EDITORIAL

I INTRODUCTION

There are increasing concerns with double non-taxation or
insufficient taxation of remote work, mobile individuals
and their wealth. This is not a new topic from the angle of
hidden wealth, and the problem has been primarily dealt
with by the international standard on exchange of infor-
mation, i.e., from the perspective of harmful tax competi-
tion and tax evasion.' Recently, the inadequacy of the
international tax system for taxing individuals with
cross-border income is raising different proposals to
restore the allocation of taxing rights and attempt to
effectively address planning and avoidance.”

In this editorial, I want to discuss some critical issues
related to residence, source, and alternative connecting
elements that are considered for taxing income of mobile
individuals. I take the opportunity to also refer to some of
the chapters in the forthcoming book Taxing People: The
Next One Hundred Years, ed. by Tsilly Dagan and Ruth
Mason, Cambridge University Press.

2 INCOME SHIFT BY RESIDENT INDIVIDUALS

Overall, there is some parallel in this discussion on how to
tax individuals with the base erosion and profit-shifting
(BEPS) project that concerns multinationals (MNES).3
One is that the wealthier entities, like MNEs, are not
paying their fair share because they can choose where to be
taxed. Moreover, jurisdictions compete to attract wealthy
taxpayers by reducing taxes in the same manner that those
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same jurisdictions reduce them to attract MNEs.
Moreover, there is also awareness that residence, as a
condition to tax worldwide income, and as legally defined,
is no longer sufficient for taxing individuals in a globa-
lized economy even if we face deglobalization trends.
Ultimately, residence should be replaced or complemen-
ted by other more meaningful connecting elements that
would reflect some type of allegiance with the taxing
jurisdiction. A discussion on the proper connecting ele-
ments to tax MNEs has also been occurring for some years
now as market states are claiming that they do not receive
their fair share in the current digitalized economy.4

3 Do WE STILL WANT FULL TAX LIABILITY?
THE EUROPEAN UNION CASE

Thus, there is concern on rising inequalities due to state-
less taxpayers and the fact that states are not receiving
enough revenue for redistribution under residence taxa-
tion. There is certainly a preliminary question related to
fair taxation of individuals with global income.

That is the question of whether we still want to dis-
tinguish between full and limited liability under income
tax, at least in the case of mobile individuals.” We could,
for example, keep residence as a connecting element and
apply progressive rates combined with the exemption of
foreign income (exemption with progression). Full liabi-
lity would be relevant for calculating progressive rates and
that would still allow the residence state to maintain some
redistributive role.® But then, for symmetry reasons and to
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avoid loss of revenue, personal and family circumstances individuals are concerned, ‘the various forms of personal
would not be fully taken into account by the residence attachment to a State which, in the domestic taxation
state. Thus, the taxpayer would be in a weaker position, laws, form the basis of a comprehensive taxation (full
and the role of the residence state would be less relevant in liability to tax)."!
terms of personal taxation. To overcome this disadvantage, The second sentence of Article 4 §1 currently excludes
the source states could allow a deduction of personal and from the concept of residence ‘any person who is liable to
family-related expenses in proportion to the income tax in that State in respect only of income from sources in
received in those jurisdictions and, if this would be the that State or capital situated therein’. Even so, the option
case, progression should also be applied by the source for territorial taxation in the residence state does not
states. preclude application of a bilateral tax treaty concluded
For EU tax lawyers, the latter solution would not be a on the basis of the OECD Model Convention as long as
novelty as it has been required by the Court of Justice of it is the standard criterion.'”
the European Union (CJEU) under certain circumstances.’ However, territorial regimes applied to a specific cate-
However, the same court did not permit the residence gory of residents (non-habitual or non-domiciled resi-
state to restrict the deduction of expenses related to dents, i.e., non-dom regimes) providing tax exemptions or
personal and family circumstances in proportion to the other more favourable regimes (such as special rates on
income obtained in that state.® By deciding in that way, it gross income and exempting passive income accrued
reinforced the rights to personal taxation in the European abroad) do not seem to be covered by tax treaties as results
Union,” but it did so without paying attention to the from the cited second sentence of Article 4 §1. Non-dom
revenue aspect because it forced residence states to incur regimes are not the standard or the reference regimes
expenses while suffering a loss of revenue. This outcome is applicable to residents, and non-habitual residents do
inherently a problem as it reduces financial resources for not necessarily reveal a relationship of proximity (personal
supplying public goods and services and for redistribu- attachment) with the non-habitual residence state. They
tion. In any event, currently in the EU, there is some also foster tax exiles, a shift in residence for which the
ambiguity in the role that the residence and source states principal purpose is or may be to obtain the advantageous
take regarding full tax liability, progressive taxation, and non-dom regime.
personal and family circumstances related expenses. Moreover, these regimes targeted at individuals have
close similarities with those examined by the European
Commission and the EU Member States under the Code of
4 How TO ENSURE FULL TAX LIABILITY: 13

Conduct and its criteria on harmful tax competition.
CITIZENSHIP OR RESIDENCE? THE PROBLEM There are also similarities between the non-dom regimes and
OF NON-DOM REGIMES the state aid regimes prohibited in the European Union
) ) o o and concerning corporations because, as mentioned before,
Let us assume without discussing it that full tax liability the former are not the reference regime for taxing income

still makes sense and that it is still applicable in a certain from resident individuals

state. But which state? Full tax liability has generally Non-dom regimes ate a way to circumvent full taxation by
been related to taxation of residents and global income.
Article 4 of the OECD Model Convention contains the

criteria to define a resident of a contracting state under a

a residence state, but the shift of residence to any state for
tax reasons — i.e., due to lower taxation — poses the
question of whether residence is still the proper connect-

tax treaty that follows the model: domicile, residence, ing element for determining personal taxation. Tax com-

place of management, or any other criterion of a similar petition to attract highly mobile individuals connected
nature. There is broad consensus that the enumerated with revenue loss and wealthy individuals not paying
criteria would each constitute a basis for full tax liability their fair share could justify replacing residence by citi-

. . 10 . . . . .
on world-wide income.”” They aim at covering, as far as zenship. States would then tax the global income of their
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citizens independently of them being residents or non-
residents and, in this manner, a shift of residence for tax
reasons, i.e., a tax exile, would be prevented.14

However, this option would require international coor-
dination as individuals could otherwise shift their citizen-
ship to states that do not tax non-resident citizens. In the
absence of international coordination and if a state would
not tax them, residence states should intervene and do
s0."> A combination of citizenship as the main criterion
plus residence as a complementary one would revert the
order of the current Article 4 of the OECD Model
Convention, and it is doubtful that there are many advan-
tages in that reversal.

First, the main problem with selecting citizenship as
the principal connecting element for personal taxation lies
in its justification. The old US Cook v. Tait decision
(1924) basing taxation of non-resident citizens on the
benefits principle seems correct by addressing it as a
principle to be tested: does the government benefit the
citizen and her or his property wherever found, and does it
have the power to make the benefit complete? It must be
questioned whether there is relevant personal protection,
property protection, a right to vote, a right to enter the
state, and past benefits legitimizing citizenship taxation.
If the answer is negative, and it will be in most countries
around the world, it does not seem legitimate to tax non-
resident citizens because there is not enough political
allegiance (including the right to vote) and insufficient
economic allegiance.

Citizenship taxation would also be extremely complex
to irnplement,16 and there is another practical problem.
Resident states are the primary beneficiaries of exchange
of information on tax matters as they receive information
from the source states to implement full liability — world-
wide income taxation. Because residence is ascertained by
criteria that reveal permanence, it is expected that a sig-
nificant part of the taxpayer’s assets will be located in the
residence state. If so, those assets could be seized to pay
the tax due on worldwide income as revealed by exchange
of information and if enforced payment is necessary.

In contrast, non-resident citizens may often possess no
assets in the state of citizenship since their permanent
home or centre of vital interests is elsewhere. It would
therefore be of no benefit to provide information to the
state of citizenship in the absence of assets therein unless
states would engage in assisting in collection on behalf of

Intertax

the citizenship state which is not realistic. In fact, this
issue as foreseen in the current OECD Model Convention
is optional due to existing national legal constraints in
many countries to engage in ic."”’

In the European Union, there is a (binding) directive
for assistance in collection on the basis of source and
residence,'® but replacement of residence by citizenship
as a connecting element for full taxation could be held as a
restriction to the free movement of workers and establish-
ment. It would therefore be incompatible with the Treaty
on the Function of the European Union.

Thus, residence is still the element that reveals stronger
allegiance for the purposes of full taxation and its imple-
mentation, at least while and if digital nomads are not a
significant number of taxpayers. Stated otherwise, the
hierarchy in Article 4 OECD Model Convention for deter-
mining the meaning of residence and consequent entitle-
ment to full liability in the residence state is still correct:
permanent home, centre of vital interests, and nationality.
The fact that non-citizen residents are not generally
entitled to vote and are therefore not members of the
political community in which they reside is compensated
by their constructed social, cultural, and family links in
that community of residence.

5 CONCLUDING REMARKS: A REINFORCED

RESIDENCE AND SWITCH-OVER RULES

We go back to where we began whereby countries still
face the challenge of reduced tax revenue due to mobile
individuals and tax competition to attract them. We will
probably need some minimum coordination on personal
income tax as is the case for taxation of MNEs as well as
other taxes levied on wealth.'” Right now, it is important
to strengthen implementation of the residence as a con-
necting element if full taxation and redistribution are to
be kept and combine it with switch-over rules.

An effective implementation of residence recommends
continuously improving exchange of information and
that double
Unilateral or coordinated exit taxes as well as trailing

adopting rules prevent non-taxation.
taxes on the transfer of residence could deter or reduce
the number of tax exiles, especially if there is an abusive
(non-genuine) shift of residence. Exit taxes are levies
imposed by a country on individuals or businesses

when they decide to leave the jurisdiction permanently
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or transfer their tax residency to another country.”
Trailing taxes are levied on previous nationals or resi-
dents, for a subsequent period limited in time (e.g. ten
years).”" Because trailing taxes rely on legal fictions and
therefore artificially create a citizenship or residence
connection, their compatibility with tax treaties could
be questioned.

In the European Union, exit taxes and trailing taxes
have had different readings by the CJEU. While exit taxes
on individuals have been declared restrictive to the exer-
cise of the fundamental freedoms,”” a trailing tax concern-
ing exit to a non-EU country has been allowed.” Tt was
not clear in the CJEU judgment why the latter was
compatible with the European Community Treaty, how-
ever I am not going to comment on the CJEU decisions
on exit taxes and trailing taxes in this editorial.

The point I would like to briefly raise is that exit taxes
could be allowed in the EU in the case of abuse, that is, if
the transfer of residence to another Member State or a
third country is not genuine. In turn, trailing taxes could
be interpreted as connecting elements that expand the
meaning of citizenship or residence and are under the
competence of the EU Member States. In contrast, the

introduction of exit taxes and trailing taxes by individual
EU Member States on the mere grounds of revenue loss
would be incompatible with settled jurisprudence by the
CJEU on the fundamental freedoms.”* The CJEU would
most probably accept exit taxes and trailing taxes on
individuals if they would be adopted by a directive,
especially after being recommended by an international
organization such as the OECD.”

Furthermore, auditing whether declared residents are
effective residents is also necessary, and instead of intro-
ducing taxation of citizens, it is preferable to eliminate
non-dom regimes. Applying a Code of Conduct to personal
income tax would allow auditing Member States’ harmful
tax competition.

Finally, rules that prevent double non-taxation could
also be coordinated in a joint effort to prevent income
shifting. Some of these rules are already a component of a
number of tax treaties: the entitlement to benefits clauses
are an example. They allow source countries to tax if the
residence country does not tax an individual on the full
amount of income (a switch-over clause).?

Ana Paula Dourado,
Editor-in-Chief.
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ARTICLE

Tax Administration Al: The Holy Grail to Overcome
Information Asymmetry in Tax Enforcement?

Tina Ehrke-Rabel” & Barbara Gunacker-Slawitsch™"

Liberal democracies are based on the concept of the free person who is a rational being capable of understanding their behaviour and taking
responsibility for it. The state may only interfere with individual freedom when it has a legal basis, if it is necessary to safeguard the functioning of
a democratic sociery. Therefore, in liberal democracies, citizens have duties to fulfil and responsibilities to bear. In return, they are not and must not
be surveilled by the state. Tax enforcement is built upon this concept.

