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When corporations operate in several jurisdictions that
impose income taxes, it is necessary to divide taxable
income among them. The Commission of the European
Communities proposes that the European Union shift
Srom individual national accounting to dividing the
income of groups of corporations operating in multiple
EU Member States according to an agreed formula.
Adoption of the Commission’s proposals, politically diffi-
cult because EU tax rules require unanimous approval,
would have important implications for American corpo-
rattons operating in the EU. These could include simpli-
fication, the ability to offset losses incurred in one
Member State against profits earned in another, greater
neutrality toward corporate form and cross-border reor-
ganizations, reduced double taxation, perhaps lower tax
liabilities, and greater opportunities for expansion into
and within the EU. The proposals, however, would also
entail transition costs, reduced opportunities for tax
planning, and greater uncertainty regarding tax treaty
issues.

This paper describes and appraises the Commission’s
proposals and their implications for U.S. firms.’

A companion to this article, which contains more extensive documen-
tation, will appear in Tux Notes International, November 29, 2001.
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hen a group of affiliated corporations

operates in more than one nation or

slate that imposes an income lax, it is

necessary to divide the taxable income

of the group among the taxing jurisdic-
tions. The American states employ formulas to “apportion”
the income of multi-state corporations among the states
where they do business. By comparison, the Member
States of the Furopean Union (EU), like other nations, cur-
rently employ separate accounting to determine the
income of each member of a corporate group and “source
rules” to attribute that income to the Member States where
the income is deemed to originate. Inherent in that
approach is reliance on arm’ length prices—prices that
would prevail in transactions with unrelated parties—to
value transactions between members of the corporate
group. But using separate accounting and the arm’s length
standard (hereinafter SA/ALS) in the context of an inte-
graled market such as the U.S. or the EU is complex and
impedes efforts to create a single market. The Commission
of the FEuropean Communities (hereinafter the
Commission), the executive body of the EU, has recently
proposed that the Member States of the KU consider shift-
ing to formula apportionment (FA) to divide the consoli-
dated income of groups of EU corporations operaling in
more than one Member State among those Member States.
See Commission of the European Communities (2001,
2002) and Diemer and Neale (2004).

If adopted, the Commission’s proposals would have
important implications, both positive and negative, for
American corporations doing business in the EU. On the
positive side, tax compliance would be vastly simpler, loss-
es incurred in one Member State could be offset against
profits earned in another, taxation would no longer dictate
organizational form or discourage economically rational
reorganizations, there would be less double laxalion,
increased tax competition among Member Stales might
result in lower taxes, and there would be increased oppor-
tunities for American firms to expand into or within the
EU. On the other hand, there would be transition costs,
reduced opportunities for tax-motivated income shifting
between Member Stales, and uncertainty regarding treaty
issues.

Problems of SA/ALS

The economic integration of the EU will make the
continued use of SA/ALS 1o divide the EU-source income
of corporate groups increasingly problematical:2

2See Commission of the FEuropean Communities (2002, p. 739), UNICE
(20009, and Klemm (2001).

ACRONYMS USED IN THIS PAPER

CCBT: Common Consolidated Base Taxation

CEN: capital export: neutrality

CIN:: capital import neutrality

ECJ: European Court of Justice

EUCIT: - European Union Company Income Tax

FA: formula apportionment

FTC: foreign tax credit-

HETS: Harmonized European Tax System

'HST: Home State Taxation ‘

PE: permanent establishment
~SA/ALS: standard accounting/arm’s length standard

- "SEs: Eukopean Companies (commonly known by their

t:,Latin, name, Societas Europaea) '

* The need to comply with 25 national tax systems cre-
ates overwhelming complexity and excessive compli-
ance costs;

* The need to distinguish between types of income and
determine the geographic source of each is an impor-
tant source of compliance costs;

* The growing number of transactions hetween affiliated
corporations increases cosls ol compliance and
administration of transactions-based transfer pricing
rules;

e Arm’s length prices may not exist for some of the mosl
important transactions between affiliated corpora-
tions, including those involving intangible assets such
as intellectual property;

* There are both incentives and opportunities lo manipu-
late transfer prices to shift income to low-tax jurisdic-
tions;

* Fconomic interdependence between operations occur-
ring in various Member States may make it conceplu-
ally impossible to arrive at a scientifically defensible
division of income resulting from the joint operations;

*  When Member States do not agree on the transfer
prices a corporation should use, double taxation may
result;

® The European Court of Justice (KCJ) may f{ind that
thin capitalization rules, intended 1o prevent exces-
sive use of debt to shift profits to low-tax Member
States, contravene the EU Trealy;?

3Just as U.S. state lax policy is subjeet to judicial review 10 determine
whether it violates the Constitution (most notably the Commerce Clause)
or federal statutes, the tax policy of Member States is subject o review
by the ECJ 10 determine whether it violates the freedom ol movement of
goods, services, people, and capilal and the freedom of establishment,
which are guaranteed in the EU Treaty (currently the de facto constilu-
tion of the EU)Y and are included in the KU draft constitution discussed
further in footnote 9.
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* The inability to offset losses incurred in one Member
State against profits earned in another discourages
cross-border expansion and favors locating economic
activilies in the larger Member States, since this maxi-
mizes the likelihood of being able to offset losses;

* Using SA/ALS can have tax consequences that distort
choices of organizational form (e.g., whether to operate
via a subsidiary or a branch) or impede cross-border
reorganizations;

¢ The existence of withholding taxes on interest and roy-
alties, as well as other features mentioned above, dis-
criminates against cross-border investment and thus
hinders the creation of a single market.

A simple example will illustrate some of the problems
with SA/ALS. Suppose that a multinational group headquar-
tered in Luxembourg engages in the following closely inte-
graled aclivities, using a legally separate entity chartered in
the Member State indicated: research in Germany, financing
in the UK, production in lreland, and sales in France and
Belgium. Under current practice, each of the six Member
States identified would employ SA/ALS, hased on relevant
domestic law, to determine the income of the entity subject to
its jurisdiction. Tt would thus be necessary to determine the
nature of various income flows and the proper transfer prices
(including interest rates) for transactions between the mem-
bers of the group—headquarters activities, financing,
research, and final products. Transfer prices, however, may
be manipulated to shift income to Ireland, which has the low-
esl corporale lax rate; arm’s length prices may not exist for
some Lransaclions (such as royalties paid for the fruits of
research activities); and Member States may not agree on
patticular transfer prices. Also, losses in one Member State
eenerally cannol be used to offset income in other Member
States. In short, the current system based on SA/ALS is com-
plex and vulnerable 1o both over- and under-taxation.

The Commission advanced four alternative laxing
schemes for consideration. It first describes salient features
ol the current system based on SA/ALS, the four alternatives
tabled by the Commission, and the political context of the
debate. 1t then discusses the two proposals that are thought
to be politically viable, Common Consolidated Base Taxation
(CCBT) and Home State Taxation (HST), under the simplify-
ing assumption thal all Member States and all eligible corpo-
rate groups opt to participate in CCBT or HST. Because the
United States and Canada already use FA, some strengths
and weaknesses of the U.S. and Canadian FA systems are
noted.* The paper then considers the implications of making

For more complete discussions of U.S. experience and its relevance for
the U, see Weiner (1996) and (2001); McLure and Weiner (2000); and
Hellerstein and McLure (2004a) and (2004b).

