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The future of corporate income tax systems has now been
discussed for a very long time in the European Commu-
hities. Any consideration relating to direct taxation in the
EC cannot elude the fact that strong differences still persist
in the tax and legal systems of the Member States, even af-

ter 40 years of community practice: the Internal Market,

from a fiscal perspective, is still composed of |5 different
corporate tax regimes,

The 1C Cowrt of Justice has so far played a key role
eliminating discrimination and distortion provoked
by the Member States domestic tax legisiations, buit
this is not enough. The role of the Court of Justice is
necessarily limited to a case-by-case approach and
should be integrated by a legislative undertaking.

The European Commission has thus been en-
trusted by the Council' with the task of car rying outa
survey on the corporale taxation within the Eur opean
Union. Two Pancls of independent experts have been
appointed:

o the first, composed by authoritative scholars, hac
the goal of analysing the difference among
taxations levels within Member States;?

e the second one, formed by representatives of in-
ternational institutions, had the duty of identify-
ing tax measures capable to creating obstacles to
the cross-horder business activities within the In-
ternal Market.?

The Panels’ work is widely reported in the Commis-
sion Staff Working Paper Company Tuxation in the Inter-
nal Market (SEC (2001) 1681) and constitutes the
basis of the considerations and programs contained

Table I: The Targeted Measures

in the Communication Thwaerds an Mmiternal Markel
Without Tax Obstacles adopted on October 28, 2001

l. The Targeted Measures

The Commission, also taking into account the out
come of previous studies (and, in particular, the Re-
portissued in 1992 by the “Ruding Committee™) has
identified the main obstacles to cross-border corpo-
raté operations: laxation of dividends and cross-bor-
der operations; lack of a widespread cross-border
loss-offset regime, transfer pricing; difference among
double laxation conventions.

In order to oppose such obstacles and distortions,
the Commission has proposed a “two-track strategy”,
which includes targeted measures and comprehen-
sive solutions aimed at creating a consolidated tax
base. The targeted measures proposed by the Com-
mission are summarised in Table 1,

Il The Comprehensive Solutions

As pointed out by the Commission, the targeted so-
lutions would represent a temporary and partial rem-
edy with respect to the tax obstacles identified, the
basic issue being the existence of 15 different tax
systems.

In other words, such issue might be overcome
through providing multinational companies with a
“consolidated corporate tax base for their E.U.-wide
activities”. The three models examined are outlined
in the following paragraphs and are summarised in
Table 2.

Area Proposed targeted action

EC] Rulings
" Merger and - Parent =
~Subsidiary Direclives

Cross-border loss-offset

Development of gmdance ol Jmporlant ECj rulings and courdmanon of the related rmplementauon

 Extension and § improverient of the field of application: (fo mdude {urther etities- and indirect: shareholdlngs} Reduction ‘6f the minimem .
“halding' threshld. inclusion”of speuf ¢ transler taxes (ncnably on |mmo.'ah!e Sroperty) arising or*ctoss-barder” restructyring operatmns in ',;
“the Capital Duty Directive. Clarification of the scope of existing provisioss, especially those ‘concerning avoidanct ‘and ‘abuse, ™

Withdrawal of the proposal for 2 directive concerning cross-border loss-offset and presentation of an amended version. Alternauve

examination of 2 more complate scheme for the conselidation of group income alarg the lines of the Danish model, in order to achieve
a greater symmetry between the taxation of profits and the offiet of loises.

Transher pricing .,

Double taxation treaties

relation to third countries

7 Developmizat. of. cummnnly atcepted practices, for instance with reference to Advarice Pnczng Agreemenls dicumentation’ reqwrements and
- < methodalogy. Jmprovement of the Arbitration Conventign, which. should 3lsa be: made subject 1o E(j |nterpretal|on {preferabﬁy hy tummg i
_{t into. an’ |nsmjment of Communlt)r leglslatwn}

*"Estabhshment of 2 Jmnt Forum on fraﬁsfer Pricing with Hember Statésand bisiness represéntatives, - :
Improvement of the exmmg bilateral treaties in the light of the Internal Market principles and better co- ordmalfon uf treaty po!!(y in
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A. Home State Taxation

The Home State Taxation (FST) model, developed
on the basis of the work carried out between 1993 and
1999 by the “Stockholm Group”,” does not imply the
introduction ofa (new) single tax system, being rather
based on asort of recognition of the rules provided by
the Member State which is the “home state” of the par-
ent company of a multinational group.