Tax administration Artificial Intelligence (Al) has the potential to change this concept. What is technically feasible is not necessarily
appropriate for sustaining the fundamental values of a liberal society.

If society wants to uphold these values, any deployment of tax administration AI must be legally framed with clear rules on the origin of the
data, the method of data processing, the aim of the data processing, and the possibility of human intervention. Additional legal prevequisites may be
necessary depending on the purpose of the use of tax administration Al If it is deployed in a mindful way, it is likely to increase both the efficiency
and the equality of tax enforcement.

Keywords: Tax administration Al, tax enforcement, information asymmetry, liberal democracy, chatbot, tax risk management systems, automated tax collection and

audit.

| INTRODUCTION AND PURPOSE OF THIS
ARTICLE

Governments have realized that digital and psychology-
based tools used by private businesses not only contribute
to economic growth but also have the potential to
improve public administration. Consequently, by trans-
planting private business concepts to public management,
tax authorities have refined their “Tax Compliance Risk
Management’ and tools to increase their
effectiveness.! In this context, the OECD has been recom-

servicing

mending using advanced analytics for better tax adminis-
tration for years.”

Given the fact that tax administration Al may use sub-
stantial amounts of data from various sources that are
processed and subsequently used in different ways, also
with automation, it seems necessary to reflect on the limits
of their permissiveness in a liberal democratic society.

This article argues that only mindful deployment of tax
administration Al is likely to increase equality in tax
enforcement. Its unmindful deployment is thus likely to

decrease equality, increase inequality in tax enforcement,
and threaten the core values of liberal democracies.
Mindfulness is understood in the following ways.

(1) Using new technologies in tax enforcement cannot
be compared to deploying a simple mechanical tool
with an objective of increasing efficiency. It entails a
fundamental change in the way taxes have been
being enforced for a long time. However efficient
and effective their deployment may be, it must be
clearly framed by law in an appropriate legal manner
that allows preserving the values underlying liberal
democracies.

(2) Not anything that is legally framed can preserve
liberal democracies. There might be opportunities
of digitalized taxation that may be efficient, effec-
tive, and equality-increasing but still not in accor-
dance with the fundamental values of a liberal

reflected in the Rights

Convention that constitute the very foundation of

democracy Human

personal autonomy.
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(3) Tax administration Al has the potential to change
the formerly agreed balance between the private
interest in personal autonomy and the public inter-
est in having everyone paying their fair share. Such a
change for doing so for two potentially diverging
interests must be deliberately and consciously per-
formed. As this shift risks limiting personal auton-
omy in a substantive way, it must be democratically
deliberated and must not ‘just happen’.

2 TaAx ADMINISTRATION Al: DEFINITION
AND POTENTIAL

2.1 Definition of Tax Administration Al

In accordance with the EU AI Act’ and the OECD
Guidelines on AI,4 the tax administration AI defines as
a machine-based system that processes vast amounts of
data to generate output such as predictions on under-
declarations of taxes or on taxpayers risk-aversity or
risk-proneness.

Al is already being used for multiple purposes: among
others, to predict the employability in the labour market,’
detect fraud or health risks,® or prevent crime.’

2.2 Potential of Tax Administration Al

In tax matters, Al can be used for policy evaluation,
taxpayer service, debt management, filing and payment
compliance, to predict taxpayer behaviour or the likeli-
hood of additional tax liability following an audit (pre-
analytics), help
understand the impact of their actions on taxpayer

dictive or to tax administrations

behaviour (prescriptive analytics).” If Al is used to prevent
some undesired behaviour or to lead to a specific desired
conduct in the future, it is referred to as pre-emptive
analytics.9

Having access to the insights provided by tax admin-
istration AI provides tax authorities more insight to
taxable events and taxpayer’s behaviour and can
improve targeted enforcement and increase efficiency
and effectiveness. Tax administration AI allows tax
authorities to identify taxable events on a real-time
basis and predict the probability of a taxpayer’s readi-
ness to comply with the laws. The OECD envisions that
the final outcome will be taxation becoming a ‘seamless
experience’ that is ‘embedded in a taxpayer’s natural
and business system’.'® Such an experience would ren-
der behavioural prediction mechanisms unnecessary and
not paying taxes would simply be impossible.'!
Indirectly forced compliance would supplant voluntary

tax compliance

2.3 The OECD?’s Vision for Tax
Administration Al

In its Tax Administration 3.0 Report, the OECD has
highlighted the improvements of digitalization in tax
and efficiency.

administrations’ effectiveness

Accordingly, it allowed:

— introducing greater verified reporting through third
parties, e.g., integrating information into administra-
tion processes coming from financial intermediaries,
other parts of government, other taxpayers, and other
tax administrations;

— adopting reporting systems that are more reliable;

Regulation (EU) 2024/1689 of the European Parliament and of the Council laying down harmonized rules on artificial intelligence and amending Regulations (EC) No 300/
2008, (EU) No 167/2013, (EU) No 168/2013, (EU) 2018/858, (EU) 2018/1139 and (EU) 2019/2144 and Directives 2014/90/EU, (EU) 2016/797 and (EU) 2020/1828

(Artificial Intelligence Act).
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improvements in services for taxpayers ‘including
through e-filing, e-payment, online self-service tools
and targeted help such as online live chats’
improvements in services for taxpayers ‘including
through e-filing, e-payment, online self-service tools
and targeted help such as online live chats’”

The OECD’s vision would thus integrate taxation into
the digital systems that taxpayers use in their daily lives
(such as accounting software and electronic banking).
Doing so would create compliance by design. Taxes
would subsequently automatically occur which would
render free-riding and being non-compliant burdensome.

According to this vision, taxation will become part of a
resilient ‘system of systems’ transforming digital plat-
forms into agents of tax administrations carrying out tax
administration processes within their systems. In the
OECD’s vision, these systems would seamlessly interact'”
and thus be nearly invisible to the taxpayer.14

Furthermore, digitalization will provide real-time or close
to real-time tax certainty.'” The OECD acknowledges that
not all taxpayer events will be appropriate for handling by
digital systems. It emphasizes that tax authorities of the future
will be high-tech adaptive organizations with a human
touch.'® Digitalization allows rapid and easy data sharing
among institutions, and the OECD conceptualizes intercon-
necting taxation with other government services and functions
as well as those of private actors (such as banks and insurance
companies; known as the whole-of-government approach'”).'®
The seamless connection between different data sources and
processes will be enabled by a single digital identity."”

The OECD’s vision seems aspirational, however, it is
close to reality as it is already somewhat occurring. It
consists of assembling bits and pieces that have been
deployed for a couple of years and refining them for a
more effective and efficient future of tax administration.

Deploying tax administration Al is occurring in many
countries around the world and is increasingly streamlined
among jurisdictions regardless of the underlying concept
of the relationship between the state and the taxpayers.”
It can be utilized to support or even supplant tax
administrations that are actually fulfilling their duties.

It is thus a component of the set of activities in the tax
world that are declaration, collection and control, briefly
stated, the enforcement of the substantive tax laws.

To legally evaluate the impact of tax administration Al on
liberal democracy, the fundamental rights and guarantees
underlying the functioning of a democratic society and thus
the architecture of tax enforcement must be highlighted.
Only in the context of these underlying fundamental rights
and guarantees is a proper evaluation possible.

3 TAX ENFORCEMENT AND THE UNDERLYING
LIBERAL DEMOCRATIC PRINCIPLES2I
3.1 Preliminary Remarks

Tax enforcement is the exercise of coercive power by the
state and interferes with personal autonomy. The way
taxes can be enforced in a society depends on the rela-
tionship between the state and the individual citizen.
This relationship is based on the attitude a society takes
towards the autonomy of the individual and the power of
the collective represented by the state to limit individual
autonomy. This article addresses the deployment of tax
administration AI in liberal democracies that uphold
personal autonomy as a core value of their society but
does not discuss its impact on any other form of
government.

It does not seem that states deploying tax administra-
tion Al have wanted to change their traditional under-
standing of the relationship between them and the
taxpayer. Thus, to legally assess the impact of tax admin-
istration Al, the concept that underlies tax collection and
enforcement must be recalled.

3.2 Fundamental Rights and Guarantees

3.2.1  Personal Autonomy

The assumption of citizens as rational beings with the
capacity of taking responsibility is the basis of liberal
societies. It is the foundation of personal autonomy that

2 OECD, Tax Administration 3.0, supra n. 2, at 10.

Ibid., at 12 f.

13
14

1> OECD, Tax Administration 3.0, supra n. 2, at 13.

1 Ibid., ac 14.

7 OECD, Technologies for Better tax administration, szpra n. 2, at 37; OECD, C

OECD, Tax Administration 2017: Comparative Information on OECD and Other Advanced and Emerging Economies 190 (2017).

ication and E with SMEs 16, 52 ff (2023).

'8 OECD, Tax Administration 3.0, szpra n. 2, at 14.

' OECD, Tax Administration 2023, supra n. 2.

Ibid.
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. . .22
constitutes the core value of liberal democracies.
It reflects dignity and underlies the rights to free exercise
.23 24 . 25 . 26
of religion,” free speech,” privacy,” private property,

27 28 . .
etc.”” The right to protection of

assembling with others,
private and family life (Article 8 of the European
Convention on Human Rights [hereinafter ECHR} and
Article 7 [together with Article 8} of the European
Charter of Fundamental Rights [hereinafter EuCHRY)
encompasses the rights to personal development and
establishing relationships with other human beings and
the outside world.”” It secures a sphere for individuals
within which they can freely develop and fulfil their
personality.’® It thus enshrines the right to personal

1
autonomy. ?

A state’s interference with this is only
allowed when it is necessary to safeguard the functioning
of a democratic society and to prevent others from harm.

Liberal democracies depart from the idea of rational
autonomous citizens (and thus rational taxpayers) who
are free to decide on their lives as long as they do not
harm others. For the functioning of society, and
duties are conferred upon them vis-a-vis the state.’”
Citizens would comply with their duties because of
intrinsic motivation (the feeling of ‘belonging’ to a
society and being responsible for its functioning’?)
and because of the costs of non-compliance in the
form of penalties.’”

In return, the state respects a sphere of its citizens in

which they do not have to expect that their behaviour will

be acknowledged.” In this concept, the state has the duty
to control without being allowed to constantly surveil
their citizens. It is thus obligated to uniformly and
equally levy the taxes and control taxpayers based on

‘ . 6
rational risk management.’

3.2.2  The Right to Respect for Private and Family Life

A very important ingredient of personal autonomy is the
right to and the guarantee of confidentiality which is
derived from the right to respect private and family life.
According to the Austrian Constitutional Court ‘freedom
as a right of the individual and as a state of being of a
society are determined by the quality of relationships of

. .37
information’.

If a ‘feeling of surveillance’ arises in
society, this ‘can have repercussions on the free exercise
of other fundamental rights, such as freedom of assembly
Similar to the ECHR,

broadmindedness and tolerance as hallmarks of a demo-
39

.38
and freedom of expression’.

cratic society require — among others — privacy.
Consequently, certain information on individuals is tradi-
tionally unknown by the state, and the individual remains
anonymous. The state is only granted access to personal
data and information insofar as it is necessary to fulfil its
legitimate duties. This is the fundament of tax enforce-
ment rules.*

However, the concepts of privacy differ from one state
In Austria,

to another. Belgium, Luxemburg, and

See e.g., Loic Philip, Droit Fiscal Constitutional: Evolution d'une jurisprudence 82 (Economica 2014), with further references.

2> Article 9 of the European Convention on Human Rights (hereinafter ECHR).

Article 10 ECHR.

N
i

N

°  Article 8 ECHR.
26 Article 1 Protocol No 1 to the ECHR.
*7 Article 11 ECHR.

The principle underlying the right to respect private and family life is the concept of personal autonomy; see Pretty v. the United Kingdom, no. 2346/02, §61, Eur.Ct.H.R.

2002-111; Gillan and Quinton v. the United Kingdom, no. 4158/05, §61, Eur.Ce.H.R. 2010.

Niemietz v. Germany no. 13710/88, §29, Eur.Ct.H.R. 1992; Pretty v. the United Kingdom, s#pra n. 28; Oleksandr Volkov ». Ukraine, no. 21722/11, §§165-167, Eur.Ct.