S
The current system based on

SA/ALS is complex and
vulnerable to both over- and
under-taxation.

participation optional and of issues concerning taxation of
international income f{lows. 1t also notes implications for the
location of economic activity of harmonizing corporate tax
bases but not tax rates. The final two sections describe impli-
cations for U.S. firms doing business in the EU and reem-
phasize the very real political obstacles to harmonization.

Separate Accounting and the Commission’s
Proposals
The current system

The Member States of the EU generally tax interna-
tional income {lows in a manner consistent with the Model
Tax Treaty of the Organisation for Economic Co-operation
and Development (OECD), applying the system outlined
there to flows of income within the KU, as well as to flows
to and from countries outside the JLU. Like other nations,
the Member States generally tax the net business income
of a permanent establishment (PE) deemed to originate
within their jurisdiction, that is, income after deduction
for expenses of earning income. Moreover, they subject
gross paymenls of interest, dividends, and royalties to
withholding taxes, which arc often substantially reduced
by treaty. Given these differences in the tax treatment of
“business” and “passive” income, il is necessary to dis-
tinguish between types of income, each of which is subject
lo “sourcing” rules that specily where such income is
deemed to originate. Some Member States exempt foreign-
source business income. Others tax the worldwide income
of their resident corporations but allow a credit for taxes
paid to source countries Lo prevent double taxation. This
difference is generally irrelevant for the issues discussed
here, excepl for those discussed in the section on “inter-
national/treaty issues.”

Business income is subject to source-based laxation
only if the taxpayer has a PE in the taxing state, which the
OECD Model 'Treaty defines as a “fixed place of business
through which the business of an enterprise is . . . carried
on” (OECD, 2003, article 5), and generally only with
respect to income attributable to that PE (OECD, 2003,
arlicle 7). The Member States use SA/ALS to determine
the amount of business income to tax. Traditional methods
of determining transfer prices for transactions hetween

30  Business Economics ® October 2004
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related parties (comparable uncontrolled prices, cost plus
a margin, and resale value minus a margin) have recently
been supplemented by two “transactional profits meth-
ods.” In theory, all these methods are based on the analy-
sis of individual transactions, rather than the arbitrary
division of aggregate profits (OLCD, 2001). ln fact, one of
the new methodologies, “profit split,” involves the use of
formulas to divide profits. But its allocation of profits is
based on firm-specific analysis of functions performed,
assels employed, and risks undertaken, rather than appli-
cation of a common arbitrary formula that would be
applied withoul regard to these considerations, as in slate
practice in the U.S.

FA recognizes the problems inherent in using SA/ALS
and uses a formula that is admittedly arbitrary to divide
income among the jurisdictions where a corporation or a
group of alfiliated corporations operates. In constructing

an FA system, il is necessary to address four issues—the
definition of income to be apportioned, the definition of
the groups whose actlivilies are to be consolidated, the

apportionment formula, and tax administration.

The Commission’s four alternatives
The Commission has tabled the following four alterna-

tives for consideration:

L. Common Consolidated Base Taxation (CCBT).
Participation in CCBT would be voluntary for both
Member States and corporations. Participating Member
States would agree on the definition of apportionable
income, the definition of groups, cross-border offsetting
of losses, and the apportionment formula. The Member
State where the group parent is headquartered would
administer the tax. Domeslic tax systems would apply
in Member States that do not participate, for groups of
corporations that do not opt for CCB'l, and for purely
domestic corporations (those operating in only one
Member State). A Member State could apply the CCBT
definition of income to domestic corporations.

2. Home State Taxation (HST). As in CCBT, participation
in HST would be voluntary for both Member States and
groups of corporations. A parlicipating group of corpora-
tions would calculate apportionable income under the
income lax rules of the Member State where the parent
is resident (provided that Member State participates),
including those pertaining to consolidation and cross-
border offsetting of losses. There would be a uniform
apportionment formula. I is assumed that competition
for the location of group parents would be kept in check
by the principle of “mutual recognition” that is, partici-
pating Member States would recognize the legitimacy of
the tax rules of other Member States only if they did not

deviate too much from accepted norms. Domestic tax
systems would continue to apply in Member States that
do not participate, for groups of corporations that do nol
opt for HST, and for purely domestic corporations.

3. Harmonized European Tax System (HETS). Under the
HETS, contrary to the situation under the previous two
alternatives, the corporale income laxes levied by all
Member States would be totally harmonized, except
with regards to tax rates. HETS can be seen as manda-
tory application of the CCBT system 1o all taxpayers in
all Member States, including purely domestic compa-
nies. There would thus need to be total agreement on all
key issues (the definition of apportionable income, the
definition of the group whose activilies are 1o be con-
solidated, and the apportionment formula).

4. European Union Company Income Tax (KUCIT).
Revenues from the KUCHT would accrue 1o the KU,
rather than to its constituent Member States. (Revenues
might, however, be shared with the Member States.) As
this method would not use FA to divide the consolidat-
ed income of companies among Member Stales, il 1s
generally not considered further (Commission of the
European Communities, 2002, pp. 401-60).

Table 1 summarizes the salient features of the three FA
alternatives. Il is important that under all Member States
would retain the power o sel tax rales. Business groups see
this, plus the elective nature of participation in the CCBT
or HST, as crucial 1o the maintenance of healthy 1ax com-
petition between Member States. (See Commission of the
European Communities, 2002, pp. 464, 467; UNICL,
2000, 2002.)

Most observers agree that harmonization along the
lines of the HETS would be far preferable 1o either HST
or CCBT, if only it were politically acceptable. But, for
reasons specified below, only the latter two alternatives
are thought to be politically viable at present. They are the
focus of the remainder of this discussion. Adoption of HST
or CCBT, if it were Lo occur, need not be the final slep in
harmonization—HST might be the first step toward CCB'T.
Il CCBT were to become compulsory for all taxpayers and
all Member Stales, the result would be HETS.

HETS would greatly alleviale these problems, if nol
eliminate them. Under HI'T'S:

e Transler pricing problems and costs associated there-
with (including the need (or thin capitalization rules)
would be vastly reduced for transactions within the

EU;

"5As explained helow. if value added were used to apportion income,
transfer pricing could still be a problem.
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ment. More important, to the extent

FOR HARMONIZING COMPANY INCOME TAXES*

KEY FEATURES OF THREE EUROPEAN COMMISSION PROPOSALS

that either Member States or corpo-
rations do not participate in CCBT
or HST, the objectives of harmoniza-

Administration Home State Home State

Choice of tax rates Member States Member States

Revenue recipient Member States Member States
Formula used to divide  Income Income
Means of coordination Enhanced cooperation

*Adapted from Hellerstein and McLure (2004b).

Enhanced cooperation

CCBT HST HETS tion would not be realized.
Corporate option Yes Yes No It is instructive to consider the
Member State option Yes Yes No implications of CCBT and HST for
Definition of income Participating States Home State EU the “Luxembourg” multinational
Definition of group Participating States Home State EU group described earlier, on the
Choice of formula Participating States Participating states EU assumption that the group and all

six Member States chose 1o partici-
pate. Under either approach, the
group’s income would be consolidat-

Source State

Member States
Member States
(AL ed and apportioned among the

T Member States where the group

does business through the use of a
common formula; SA/ALS would be

*  Cross-border loss-offsets would occur automatically,
as profits and losses of alfiliates operating in various
Member States would be added together in calculating
the consolidated taxable income of a group;

¢ ‘lransactions between members of an consolidated
eroup, such as payments of interest, dividends, and
royallies, would have no tax consequences;

¢ Organizational form would have no effect on tax lia-
bilities of a consolidated group; and

* There would be no differences in tax bases lo affect
cross-border investment. Of course, differences in lax
rates might aflect cross-border investiments.