More precisely, the home state precepts would be
taken into account to calculate the profits of all the
branches or subsidiaries of the group established in
the EC. Profits thus caiculated would be divided
among the parent company, the branches and the sub-
sidiaries and taxed by the competent Member States
(i.e., the Member State in which the operations are car-
ried out} at the respective applicable tax rate.

No convergence of accounting rules, taxable base
and tax rates is needed in order to introduce such asys-
tem, since the home state will apply its existing tax re-
gime. Such approach would, nonetheless, involve a
certain limitation of the Member States” (ax jurisdic-
tioms, since taxable income derived in their respective
territory would be determined according to another
Member State’s rules, Clearly, it will he necessary Lo es-
tablish rules regarding the allocation of the tax base o
different countries. However, even if such rules will be
set forth, HST might provoke de-localisation of invest-
ments, since enterprises will choose, as “home state”,
the Member State which applies the most favourable
provisions concerning calculation of tax base. To this
extent, HST will require (and, at the same time, pro-
mote) a certain degree of convergence among the tax
bases of Member States.

B. Common Base Taxation

Taking a 1988 European Commission project as a
starting point, UNICE, in a recent document relating
to the future of corporate taxation in Europe, re-
launched the idea of adopling common rules, pro-
posing the calculation of a consolidated tax bhase.?

Taxable income so determined will be apportioned
to the relevant Member States and taxed at the respec-
tive rates.

On a parwith HST, CBT will also require the deter-
mination of rules with regard to the taxable hase dis-
tribution among the Member States. Otherwise, the
main difference between CBT and HST consists of the
fact that the former prescribes common rules for the

Table 2; The Cormnprehensive Solutions

determination of the taxable base, whereas the latter
make reference to the tax law of the parent compuny
home state.

C. Eucit (European Corporate Income Tax)

The Fucit would consist in a single corporate in-
come tax in Europe, which would apply on the consoli-
dated E.U. profits of multinational enterprises.’

The project to adopt such tax is, without doubt,
particularly ambitious, since it would require the
adoption of:

& a common base;

® a common tax rate or, at least, an agreed band of

rates;

e uniform accountancy rules.

Member States should also acdlopt common rules on
the administration and coliection of the Eucit.

As an alternative, the new tax might be collected
centrally, and part of the revenue could also form part
of the Community’s own resources following the VAT
system, while the remaining part of Eucitwould be re-
allocated among Member States in accordance with
agreed rules to be established. Tn such case, the ad-
ministration at hand might be delegated to a suue-
ture formed on the basis of the Federal USA Internal
Revenue Service, for example, a “Furopean Revenue
Service”. Fucit would imply a new definitdon of provi-
sions that govern the relationships among Member
States domestic tax systems, thus diminishing the im-
portance of the distinction between the residence
and source.

The personal scope of the tax might concern, at the
initial stage, the Secietas Europaeaonly and then be ex-
tended in order to cover pan-Luropean multinational
enterprises above a certain twnover and provided
that they operate in a given number of Member
States.

While the Eucit system does not seem (o have great
possibilities to be accepted at the present stage, it is
likely that — in a longer time frame — it may represent
the final outcome of the integration process. In this
respect, itmight be opportune to remark on the nega-
tive ending of the proposal of directive concerning
the harmonisation of the tax systems relating to com-
panies and withholding tax on dividends, presented
in 1975 and officially withdrawn in 1990. Such pro-
posal, also, had a more limited scope than Eucit, since
it did not pertain to the tax base issue.

Model Basic features

Home State Taxation {HST)

The model, based en the mutual recognition principle -~ provides that the parent company adapis the tax rules of its State af residence

(Home State) in order to determine its awn income as walt as that of its foreign (L) branches and subsidiaries. The consalidated tax
base it calculated according to the rules of a single tax system, f.., the residence State of the parent company.

Taxzble profits so determined are subsequently 2pportiened among the dilfecent entities {parent company, subsiciaries, branches} and

taxed in the respective Hember States.