H.R. 2013; El-Masri v. the former Yugoslav Republic of Macedonia [GC}, §§248-250, Eur.Ce.H.R. 2012.

30

A.-M.V. v. Finland, no. 53251/13, §76, Eur.Ct.H.R. 2017; Briiggemann & Scheuten v. Federal Republic of Germany, no. 6959/75, §§55, 57, Eur.Ct.H.R. 1977; National

Federation of Sportspersons’ Associations and Unions (FNASS) & Others v. France, no. 48151/11 & 77769/13, §153, Eur.Ce.H.R. 2018.

31

Jivan ». Romania, no. 62250/19, §30, Eur.Ct.H.R. 2020; Eur.Ct.H.R., Guide on Art. 8 of the European Convention on Human Rights — Right to respect for private and

family life, home and correspondence 70 (last update 9 Apr. 2024), heeps://www.echr.coe.int/Documents/Guide_Art_8_ENG.pdf (accessed 24 Jun. 2022) (hereinafter

ECHR Art. 8 Guide).
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Tina Ehrke-Rabel & Barbara Gunacker-Slawitsch, Digitales Risikomanagement der Finanzverwaltung — Plédoyer fiir eine nihere Regulierung, 19 OStZ 522, 531 (2023).
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doi: 10.1016/j.joep.2015.06.005; Leandra Lederman, The Interplay Between Norms and Enforcement, in Tax Compliance, 64 Ohio State L. J. 1453, 1456 (2003), doi: 10.2139/
ssrn.391133; OECD, Forum on Tax Administration, Information Note, Understanding and Influencing Taxpayers’ Compliance Behaviour 11 (OECD Publishing 2010).
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doi: 10.1016/0047-2727(72)90010-2; see also Lederman, supra n. 33, at 1456 et seq.

Barbara Gunacker-Slawitsch, Amt keit und Mitwirkung im Abgab

3¢ Ehrke-Rabel & Gunacker-Slawitsch, supra n. 32, at 536.

The ‘deterrence’ approach by classic rational economics; Michael G. Allingham & Agnar Sandmo, [ncome Tax Evasion: A Theoretical Analysis,1 J. Pub. Econ. 323, 323 (1972),

rfabren 425, 575 (2020).

37 AT: VfGH (Verfassungsgerichtshof {Constitutional Court}) (27 Jun. 2014), G 47/2012-49, ECLI:AT:VFGH:2014:G47.2012: ,die Freiheit als Anspruch des Individuums
und als Zustand einer Gesellschaft wird bestimmt von der Qualitdt der Informationsbeziehung*.

3% AT: VEGH (Verfassungsgerichtshof {Constitutional Court}) (11 Dec. 2019), G 72/2019, ECLI:AT:VFGH:2019:G72.2019.

" Dudgeon v. the United Kingdom no. 7525/76, §§51-53, Eur.Ct. H.R. 1981.
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Kofler, Alexander Rust eds 2019).
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Switzerland,41 for example, bank account information was
protected for a long time from state intervention with
privacy rules except in cases of criminal offences. In
Sweden, on the contrary, it was never hidden from tax
authorities, and individual tax liabilities have been being
publicly accessible for years. This different approach to
confidentiality is likely to rely on different social norms
that
Considering their impact on the interpretation of funda-
mental rights, it is likely that, with societies adapting to

stem from various cultural backgrounds.

digitalization and globalization, experiences and expec-
tations of privacy and fundamental rights in general have
evolved.*?

In relationships between private parties, the right to
respect private and family life enshrines that of indivi-
duals agreeing to be under surveillance by or scrutiny of
private actors. For digital natives, it at least seems that
being screened, scrutinized, profiled by private parties
to understand oneself, to prevent health problems, to
become informed about what is occurring in the world
but also about products that one may enjoy has become
a widely accepted state of being. Transparency of some-
one’s personality to a wide public does not seem to raise
any concerns with digital natives. People seem to
become accustomed to being constantly surveilled by
others. Compared to the pre-Internet era, social norms
regarding confidentiality could have changed which
could — at least in the long run — also impact human
perception on the extent to which states need to respect
confidentiality.43

By now, the law governing the relationship between
citizens and the tax enforcing state has not adapted to
potential changes in the perception of confidentiality.
As long as legal systems have not consciously adapted
to changed social norms, state interference with indivi-
dual autonomy must adhere to the ‘traditional’ legal
understanding of this relationship. The deployment of
tax administration AI must thus be examined from the
perspective of the traditional understanding of the

Intertax

relationship between the state as the tax collector and
the citizen as the taxpayer. For the purpose of this
article, the traditional concept must be recaptured.

4 THE TRADITIONAL LEGAL VIEW OF THE
RELATIONSHIP BETWEEN THE STATE AND
THE TAXPAYER

4.1 The Problem: Information Asymmetry

in Taxation

To assess the proper amount of taxes at the right time, tax
authorities require a significant amount of information
related to the taxpayer and the taxable events. The facts
underlying taxation are determined by the taxpayer with-
out involving the tax administration. Thus, the former
has more information about the taxable event than the
lacter.*t Only the taxpayers themselves possess complete
information of the taxable events without permanent
state surveillance on them.” Furthermore, the informa-
tion necessary for appropriate taxation is generally not
automatically perceivable by the tax administration.
Information asymmetry is thus inherent to modern™®
tax systems and is at the origin of most of the difficulties
in enforcing tax laws."’

In situations of asymmetric information, rational indi-
viduals acting in pure self-interest are likely to attempt to
take advantage of their information head start to the
detriment of the collective. Under the deterrence model,
the government counters this behaviour by using a
method of applying legal rules that are based on detection
and sanctions for non—compliance.48 The findings of beha-
vioural economics and psychology complement this model
on the empirically tested thesis that the deterrence model
does not fully reflect reality in which the level of com-
pliance is higher than under the assumptions of the deter-
rence model.”” According to the proponents of this
approach, model tax compliance relies on social and

41

LexisNexis 2022); René Laurer, B. — BWG K

More information on the Austrian Bank secrecy in Maximilian Auer & Christine Anwander-Hirsch, Bankwesengesetz — BWG Kommentar’, §38 ref. 11 (Markus Dellinger ed.,
4 §38 ref. 8 (René Laurer, Melitta Schiitz, Armin Kammel, Thomas Ratka eds, Manz BWG online
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43
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Leandra Lederman, Statutory Speed Bumps: The Roles Third Parties Play In Tax Compliance, 60 Stan. L. Rev. 695, 697 (2007); MichaelDoran, supra n. 44, at 115; Alex
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personal norms that are valid for most taxpayers whereas
other taxpayers are better deterred by sanctions. In con-
trast to the deterrence concept, under this concept, the
negative effects of information asymmetry can be at least
partially overcome by increasing the trust of the
taxpayers.so Consequently, the appropriate instruments
should not be limited to prohibitions, controls, and sanc-
tions but extend to tools that shape social norms and
intrinsic motivation.”"

Information asymmetry has a negative impact on taxation.
First, overcoming it and enforcing it is expensive for the tax
administration. Second, since tax law enforcement via audits
and other instruments of control are limited by budgetary
constraints, it is very unlikely that it will be totally over-
come. Moreover, given that not all taxpayers behave in a tax
compliant way without the threat of incurring sanctions if
detected, trust alone cannot compensate for the information
asymmetry either. As a result, it can constitute an obstacle to
horizontal equity that is understood as similar treatment of
comparable cases which is a principle underlying taxation in
modern democracies.’”

4.2 Transparency

If the taxpayer and the tax administration possessed all of
the information relevant for taxation, information asym-
metry would be suppressed. Both parties would be — legally
speaking — transparent. Regardless of whether one
believes in the deterrence model or in a more tax morale
based concept, this could be a remedy to tax non-
compliance.’® In a situation of full transparency, there

cannot be any information asymmetry with cheating

becoming impossible. Taxpayers would then probably be
fully compliant.

Transparency would reduce or even remove the need for
mutual trust: When there is opacity, there is uncertainty
about the underlying facts. This creates risks.”* With full
transparency, there would not be any need for trust.””
Thus, in a fully transparent tax environment, the losses
in efficiency, legality, and equality related to information
asymmetry would not exist.”®

4.3 Overcoming Information Asymmetry

4.3.1 Self: Assessment

To overcome information asymmetry, tax administrations
traditionally rely on the taxpayer to file a tax return and
submit items of evidence that are subsequently verified
and evaluated. In the event of any doubts, the tax admin-
istration begins interacting with the taxpayer by requiring
further information or additional pieces of evidence before
proceeding to the tax assessment. If this was done in every
single tax case, the tax administrations’ work would
involve substantial costs.”” With taxation being a mass
phenomenon and having constant budget constraints, this
type of pre-assessment verification of all submitted tax
returns is, and was even in times before digitalization,
almost impossible.58 With it and with increasing oppor-
tunities to standardize taxpayer disclosure obligations
along with electronic submission, many states moved to
self-assessment’” or at least introduced filing procedures
similar to it.”” In general, under such systems, audits only
occur after assessment.®! Consequently, in many states,
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European Economic Association 235, 235 (2009)).

Ehrke-Rabel & Gunacker-Slawitsch, supra n. 32, at 537.
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post-assessment tax audits still constitute the most impor-
tant tool®? to achieve correct taxation.®® Furthermore,
regardless of the moment of verification — be it ‘pre’ or
‘post’-assessment, in the case that the tax authority doubts
the accuracy of the taxpayer’s declaration, it is generally
afforded the opportunity to ask third persons for
testimony.

4.3.2 Tax Risk Management

Given the mass of taxpayers, the enormity of taxpayer data
necessary for appropriate tax assessment, the European and
western American understanding of individual autonomy
and the limitation of state resources to enforce the law, tax
authorities have always been relying on taxpayer declara-
tions and have never been able to control 100% of the
taxpayers.é4 To find a balance between the obligation to
treat all taxpayers equally and the limitation of state
resources for full control, tax authorities have been elabor-
ating risk management systems for a long time. They
support tax administrations in making better decisions
to targeting the risky instead of everyone to channel
state resources to where they need to be deployed.65

An important part of tax risk management consists of
detecting abnormalities in reported taxpayer data to
decide whether to audit cases. This is not necessarily
the detection of tax fraud. Even in brick-and-mortar
times, tax risk management was eased by obligating
taxpayers to submit their declarations, e.g., their tax-
relevant data — in a structured way by using forms.
However, the analysis of these data was executed by
human brains, assorted public service agents with dis-
tinct experiences, various states of mind, and dissimilar
ways of thinking and evaluating data (even though they
were all trained the same way). The laws obligated tax
agents to proceed rationally and to treat taxpayers
equally. In case of severe errors, the tax agents were to
be held responsible for their actions.

Intertax

Besides risk-management, tax authorities would — even
in the pre-digitized era — interact with taxpayers by
providing assistance in understanding the complexity of
tax laws and their application in taxpayers’ lives by pro-
viding standardized forms and other types of support.

4.3.3 Digitized Tax Enforcement

Al systems currently support or supplant taxpayer services
and risk-management. Tax authorities deploy chatbots to
assist taxpayers and eventually collect additional informa-
tion on them.®® They run Al-systems to choose taxpayers
for audits®” and to segregate them into different groups of
cornpliatnce.G8 In tax enforcement, both prescriptive and
predictive as well as pre-emptive analytics are already
being utilized. Best practice reports published by the
OECD show examples from various countries in which
tax administrations use big data analytics for different

69
purposes.
Al can support the creation of (new) intrinsic
motivation,”’ e.g., by implementing Behavioural

Insights in Al-tools. An interesting example can be
found in the OECD report ‘“Tax Administration 2022".""
In Spain, for example, the tax authorities provide tax-
payers with pre-filled tax returns that they can amend.
As many modifications are incorrect, the Spanish tax
authorities have developed algorithms that classify tax-
payers into different categories by analysing existing data
from the past. If taxpayers want to make changes that the
system identifies as error-prone, they are shown a ‘nudge’
message to reduce incorrect inputs. According to the
OECD report, these messages have had a very good effect.