CCBT would also resolve most of these problems, as
would HST 1o a lesser degree, but only 1o the extent that
Member States and corporations participate. The primary
exception is that there could still be as many as 26 lax
systems under CCBT (25 under HST).© But any one par-
ticipating corporate group would need to contend with
only one of these systems, plus those of nonparticipating
Member States. Tax administrations would need to enforce
only one tax system under HST or two under CCBT (the
common and domestic systems), but under HST they
might need to be familiar with others. The existence of
parallel systems applied to cross-border and purely
domestic firms under CCBT and differences in definitions
of income and consolidated groups in HST systems could

OThese counts of tax systems are of very different things. Under CCBT
there would be a single system that applied to all participating corporate
groups operaling in participating Member States, as well as a domestic
system in cach Member State. Under HST participating Member States
would apply their domestic tax systems to parlicipating corporate groups
subject to their jurisdiction, as well as to domestic corporations.

used only to divide income between
EU and non-EU countries and between participating and
non-participating Member Slates.” Under CCBT the defi-
nition of the tax base, the rules for consolidation, and the
apportionment formula would all be uniform. Under HST,
the lax base and consolidation rules would be determined
by the Home State (Luxembourg in this example); only the
apportionment formula would be uniform. Either CCBT or
HST would be simpler than the present syslem and less
likely to result in over- or under-taxation. But results are
somewhat arbitrary, and neither approach is free from
problems.

Political context

While many think that a shift from SA/ALS 1o FA is
desirable, if not inevitable, others believe that political
obstacles 1o such a shift are insurmountable.8 The treaties

7Tt was assumed for convenience that all income of the group is from
related activities. An interesting issue that cannot be considered here
is whether income from unrelated activities should be subject to consol-
idation and apportionment. The American states distinguish between
business income, which is apportionable, and nonbusiness income,
which is generally attributed to a particular state or states, based on the
deemed location of the property producing the income or to the state of
commercial domicile of the income recipient. [t seems unlikely that the
EU would draw such a distinction, which the Commission does not men-
tion. See also the discussion of “The definition of the consolidated
group” below and references provided there.

8In any event, the Commission’s proposals represent a remarkable turn
of events. During the 1980s some members of the KU (most notably the
Netherlands and the UK) led opposition to the use of worldwide unitary
combination (application of FA to the worldwide activities of corporate
groups engaged in “a unitary business,” a concept explained helow) by
some U.S. stales. Morcover, less than ten years ago a group of experls
appointed by the Commission (the Ruding Committee) rejected a shift to
FA (Commission of the European Communities, 1992).
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|
Some believe that a shift from

separate accounting/arm’s length
standard to formula apportion-
ment is inevitable: others believe
il is politically impossible.

establishing the KU include several provisions that con-
dition the current debate on harmonization of corporate
taxes.” Kirst, under the principle of subsidiarity, the
Community acts outside its areas of exclusive power only
il an objective cannot be sulficiently achieved by actions
of the individual Member States and is thus better
achieved by the Community. Under this principle, the set-
ting of income tax rales is seen to be the exclusive pre-
rogalive of Member Stales.

Second, adoption of income lax measures requires
unanimity. It is parlly for this reason that the first two
alternatives advanced by the Commission (the KUCIT and
the HETS) are presently seen to be political “non-
starters;” both involve an unacceptable Joss of sovereign-
ty over tax policy and would thus be opposed by at least
one Member State. The unanimity rule also helps explain
why the Commission has not proposed harmonization of
tax rates.

The ‘Ireaty of Nice, which is still in effect pending
adoption of the new KU constitution, provides that as few
as eight Member States can engage in “enhanced cooper-
ation.” The Commission believes that this vehicle could
be used to implement either CCBT or HST, despite the
unanimity rule, because both would be optional for both
corporate groups and Member States, including those that
subsequently join the KU.

The anarchic U.S. approach: a non-starter in the EU
Some American observers may be templed to suggest
that the EU adopt an evolutionary approach in which indi-
vidual Member States replace SA/ALS with their own ver-
sion of consolidation and FA. This assumes that a common

The constitutional situation in the EU is in {lux as this article is being
wrillen (August 2004). On June 18, 2004 agreement was reached on a
new constitution that would replace the existing EU "Treaty, and heads of
state of the Member Stales are expected to sign the constitutional treaty
in Rome in late October, 2004. The principles of subsidiarity, unanim-
ily in lax matters, and enhanced cooperation would be maintained
(though modified slightly) under the new constitution. Since ratification
requires the approval of all Member States, it is by no means certain that
the new constitution will ever take ellect.

methodology for answering key questions (the definition of
the tax base, the treatment of groups, and the apportion-
ment formula) would develop over time, perhaps via
enhanced cooperation, once enough Member States have
moved to FA 1o make the need for agreement possible.
This approach, which virtually no one in Earope is
suggesting, seems doomed to failure. Leaving aside the
{act that it is a bad idea because of the chaos it would cre-

ale during the lransition—a transition that might never
end—the Member States of the U do not seem prone Lo
follow such an anarchic approach; and it seems unlikely
that the ECJ would allow Member States as much latitude
as the U.S. Supreme Court has allowed the slates. Beyond
that, any Member State wishing to shift unilaterally to FA
would need 1o renegotiate its bilateral tax trealies with
other Member States, which are based on SA/ALS. The
complexity of such a process and the time and effort il
would require are mind-boggling.

Key Issues for Common Consolidated Base
Taxation (CCBT)

The Commission has recently come down squarely in
favor of CCBT over HST as a “syslematic long term “lax
solution” for the Internal Markel.” See Commission ol the
Furopean Communities (2004D). This section discusses four
key issues that arise under CCBT: the definition of taxable
and apportionable income, the choice of groups to which IFA
is to be applied, the choice and definition of apportionment
factors, and tax administration. Mosl of the discussion is
equally applicable 1o HETS. By comparison, the first two of
these issues arguably do not arise under the HST, as the tax
base and rules [or consolidation would be governed by the
domestic law of Member States where parents are resident.

Subsequent sections consider the effects of non-participa-

tion by Member States and corporations—assumed away for

and the taxation of international {lows of

present purposes
income and related treaty issues.

The definition of income

Under CCBT; participating Member States would all uti-
lize a single definition of apportionable income. Because of
current differences in the definition of tlaxable income
(involving, inter alia, depreciation allowances, capital gains
and losses, intangibles, overhead costs, and entertainment)
this degree of uniformity will be difficult 1o achieve.

Contrary to the situation with free trade or the value
added tax, there is no objectively supportable definition of
income for tax purposes; rather this is largely a matter of polit-
ical philosophy and consensus, conditioned by policy objec-
tives. Unlike the situation in the United States and Canada,
there is no higher-level government in the U that provides a
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definition ol income from which to start in defining apportion-
able income; each Member State goes its own way. Further
complicating matlers, each Member Stale currently sets its

own accounling standards, and the degree of conformity of

taxable income to income reported on financial statements
dilfers between Member States. These conditions favor HST,
which would merely require enough similarity to generate
mutual re(:ognition, rather than complete agreement.

