnings (3=1+2) 191 186 1114 192 183 1161
Import of goods (4) 109 108 894 109 109 899
Royalty or technical fee

payments (5) 87 7 132 87 77 139
Payments for services

or other expenses, 109 102 598 109 101 580
including interest (6)

Interest payments

(7 = part of 6) 46 33 39 44 31 35
Total foreign exchange

expenses (8= 4+ 5 + 6) 305 287 1624 305 287 1618
Total foreign 2738 ) ) 2779

transactions (9 =3 + 8)

Source: Author's calculations, based on companies> annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).
Note:  Transaction numbers in parentheses from annex table A1.

export of goods, export of services or other earnings, and total earnings, were also
within firms. Nearly three fourths of the import of goods were from related parties.
The intrafirm share in payments of royalty and technical fees and interest payments
were quite high as well, while the shares for services or other expenses were about
60 per cent. Overall, nearly three fourths of the foreign exchange expenses could
be traced to related parties.

The observed findings are broadly similar to the pattern noted in some previous
studies focused on the share of intrafirm trade in either overall trade or trade
among MNEs in other countries, which found a high prevalence of intrafirm trade,
particularly for affiliates in high-technology manufacturing subsectors (e.g. Helleiner,
1981; Buckley and Pearce, 1979; Siddharthan and Kumar, 1990; Zeile, 1997). In
fact, the observed intrafirm transaction shares of imports and exports of goods,
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Figure 3. Shares of intrafirm transaction value in total foreign exchange
transaction value of sample firms (Percentage)

Total trade (9 =3 + 8) 7[;'220
Total foreign exchange expenses? 739
8=4+5+06) 74.0
Interest payments (7 = part of 6) 85 139'2
Payments for services or other expenses, 60.4
including interest (6) 614
Royalty or technical fee payments (5) %%%

Import of goods (4) 77%‘%

i i _ 60.9
Total foreign exchange earnings (3 =1+ 2) 672
Export of services or other earnings (2) 777é53
Export of goods (1) 56.9 645

W 2015/16  m 2014/15

Source: Author's calculations, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).

Note:  Transaction numbers in parentheses from annex table A1.

2 Excludes dividend payments of Rs. 49.6 billion in 2014/15 and Rs. 43.5 billion in 2015/16.

imports of technology and total transactions are mostly higher for the sample firms
than the shares found in certain other studies that focus on overall intrafirm trade in
goods and technology flows in other countries.

In the specific context of India, the observed shares of intrafirm import transactions
for the sampled foreign affiliates are significantly higher than the shares estimated
by ISID (2002). Acharya (2014) found that royalty payments to promoter entities
were high, and the present findings also highlight intensive involvement of foreign
affiliates in intrafirm trade for these payments, which were mostly made to holding
companies.

For both total foreign exchange earnings and expenses, a majority of the transaction
shares were found to occur within firms for two thirds or more of the sample firms
(figure 4). Nearly 60 percent of the sample firms reported that the majority of goods
imports occurred within the firm. More than two thirds reported that for all other
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earnings and expense types covering goods and services transactions, the majority
of transactions occurred within the firm. Also, 49 per cent or more of the sample
firms engaged intensively (a share of 80 per cent or more) in intrafirm transactions
for various foreign exchange earning types and for payments for royalty or technical
fees and services or other expenses. Involvement in related-party transactions was
significant for most of the sample firms when different transaction routes were
analysed.

Figure 4. Shares of reporting sample firms with significant intrafirm
transaction share in total transactions (Percentage)

35.8
Total foreign exchange expenses 67.0
8=4+5+6) 33.9
. 48.6
Payments for services or other expenses, 716
including interest® (6) 50.5
77.0
Royalty or technical fee payments (5) 75:1;'6
34.9
Import of goods (4) 321 518
) . 52.8
Total foreign exchange earnings 778
B=1+2 56.5
68.9
Export of services or other earnings (2) 7;%9
49.0
Export of goods (1) 505 66.7

0 10 20 30 40 50 60 70 80 90 100

W 2015/16 >80%  m 2015/16 >50%  m 2014/15 >80% 2014/15 >50%

Source: Author's calculations, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).

Note:  Transaction numbers in parentheses from annex table A1. Includes only firms reporting such transactions.