Information asymmetry would be mitigated if tax
administration AI was fully embedded into taxpayers’
natural and business environments. It could contribute
to at least increase, or eventually create transparency of
the taxpayer. According to the OECD, this could be
achieved at least for a large group of taxpayers.’”
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By embedding it within taxpayer natural systems, tax-
payers would be relieved of their tax reporting obligations
and cheating the laws would require active steps whereas
Al could support quasi automated taxation (in-built
compliance).”> These new tools change tax enforcement
and challenge the balance of fundamental rights against
the public interest in effective and efficient enforcement.
Taxation could shift from voluntary compliance (requiring
taxpayers action) to forced compliance (taxation without
any active contribution from the taxpayer).”*

5 WHY TAX ADMINISTRATION Al REQUIRES
LEGAL ACTION

5.1 Al Systems and Single Human Brains are
not Alike

Al systems are different from the activity of a single
human brain. On one hand, they constitute a super-
machine with capacities that a single human brain could
never deploy. On the other hand, they remain a machine
without the singularities of a human brain which
are — among others — the ability to find causalities, to
understand the physical world, and have real empathy.
Only after assessing the differences between a human tax
officer’s brain and a tax Al system can conclusions be
drawn for the legal evaluation of deploying Al systems
in tax enforcement.

Al systems are the better statisticians. They differ from
a human brain by:

(1) The volume of data: substantial amounts of data can
be processed in a structured way.

(2) The velocity of data processing: machine-based sys-
tems are far quicker in processing vast amounts of
data than a single human brain.

(3) The variety: machine-based systems can process vast
variety of data from different sources since the web is
not involved, they can automatically accede various
(national, European, international) databases and
retrieve data from business systems connected to
the web (Internet of Things; 10T, e.g., web-based
electronic cash registers with real-time connection to

the tax authorities). They do not need to simply rely

on the data submitted by taxpayers and third-parties
to eventually search for new data sources in the event
of doubt.
(4) Access to data: If properly set up, machine-based
systems can rely on a vast amount of data with a
likelihood of important validity. This can be
achieved, for example, by granting access to various
databases via Application Programming Interfaces;
APIs” or by commonly storing data using distrib-
uted ledger technology.
(5) Machine-based systems are much more efficient in
cross-checking enormous amounts of data:

In another less familiar aspect, any built-in bias pro-
duces effects on a larger scale than any bias in a single
tax officers” brain.”® Moreover, Al can only detect pat-
terns based on correlations, cannot set up causalities,
and its works are based on statistics.”” Human reflec-
tion is not restricted to statistics. This means that tax
administration Al is not originally ethically responsible
and cannot reflect and question the outcomes. With Al,
everything depends on its programming and on its
training: it can only act and react to the way that it
has been programmed and trained. It cannot evaluate
the accuracy of the data it processes and cannot make a
difference regarding its origin.

5.2 The Deployment of Tax Administration Al
Needs a Clear Framing by Law

Just like anything that the state deploys to fulfil its public
tasks, AI must be appropriately framed by law to ensure
that it does not increase inequality in tax enforcement.
Mindfulness in the context of tax enforcement means that
any enforcement tool needs to be based on clear legal rules
respecting the core values of society which are equality
before the law, more clearly when it comes to tax enforce-
ment; equal treatment of all taxpayers; respect of privacy;
and freedom to conduct any business activity.”® Taxpayers
must certainly not know how AI works in detail, but they
must know that tax administrations deploy it to complete
their tasks and they must know for which objectives Al is
deployed and which data are retrieved from which

79
sources.
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Al systems are not just another tool to support tax
authorities in carrying out their duties. In theory, they
can replace a human brain and could make decisions
instead of a human. Reportedly, many countries deploy
some type of artificial intelligence to choose taxpayers for
audits, to check taxpayer data during an audit, or to
prefill tax returns.®’ Moreover, tax administration Al
can contribute to segregating taxpayers in different groups
and allow micro-targeted action of tax authorities.”’

As no one can look into a human brain to understand
the reasoning underlying a decision no one can look into
an Al system to perfectly explain its outcome, but con-
trary to the human brain one cannot ask the AI system.
Furthermore, the scale of harm that a wrongful Al system
can cause is enormous compared to the one a single
human brain can do. Last, the human who has made an
erroneous decision (e.g., an illegally discriminating deci-
sion) can be held responsible for their wrongdoing.

To effectively address these issues, the deployment of
tax administration Al must meet a number of legal pre-
requisites despite the fact that it might not classify as
high-risk AI in the context of the EU Al Act.®

The legal prerequisites relate to the following:

(1) The source of the data: in a liberal democracy, ‘free’
web scraping is not allowed, and deploying tax
administration Al must not lead to secret surveil-
lance of the taxpayer.®’

(2) The age of the data used: in a liberal democracy,

everyone has the inherent capacity of changing their

atticude (also) towards the state.®* Taxpayer data

must not be outdated even if they constitute only a

small portion of the entire data set used for

evaluation.

(3) Processing the data: unsupervised machine learning

for tax enforcement purposes is unacceptable in a

liberal democracy. Supervised machine learning

must ensure that the trainers of the machine are
familiar with the fundamentals of tax enforcement
rules, especially with the fundamental taxpayer
rights that underlie the interaction between tax-

payers and the tax administration. Due regard

Intertax

“)

5)

(6)

must be given to the training of the machine even
when it is conducted by skilled personnel.

The objective of data processing: tax enforcement
must not be equated with crime detection. It fulfils
the purpose of uniform tax collection and efficient
it leads
offences. As a consequence, tax controls — even if

control. Eventually, to detecting tax
supported by Al — must not be limited to those who
are esteemed to be non-compliant. Tax authorities
are also obligated to control taxpayers randomly to
detect faults or irregularities. As this regularly leads
to state interference with the right to privacy, the
objective of data processing (and thus the impor-
tance of the objective of general interest) and the
severity of state interference must be appropriately
balanced.® segregating
according to their presumed level of tax compliance
with the effect of treating them differently in the

context of ‘micro-targeted’ tax enforcement must be

Furthermore, taxpayers

disclosed. Not only the exercise of segregation must
be revealed, but also the parameters used and the
consequences related to the different outcomes must
be made public. In a liberal democracy, the taxpayer
must have the possibility to challenge unequal or
disproportionate treatment before the court.®
‘Natural’ limitations of deploying AI: AI works
statistically, therefore, it can detect patterns and
correlations, but it cannot find causalities. It can
thus only be utilized when these capacities are
needed. Audit selection is one of these cases. To
preserve the function of tax controls that consists
of uniform and equal tax control (and not solely
detecting tax crimes), it must include random con-
trols of non-‘abnormal’ tax declarations.”®’

Human intervention and final decision by a human
given the limitation of Al to correlation without
causality and the biases and noises that can be
woven into the systems®®: A human must be able
to intervene when the outcome of the Al’s activity is
likely to treat taxpayers differently (e.g., subjecting
supposedly risk-prone taxpayers to a type of regular

80 OECD, Tax Administration 2023, supra n. 2, at 46 et seq.
81
82
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check and not monitoring supposedly risk-averse
taxpayers at all). The final decision must be from a
human if the tax is assessed differently from the tax
return.

Deploying tax administration Al is not just using a tool
such as a typewriter to ease tax administrations’” duties; it
is a new form of tax administration. Therefore, the encod-
ing procedure must be open to judicial control as only
that can ensure that the system does not contain inbuilt
inequzmlities.89 There must be either transparency on the
core functioning of the machine-learning system or, as a
supplant, a form of legitimation with a formal procedure
that could be the audited by a specific independent
body.”®

In societies that rely on the rule of law, there must be
clear rules on deploying Al, and there must be safeguards
that allow the individual to have the proper functioning of
the AI checked by an independent party. Only then does
the deployment of government Al confer with the prin-
ciple of separation of powers that is a core principle of a
liberal democracy. The basis for administrations’ exercise
of power must be stipulated by law. As a consequence, a
legal foundation is needed whenever Al supplants or sup-
ports governments. The administration is obligated to
implement the law, and the normal addressees must be
able to have their actions reviewed by the courts. Thereby,
the courts ensure the supremacy of the law and thus
democracy.”

If tax Administration Al is deployed in a mindful way,
it is likely not only to increase the efficiency of state
actions but also equality. As long as Al continues to be
used for selecting taxpayers for audits or of running a
chatbot to answer easy questions for taxpayers,”” the
meeting of the outlined legislative needs may render
liberal democrats happy.

5.3 Some Tax Administration Al ‘Futuristics’
May Irremediably Interfere With Personal
Autonomy

The OECD’s vision and what is already being deployed by
states — still in a dispersed manner but proceeding to be
more homogeneous — goes much further. To make taxes
just happen by embedding tax enforcement into the

taxpayers’ natural and business systems means attaching
tax enforcement to taxpayers’ everyday world which is — to
a large extent — connected to the digital world.”? Online
and offline are difficult to distinguish and are inseparably
interwoven in many areas of human life”* much like
private lives and business. Private consumption entails
tax consequences as do professional activities. If citizens’
natural and business systems are connected to the tax
administration, even if only via an API that allows retriev-
ing selected information, tax administration becomes an
omni-present part of citizens’ lives. Embedded systems
that make taxes just happen presuppose that real-life
events and their tax assessment are clear-cut and unam-
biguous. As long as legal rules must cover a range of real-
life events that are unique in their shape”’’ and as long as
legal rules use natural language, there will be ambiguity
and a degree of uncertainty that needs to be deliberated
and be open to final interpretation by independent bodies.
If this cannot be ensured in a seamless tax-life, there is a
threat to individual freedom and to democracy as freedom
from the non-legitimized exercise of power over people.

6 CoNcLUSION

Liberal democracies are based on the concept of the free
person who is a rational being capable of understanding
their behaviour and taking responsibility for it. The state
may only interfere with individual freedom when it has a
legal basis, if it is necessary to safeguard the functioning
of a democratic society, and to prevent others from harm.
Therefore, in liberal democracies, citizens have duties to
fulfil and responsibilities to bear. In return, they are not
and must not be surveilled by the state. Tax enforcement
is built upon this concept.

Tax administration Al — as any other AI — has the
potential to change this concept of the free individual
with clear duties and responsibilities vis-a-vis the state
and the society as well as the state with clearly defined
empowerment. Without a clear legal basis for deploying
Al by governments, the utilization of governmental Al
can endanger the fundamental principles of a liberal
democracy. What is technically feasible is not necessarily
appropriate for sustaining the fundamental values of a
liberal society.

% Ehrke-Rabel & Gunacker-Slawitsch, supra n. 32, at 536-537.
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If society wants to uphold the values of liberal democ-
racies, any deployment of tax administration AI must be
legally framed with clear rules on the origin of the data,
the method of data processing (in general terms, without
having to explain the underlying mathematical model in
detail), the aim of the data processing, and the possibility
of human intervention. Additional legal prerequisites may
be necessary depending on the purpose of the use of tax
administration Al If it is deployed in a mindful way, it is
likely to increase both the efficiency and the equality of
tax enforcement.

However, some available technical possibilities (some
tax administration Al ‘futuristics’) may irremediably
interfere with the core values of a liberal democracy.
These fundamental values would be irretrievably jeopar-
dized if the commencement for shaping the relationship
between the state and the citizens is no longer the free-
dom of the individual person but that of the state’s action
if the digital transformation leads to permanent state
surveillance to monitor taxpayers’ willingness to cooperate
and if the normal addressees have no chance to challenge
state action before the court. If tax administration
becomes a seamless experience for taxpayers with numer-
ous datapoints connected to each other and allow govern-
ments access to a multitude of data available on different
online databases without actively involving the taxpayer,
the preservation of liberal democratic values seems to
become impossible. Legal scholars must openly discuss
whether this is an aim to pursue. Additionally, voters
have to consciously decide whether this is the life they
want to live: No tax cheating anymore for the price of
permanent presence by the state. Making the deployment
of tax administration just happen is not the way that
changes in the core values of a free society should take
place.
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ARTICLE

Increasing Direct Tax Harmonization and the Role
of Tax-Relevant Economic Guarantees in Primary EU

Law — a Reflection on a (yet to be Formed) Trend

Moritz Scherleitner

The court is showing a tendency towards exposing secondary EU law to a less intensive review under primary EU law than it does for national

law. With a potentially large wave of direct tax law harmonization ahead, this has been mer with alertness in literature as it may not be adequate

Jor the field of taxation. Against this background, this article elaborates on the development of a direct tax velevant doctrine on the enforcement of

economic rights enshrined in primary EU law. The core argument worked out by the author can be summarized as follows. Given the weak

democratic legitimation of EU divect tax dirvectives, and having regard to the fact that they are extraordinary difficult to adapt or abolish, the

court has an increased responsibiliry to protect taxpayers’' economic rights — particularly when the underlying legislative decision or value is not

worth being upheld at the cost of an infringement of such rights.