Two recent developments may spur harmonization.
First, the creation of Furopean Companies (commonly
known by their Latin name, Societas Europaea, hereinafter
Sks) may provide impetus for tax harmonization for these
large companies, for without harmonization becoming an SE
may hold relatively little attraction.'0 (In the absence of har-
monized taxation, an SE will be governed by the tax law and
trealies of the Member State where it is charlered.)

Second, beginning in 2005, companies listed on EU
slock exchanges must utilize International Accounting
Standards for financial accounting. This requirement
should facilitate agreement on a common definition of
income for tax purposes. Yet financial accounting and tax
accounting serve different purposes; and once accounting
based on International Accounting Standards is in effect,
various participaling Member States would need to agree on
a common paltern of conformity of the latter to the {ormer.
See Commission of the Furopean Communities (2002, pp.
194-95), (2003a), (2003b), and (2003c); European
Federation of Accountants (2002); Diemer and Neale
(2004), and Selbach (2003).

The definition of the consolidated group

It is assumed that FA would be applied to the consol-
idated income of participaling corporale groups, based on
the income and apportionment faclors of the entire group.
Withoul consolidation, taxation would not be neutral with
regard Lo organizational structure, cross-border loss offset
may nol occur, transfer pricing problems would persist,
and opportunities and incentives to shift income between
Members States to minimize taxes would remain.!!

In the United States consolidation of the federal tax
returns of domestic corporate affiliates depends solely on
the degree of common ownership. Thus, the activities of

10S¢e Tannoo and Levin (2002). EU law regulating the formation of an
SE will become effective on October 8, 2004. An SE can be created in
one of four ways: as a holding company, as a joint subsidiary, through a
merger, or by the transformation of an existing company.

HSome activities might, however, be excepted from this treatment,
cither hecause the standard apportionment formula does not produce
satisfactory results (e.g., transportation, professional athletics, and
finance and insurance) or because the aclivities are accorded special
treatment under the national laws of Member States (e.g., insurance,
shipping, airlines, and oil and gas).

commonly owned corporations can be “combined” for
state tax purposes only il the affiliates are engaged in a
“unitary business,” as defined by various courl cases.

There are advantages and disadvantages to both legal
(ownership) and economic (unitary) definitions of the con-
solidated group. The economic approach is conceptually
appealing but difficult to implement, as it relies on sub-
jective judgements based on complex factual analysis.
The ownership approach is vastly simpler, but can give
anomalous results. Anomalies notwithstanding Heller-
stein and McLure (2004a, pp. 203-206) lean toward an
ownership-based test.

|
The choice, definition, and
weighting of apportionment
factors could have important
implications for taxation of
American multinationals
operating in the LU.

The apportionment formula

The choice of apportionment formula—the choice, def-
inition, and weighting of apportionment factors—poses
conceptual and theoretical problems and could have impor-
lant implications for the aggregale tax liabilities of
American multinationals operating in the KU.12 (See the
section on “Effects that cannot be generalized” at the end
of this article.) Apportionment formulas currently employed
in the United States are based on a weighted average of the
ratios of in-state to total payroll, property value, and sales.!3
The Canadian provinces base apportionment on payroll and
sales, which are weighted equally in all provinces.
Following Lodin and Gammie (2001, pp. 47-50), the
Commission has raised the possibility of basing apportion-

ment on value added at origin.* (See Commission of the

120n conceptual and theoretical problems, sce Klemm (2001) and
McLure (2002). On practical problems with the way the factors are
defined in the United States, see Hellerstein and McLure (2004a) and
(2004b).

13These “factors™ were traditionally weighted equally, but over the last
25 years there has been a decided shift toward assigning at least half the
weight to sales; and some states now use only sales to apportion income,
to improve their investment climate. (See Mazerov, 20019.)

“The standard approach to formula apportionment utilizes “micro”
apportionment factors that reflect the circumstances of the laxpayer. An
alternative floated by the Commission, the use of “macro” factors, could
have anomalous effects and should nol be considered seriously. If, for
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Furopean Communities, 2002b, p. 414).

Conceptual/theoretical issues. Since the objective of
formula apportionment is presumably to attribute corpo-
rate income to the jurisdictions where il arises, capital is
the most logical apportionment factor. In this view, there
is little economic rationale for including either sales or
payroll in an apportionment formula, and including sales
is perhaps best seen as a political compromise that allo-
cates more income to “market” jurisdictions and less to
production jurisdictions. This reasoning suggests that
basing apportionment on value added would not be a par-
ticularly good idea, since payments to labor account for
the vast majority of value added. On the other hand,
apportionment based on value added al origin, minus
labor costs, has theoretical appeal, as this adjustment
would isolate the contribution of capital to the creation of
value added. However, subtracting the cost of labor would
magnify vulnerability to manipulation of transfer prices.

Apportionment based on value added. It would be pos-
sible to base CCBT or HST apportionment on the EU’s
universally applied value-added tax (VAT).'> However, the
VAT is destination- rather than origin-based. To make the
appottionment origin-based, it would be necessary lo add
exports lo the VAT base and exclude exports—another
avenue for manipulation of transfer prices, though less so
than measuring income under SA/ALS.

Administration of CCBT

There is currently no central EU tax administralion,
and none is envisaged under the Commission’s CCBT pro-
posal. Rather, as under the HST proposal, tax authorities
of the Member State where a group is headquartered
(hereafier the “Home State”) would administer the tax on
behalf of all participating Member States, calculating the
apportionment factors for each participating Member
State, as well as apportionable income.16

Corporations whose parents are not headquartered in
the EU pose an intriguing problem. Activities of {irst-tier
sister subsidiaries of a foreign parent (and, of course, their
lower-level subsidiaries) should be consolidated, other-

example, apportionment were based on industry averages, there could
he both a “toll charge” for expansion into high-tax Member States and
opportunities for abuse by taxpayers.

158¢e Lodin and Gammie (2001, pp. 47-50). It would be necessary for
entities that are exempt under the VAT to calculate value added for pur-
poses of apportioning corporate income; in some cases (e.g., financial
institutions and insurance) this would be difficult. See also Hellerstein
and McLure (2004a).

16Existing rules for determining corporate residence would be used to
determine where the parent is headquarteved. These rules, unlike
American practice, are generally based on the place of effective man-
agement.

wise the benefits of the harmonized system would not be
achieved. There are several ways to deal with such a situ-
ation. Most obviously, the mullinational could interpose
an additional EU corporate layer between the non-EU
parent and the EU subsidiaries. But the foreign multina-
tional might simply be allowed Lo elect the Member State
where the group is deemed to be headquartered. The
availability of such an election could offer tax planning
opportunities for American multinationals. This would be
especially true under the HST.

Having the Home State administer the taxes of all
Member States runs the risk that some Member States
would use lax tax administration to benefit groups head-
quartered locally. Moreover, some Member States may
simply not want to devole administrative resources to
audits that would benefit primarily other Member Slates.
Iax administration would be most likely in small Member
States with relatively small fractions of the economic
activities used to apportion income, as the payofl from
good administration would be relatively small for them.