2 Interest payments are not shown separately because of the very low number of transactions.
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Only one third of overall intrafirm transactions were conducted with holding
companies; a majority were conducted with fellow subsidiaries (figure 5). Whereas
payments for royalty or technical fees were largely made to parent companies, the
other payments (import of goods, services, other expenses, interest) and earnings
(export of goods and services) primarily involved fellow subsidiaries and network
companies under common control.

Table 2 indicates the intrafirm transaction shares in 2015/16 for some main
transaction types across the 12 manufacturing industry groups. More than half of
the exports of goods occurred within firms in eight manufacturing industries, with
shares exceeding two thirds in most cases, whereas they were about half for the
remaining industries. Also, a majority of the imports of goods occurred within firms

Figure 5. Intrafirm transactions by type of related party, as share of total
intrafirm transaction value, 2015/16 (Percentage)

100 14 7.2 0.0 1.9 0.0 5.7
| 50 | e —
90
80
70
60 80.0
779
50
40 05
05
30
20 393 EF]
07
10 154 18.8
0
Export of Export of Import of Royalty or ~ Payments for Interest Total
goods services or goods technical fee  services or payments  transaction
(1) other 4) payments  other expenses, (7=partof6) (earnings and
earnings (5) including expenses)
2) interest 9=1+2
(6) +4+5+6)
M Holding or ultimate holding company = Fellow subsidiary m Others
= Joint venture Associate or subsidiary

Source: Author's calculations, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).
Note:  Transaction numbers in parentheses from annex table A1.
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in eight manufacturing industries (covering 80 per cent of sample firms); the shares
were particularly high for some high-technology industries. In every industry except
for pharmaceuticals and rubber and plastic, royalty and technical fee payments
were found to be predominantly within firms.

Particularly for imports of goods, the high prevalence of intrafirm transactions
in high-technology sectors has been observed in various studies (e.g. Bernard
et al., 2010; Irarrazabal et al., 2013). A similar pattern is noted for the sample
firms in most of the high-technology subsectors (transport, machinery, electrical
equipment, chemicals and so on). In most subsectors the data suggest significant
involvement of foreign-affiliated firms in the global production chain of their parent
MNC networks as buyers of inputs, finished goods or technology assets, or as
suppliers of goods.

Table 2. Intrafirm transaction value as share of total transaction value,
by industry group, 2015/16

Royalty or
Harmonized technical fee
System 2-digit  Numberof  Export of goods Importof goods  payments
Industry group chapter codes  companies (Percentage)  (Percentage)  (Percentage)
Base metals and products 72-74,82-83 4 56.3 83.7 96.3
Chemicals or allied 28-29, 31-36,
industries 38 18 79 a8l 998
Diversified activity? 99 B 97.9 94.2 100.0
Elec_trical machinery_ and 85 10 46.2 78.8 933
equipment, electronics
Instruments and
acCessories” 90-92 5 64.2 78.0 93.6
Machinery and mechanical 84 o4 796 645 86.3
appliances
Mineral stone and glass 25,27,68-70 3 47.5 20.7 92.8
42,48,57,61,

64,94, 96 8 71.3 34.9 99.9
Pharmaceuticals 30 7 499 35.4 6.0
Rubber and plastic 39-40 3 97.1 59.3 27.5
Vegetable products, edible 11,13, 15,
oils, foodstuffs 17-19,21-24 g %6.4 37.0 %.5
Vehicles and transport 86-87 19 490 825 97.0

equipment

Source: Author's calculations, based on companies> annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).

2 Firms engaged in manufacturing, having trading or services (Harmonized System code 99) as main activities.

® Optical, photographic, precision, medical and surgical instruments or apparatus, clocks and watches, musical instruments.

¢ Leather, paper, carpet, apparel or clothing, footwear, furniture, miscellaneous manufacturing goods.
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5. Intrafirm transactions with tax havens by foreign-affiliated firms

The intrafirm pattern of transactions conducted by sample firms with related parties
located in tax havens was further evaluated to assess in particular the outflows
of foreign exchange to tax havens on account of various intrafirm transfers. The
analysis looked at about 3,316 intrafirm transactions, covering some key payment
channels, that firms conducted over the two study years.