Keywords: Fundamental rights, economic fundamental rights, charter, EU tax, primary EU law, secondary EU law, harmonisation.

I A CONSTITUTIONAL LEGAL ORDER — HOW
SERIOUSLY IS IT TAKEN?

The EU has a constitutional legal order. Thus, primary EU law
supersedes secondary EU law, and the latter can only be based
on the former." Yet, although this is true in legal terms, it that
reality is more nuanced, with literature indicating that the
court is showing a tendency towards exposing secondary EU
law to a less intensive review under primary EU law than it
does for national law.” With a potentially large wave of direct
tax law harmonization ahead, this has been met with alertness
in literature” as it may not be adequate for the field of taxation.

In the (natural) absence of a far developed direct tax
specific doctrine from the European Court of Justice

(ECJ), this article aims to add to the already rather
broad debate on the establishment of a common
European constitutional understanding that was already
identified twenty-five years ago as the necessary com-
mencement of European tax harmonization.” In an
attempt to further generalize considerations brought up
in a previous contribution,” the author aims to address the
question as to how the court may — and should — uphold
taxpayers’ economic rights included in primary EU law
when reviewing secondary EU direct tax legislation.
Focusing on this issue appears to be of increased relevance
given the need to base direct tax harmonization on Article 115
of the Treaty on the Functioning of the European Union

*

The problem this article deals with and expands on has been worked out by Moritz Scherleitner and Noora Miki, “The HOT Proposal and Primary EU — An Examination

and Suggestions to Address the Tensions” https://papers.ssrn.com/abstract=4831752 accessed 12 Jun. 2024 under reference to the HOT proposal. The novelty of this article
lies in the first mentioned authors being alerted by the problem worked out in 7bid. aiming to generalize and further develop these thoughts in the context of there being a
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(TFEU) and thus on unanimous decision making in the coun- the Charter of Fundamental Rights (ChFR) (4.4). In their
cil. Therefore, once implemented, European direct tax law can relevant field of application, these rules grant the right to the
only be changed and abolished if every Member State agrees to individual taxpayer to defend himself against legislation that
it. This is stark contrast to national tax law for which national disadvantages him vis-d-vis other groups provided that it
parliaments, being subject to recurrent re-election, can imple- cannot be justified and/or is not proportional.

ment, amend, and abolish tax legislation (usually) based on
majority decision making whenever they determine a need for

it. If the reader, concurring with the author, is prepared to 2 ExaAMINING secoONDARY EU LAW UNDER
argue that direct tax law is inherently an area that requires PRIMARY EU LAW — WHY IS THIS SPECIAL?
rather constant legislative maintenance, the current EU’s insti-
tutional setting cannot be regarded as optimal, particularly for The court faces a difficult task when examining secondary EU
direct tax harmonization endeavours that are more complex. law under primary EU law.® On the one hand, it has a
One Member State — be it in search of defending a certain responsibility to protect the guarantees enshrined in pri-
interest or after blackmailing the rest of them — is enough to mary EU law. These fundamental prerogatives form the
block the initiative thereby risking that it becomes stuck in constitutional foundation of the European project and
the past. While this is a well-known problem that Member upholding them is ultimately a matter of upholding the
States are (still) willing to accept,7 this article will argue that rule of law.”
it poses a special responsibility on the ECJ in enforcing On the other hand, however, the court must be careful
taxpayers” economic rights. not to upset the institutional balance of the Union by
The article will proceed as follows. In section 2, there will making or overriding decisions that legitimately belong to
be a brief reflection on the tension in which the ECJ is the secondary EU law legislator.'” This is also of high
caught when examining secondary EU law in the light of practical relevance particularly regarding the difficulties in
primary EU law. Thereupon, in section 3, it will be argued a supranational law setting — not in the least as the second-
that direct taxation is a highly sensitive field that is structu- ary EU law legislator must be granted a certain degree of
rally lacking decision making mechanisms that allow it to be flexibility in order to react to unforeseen challenges.
adequately maintained and further developed. It therefore Furthermore, although reaching a unanimous decision
requires additional and somewhat different considerations among ministers in the council is less burdensome than
than ordinary secondary EU law aiming at the advancement creating primary EU law,'" it still remains that it is the
of the Internal Market. In section 4, the author will then same Member States that have signed the treaties that are
concentrate separately on the three main channels that the now giving effect to its abstract and general terms by setting
court has at its disposal concerning the protection of eco- secondary EU law.'” This more political than legal view
nomic rights. The focus will first be on competence control calls for broad discretion of the secondary EU law legislator
which protects the community of taxpayers by requiring that even tolerates limiting the effect of the general and
secondary tax EU law to comply with the principles of abstract principles included in primary EU law."
subsidiarity and proportionality and to overall advance the Literature tends to regard the court to solve this
internal market (4.2). Thereafter, the author discusses the dilemma in favour of a more lenient review of secondary
fundamental freedoms (4.3) as well as Articles 16 and 20 of EU law under primary EU law.'* The author shares this

6
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perception. Yet, it is nonetheless important that this is
not misunderstood as the court being ignorant of the
constitutional relationship enshrined in EU law. To the
contrary, the ECJ has, not even rarely, invalidated
secondary EU law due to it breaching primary EU

"> Furthermore, the court has used other and

law.
lighter means to give factual effect to primary EU law
guarantees. As explicitly emphasized by its president,
the court attempts to uphold secondary EU law by
interpreting it ‘as far as possible, in such a way as not
to affect its validity’'® and to do ‘everything within its
jurisdiction to interpret secondary EU law in accordance
with primary EU law’.'” While this has happened
through partly truly adventurous interpretations,'® this
softer way of reconciling the will of the secondary
EU law legislator with the guarantees of the primary
EU law occurs more frequently as the outright invali-
dation of secondary EU law'” and underscores the need
for a nuanced view of the court’s approach in the
constitutional review of secondary EU norms. Even
more, the court has even been prepared to factually
disarm certain (integration unfriendly) exemptions
included in primary EU law that it reached through
providing interpretations that — although sensible as
such — are contrary to the rather obvious will of
Member States.”’ Nevertheless, such examples of
‘pushing the bounds of interpretation to the utmost’”'

cannot exceed the limits of contra legem.”” Hence, if the
clear wording of the secondary EU law provision does
not allow taking away the conflicting primary EU law
through a consistent interpretation, the court will be
forced to decide on whether it declares the secondary
EU law void or not.”?

3 Is (EUROPEAN) DIRECT TAXATION SPECIAL?

3.1 Too Little Protection by Consent
Requiring Stronger Protection by Content?

Taxation is at the at the core of an area in which central
principles of modern constitutionalism are in tension®*: On
the one hand, states assume responsibility for a wide range of
tasks. This has to be funded, and taxation is the predominant
source for it. As such, taxation is justified per se.”> On the
other hand, at least in Western democracies freedom and the
private sphere are subject to particular protection with which
taxation is interfering.*® Conceptually, balancing these con-
flicting ideas is for the democratically legitimized parliament
through which citizens essentially have the possibility to
decide how much tax to impose on themselves.”” This ‘pro-
tection by consent”™® emphasizes the need for democratic
legitimation and control of the tax legislator which is given
effect through recurrent elections reconfirming voters’ com-
mitment to taxation rules.”” In addition, and although the
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extent of this differs between countries, legislators are bound by
constitutional principles,”” disallowing them to deprive tax-
payers of their fundamental rights.®’ This ‘protection by
content”” sets material constraints on the legislators, ultimately
protecting the minority against exploitation by the majority.*®
Assuming there is a need for (1) a certain level of taxpayer
protection and (2) assuming that reaching this is a function of
protection by consent and content, it can be argued that the
lower the protection by consent, the higher the protection by
consent must be.”* Relying on this as a framework for this
article goes hand in hand with the following conceptual
implications for reflecting on an EU direct tax constitutional
doctrine. Consider, to begin with, that protection by consent
in its purest form is characterized by a congruence between
voting on tax legislation, paying the tax, and enjoying the
expenditures.”” While already in an ideal typical world, such
congruence only holds on an aggregate level and not at the
individual level (for whom it remains a mandatory taking),%
reality is specifically far from it. It is very typical for states to
tax non-citizen residents on their worldwide income and non-
residents on what they receive from a jurisdiction. Neither of
these groups has a formal say in making tax legislation.
Atan EU level, this is even worse. Given that EU secondary
direct tax law must be based on Article 115 TFEU, it requires
a unanimous council decision to create direct tax directives.”’
This not only means that those paying (or bearing)’® the tax
do not have a direct say in the process. It also conveys that
those rules that have been made by their directly elected
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parliaments are set aside by an initiative proposed by a body
of civil servants (the commission) and accepted by the execu-
tive branch of government (council) with both having no
legislative power in the national scene.®”

Certainly, representatives of the Member States in the
council can be reasonably be expected to represent the will
of their respective national parliaments.40 However, there is
no guarantee that the actual majority is given effect — not even
in the moment in which unanimity is achieved as it may have
required concessions to make reluctant Member States amen-
able with the end result being such that it would no longer be
supported by the ma.jority.41 Given that there is no need to
reconfirm the unanimous decision via a new one but, to the
complete contrary, the requirement being that the once made
unanimous decision remains in place as long as there is no
unanimous agreement to change or abolish it, the minority
begins to control the majority. In the most extreme case, it is
one small Member State whose veto keeps the rule in place
that has not even enjoyed majoritarian support at its inception
and whose abolishment is the will of the majority in the EU
and the majorities of the Member States (even in the blocking
Member State). Thus, protection by consent is very weak in
the current European direct tax law framework.*?

Seen from this perspective, protection by content must be
especially strong in an EU direct tax settir1g.43 It goes way
beyond the protection of minorities that protection by content
is typically concerned with and extends to a need to protect
majorities against the spirits called by their predecessors. This
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places an especially high responsibility on the court because
taxpayers that are violated in their fundamental rights may
factually only be able to rely on the ECJ for receiving protec-
tion —and there is, from their perspective, no obvious reason as
to why this protection should be less than in a national setting.
After all, for the taxpayer as the holder of these rights, it does
not make a difference as to whether they are infringed through
genuinely national legislation or national legislation imple-
menting an EU directive.

3.2 What Situations Require Particular
Attention?

Specifically in the above context, the author urges the
court to not be overly zealous in regarding income taxa-
tion as merely another field of economic policymaking, in
which it is, without further questioning, in place to grant
wide discretion to the secondary legislator. To the con-
trary, taxation is a complex and facet-rich sum of legisla-
tive decisions that are inherently sensitive as it, per
definition, goes hand in hand with the act of being forced
to pay without directly receiving anything in exchange.
Behind this is, indirectly at least, always some sort of
value decision. However, and this is the point the author
intends to make in this section, not every value decision is
worth the same protection. Instead, the author posits that
some of them may not deserve being upheld against a
fundamental right infringement while others precisely
need to be defended — occasionally even against the (unin-
tended) effects of the law introducing them.

In this regard, the author stresses that the court — despite
frequently expressing the willingness to do so — cannot fully
refrain from making value judgments itself. To the contrary,
the decision to give preference to the legislators’ position
already creates a value judgment as it puts the rights of some-
one else (be it a group or an individual) behind what is assumed
to be the legitimate expression of the peoples” will. While the
author — as outlined in section 2 — recognized that there are
structural arguments that can be invoked to demand the court
to step back when examining secondary EU law under primary
EU law, it remains a value-based decision for it to attach more
weight to legislative flexibility than to the economic rights in
question.

Below, the author discusses three instances in which the
court may be urged to apply a more cautious approach. While
not being in any way a comprehensive or exhaustive list of such
instances, they should suffice to make the argument that a
nuanced approach to income taxation seems necessary. This is
particularly so when building on the assumption that there is

an increased need for taxpayer protection by ‘content’ in an EU
. . . 44
setting when compared to a national setting.