It thus seems likely that other participating Member
States would reserve the right 1o challenge the determina-
tion and division of the tax base made by the Home State.!?
However, Mutual Agreement Procedures contained in
bilateral tax treaties and the KU Arbitration Convention
should significantly restrain these lendencies, since,
unlike the current situation under SA/ALS, the CCBT sys-
tem would at least provide a single legal benchmark. Even
s0, effective administration of the CCBT would require an
unparalleled degree of trust and exchange ol information
among tax administrations. One also wonders whether
Member States would be willing to trust their fiscal destiny
to the courts of the Home State. A super-national system of
tax courls would help assure uniform application of CCBT
by all participating Member States.

Concluding remarks on CCBT

Despite the clear advantages of a uniform system of
consolidation and formula apportionment, there are sub-
stantial obstacles to making the shift from SA/ALS to
CCBT, even on an optional basis. The need for Member
States 1o reach agreement on the definition of apportion-
able income, the rules for consolidation of groups, and the
apportionment formula raises knotly problems, as does

the question of tax administration. First, existing delini-

17U.S. experience offers few lessons for the EU.  First, the Member
States cannot rely on the tax administration of a higher government (the
IRS, in the case of the U.S.). Second, the U.S. states sometimes engage
in joint audits of particular taxpayers, but there is no requirement that
they do so or that they accept the results when they do. See Hellerstein
and MclLure (2001b).
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tions of income are diverse, and there is no objective
slandard against which o choose among them. Second,

there is no clearly best way to define groups for purposes
ol consolidation. Third, no apportionment formula is
clearly superior to all others. Finally, tax administration
would require unprecedented cooperation among partici-
pating Member States. Unfortunately, U.S. experience
does nol provide guidance in most of these areas. Rather,
“don’t do what we do” is the pervasive message from U.S.
experience. See Hellerstein and McLure (2004a).

Home State Taxation (HST)

The HST system would have a uniform apportionment
formula, but would rely on the Home Siate definitions of
income and consolidated groups. lls main attraction is the
ease and speed with which it could be implemented. Also,
it is somelimes advocated as a means of easing the com-
pliance burden on small and medium-sized enterprises,
withoul jeopardizing large amounts of revenues.'8
However, HST would be problematical for several reasons.
The root of some of these problem, lies in the fact that HST
is offered as a means of implementling taxation at source,
but is based on the residence of the corporale parent. The
following discussion of these problems, like that of the
CCBT, assumes away issues created by the optional nature
of the HST system.

A hybrid of capital importing and exporting neutrality

The peculiar feature that gives HST its name would cre-
ate troubling economic effects. Tax economists commonly dis-
tinguish between tax systems characterized by capital export
neutrality (CEN) and by capital import neutrality (CIN).
Under CEN, taxation is the same for all taxpayers resident in
a given jurisdiction. By comparison, under CIN it is the same
for all income derived from a particular source jurisdiction.
HST is a hybrid of CEN and CIN. Apportioned income is
taxed at the tax rate prevailing in the source jurisdiction, as
under CIN. But the income to be apportioned (like the defini-
tion of the group) is defined by the law of the Member State of
residence of the parent company, as under CEN. It is thus
inevitable that neither CEN nor CIN can be fully achieved
under HST. It is particularly worrisome that taxpayers operat-
ing in a given Member State, but headquartered in different
Home States, will pay lax based on different definitions of
apportionable income and of corporate groups. Mutual recog-
nition is the sole guarantor that there will be a relatively level
playing field in any source jurisdiction.

18The Commission advocales undertaking a pilot study of the use of
Home State Taxation for small and medium enterprises; see Commission
of the European Communities (2003¢) and references provided there
and (2004a) and (2001b).

... ]
Inherent in home state taxation is

the risk that Member States will
compete to be chosen as the Home
States of corporate groups by
enacling generous tax laws.

Inherent in HST is the risk that Member States will
compete to be chosen as the Home States of corporate
groups by enactling generous tax laws. (Moreover, the pos-
sibility that lax tax administration may be used to lure
headquarlers activities is even more worrisome under
HST than under CCBT, for reasons to be explained below.)
Schin (2002, p. 285) raises the possibility that tax subsi-
dies found in the domestic laws of the Home Staltes of cor-
porate parents would be “exported” to other participating
Member Slates where subsidiaries operate, crealing rev-
enue losses there. Moreover, groups headquartered in
other Home States not offering similar tax subsidies would
be placed at a competitive disadvantage, as would purely
domestic corporations, unless matching subsidies were
granted them. Again, mutual recognition is the sole guar-
antor that there will be a relatively level playing field for
headquarters activities.

The authors of the HST proposal have argued, “The
HST technique . . . is not aimed at obtaining more tax neu-
trality in the sense of export or import neutrality. Tnstead
its aim is to achieve more tax neulrality for enterprises
with cross-border activities . . . and to remove the exira
costs caused by the company tax obstacles to cross-border
aclivities. . .” (Lodin and Gammie, 2001, p. 20). But per-
haps the goal of capital import neutrality cannot be dis-
missed so easily. Whether the KCJ would condone the dif-
ferential taxation of participating groups headquartered in
dilferent participating Home States that is inherent in
HST remains in doubt, especially in the light of recent
rulings against Member Stale attempts to discriminate in
their treatment of resident and non-resident companies.
Also, Schin (2002, p. 286) raises the possibility that dis-
crimination may be challenged under the domestic con-
stitutions of Member States.

Cross-border loss offsets and consolidation

The treatment of cross-border losses under the HST is
potentially troublesome. Existing provisions for cross-bor-
der loss-offset are far [rom uniform and, on the whole, not
very generous. Unless deductions are allowed for virtual-
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ly all losses incurred in other participating Member
States, a primary objective of base harmonization would
nol have been met.!?

Administration of HST

As noted above, there is a great deal of common ground
in the administration of CCBT and HST. However, HST has
some issues that are not found in CCBT. One important dif-
ference is that a group of corporations that opts for the HST
system would need 1o know only the tax rules of the Home
Stale, and not those of other participating Member Siates.
This could be the source of substantial simplification. It
would, however be necessary to know enough about the tax
rules of all Member States participaling in HST to make the
related decisions of whether to opl for HST and where to
establish headquarters operations (or whether to change
Home States.)

Again, it is much more difficult to assure that tax admin-
istration does not depart too far from the norm required for
mutual recognition than it is o assure that statules and reg-
ulations meet a similar standard. This problem seems sub-
stantially greater for HST than for CCBT. Mutual Agreement
Procedures and the KU Arbitration Convention would pro-
vide less comfort than under CCB'T, since there would be no
external legal benchmark against which to measure the per-
formance ol the Home State tax authorities.

The courts of the Home State would presumably pass
judgement on decisions made by the lax authorities of their
jurisdiction, even when the bulk of economic activity
occurred elsewhere. This is not likely to go down easily with
the tax authorities of other participaling Member States. Yet
the institution of a supra-national tax court seems unlikely,
as such a court would need to rule on application of 25

Home State tax systems.

19The Commission offers the example of a parent located in a participat-
ing Member State that does not allow consolidation and two subsidiaries
located in another participating Member State that does allow consolida-
tion. If the group were to participate in HST it would lose the ability to off-
set the losses of one subsidiary against the profits of the other. The result-
ing incentive to shift profits to the loss-making subsidiary implies that
transfer pricing problems would persist (Commission of the European
Communities, 2002, p. 177).