A majority of the payments for intrafirm import of goods and the total intrafirm
foreign exchange expenses were directed to tax havens included in the 2019 CTHI
(Tax Justice Network, 2019), as shown in figure 6. The shares of payments for

Figure 6. Intrafirm payment transactions with tax havens, by share of total
intrafirm foreign transaction value (Percentage)

274
Total foreign exchange expenses 60.3
8=4+5+6) 22.9

82.8
Interest payments (7 = part of 6) 00 971

36.7
Payments for services or other expenses, 870

including interest (6) 338

9.3

Royalty or technical fee payments (5) 9.4 419

291
61.0

Import of goods (4) 238

0 10 20 30 40 50 60 70 80 90 100

W 2015/16 Oxfam® = 2015/16 CTHI® = 2014/15 Oxfam? 2014/15 CTHP

Source: Author's calculations, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).

Note:  Transaction numbers in parentheses from annex table A1.

2Based on the 15 tax havens in Berkhout (2016).

®Based on the 64 tax havens in Tax Justice Network (2019).



156 TRANSNATIONAL CORPORATIONS  Volume 30, 2023, Number 2

services or other expenses and interest payments made to these tax havens were
high, whereas the shares of royalty and technical fee payments were less than
half. Considering payments not linked to merchandise (i.e. royalty or technical fees,
services or other expenses including interest) together reveals that a majority (55
per cent) of them were indeed made to these tax havens. More than one third of
services or other expenses and a slightly lower share (23-30 per cent) of payments
for intrafirm import of goods and total intrafirm foreign exchange expenses could
be traced to related parties located in the 15 significant tax havens in the Oxfam
list (Berkhout, 2016). Intrafirm interest transfers were predominantly made to these
same tax havens.

The intrafirm transaction payments made to tax havens were further assessed as
a share of the value of all foreign payment transactions (figure 7). Less than half of
the total payments for imports, royalty and technical fees, and foreign exchange
expenses and at least half of the payments for total services or other expenses
were made to tax havens in the 2019 CTHI (Tax Justice Network, 2019). For
interest payments, the share of total outflows to tax havens was very high. Varying
shares of these outflows could also be traced to the Oxfam list (Berkhout, 2016).
In 2015/16, about one fifth of all outflow transactions could be traced to these
tax havens.

Various cases of foreign-affiliated firms with very high shares or values of intrafirm
payments for import of goods, royalty or technical fees, interest and services or
other miscellaneous expenses in foreign exchange made to the 15 significant tax
havens in the Oxfam list are presented in annex tables A2 and A3. Instances of
multiple payments made to related parties located in the same or different tax
havens by a foreign-affiliated firm were noted.

The use of tax haven locations for parking profits or for routing trade flows through
goods, services or financial transaction channels mainly for profit-shifting purposes
has been indicated by some earlier studies, as discussed in section 2. The findings
of the present study highlight a similar notable tendency for tax haven use by MNC-
linked affiliates in India to some extent, although the objective of profit shifting
behind such conduct is neither empirically investigated or established in this study.

Payments for management fees, cost-sharing arrangements, debt financing and
a range of services and miscellaneous transactions — frequently involving the
transfer of an intangible asset — are some of the transfer routes that have high
vulnerability to transfer pricing abuse.” Against this backdrop, findings such as

8 In OECD (2013), Actions 4, 8 and 10 specifically focused on designing rules to prevent base erosion
through some high-risk transactions such as interest expense, financial transactions, intangibles,
management fees and head office expenses.
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about half of total payments for services or miscellaneous transactions and four
fifths of payments for total interest transactions being directly linked to tax havens,
or various traceable cases of foreign affiliates having high tax haven use in specific
transaction channels such as services, interest or other miscellaneous expenses,
are quite suggestive of such channels (such as services or intangible asset-related
transfers, debt financing and the like) being potentially used for tax avoidance by
the foreign affiliates. As noted earlier, close to half of the total payments for import
of goods by the sample firms could be traced to tax havens; various individual firms
made payments for their imports exclusively to these locations. This suggests that
trade mispricing could be another channel for tax avoidance by firms.

Figure 7. Intrafirm payment transactions with tax havens, by share of total
payment transaction value in foreign exchange (Percentage)

20.2
Total foreign exchange expenses 445
8=4+5+6) 169
73.8
Interest payments (7 = part of 6) 68.0 86.7
222
Payments for services or other expenses, 526
including interest (6) 20.8
9.0
. 40.2
Royalty or technical fee payments (5) a0
21.2
Import of goods (4) 444
port of goods (4) 173

o

10 20 30 40 50 60 70 80 90 100

M 2015/16 Oxfam® = 2015/16 CTHI> = 2014/15 Oxfam® 2014/15 CTHI®

Source: Author's calculations, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).