3.2.2  Economic Rights Infringement Through
Erroneous Legislation

Making tax legislation is a difficult task. A reasonably simple
political intention and overarching aim must be formulated in
abstract language that must yield the desired results in all
relevant cases whether they are foreseeable or not. The more
complex the rules, the harder it may be for the technical
experts to anticipate the actual working of the legislation.
Furthermore, the politicians that have advanced the initiative
through expressing their willingness to support a certain
agenda may hardly be able to gain a reasonable understanding
of how the law they decide upon works in reality and outside
the ideal typical cases they may have in mind.*® This is
certainly not a new phenomenon nor is it specific to EU law
or tax law over all. Legislators often depend on — and are
politically accountable for — what experts say.*® Yet, as men-
tioned above, it is much easier for the legislator in a national
setting to react to unintended outcomes by changing the law.
Instead, when decision making is bound to finding unanimous
consensus, the result may be a legislative gridlock — be it due
to a missing consensus or merely due to political horse trading.
This is a clearly suboptimal setting for a field such as direct tax
law that is known for its complexity and constant need for
maintenance and further development.

In this context, the author sees good reason for the
court to pay increased attention to two crucial questions.
First, have the assumptions that are the basis of the
legislation or parts of it turned out to be, at least to a
reasonable degree, factually true? If not, a piece of legisla-
tion that does not necessarily reflect the value that those
endowed with political legitimization have meant it to
reflect may be at stake. This is certainly not automatically
a problem. Reality may be better than what is assumed, or
it may be without any relevance that the assumptions do
not hold. However, in the event that such law conflicts
with primary law guarantees, the author does not see a
reason to award special protection to the secondary EU
law that is based on false assumptions as the value deci-
sion of the legislator does not cover such circumstances.
Second and practically maybe more likely, it appears
possible that applying the law to certain cases produces
outcomes that are actually not in accordance with the
original value decision of the legislator. In such cases,
applying primary EU law can help to restore the law’s
function as originally intended and/or protect the taxpayer
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from having its economic rights infringed by legislation that is
inconsistent without there being an acceptable reason for this.

3.2.3 Concern 2: Economic Rights Infringements
to Accord with Concessions to Specific Interests
of Certain Member States

In a setting of unanimous decision making, Member States
can use their veto power. This is neither infrequent nor
exceptionally problematic as it is the natural outcome of
the political process that is foreseen in Article 115 TFEU.
Yet, upon taking a more nuanced view, it could be argued
that not every compromise that this political process results
in is worth equal protection when balanced against tax-
payers’ economic rights. While it appears more sensible for
the court to respect compromises resulting in harmoniza-
tion in steps or compromises that genuinely compensate
certain Member States for disadvantages, there are fewer
reasons to defend, polemically speaking, Member States’
attempts to blackmail others for the purpose of achieving
concessions serving their special interests.”” The latter may
especially concern instances of bad compromises that may
frustrate the entire initiative™® and/or be detrimental for
single taxpayers or groups of them. In such situations, the
author would see arguments for the court to apply stricter
scrutiny particularly as the law, as it stands, may not
actually reflect a genuine consensus among Member States
but merely be the outcome of political horse trading. The
author’s position can certainly be very easily opposed by
stating that what is of relevance is the law, that is, the final
product regardless of how the single elements were derived.
This argument certainly has merit, not in the least as it
may be very difficult to define what is a good/bad compro-
mise and to what extent this should influence the court in
forming a view on its worthiness to be protected.
Nevertheless, the author opines that it is legitimate for
the court to provide for such considerations. Although
they can hardly be decisive on their own, they do affect
the balance between the rights of the individual and the
(alleged) interest of the legislator. At least to the author, it
is very hard to understand why core principles and values of
the EU legal framework could unreasonably easily be sacri-
ficed for the sake of ultimately allowing (the Member States

Intertax

forcing the concession to be introduced) potentially inte-
gration-unfriendly rules to prevail.

3.3. Concern 3: Economic Rights
Infringements due to Member States
Forming ‘Tax Cartels’

The third concern that was expressed in literature concerns
Member States acting in concert to safeguard legal initiatives
that would not withstand primary law scrutiny if they were
implemented as national EU law."” While conceptually simi-
lar to the second concern referred to above, the issue here is
that it is not a single or a few Member States that aim to
achieve a special concession that — which is the relevant
perspective here — violates taxpayers’ economic rights.
Rather, it is Member States acting as a whole that count on
escaping the consequences of exploiting the court’s leniency in
reviewing secondary EU law under primary EU law. When
Member States act as a ‘cartel of fiscal authorities’,’® so the
argument goes, the court should not too readily disregard core
EU principles in order to accord with the political agenda.’’

4 A DIRECT TAX SPECIFIC DOCTRINE?
4.1 Three Channels for the Court to Enforce
Economic Rights

When searching for possibilities for the ECJ to accommodate
the considerations brought forward in section 3, three chan-
nels appear to be of increased relevance. The first is compe-
tence control for which the ECJ can filter out manifestly
inappropriate legislation (4.2). The second are the funda-
mental freedoms for which the court can address disadvanta-
geous treatment caused by the secondary EU legislation on
cross-border transactions (4.3). The third are the fundamen-
tal rights (especially Article 16 and/or Article 20 ChFR) for
which the court can generally address adverse economic
effects of secondary EU law on taxpayers (4.4). Below, the
author will discuss of each of these channels by always
beginning with an elaboration on the overall role of the
legal instrument in question and some reflections on the
current doctrine. Thereupon, potential avenues for develop-
ing a direct tax specific doctrine will be explored.
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On the latter, see also Szudoczky (2020), supra n. 1, at 95.
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A recent prominent example of this is the Proposal for a COUNCIL DIRECTIVE on Business in Europe: Framework for Income Taxation (BEFIT) 2023 Art. 48(2). See for

critique, Pasquale Pistone and others, Proposal for @ Council Directive on BEFIT: An Initial Assessment (IBFD 2023); Moritz Scherleitner & Edoardo Traversa, Involving the
Corporate Sector in EU Financing — A Two-Tier Model for a Corporate Income Tax Based Own Resource, Eur. L. Rev. {2024} s. 4.2.2, https://papers.ssrn.com/abstract=4695242

(accessed 23 Jan. 2024).
49
www.ibfd.org/doi/3202szr (accessed 4 Mar. 2024.
Ibid.

Ibid., at 7,s. 6.4.3.
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4.2 Safeguarding Economic Rights Through
the Competence Function

4.2.1 The role of Competence Control and Brief

Reflections on the Current Doctrine

The EU can only legislate to the extent to which
Member States have transferred competence to it.”?
Hence, the EU’s action must have a basis in primary
EU law which, in direct taxation, is Article 115 TFEU
by default.’® This includes a general competence to
‘issue directives for the approximation of such laws,
regulations or administrative provisions of the Member
States as directly affect the establishment or functioning
of the Internal Market’.”* This provision can be relied on
when differences between Member States’ national rules

obstruct the exercise of the fundamental freedoms’’

of
Alternatively, recourse to Article 115 TFEU is possible

or

distortions >0

cause  significant competition.
to prevent the emergence of future obstacles to trade
resulting from the divergent development of national
laws, provided this is likely and the measures in question
are designed to prevent it.”’ On the other hand, merely
finding disparities between Member States or the
abstract risk of infringements of fundamental freedoms
or distortions of competition does not suffice for invok-

ing Article 115 TFEU.”®

In general terms, the court applies a rather lenient
approach in examining the availability of a primary EU

s . . .
? Yet, in exceptional cases, it has been

law competence.
prepared to strike down secondary EU law as no longer
being covered by the (now) Article 114 TFEU.® In this
context, the court clarified that secondary EU law must
genuinely have the improvement of the conditions for the
establishment and functioning of the internal market as
its objective (which the directive on tobacco advertising in
question in the proceedings did not fulfil).®" It is ascer-
tained from literature that this requirement is the same
for Articles 113 and 115 TFEU.®

Furthermore, Union acts must accord with the princi-
ples of subsidiarity included in Article 5(3) TEU. It
allows the EU to act only insofar as the objectives of the
proposed action cannot be sufficiently achieved by the
Member States but can be better accomplished at the
Union level. While subsidiarity concerns were formally
raised by various national patliaments in the course of
(both) common consolidated corporate tax base (CCCTB)

0364 subsidiarity is normally not of increased

proposals,
concern in direct taxation.

Moreover, EU acts must comply with the proportion-
ality principle of Article 5(4) TEU. In its ‘competence
function’,® the application of this general principle of EU
law®® assesses whether the loss in autonomy suffered by

the Member States is justified by the greater ability of the

52
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‘Consolidated Version of the Treaty on European Union” Art. 5(1). Member States can act, to the extent the EU has not done so.

Direct taxation matters affect the Internal Market, of which the establishment is a core goal of the EU. See Consolidated Version of the Treaty on European Union, supra n. 52, Art.

3(3). Consolidated version of the Treaty on the Functioning of the European Union 2012 (OJ C) Art. 26. See e.g., Peter Behrens, Der Wetthewerb Im Vertrag von Lissabon,
Buropiische Zeitschrift fiir Wirtschaftsrecht 193 {2008}; Ulrich Becker, EUV Art. 3 {Ziele}, in EU-Kommentar (Schwarze and others eds, 4th edn 2019) para. 13; Benjamin
Stralburger, Die Dogmatik Der EU-Grundfreibeiten, vol 70, 7 (1st edn, Mohr Siebeck 2012). Armin Hatje, AEUV Art. 26 {Binnenmarkt}, in EU-Kommentar (Schwarze and
others eds, 4th edn 2019). Korte, AEUV Art. 26 (Ex-Art. 14 EGV) {Binnenmarkt}, in Calliess/Ruffert (EUV and AEUV eds, 6th edn 2022).
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Consolidated version of the Treaty on the Functioning of the European Union Art. 115. Indirect taxes are dealt with in Consolidated version of the Treaty on the

Functioning of the European Union Art. 113. The establishment of the Internal Market — the establishment of which is a core goal of the EU.

> The Queen, on the application of Vodafone Ltd and Others v. Secretary of State for Business, Enterprise and Regulatory Reform {2010} ECJ Case C-58/08 {321; Federal Republic of Germany
v. European Parliament and Council of the European Union {2006} ECJ Case C-380/03 [37}; Kofler, supra n. 6, s. 2.2.

56

The Queen, on the application of Vodafone Ltd and Others, supra n. S5, para. 32. Federal Republic of Germany, supra n. 55, paras 84 and 106; Kofler, supra n. 6, s. 2.2. Nadja Braun

Binder & Nadja Braun Binder, Rechtsangleichung in Der EU Im Bereich Der Direkten Stewern vol 266, 4849 (1st edn, Mohr Siebeck 2017).

57

Federal Republic of Germany, supra n. 55, para. 38. The Queen, on the application of Vodafone Ltd and Others, supra n. 55, para. 33. Kofler, supra n. 6, s. 2.2.
For example, The Queen, on the application of Vodafone Ltd and Others, supra n. 55, para. 32; Kofler, supra n. 6, s. 2.2.

? Kiibek & Terhechte, AEUV Art. 115 {Nationales Recht Mit Unmittelbarer Auswirkung Auf Den Binnenmarks; Rechtsangleichung}, in Frankfurter Kommentar EUVIGRC/IAEUV
(Pechstein, Nowak & Hide eds, 2d edn 2023), para. 17; M. Schréder, AEUV Art. 114 {Rechtsangleichung Im Binnenmarkt}, in Streinz 33 (EUV & AEUV eds, 3d edn 2018).

0 The Queen v. Secretary of State for Health, ex parte British American Tobacco (Investments) Ltd and Imperial Tobacco Ltd 12002} ECJ Case C-491/01.

Ibid., paras 83 et seq.
Szudoczky (2020), supra n. 1, at 99.

This process is known as the yellow card procedure. See further Peter Wattel, Conceptual Background of CJEU Case Law in Direct Tax Matters, in European Tax Law. Volume 1:

General Topics and Direct Taxation | Edited by Sjoerd Douma, Otto Marres, Hein Vermeulen, Dennis Weber (Sjoerd Douma and others eds, Eighth edition, Wolters Kluwer 2019).