 Commos Bdse Taxation (CBT)

Eurgpzan Corporate Income Tax

he (BT icheme providesfor'a. consolidated i bass, determined according ¢
ed are fubsequenly apportioned: among the differeit enlities (parent
- vespedtive Hember States:” Fach Stafe would be fréeito set.its aifn.tax’rates, 3
A single corporate tax on income of EUL companies, with 2 common base and 2 common rate. Part of the tax revenue could form part

o bé established, Takablé prafits S0 -
branchies) rd taxed io the

(EUCIT) of the Community’s own resources, the remaining part would be appartioned among Hember States according o criteria to be

establishec.
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In addition, the issue of the legal means is not
much clearer: sometimes there is a reference to inter-
national agreements among Member Swates, in other
cases it is mentioned as an unusual community deci-
sion-making process in which the European Parlia-
ment should play a leading role, in accordance to a
preliminary technical study of the Furopean
Commission.

Il The U.S, Experience: Apportionment
Formula and Unitary Taxation

The issues of delining the “rexable grong” and of the
apporticnment may receive a valid support from the
United States experience. Indeed, in the United
States there are fundamentally two methods of taxa-
tion of multinational enterprises: one based on the
principle of seferale entities (also known as separale ae-
counting): each affiliate is wreated as if it were a sepa-
rate, independent entity. The other method, insteac,
does not consider each affiliate separately, butappor-
tions the total income to cach allilinte according 1o
the share of total business activity in each State (appor-
tomment formule). The latter is much more practical,
since it does not require separate calculation and
double taxation cases are reduced. The formula di-
vides the total income of a multinational enterprise
according 1o where the enterprise conducts its busi-
ness activity. Thus, il'the enterprise carries out 10 per-
centolits multi-jurisdictional activity in one State, the
same proporton ol the whole income is considered as
having been accrued in that State. The apportionable
income is calculated by giving equal weight to three
business incdlicators: property, payroll and sales.

Under a Unilary tax approach, practiced by most
States in the United States and by the Canadian proy-
inces, a State refers to the process of combining the
functionally integrated operations of a multi-state en-
terprise, considering the affiliated corporate group
that operates as a single economic enterprise into a
single unit for tax purposes. In that case, the Stale
uses a formula (that may be apportionment formula,
but only half of the States which apply unitary taxa-
tion use the apportionment formula) to determine
the share of the combined profits of the multina-
tional enterprise to which it will apply its tax rate.

In substance, unitary taxation refers to the process
of determining frem a functional perspective “ihe tax-
able group” whereas the apportienment stage
disaggregates income according to a given formula.

Unitary taxation may be founded on a walers edge
approacl, limiting State tax claims to the activities of
the enterprises located within the United States or on
a consolidatedapproach, comprising the worldwide ac-
tivities of the multinational.

The definition of the scope of (tax) consolidation
depends on various elements, explained through a
case-by-case analysis: for instance, it is examined
whether the parent companyand the affiliates engage
in the same type of business; whether their operations
may be integrated in a vertical process; whether they

exhibit functional integration, centralised manage-
ment or common shared management services,

IV. Subsequent Developments: The European
Parliament Report and the European
Company Tax Conference

The Commission Communication has been fol-
lowed, more recently, by some relevant institutional
documents from both the Council and the Furopean
Parliament,

The most important developments are thase in-
cluded in the Report, adopted on March 14, 2001, by
the European Parliament.

As far as corporate income taxation is concerned,
the Report acknowledges the role played by tax com-
petition among Member States. Such competition is
regarded as “an effective instrument for reducing « high
tevel of taxaiion”, which “in the context of rules preventing
improper conduet”, can also contribute to the removal of
obstlacles to the internal market.

In this perspective, the EU. taxation policy should
be guided by the subsidiary principle, while a compre-
hensive harmonisation of income laxes or the infro-
duction of a minimum level of taxation, according to
the European Parliament, “inakes no senseé’.

Within such framework, the Report supports the

Jommission proposals with respect to the “togefed ac-
tions™ and the consolidated corporate tax base, while
expressing a priovity interest for the Home State Taxa-
tion model, seen as “an infermediale slage in moving lo-
werds « eommen lax hasé’. Also, the Report calls on the

lommission “lo firame a multilateral lax agreemend for the
E.U7, along e lines set by the Commission Commu-
nication 382/2001.