Note:  Transaction numbers in parentheses from annex table A1.

2 Based on the 15 tax havens in Berkhout (2016).

® Based on the 64 corporate tax havens in Tax Justice Network (2019).
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The top 15 economies to which the intrafirm payments in various key outflow
channels were made by sample firms in 2015/16 were identified and ranked. The
transactions were assessed in terms of both value of payments and frequency of
transactions (tables 3 and 4). These 15 economies account for a predominant part
of the intrafirm transaction values in each of the outflow channels. In the total value
of intrafirm payments made by different transaction types, these 15 economies
accounted for 94.8 per cent of goods imports, 92.17 per cent of services or
other expenses, 99.39 per cent of royalty and technical fees, 100 per cent of
interest, and 93.7 per cent of total intrafirm foreign exchange expenses. All 64
tax havens by Haven Score in the 2019 CTHI (Tax Justice Network, 2019) were
specifically identified and marked in each ranking in the two tables, and the top 30
distinguished from the others.

Table 3. Top 15 economies linked by intrafirm transactions, by value of transactions

Services or other Royalty or technical Total foreign
Import of goods expenses fee payments Interest payments exchange expenses
Republic of Korea United States Japan Luxembourg Republic of Korea
Singapore Luxembourg Republic of Korea Mauritius Japan
Germany Germany United Kingdom United Kingdom Singapore
Hong Kong . A
(China) Japan United States Netherlands Germany
. . . Hong Kong
Japan Singapore Switzerland Belgium (China)
n Finland Netherlands® Finland Cyprus United States
United Arab | )
Emirates Switzerland Germany Germany Finland
. - United Arab
H United States Mauritius France Japan Emirates
n China United Kingdom Netherlands® Switzerland China
United Kingdom China China Singapore United Kingdom
Switzerland Sweden Denmark [taly Switzerland
12 Viet Nam Czechia Australia France Netherlands®
13 France France Sweden Republic of Korea France
14 Netherlands® Finland Luxembourg Australia Viet Nam
Taiwan Province . . . Taiwan Province
of China Belgium Singapore United States of China

Source: Author's calculations, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).

Note:  Using the Haven Score in Tax Justice Network (2019), shading indicates economies ranked 1-64 and bold type indicates
economies ranked 1-30.

2 Excludes the other three countries in the kingdom.
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Table 4. Top 15 economies linked by intrafirm transactions, by humber

of transactions

Services or other Royalty or technical Total foreign
Import of goods expenses fee payments Interest payments exchange expenses
China United States United States Japan United States
United States Germany Germany Netherlands® Germany
Germany Japan Japan Germany China
Japan Singapore Republic of Korea Luxembourg Japan
Singapore United Kingdom Switzerland Singapore Singapore
n Republic of Korea China United Kingdom United Kingdom Republic of Korea
Thailand Republic of Korea China Australia United Kingdom
n Switzerland Netherlands® [taly Belgium Switzerland
n Italy Switzerland Australia Cyprus Italy
France Italy France France Thailand
United Kingdom Sweden Netherlands® Italy France
Belgium France Sweden Republic of Korea Netherlands®
Hong.Kong Finland Czech Republic Mauritius Belgium
(China)
Indonesia Thailand Denmark Switzerland Hong_Kong
(China)

Netherlands® Canada Singapore United States Sweden

Source: Author's calculations, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).

Note:  Using the Haven Score in Tax Justice Network (2019), shading indicates economies ranked 1-64 and bold type indicates
economies ranked 1-30.

2 Excludes the other three countries in the kingdom.

The 64 tax havens in the 2019 CTHI (by Haven Score) account for at least 11 of the
15 positions in each table, covering different transaction channels, in terms of both
value of transfers and number of transactions conducted. This indicates that these
intrafirm payments were mostly made to tax haven countries that are associated
with some level of tax avoidance risk. Some of the top 30 tax havens in the CTHI
list (by Haven Score) are also present in these tables (at least three positions across
all transaction types and as many as seven for some), which shows that a certain
fraction of such transfers was made to jurisdictions with a high risk of corporate tax
avoidance. The number of non-tax haven countries in each of the tables is quite
low.
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6. Conclusions and policy implications

A close investigation of the foreign transaction pattern in recent years of a selected
set of large foreign-affiliated manufacturing firms in India revealed that a major
part of their merchandise trade, services and other miscellaneous transfers and
technology- or interest-linked payments involved foreign related-party transactions.
A majority of the firms had intrafirm foreign transaction shares greater than 50
per cent for nearly all transaction types, and various firms were found to engage
intensively in intrafirm transactions for certain transaction types. The majority of
transactions occurred within firms. The shares were particularly high in some high-
technology industries for goods imports and technology-linked payments, showing
a preference to buy inputs and technology from entities in the parent MNC’s
network in those industries.