¢ Proposal for a COUNCIL DIRECTIVE on a Common Consolidated Corporate Tax Base (CCCTB) /* COM/2011/0121 final - CNS 2011/0058 */ 2011; Proposal for a
COUNCIL DIRECTIVE on a Common Consolidated Corporate Tax Base (CCCTB) 2016.

% Szudoczky (2014), supra n. 1, at 120.

Opinion of Mr Advocate General Poiares Maduro delivered on 1 October 2009 The Queen, on the application of Vodafone Ltd and Others v. Secretary of State for Business, Enterprise and

Regulatory Reform Reference for a preliminary ruling: High Court of Justice (England & Wales), Queen’s Bench Division (Administrative Court) — United Kingdom Regulation (EC) No
717/2007 — Roaming on public mobile telephone networks within the Community — Validity — Legal basis — Article 95 EC — Principles of proportionality and subsidiarity Case C-58/08
(EC)) {4}. Calliess, EU-Vertrag (Lissabon) Art. 5 (Ex-Art. 5 EGV) {Grundsatz Der Begrenzten Einzelermdichtigung, Subsidiaritit Und VerhdltnisméfSigkeit}, in Calliess/Ruffert (EUV
and AEUV eds, 6th edn 2022) para. 45; Pache, EUV Art. 5 {Grundsatz Der Begrenzten Einzelermdichtigung, Subsidiaritdtsprinzip, Verhdltnisméfigkeitsgrundsatz}, in Frankfurter
Kommentar (Pechstein, Nowak & Hide eds, 2d edn 2023), para. 153; Georg Lienbacher, EUV Art. 5 {(Subsidiaritéitsprinzip}, in EU-Kommentar (Schwarze and others eds, 4th

3

edn 2019), para. 37; Streinz, EUV Arz. 5 {Komp ung Und K

stibungsscl

: Prinzip Der Begrenzten Ermdichtigung — Subsidiaritétsprinzip — Grundsatz Der

VerhéiltnisméfSigkeit}, in Streinz (EUV & AEUV eds, 3rd edn 2018), para. 43; Szudoczky (2014), supra n. 1,s. 5.1.3.
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EU to achieve the goals of the legislation.67 This requires somewhat stricter approaches. In Spain v. Council, the issue
the EU action to be appropriate for attaining the legit- was that the EU legislator did not take into account all of
imate objectives pursued by the legislation at issue and the relevant information in making the law which
not exceed the limits of what is appropriate and necessary resulted in poor legislation. Importantly, the court no
in order to achieve them.®® In this context, the court longer saw this as being encompassed within the discre-
reviews proportionality as a matter of suitability, ques- tion awarded to the Union legislator but as constituting a
tioning whether the rule genuinely reflects a concern to manifest error of assessment.’®

attain the objective in a consistent and systematic

manner.® In addition, it reviews whether recourse can . .
4.2.2 Reflections on Potential Developments on the

pursued.”” Furthermore, the examination also includes the Application of Competence Control to Direct

question of whether the disadvantage stands in adequate Tax Legislation
relation to the interests pursued (proportionality stricto

be had to less onerous means for attaining the objectives

71 It is surprisingly frequent that tax literature questions the
sensu). . . . . .77
. availability of this legal basis for tax directives.”” The
Nonetheless, under settled jurisprudence, the standard . . .
. . g . argumentation brought forward in this regard may be
for the review of proportionality used by the court with .
. 72 . summarized as follows. If secondary EU law rules cause
respect to secondary EU law is lower.”” The legality of a . . . . .
. L an increase in taxation or provide for an outcome that is
measure that is adopted can be affected only if it is . L
. . . . . . contrary to the ECJ’s jurisprudence on the application of
manifestly inappropriate having regard to the objective .
. L . 73 the fundamental freedoms on national law, the secondary
which the competent institution is seeking to pursue’.’ . .
. . . . EU law that is in place cannot be regarded as furthering
Stricto sensu proportionality is sometimes not tested at . 78 r - . .
74 . . the internal market.”” This resembles especially the third
all,”” or the elements of necessity and appropriateness are . . . :
concern listed above since the implementation of the

. 75 @ -
mixed.””” Still, some older case law also demonstrates that
’ OECD work has been understood to be — at least

there could be some leeway for the court to accommodate

7 Opinion of Mr Advocate General Poiares Maduro delivered on 1 October 2009 The Queen, on the application of Vodafone Ltd and Others v. Secretary of State for Business, Enterprise and

Regulatory Reform Case C-58/08 (An Chiirt Bhreithitnais) [44]. For a broad elaboration see especially also Judgment of the Second Senate of 5 May 2020 — 2 BuR 859/15
(Bundesverfassungsgericht) {126}.

8 Fédération Charbonnitre de Belgique v. High Authority of the European Coal and Steel Community 119561 ECJ Case 8-55. The Queen v. Secretary of State for Health, ex parte British
American Tobacco (Investments) Ltd and Imperial Tobacco Ltd {2002} ECJ Case C-491/01 {122Y; Afton Chemical Limited v. Secretary of State for Transport {2010} ECJ Case C-343/09
[451. Sky Osterreich GmbH v. Osterreichischer Rundfunk {20131 ECJ Case C-283/11 [SOY; Herbert Schaible v. Land Baden-Wiirttemberg {20131 ECJ Case C-101/12 [29}. Digital
Rights Ireland Ltd v. Minister for Communications, Marine and Natural Resonrces and Others and Kéirntner Landesregierung and Others {2014} ECJ Joined Cases C-293/12 and C-594/
12 [46Y; Proceedings brought by Heinrich Weiss and Others {2018} ECJ Case C-493/17 {72}.

" Criminal proceedings against Ernst Engelmann 120101 EC] Case C-64/08 [35Y. Marc Michel Josemans v. Burgemeester van Maastricht 120101 ECJ Case C-137/09 [70}. Enropean
Commission v. Republic of Austria {2011} ECJ Case C-28/09 {126}; in this context, the CJEU frequently limits its review to whether the relevant measure is manifestly
inappropriate having regard to the objective pursued I Schroeder KG v. the Federal Republic of Germany {19731 ECJ Case 40-72 {14Y; Hans-Markus Stilting vastaan Hauptzollamt
Hamburg-Jonas {19791 An Chuirt BhreithiGnais Asia 138/78 {7}. Hermann Schrider HS Kraftfutter GmbH & Co KG v. Hauptzollamt Gronan {1989} ECJ Case 265/87 {22}.
Federal Republic of Germany v. Council of the European Union {19941 ECJ Case C-280/93 [901. Federal Republic of Germany v. European Parliament and Council of the European Union
[19971 ECJ Case C-233/94 {55 and 56}. Emesa Sugar (Free Zone) NV v. Aruba {2000} ECJ Case C-17/98 [53). The Queen, supra n. 68, para. 123; The Queen, on the application of:
Swedish Match AB and Swedish Match UK Lid v. Secretary of State for Health {2004} ECJ Case C-210/03 {48}. Etimine SA v. Secretary of State for Work and Pensions {20111 ECJ
Case C-15/10 {125}

7% Walter Rau Lebensmittelwerke v. De Smedt PVBA [1982} Euroopa Kohus Kohtuasi 261/81 [17Y; H Jippes, Afdeling Groningen van de Nederlandse Vereniging tor Bescherming van
Dieren and Afdeling Assen en omstreken van de Nederlandse Vereniging tor Bescherming van Dieren v. Minister van Landbouw, Natuurbeheer en Visserij {20011 ECJ Case C-189/01 [81].
Afton Chemical Limited, supra n. 68, para. 45. Burean d'intervention et de restitution belge v. Beneo-Orafti SA {2011} ECJ Case C-150/10 {751). Republic of Poland v. European
Parliament and Council of the European Union {2016} ECJ Case C-358/14 {78].

"V See e.g., Philip Morris Brands SARL and Others v. Secretary of State for Health {2016} ECJ Case C-547/14 [165].
72 Philip Morris Brands SARL and Others, supra n. 71, para. 166; Calliess, supra n. 66, para. 45.
For example, The Queen, supra n. 60, para. 123.

7 Fromangais SA v. Fonds d'orientation et de régularisation des marchés agricoles (FORMA) {19831 ECJ Case 66/82 {8Y; Affish BV v. Rijksdienst voor de keuring van Vee en Viees {1997}
ECJ Case C-183/95 {30Y; The Queen, on the application of Vodafone Ltd and Others, supra n. 55, paras 53 and 54; Grand Duchy of Luxemburg v. European Parliament and Council of
the European Union {2011} ECJ Case C-176/09 {63}; Caseificio Cirigliana Srl and Others v. Ministero delle Politiche agricole, alimentari e forestali and Others {2019} ECJ Case C-569/
18 [43].

7> See for this and the references of much of the case law quoted in this paragraph, Judgment of the Second Senate of 5 May 2020 — 2 BuR 859/15, supra n. 67, para. 126.

S Kingdom of Spain v. Council of the European Union {2006} ECJ Case C-310/04 {120 et seq.l; Koen Lenaerts, Proportionality as a Matrix Principle Promoting the Effectiveness of EU

Law and the Legitimacy of EU Action — Keynote Speech — ECB Legal Conference 2021 Continuity and Change — How the Challenges of Today Prepare the Ground for Tomorrow (2021).

77 Arnaud de Graaf & Klaas-Jan Visser, ATA Directive: Some Observations Regarding Formal Aspects EC TAX REVIEW. Gianluigi Bizioli, Taking EU Fundamental Freedoms
Seriously: Does the Anti-Tax Avoidance Directive Take Precedence over the Single Marker?, 26 EC Tax Rev. (2017), hteps://kluwerlawonline.com/api/Product/CitationPDFURL?
file=Journals\ECTA\ECTA2017018.pdf (accessed 27 Feb. 2024). Sriram Govind & Ivan Lazarov, Carpet-Bombing Tax Avoidance in Europe: Examining the Validity of the ATAD
Under EU Law, 47 Intertax 852, at 852-868 (2019); Instead, regarding Art. 115 TFEU to be an adequate legal basis se¢ e.g., Braun Binder & Binder, supra n. 56, at 92-94;
Szudoczky (2020), supra n. 1. Szudoczky (2020), supra n. 1, at 99.

78 To different extents, cf. the references provided in su#pra n. 78.
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partly — driven by a desire to minimize the risk of conflict
with primary EU law.”’

The author nevertheless opines that the court is very
unlikely to pick up these concerns. This comes because
it is wultimately not convincing to argue that the
advancement of the internal market demanded by
Article 115 TFEU is automatically not occurring when
parts of the rules conflict with the case law on national
Rather, the
advancement of the internal market may just happen

law under the fundamental freedoms.

through other routes and be positive overall.** In the
context of the Anti-Tax Avoidance Directive (ATAD)
and in the context of minimum taxation rules, the
author feels confident when assuming that such an over-
all positive effect on the internal market exists. This is
because the decrease in distortions caused through
under-taxation are may contribute more to the improve-
ment of the internal market than the increased compli-
ance costs or occasional violations of the fundamental
freedoms create do harm to it.*'

Even if this is incorrect and the rules are overall harm-
ful to the internal market, the court would nevertheless
likely accept it as being in accordance with Article 115
TFEU since the harmonization prevents the emergence of
future obstacles that non-harmonization would (in addi-
tion) create. In colloquial terms, harmonizing the rules
makes it the lesser evil than seeing the same rules being
implemented without it.*” Thus, a successful challenge of
tax directives based on the lack of competence in the
TFEU does not appear probable. To cut it short, the
same is likely true for the subsidiarity principle as it is
fair to generalize that harmonization is always better
achieved on an EU level than on a national level.