Meanwhile, the Conclusions of the General Affairs
Council held on March 11, 2002 has ratified the pro-
posal of a .U, Joint Transfer Pricing Forum, which will
he set up by the Commission and which will comprise
all Member States and business experts. The Forum,
according to said Conclusions “will examine practical
froblems related fo the application of tax rules on transfer pric-
ing in the internal market and in particular those relaled lo
implementation of the Arbitration Conveniion”, with the ob-

jective of achieving “more uniform application of transfer

pricing lex rules within the ILU”

Finally, on April 29 and 30, 2002, the Commission
hosted a Eurcopean Conference on Company Taxa-
tion, attended by more than 500 high-level tax special-
ists from the public and private sectors in the
European Union and in candidate countries.

As pointed out by Taxation Commissioner Frits
Bolkestein in his opening keynote speech:

“Without determined action on the tax front,
the E.U. will fail to achieve its self-imposed objec-
tive of becoming, in this decade, the most com-
petitive and dynamic knowledge-based economy
in the world” and “the conceptof a commeon con-
solidated tax base for the E.U.-wide activities of
companies is uitimately the only means of rack-
ling the various tax obstacles in the Internal Mar-

LY

ket “in one stroke””,
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As an outcome of the Conference, it appeared that Westerburgen e Patrice Liazu (UNICE); Sven-Olof
the Home State Taxation approach was not generally Lodin (IFA); Peter Zacherl e Fidelis Bauer
favoured, while the Eucitscheme was considered as un- (UEAPME).

feasibleat the presentstage of European integration.

4 Commission of the European Communities, Commu-
On the contrary, the Common Rase Taxation model

nication from the Commission to the Council, the Ilwropean

gathered a widespread support. The introduction of Parliament and the Economic and Social Commiitee, To-

the European Con]p-;m_y and the bjnding 'cldOp tion of wards an Internal Mavket Without Tax Qbstacles. A Strategy

the International Accounting Standards (IAS) for the Jor Providing Companies with a Consolidated Corporate Tux

consotidated accounts of E.U. listed companies from Base for their E.U.-Wide Activities, Brussels, October 23,
5 : . . 9 *OM (9 589 fins

2005 may thus become a unique opportunity to intro- 2001, COM (2001} 582 final.

ducing a “pilot project” on the matter. 5 The Steckholm Grogpris composed by Sven-Olof Lodin

[ The offictal mandate o the Commission was en- (Sweden) Robert Baconnier (France), Malcom
trusted on July 22, 1999 by the Permanent Representa- Gammie (UmteE{ Kingdom), Hugh Ault '(Unlted
tives Committee. States), Albert Ridler (Germany), Ad der Kinderen

{The Netherlands), Jim Hausman {Canada), David
Tiilinghast (United States). For a wider description of
HST, please see Lodin, 5.0, Gammie, M., Home State
Taxation, Amsterdam, 2001.

2 Panel I'was formed by Krister Andersson (Swedish [n-
stitute for Economic Research, Stockholm); Jacques
[e Cacheux (Observatoire francais de la conjoncture
économique, Parls); Michael Devereux (Warwick

University); Silvia Giannini (Universitd di Bologna); 6 UNICE (Union of Employers’ Confederation of Eu-
“ristoph Spengel (Universitat Manheim); Jean-Marc rope), Home State Tuxation and Common Base Taxation
Tirard (avocat, Paris); Frans Vanistendael (unpublished) and Unice Memorandium on Cross Border
(Universiteit Leuven). Company Taxation Obsiacles in the Single Market, April 3,
3 Panel 1l was formed by Philip Gillett (ERT); Bruno 2000.

sangemi (CFE); Piergiorgio Valente (EFFEL); Sylvain 7 Thetheoretical framework of the Fucitwas developed
Plasschaerts (TEPSA); Wilfried Rometsch by Ladin, 5.0., Gammie, M., “The Taxation of the Eu-
{(Eurocommerce); Cristophe Quintard e Marina ropean Company”, in Fanopean Taxation, 8/1999. See,
Ricciardelli (ETUC); Carlo 1. Borggreve ¢ Roland also, Plasschaert, S, “An E.U. Tax on the Cousolidated
Walter (CEEP); Alfons Kiihn ¢ Harald Hendel Profis of Mulunational Enterprises”, Furopean Taxa-
(Eurochambres); Bruno Gangemi (CFLE}; Jos W. B. ton, 1/1997, p. 2.
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