"The voluntary nature of HST complicates matters fnther, Consider a
situation in which a parent headquartered in participating Member State
A sells a subsidiary located in participaling Member State B to another
corporation. Il the purchaser is also headquartered in Member State A,
the tax rules applicable to the subsidiary would not change. If the pur-
chaser were part of a group headquartered in Member State B or in anoth-
er parlicipating Member State, the tax rules of the Member State of resi-
dence of the new parvent would apply. But if the purchaser were part of a
group headquartered in a non-participating Member State or outside the
EU, the tax rules of Member State B would be relevant.

The mechanics of mutual recognition

The mechanics of mutual recognition, a cormnerstone of
HST, would need 1o be spelled out more clearly than they
have been. As noted above, mutual recognition is the only
protection participating Member States would have againsl
the export of tax subsidies and the use of generous defini-
tions of the tax base and lax administration 1o compete for
the headquarters of groups of corporations. Bul is mutual
recognition a one-time thing? Or could it be withdrawn,
once granled, il a participating Member Stale were subse-
quently found to be engaging in unacceptable competition
for headquarters activities? Could lax administration of
seemingly satisfactory statules precipitale withdrawal of
mutual recognition? Would groups headquartered in a
Member State that lost mutual recognition no longer be ¢li-
gible for consolidation, at least until they were reorganized
with a parent headquartered in another partlicipating
Member State? Would the “nuclear option,” 10 kick a
Member State out of the HST club, ever be exercised,
given the economic disruption it would cause? 11 not, whal
prolection against tax base compelition would remain?
How these and other questions regarding mutual recogni-
tions are answered could have important implications for
American multinational companies operaling in Kurope.

Summary assessment of HST

HST would be an innovative solution to a vexing prob-
lem, but it has no counterpart in any country, including
the United Stales and Canada, whose experience with FA
is oflen ciled in the KU debate. The principal advaniage
of HST is the speed with which it could be introduced.
There seems to be a presumption that, over lime, there
would be a tendency for the tax bases of Member States 1o
converge, tempered by recognition that adoption of HST
might impede [urther evolution toward a more harmonized
syslem.20 It 1s thus seen as a “pragmalic response,” a
“workable solution,” and a “‘halfway’ house, balancing
the needs and concerns of business and governments and
permilling those Member States which already have rea-
sonably similar tax systems lo provide a joinl solution for
business.” (Commission of the Kuropean Communilies,
2002, p. 467.) While subslantial cooperation would be
required, most obviously in the choice ol an apportion-
ment formula—>but perhaps also in the rules for consoli-

dation and cross-border loss offsets—it would not be nec-
essary lo choose a common definition of apportionable
income, a problem that has stymied previous efflorts at

20See Commission of the Furopean Communities (2002, p. 471),
(2003c¢). Schin (2002, p. 281) notes, “In Kurope, however, we are used
to the fact that transitional regimes have an inclination 10 linger around
for decades.”
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harmonization. Schon (2002, p. 285) warns, however,
“Although the simplicity and elegance of HST cannot be
denied, the influence it will have on the competitive situ-
ation of domestic and international business and the
Member States should make us think twice about its
advisability.”

Economic and Revenue Effects of Optional
Features
weonomic effects

Table 2 shows the effects of Member State and corpo-
rale decisions on participation in CCBT or HST. The table
examines a corporale group that consists of three corpora-
tions, each ol which operates in one of three Member
States, and only there. The situation is identical under
CCBT and HST, except for obvious differences. Thus, the
table and the discussion that follows show differences
only by indicating where “HST” would be substituted for
“CCBT.” The top line shows the current state of affairs for
all corporations operating in the EU, as well the situation
of corporations that choose not to participate in CGCBT (or
HST); SA/ALS is used to determine the income of the var-
ious legal entities operaling in the three Member States.

The bottom line shows the situation for a group of cor-
porations that chooses to participate in CCBT (or HST),
when two Member States (A and B) choose to participate
but one (C) does not. Firsl, participating Member States A
and B use SA/ALS and the CCBT definition of income (or
the definition of the income in the Home State in the case
ol HST) 10 isolale the income earned within their joint
boundaries (hercafier AB income); and non-participating
Member State C employs the same methodology, but its
own definition of income, to determine the income of the
corporation localed there. Second, A and B use a common
apportionment formula to divide the consolidated AB

income between them. The definition of income under

domestic law is used for purely domestic firms in each of

the three Member States.

Three decisions determine how a particular corpora-
tion 1s taxed—that is, how income is defined and how it is
divided among Member States: (1) whether the corpora-
tion is part of a group that opls to participate in CCBT (or
HST), (2) whether the Member State where the corpora-
lion operales participates in the scheme, (3) whether the
domestic definition of income confirms to the CCBT defi-
nition if either the Member State or the corporate group
does nol participate in CCBT. (In the case of HST the last
decision is replaced by another: the choice of Home
State.) The resulis can be summarized as follows:
¢ If both the Member State and the group participate in

CCBT (HST), FA is used Lo apportion consolidated AB

income, as defined under CCBT (Home Slate) rules;

o [f either a Member State or the group does not partic-
ipate in CCBT (HST), SA/ALS and the domestic defi-
nition of income are used to determine taxable
income;

® For a purely domestic corporation, the domestic defi-
nition of income is used to determine taxable income;

* In the prior two situations the domestic definition of
income may or may not be modified to conform to the
CCBT definition;

e Under HST, the choice of Home State determines the
tax regime to which a participaling group is subject in
the participating Member States.

Because of optional fealures deemed Lo be necessary
for political reasons, a varicty of differences in tax treal-
ment will occur, depending on how these decisions are
made. If CCBT were mandatory, all groups operating in
more than one Member Stale would be subject to the same
rules (i.e., the same definition of income and the same

TABLE 2 :

EFFECTS OF MEMBER STATE AND GROUP PARTICIPATION IN CCBT (HST)
ON METHODS OF DETERMINING SOURCE OF INCOME
(THREE AFFILIATES OPERATING IN THREE MEMBER STATES)

PARTICIPATION IN CCBT (HST) BY MEMBER STATES

Group participation

Member State A: Yes

Member State B: Yes

Member State C: No

No

Income of entity in A is
determined by SA/ALS,
based on definition

of income in A

Income of entity in B is
determined by SA/ALS,
based on definition

of income in B

Income of entity in C is
determined by SA/ALS,
based on definition

of income in C

Yes

Total income of group earned in Member States A and B,
determined under CCBT (Home State) definition of income
(and isolated from income of entity in C by SA/ALS),

is apportioned by common formula

Income of entity in C is
determined by SA/ALS,
based on definition

of income in C
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consolidation rules, as well as the same apportionment
formula), as in the bottom left-hand corner of Table 2. If,
in addition, domestic law corresponded to CCBT, purely
domestic corporations would be subject lo the same
regime. Comprehensive application of HST would not, of
course, produce the same degree of uniformity, as defini-
lions of income and groups would continue to be governed
by 25 Home State tax regimes, whether participation were
mandatory or not.

Westberg (2002, p. 328) has argued that the KCJ may
take a dim view of the discrimination that HST could cre-
ate, for example, when parents located in non-participat-
ing Member States have subsidiaries operating in a par-
ticipating Member State. This criticism would apply
equally to CCBT, if domestic law differed from the CCBT.
Of course, domeslic law could be aligned with CCRBT,
whereas no alignment is possible under HST. On this

important topic, see also Schon (2002, pp. 280-81).