A major part of the intrafirm payments for goods imports, non-merchandise trade
expenses and overall foreign exchange expenses could be traced to the tax havens
in the 2019 CTHI (Tax Justice Network, 2019), associated with different levels of
tax avoidance risk. Some parts of these outflows were found to be directed to the
15 significant tax havens in the Oxfam list, associated with a relatively high risk of
tax avoidance. When the total transaction values involving outflows are analysed,
close to half of the transfers were made to corporate tax havens and about one fifth
could be traced to the 15 significant tax havens. The tax havens in the 2019 CTHI
were the foremost locations to which intrafirm payments of key transfer types were
made, in terms of both aggregate transfer value and frequency of transactions.
In particular, several instances were noted of firms making substantial shares
of payments for intrafirm expenses through different channels to one of the 15
significant tax havens.

These findings indicate the involvement, to varying degrees, of foreign-affiliated
firms of India in tax haven use in their cross-border outflow transactions, most of
which were conducted within the firms. This involvement could be motivated by tax
avoidance or evasion purposes, given the corporate tax avoidance risk associated
with the tax haven jurisdictions. However, a deeper empirical investigation is
essential for inferring such motivations.

The study finds evidence that intrafirm interest payments and services or other
miscellaneous payments by foreign-affiliated firms were predominantly made to tax
haven locations. This could indicate that such expense routes are potentially being
used for tax avoidance strategies by foreign-affiliated firms in India, apart from the
merchandise trade channel. Global evidence has indicated that trade mispricing
is a route frequently used for tax avoidance and illegal transfer of resources by
corporations worldwide. However, evidence is rather limited for means of payments
such as services, interest and miscellaneous expenses being used with such
motivations, particularly in developing economies.
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At the same time, such expense routes are usually of diverse forms and variety,
particularly when conducted within MNC networks. They may involve substantial
resource transfers under complex contract terms, may entail multiple transactions
with the same or diverse parties, may be clubbed together with other transactions as
part of a single deal and frequently involve intangible asset or services transfers for
which a precise economic valuation is difficult. These features make tax audits of their
fair transfer pricing very difficult and complex for revenue authorities globally, primarily
because identifying the distinct transaction and finding an appropriate comparable
arms-length market transaction to assess the possible extent of mispricing is
challenging. The susceptibility of these transfer channels to mispricing is fairly
high in the presence of limited means for precise tax assessment. In India, several
tax assessments related to royalty payments and a range of services payments
(management consultancy, software development, advertising and marketing,
intragroup services and so on) have been disputed legally over recent decades, and
several of these disputes have been about issues of arms-length comparability.

In scenarios where it is challenging to conduct identification, valuation and tax
audits of a range of services and miscellaneous transactions to check any possible
abuse by means of corporate tax evasion strategies, any engagement of foreign-
affiliated firms with tax haven locations through intrafirm transaction channels raises
policy concerns for India. Given the increasingly expanding production and trade
activities of MNCs across the globe and their rapidly evolving intrafirm transactions
in goods and services across networks and global value chains, the challenge of
ensuring a fair tax appraisal of these cross-border resource transfers is immense
and rising, mostly in terms of complexities.

For enhanced accountability of an MNC’s global financial operations, transparency in
disclosures of its financial accounts and beneficial ownership of network companies
is crucial. Exposure to tax havens in financial and bank accounts, and in trade-related
operations involving direct goods, services or asset transfers within network entities
needs precise identification and adequate public disclosure. This will be essential to
tackle corporate tax malpractices that frequently exploit such channels.

To achieve this objective, the host economies of MNCs need to develop efficient
and stringent standards for disclosure of corporate financial accounts, wherein
every transaction with any tax haven is reported accurately, identified adequately,
and fairly valued and audited. In India, the current corporate disclosure norms
do not sufficiently cover every type of service, financial or miscellaneous foreign
transaction, whether conducted intrafirm or with unrelated entities, and several
of them remain unidentified. Merchandise trade data are not disclosed for every
single transaction and are reported only in aggregate terms in financial statements.
The reporting quality is frequently insufficient for unlisted firms, and the majority of
foreign-affiliated firms are presently unlisted.
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Clearly, to check the possible drain of capital through corporate tax avoidance,
any resource-constrained developing economy needs to ensure the transparent
and adequate sharing of financial accounts and trade data in the public domain by
corporate entities, particularly by foreign-affiliated firms.
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Appendix

Annex table A1. Coverage of i

Transaction types reported

in related party transaction

disclosures in annual

financial statements

Revenue from sale of goods
income

Revenue from services rendered

Reimbursement of expenses
(income)

Purchase of goods
Purchase of tangible assets
Expense from agency
arrangement, transfer of
R&D cost or license fees?
Other expenses

Services received

Reimbursement of expenses (paid

Interest paid

Interest paid (as separate he:

unt payable, receivable

rafirm foreign exchange transaction types in study

Transaction types included Transaction type number
in the study (as used in study)
Export of goods 1
Export of services
; 2
or other earnings
Total foreign exchange earnings 3(1+2)
Import of goods 4
Royalty or technical 5
fee payments
Payment for services
or other expenses 6
(including interest)
Interest payments (part of 6) 7
Total foreign exchange expenses 8(4+5+6)
(Excluded)
Total transaction® 93 +8)

Source: Author's compilation, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India

(www.mca.gov.in).

2 Includes technology-linked payments reported under "other expenses" or "services received" by firms; excluded from the total value of

"other expenses" or "services received" for those firms.
® Covers interest transactions if mentioned separately, else included in transaction type number 2 or 6.
¢ Dividend transfers excluded from both earnings and expenses.
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Annex table A2. Cases of sample firms with a high share of intrafirm import,

services or other expense payments to 15 significant tax havens,

Related-party economy

Value of
transaction
(Rs. million)

2015/16
Share of intrafirm
payments to significant
tax havens in total
Name of company intrafirm payments (%)
Import of goods

cnem

Services or other expenses

ABB India
Johnson & Johnson

Philips India
Hindustan Unilever
Procter & Gamble Home

Products

Mondelez India Foods
Pernod Ricard India

DSM Sinochem
Pharmaceuticals India

Syngenta India

97.3 Hong Kong (China) 68 801
97.7 Singapore 35480
100.0 Singapore 7 886
99.7 Netherlands,? Singapore 7338
99.4 Hong Kong (China) 5558
100.0 Netherlands,® Singapore 4584
87.9 Singapore, Switzerland 4537
82.8 Netherlands,? Singapore 4500
88.2 Singapore 3886
92.0 Switzerland 3273
88.7 Ireland, Singapore 2319
97.0 Hong Kong (China), Ireland 1648
915 Singapore, Switzerland 1971
76.2 Netherlands,? Switzerland 2 099°¢
70.5 Singapore 2030
100.0 Netherlands? 11380
98.4 Netherlands,? Switzerland g77dn
79.7 Singapore 630e
745 Singapore, Switzerland 1442¢
99.1 Hong Kong (China), Mauritius 127404
88.9 Netherlands? 416°¢
939 Singapore, Switzerland 24Qpd0

Source: Author's calculation, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India

(www.mca.gov.in).

Note:  Based on the 15 tax havens in Berkhout (2016).
2Excludes the other three countries in the kingdom.

® Services.

¢ Business process outsourcing expenses.

fOther expense.
9 Charges for shared services.

" Maintenance and support costs for licences and software.
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Annex table A3. Cases of sample firms with high intrafirm royalty or technical fees,

or interest payments to 15 significant tax havens, 2015/16

Value of transaction

Name of company Related-party economy (Rs. million)
Royalty or technical fee payments

Switzerland 3416
Netherlands? 502
Sngapore 28
Switzerland 3625°¢
Switzerland 903
Givaudan (India) Switzerland 143¢
Netherlands? 698
Lurembourg 431
Interest payments

Luxembourg, Mauritius 7061
Luremborg 2565
Netherlands? 448
Cyprus, Luxembourg 391
Switzerland 266

Source: Author's compilation, based on companies' annual financial statements, available from the Ministry of Corporate Affairs, India
(www.mca.gov.in).

Note:  Based on the 15 tax havens in Berkhout (2016).

2 Excludes the other three countries in the kingdom.

® Royalty and technical service.

¢ General licence fees.

¢ Information technology and management information systems expense.

¢ Information technology expense.

" Finance cost.
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