Revenue effects

The parallel operation of two lax syslems in a given
country (or of 25, in the case of HST) is also problemalic
because, on average and all things equal, it would reduce
revenues. First, revenue would be lower, because a tax-
payer can generally be expecled participate or not,
depending on which system produces the lower liability.
Second, there may be opportunities for tax arbitrage.

International /Treaty Considerations

Member States have many lax treaties with nations
outside the EU, as well as with each other. Virtually all of
these are bilateral treaties that rely on SA/ALS for the
division of business profils between trealy partners. In
addition, relations among Member States are governed by
the EU treaty. Harmonization of corporate taxes in the EU
also raises knotly issues in this area.2!

An EU directive establishing HETS or a convention
establishing CCB'T or HST via the enhanced cooperation
procedure would presumably replace bilateral treaties
between participating Member States. (Lodin and
Gammie, 2001, pp. 84-85). But a CCBT or HST conven-
tion would not apply to non-participating Member States.
(By definition, there would be no non-participating
Member States under the HICTS.) In particular, Member
States participating in either CCBT or HST would employ
formula apportionment to divide consolidated income
earned in those Member States by corporate groups that
had opted for such treatment. By comparison, they would
2IThis discussion of treaty issues relies heavily on Lodin and Gammie

(2001, pp. 53-58 and especially pp. 77-104). See also Westberg (2002)
and Weiner (2003).

be bound by existing bilateral treaties to use SA/ALS lo
divide income with non-participating Member Stales. This
differentiation could well run afoul of non-discrimination
clauses of both the EU 'Treaty and bilateral treaties
between participating and non-participating Member
States.

There could also be problems of relations with third
(non-EU) countries. Some would occur because some
Member States currently exempl foreign source income,
while others tax worldwide income, bul allow foreign lax
credits (FT'Cs) for laxes paid o source countries. A simple
example, laken from Lodin and Gammie (2001, p. 55) and
based on the HST, illustrates the nature of the problem,
even il the legal disposition of all issues in the example
are not clear.

Suppose that a second-tier subsidiary T in a non-kU
country pays a dividend that is subject to a ten percent
withholding tax to a parent S that is the Swedish sub-
sidiary of a British parent B. Under current Swedish law
and a bilateral trealy between Sweden and the non-Et
country, the dividend might be exempt in Sweden, in
which case there would be no credit for the withholding
tax; no British lax consequences, and no inlernational
double taxation.

Under HST, British law would prevail; thus the divi-
dend, grossed up for both the withholding tax and the
underlying income tax paid by I, would be included in the
consolidated income of the S/B group and a F'TC would be
allowed for both 1axes collected by the non-EU country.
But no British FTC would be allowed for tax on the por-
tion of the grossed-up dividend auributed 1o Sweden; and
Sweden also would not allow a credit, since it employs an
exemption syslem. Thus international double taxation
would occur.

If the dividend were paid instead to a British subsidiary
of a Swedish parent, international double taxation would be
avoided under current law via the British system of world-
wide taxation and FTCs. Under the HST, Swedish law
would prevail and the dividend would be exempt from both
Swedish and British tax, but the British treaty with the non-
KU country might arguably obligate the UK to allow the
FTC; in that case international under-taxation would occur.

While issues would not be identical under HIETS or
CCBT, it seems that treaty provisions for exemption and [or
worldwide taxation with FTCs cannot comfortably coexist
under those systems either. (Taxation ol foreign-source div-
idends under CCBT would create the type of problem
described in the example with the British parent; exemp-
tion would create those described in the example with the
Swedish parent.) Hellerstein and Mclure (2004a) argue
that the conceptually correct solution is to omil foreign-
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source dividends and income of foreign PEs from the appor-
tionable lax base, at least until existing bilateral treaties
can be renegotiated or replaced by a consistent EU treaty
with non-EU countries.

Effects on the Location of Economic Activity

Source-based taxation generally distorts the location of

economic aclivity toward low-tax jurisdictions, whether
based on SA/ALS or on FFA.22 Distortions may result from
differences in tax bases, apportionment formulas (in the
case of FA), or tax rates. Differences in tax bases may occur
under SA/ALS, but not under an FA system based on a har-
monized definition of income, such as the CCBT. Such dif-
ferences may exist under HST but are expected to be min-
imized by the discipline of mutual recognition. Distortions
caused by the differences in apportionment factors are not
relevant for SA/ALS. Distortions caused by rate differen-
tials occur under both SA/ALS and FA but are likely to be
different. We focus on the last two types of distortions.

]
Formula apportionment could

cause problems with non-EU
countries, resulting in either
under taxation or double taxation.

Formula apportionment and the location of economic
activity

One way to think about distorlions caused by FA is to
see an apportioned income lax as separate taxes levied on
the individual apportionment factors. (See McLure, 1980.
Mintz and Weiner, 2003, and Sgrensen, 2004, apply this
reasoning.) Thus, a lax apportioned under the standard
three-factor formula employed in the United States would
resemble taxes levied directly on payroll, property, and
sales; and it can be expected Lo have economic elfects
similar 1o the effects of such taxes. It would discourage the
conduct of the economic activilies thal enter the appor-
Lionment formula. That is, the part of the tax that resem-
bles a payroll tax would discourage employment in the
taxing jurisdiction, and the part that resembles a tax on
properly would discourage invesiment. Where all juris-

22This assumes thal 1axes do nol exactly reflect benefits provided by the
taxing jurisdiction and that location-specilic economic rents are not
involved.  Also, foreign-tax credits allowed by residence countries may
offset locational non-neutralities that source-based taxation would other-
wise create. This last consideration would be relevant only for potential
investment [rom outside participating Member States and are ignored for
presenut purposes.

dictions use the same apportionment formula, the tax will
discourage those activities most in jurisdictions whose tax
rates are highest. If all jurisdictions use the same appor-
tionment formula and tax rates are harmonized, these
effects do not oceur.

Harmonization of tax rates: the road not taken

Effective (marginal and average) corporale tax rales in
the Member Slales vary considerably. It is impossible 1o
describe this variation adequately in the space available,
but a few observations are worthwhile. (For more details,
see Commission of the European Communities, 2002, pp.
517-762.) Elfective average corporate tax rates for 1999
ranged [rom roughly ten percent in Ireland 1o about 40 per-
cent in Germany. Statutory rates are by far the most impor-
tant determinant of effective average tax rales.
Harmonization of statutory rates would therefore go a long
way in reducing the dispersion of effective rates.23 By com-
parison, harmonizalion of tax hases would actually increase
dispersion, il slatutory rates remained unchanged, because
high slatutory rates and base erosion lend o be found
together (Commission of the European Communities, 2002,
p. 14-15). It is, of course, unlikely that tax rates would be
left unchanged, if tax bases were harmonized. More likely
tax rates would be adjusted to approximately offset the rev-
enue ellects of base harmonization.

In deciding whether to propose rate harmonization,
the Commission faced competing objectives, as well as
political constraints. Regarding the economic benefits of
tax harmonizalion the Commission wrote:

“For assessing the overall importance of these prob-
lems and possible solutions, it is necessary to consider
economic ¢fficiency. From an economic poinl of view com-
pany taxation in the Internal Markel must
* ensure that tax considerations distort as little as possi-

ble economic decisions by operators,
® notl hinder the possibility ol general tax compelition

while tackling all harmful or economically undesirable
forms of tax competition.” (Commission of the European

Communities, 2001, p. 5, emphasis in original.)

These two objectives are generally inconsistent; the
first requires harmonization of tax rates, as well as tax
bases, but the second requires that Member States retain
the power lo sel lax rales. Faced with this apparent
quandary, the Commission came down squarely on the
side of tax competition, stating, “. . .at this point in lime,

23Martinez-Serrano and Patterson (2003, pp. 20-21) note that between
1999 and 2002 significant rate reductions, accompanied by base broad-
ening, have reduced the dispersion of tax rates significantly. They do not
indicate what has happened to effective tax rates.
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there is no convincing evidence for the Commission to
recommend specific aclions on the approximation of
national corporale lax rales or the fixing of a minimum
corporale lax rate.” (Commission of the Kuropean
Communities, 2001, p. 9.)

Thalt the Commission would devole so many resources
to examining elfective lax rates and the reasons for their
differences seems rather odd, given that the substantial
differences in statutory rates appears lo be the main deter-
minant of differences in elfeclive rates, that political
agreement on harmonization of statutory rates was virlual-
ly impossible, and that elimination of tax-induced eco-
nomic distortions was not the objective of the exercise.2t
Regarding the last point, Mintz (2004, p. 221) has
observed. “. . .the real aim ol consolidation is to make the
corporate tax system in a highly integraled market work
‘better’ so thal governmenls can administer and business-
es can comply more easily with the corporate lax.
Otherwise, the unconsolidated corporate tax systems
impede rationalization ol the corporate sector.”

Why Harmonization Matters for American
Corporations

If the KU were to succeed in harmonizing the corpo-
rate income tax bases of the Member States along the lines
of the CCBT or the HST, American corporations that par-
ticipale would experience both benefits and costs. These
would differ somewhat, depending on which system were
adopted—and, of course, on the degree of participation by
Member States and the characteristics of particular cor-
porations. It is thus difficult to generalize about the poten-
tially most important costs and benefits, the eflects on
aggregale tax liabililies, or the effects on incentives to
invest in various Member States. Nonetheless, the follow-
ing observations may illustrate some general tendencies.

Benefits
Many of the beneflits of harmonization are implicit in
the list of problems of SA/ALS al the beginning of this
article:25
o Simplification. There would be substantial simplifica-
tion and a concomitant reduction in compliance
costs—a benefit that cannot easily be overstated.
Simplification would, ol course, be grealer, the larger
the number of I-U Member Stales where an American

24Nple, however, that the Commission’s mandate from the EU Council of
Ministers included analysis of “differences in effective levels of corpo-
rate tax In Member States.” See Commission of the European
Communities (2001), (2002, pp. 3-4).

2580me of these benefits would be even greater under KUCIT or HETS,
but, for reasons noted, neither of those proposals is likely to be adopted,
al least not quickly.

multinational operates and the larger the number of

those Member States thal participate.

o Joss offset. Under CCBT, and perhaps under HST,
losses incurred in one participaling Member State
could be offsel against profits in another.

e Neutrality toward organizational form. Taxation would
no longer dictate organizational form or discourage
economically rational reorganization. (This would
depend, however, on how consolidation and loss off-
sets are handled.)

®  Reduction of double taxation. Harmonization should
reduce the incidence ol double laxation.

o Tux competition. I lax bases were harmonized, as
under CCBT, taxation would become more transparent
and rate reductions would be the only remaining
instrument of tax-based competition for production
activities. (That is, provisions such as accelerated
depreciation could not be used for this purpose.)
There is thus some chance that tax-based competition

*for production facilities would become more intense.
HST, which does not involve harmonization of tax
bases, could create competition for headquarters
activities; this form of competition might be manifest-
ed in lax administration under both HST and CCB'.

o Increased business opportunities. All the benelits just
listed would contribute synergistically 10 creale
increased opportunities for American firms to expand
into or within the EU. This beunefit is likely 10 be
especially important for relatively small American
businesses.

Costs
Harmonization would also entail cosls:

*  Transition costs. The timing of the choice Lo participate
on the part of American corporations that are already
operating in the U would allow transition costs to be
moderated somewhal. Moreover, il scems likely that
the long-term benefits of simplification would swamp
transition costs.

*  Reduced opportunities for income shifiing. It would be
more difficult to shiflt income 10 low-lax Member
states, via transfer pricing and choices of capilal
structure and organizational form. However, it might
still be possible to shift income to affiliales in low-lax
non-parlicipating Member Stales or to low-tax coun-
tries outside the EU. The ability to shift income would
depend on how many and which Member States par-
ticipate, as well as on the diligence and ability of tax
administralors in monitoring income-shifting. H low-
tax Member States participate, American multination-
als that currently benefit from income shifting within
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the 15U may simply prefer not to participate in the har-
monized scheme. However, to do so would forego the
advanlage of simplification.

*  Uncerlainly regarding treaty issues. lssues in the taxa-
tion of international {lows of income that are currently
relatively clear would probably become less clear, at
least for a while.

Kffects that cannot be generalized

While most corporations operating—or thinking
about operating—in several Member Stales are likely to
experience the costs and benefits mentioned above, it is
dilficult to generalize about some effects. Potentially of
special importance are changes in the distribution of the
tax base among Member States, and thus changes in
ageregale KU tax liabilities, that would occur with the
shift from SA/ALS to FA. Changes in the distribution of
tax base would depend crucially on the way the business
is organized and operated and the apportionment formula
chosen. (They would probably depend much less on
changes in the definition of 1axable income.) Changes in
tax liabilities would depend as well on existing tax rates
and lax rale changes that accompanied the shift to FA
Suppose, for example, that a corporation with taxable
income of €100 produces entirely in Member State P,
which levies a 20 percent corporale tax, but sells only half
its output there, selling the rest in another Member State
M, where the tax rate is 40 percent, without the benefit of
a PE. Under current law and the posited facts, the corpo-
ration would owe lax only to the Member State P, where ils
production is located; thus its tax liability would be €20.
Il the apportionment formula accorded equal weight to
property and sales only 3/4 of taxable income would be
apportioned to Member State P (the average of the prop-
erly factor of 100 percent and the sales factor of 50 per-
cenl), the remainder being apportioned to Member State
M. Thus, assuming no change in lax rates, total tax liabil-
ity would increase to €25 (20 percent of 75 in Member
State P, plus 40 percent of 25 in Member State M). 1t is, of
course, also possible thal tax reductions would occur. (For
example, il the tax rate were 40 percent in Member Slate
P and 20 percent in Member State M, total tax would fall
from €40 to €35.) Further complicating matters is uncer-
tainly about whether and how tax rates would be adjusted
il KU tax systems were lo be harmonized.

Concluding Remarks

The case for harmonization is overwhelming. Yet the
obslacles are daunting. The unanimity provision militates
against a solution. Il seems possible, however, thal the
confluence of three developments will eventually lead to

breaking of the political logjam. First, in part because of
developments in other areas (e.g., accounting reform)
Member States’ tax bases and treatment of groups may
converge over time, thereby making adoption of common
policies easier. Second, the problems inherent in SA/ALS
will burgeon as the economic integration of the KU pro-
ceeds, providing strong impetus for harmonization.
European business has been especially vocal about the
need for a more uniform system. Third, and perhaps most
important, decisions of the KCJ may make the present sys-
tem increasingly untenable. One cannot, however, predict
with certainty whether and when the logjam will break, let
alone what the result will be.
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