With respect to proportionality, the picture is more
nuanced. On the one hand, the court cannot apply an
unreasonable strict stance as this may endanger future
harmonization endeavours or, what principally may happen
as well, could cause part of coordination efforts to take
place outside the EU law framework. On the other hand,
an overly cautious approach of the court also faces pressure
because national constitutional courts may see this as a

reason to deal with the matter themselves. That this is no
theoretical problem is best demonstrated by the relatively
recent Weiss judgment of the Bundesverfassungsgericht
(German Constitutional Court) in which the lightweight
proportionality review by the ECJ was declared to consti-
tute an #/tra vires act. This meant that German organs
could not participate in the respective action.®” This is
certainly an extreme example that was partly met with
immense critique.84 Yet, it is not the first time that
national courts have declared an ECJ judgment wltra-vires.>

In an attempt to unravel this dilemma, the author
suggests that the court respects legitimate legislative
choices but is more rigorous when reviewing whether
the creation of direct tax law happened based on adequate
information. While this can typically be assumed, the law
could hardly be argued to be proportionate if that is not
the case. As shown above, there is older case law for which
the court came to such a conclusion. Of course, the press-
ing question is what degree of wrong assumptions would
be required for the court to intervene. It could be argued
that only bluntly and already ex ante absolutely obvious
misperceptions maybe should be addressed by the court
via declaring the underlying legislation as unproportional.
Under this approach, it would factually leave it to the
Member States to remedy the deficit. This approach could
be praised based on the court insisting and allowing the
legislator itself to correct the mistake. On the other hand,
it can also be criticized as being too lax given that there is
no guarantee that Member States adapt the rules thereby
ultimately leaving taxpayers behind with the need to
comply with this ill-founded law. Following a stricter
approach, the court could seek to reject law that, even in
hindsight, is simple based on inadequate information and
considerations that make it an inadequate fit for purpose.
This is not unproblematic since it would allow the court
to make a decision that, after all, does belong to the
legislature. However, precisely in a setting requiring
unanimity in decision making, this may not be totally
inappropriate because the actual majority willing to leg-
islatively address the problem could unreasonably be
blocked by a of Member States.

small number
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P. Schmidt, A General Income Inclusion Rule as a Tool for Improving the International Tax Regime — Challenges Avising from EU Primary Law, 48 Intertax (2020); C. Brokelind & P.
Wattel, Free Movement and Tax Base Integrity 655-657 (Deventer 7thWolters Kluwer 2018), hetps://dare.uva.nl/search?identifier=e434781e-847f-4f75-8b6d-bbd2cadcb79¢
(accessed 6 Mar. 2024); L. de Broe & M Massant, Are the OECD/G20 Pillar Two GloBE-Rules Compliant with the Fundamental Freedoms?, EC Tax Rev. 86 [2021}; J. Englisch &
J. Becker, Impl ing an International Effective Minimum Tax in the EU 224 (Arbeiterkammer Wien 2021).

Apparently in a similar direction, S. Korte, AEUV Art. 115 (Ex-Art. 94 EGV) {Richtlinien Zur Angleichung von Rechtsvorschriften Fiir Den Binnenmarkt}, in Calliess/Ruffert (EUV
& AEUV eds, 6th edn 2022), para. 13.

Moritz Scherleitner, Should the EU Implement a Minimum Corporate Taxation Directive?, hteps://papers.ssrn.com/abstract=3697903 (accessed 2 Jan. 2024).
See s. 4.2.2.
Judgment of the Second Senate of 5 May 2020 — 2 BvR 859/15, supra n. 67, paras 116 et seq.

See in this regard also Lenaerts, supra n. 77; Koen Lenaerts, No Member State Is More Equal than Others: The Primacy of EU Law and the Principle of the Equality of the Member States
before the Treaties Verfassungsblog {2020}, hetps://verfassungsblog.de/no-Member-State-is-more-equal-than-others/ (accessed 4 Mar. 2024).

Judgment PL US 5/12 [2012} Czech Republic Constitutional Court PL. US 5/12, Czech Republic Constitutional Court; Jan Komdrek, Playing With Matches: The Czech
Constitutional Court’s Ultra Vires Revolution Verfassungsblog {20121, heeps://verfassungsblog.de/playing-matches-czech-constitutional-courts-ultra-vires-revolution/ (accessed 4
Mar. 2024). Marie Landtovd v. Ceskd sprava socialniho zabezpeceni 20111 ECJ Case C-399/09, see also Dansk Industri (DI), acting on bebalf of Ajos A/S v. Estate of Karsten Eigil
Rasmussen {2016} ECJ Case C-441/14 and Case 15/2014 Case no 15/2014 Dansk Industri (DI) Acting for Ajos A/S v. The estate left by A (Danish Supreme Court).
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Considered from this perspective, a somewhat more active
stance of the court could also give some comfort to the
legislator since it knows that correcting its errors is not
only dependent on finding unanimity (and potentially at
the mercy of some Member States benefitting from the
situation) but may effectively also be achieved by the
court. Using this approach, the court could contribute to
addressing both the first and the third concerns listed in
section 3.3 since manifestly erroneous legislation or
unmistakably imbalanced tax cartels not benefitting the
internal market at all could be declared void by it.

4.3 Safeguarding Economic Rights Through
Fundamental Freedoms

4.3.1 The role of the Fundamental Freedoms and

Brief Reflections on the Current Doctrine

The fundamental freedoms consist of the free movement

the freedom of
1. 920

86 87 .88
of workers,”” goods,”" and services,

establishment,®”

and the free movement of capita
They are an integral part of internal market law”' and
prohibit disadvantages that restrict exercising the respec-
tive freedom.”” A brief review of the general doctrine of
applying these freedoms in reviewing secondary EU law
demonstrates that the court provides an ultimately rela-
tively sophisticated approach.

First and foremost, the court emphasizes that the pro-
hibition on restrictions on fundamental freedoms applies

not only to national measures but also to those adopted by

Intertax

European Union institutions.”” Although this statement
is clear in legal terms, it reiterates the court’s commit-
ment to enforce these norms vis-a-vis the secondary EU
law legislator, which has not rarely also happened in
practice.94 Nevertheless, in reviewing secondary EU law,
the court is typically regarded as being less strict than
when reviewing national law.”” This receives principal
support in literature due to the inherent territorial appli-
cation of national law being conceptually more prone to
create obstacles to the functioning of the internal market
than harmonized EU law.”®

That stated, there are certain instances in which the
court applies a stricter approach. As worked out in litera-
ture, this concerns EU law measures that do not apply
within the whole Union and that give special treatment to
a Member State.”’ This accords well with the logic out-
lined above since, to the extent of there not being special
rules applying to certain Member States, there is no
harmonization and thus no need to treat the situation
better than that with national law. The court’s accommo-
dating approach towards the distinct nature of secondary
EU law is also shown in it being less strict with rules that
can only be implemented in secondary EU law, such as
coordination rules existing in the field of social security.”®
These types of provisions are meant to designate what
Member State’s law applies in a specific situation and, if
they are genuinely doing so, the ECJ has accepted them
even if the rules cause a disadvantage for a specific cross-
border situation.” Yet, again, the court has invalidated
secondary EU law coordination rules that take into
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iiberarbeitete und erweiterte Auflage, Otto Schmide 2020) para. 7.158. The Principle of Non-Discrimination in International and Enropean Tax Law | IBFD, s. 15.2, https://www.
ibfd.org/shop/book/principle-non-discrimination-international-and-european-tax-law (accessed 28 Feb. 2024).

Ingrid Schmelz v. Finanzamt Waldvierrel {20101 ECJ Case C-97/09 {50}, Gaston Schul Douane Expediteur BV v. Inspectenr der Invoerrechten en Accijnzen, Roosendaal {19821 ECJ Case
15/81 [42]. Most case law dealing with the review of the legality of secondary EU law under the fundamental freedoms includes the free movement of goods. See for an
overview, Szudoczky (2014), supra n. 1, s. 7.4.4.1.

Société Les Commissionnaires Réunis SARL v. Receveur des douanes ; SARL Les fils de Henri Ramel v. Receveur des donanes {1978} ECJ Joined Cases 80 and 81/77; René Lancry SA v.
Direction Générale des Souanes and Société Dindar Confort, Christian Ab-Son, Paul Chevassus-Marche, Société Conforéunion and Société Dindar Autos v. Conseil Régional de la Réunion and
Direction Régionale des Douanes de la Réunion 119941 ECJ Joined Cases C-363/93, C-407/93, C-408/93 C-409/93 C-410/93 C-411/93; Pietro Pinna v. Caisse d 'allocations
Jamiliales de la Savoie {1986} ECJ Case 41/84; Mario Roviello v. Landesversicherungsanstalt Schwaben {1988} ECJ Case 20/85.

See for a detailed analysis, Szudoczky (2014), supra n. 1, s. 7.4. Examples include, e.g., Criminal proceedings against René Kieffer and Romain Thill {19971 ECJ Case C-114/96;
Meyhui NV v. Schott Zwiesel Glaswerke AG {1994} ECJ Case C-51/93.

Szudoczky (2014), supra n. 1, at 301.

On some of these occasions, it declared secondary EU law void. See Association Belge des Consommatenrs Test-Achats ASBL and Others v. Conseil des ministres {2011} ECJ Case C-
236/09 {31-33Y;, Mario Roviello, supra n. 96; Pietro Pinna, supra n. 96; see for a comprehensive discussion, including a reflection on literature dealing with this aspect,
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account a Member State’s special interest and discriminate
against those exercising the freedoms.'®"

Moreover, in the context of secondary EU law, the court
accepts justifications that are not accepted with respect to
national law. Most relevantly, this concerns promoting the
internal market'®" and, relatedly, the discretion for pursu-
ing harmonization in stages.'®” This is a sensible approach
as it allows the court to weigh the positive effects that are
achieved for the internal market through the secondary
legislation at hand vis-a-vis the effects of striking down
the rule due to it infringing the freedoms.

The above considerations suggest that the court accepts
the value brought to the internal market through harmo-
nization even if this, seen in isolation, violates the free-
doms. This is very much in accordance with the
observation made in section 4.2.2, i.e., there are more
and different ways to improve the internal market rather
than through enforcing the freedoms — and the court
leaves the choice to the legislator. This does not, however,
extend to situations in which special arrangements for
certain Member States create precisely these obstacles
that the freedoms are supposed to address.

This line of thought on the court’s sensitiveness to the
overall effectiveness of internal market law can even be
extended to the rare but existing instances in which the
court was prepared to factually override primary EU law.
For illustration, consider Verkooijen (C-35/98), a taxation case
in which the court had to deal with now Article 65(1)(a)
TFEU stating that the provisions of Article 63 shall be
without prejudice to the right of Member States to ‘to
apply the relevant provisions of their tax law which distin-
guish between taxpayers who are not in the same situation
with regard to their place of residence or with regard to the
place where their capital is invested’. Rather obviously, this
was included in the treaty to more strongly protect national

tax law measures against being struck down due to violating
the free movement of capital.'” Yet, the court factually
denied this attempt and disarmed this provision through a
rather extensive interpretation of Article 65(3) TFEU.'**
This is an ultimately sensible outcome'® that was appar-
ently guided by the court being unwilling to give effect to
the (tainted) will of the Member States, as this would have
generated a significant weakening of the free movement of
capital that the court perceived as the greater good. As
worked out in literature, there are similar cases including
Article 21 TFEU with the court neutralizing relevant sec-
ondary law restriction even though it is ‘swbject to the limita-
tions and conditions laid down in the Treaties and by the measures
adopted to give them (g[feft’.l% Again, the court provided an
interpretation that was not aligned with the rather clear
intention of the Member States.'”” Apparently, the court
did not regard it as deserving stronger protection than the
citizen whose right to move and reside freely within the
territory of the Member States was violated. Both of these
cases remarkably show that an overly general assumption
towards the structural lethargy of the court towards the
EU legislator is not accurate. Rather, as these examples
suggest, the court can be very diligent upon seeing a need
to do so.

4.3.2 Reflections on Potential Developments of the
Fundamental Freedoms to Harmonized Direct
Tax Law

In the essential absence of any harmonization, the applica-
tion of the fundamental freedoms on national tax rules has
had a significant impact in shaping EU direct tax systems'*®
despite — which is noteworthy — the court (already) applying
a special doctrine to national tax rules.'”” In fact, contrary to
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(IBFD Publ 2012); Joachim Englisch, Grundfreibeiten: Vergleichbarkeit, Rechtfertigung Und Verhdltnisméfigkeit, in Europdisches Stenerrecht (Michael Lang ed., DSJG
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general internal market law that is dominated by the What remains at this stage is an (assumed) overall
(non-discriminatory) restriction approach, the ECJ case benefit for the internal market that is to be weighed against
law on direct tax law follows a (less strict) non-discri- the downsides brought by the partial restrictions of the
mination approach.''® This is sensible as taxes have per fundamental freedoms. In striking this balance, the court
se a restrictive effect meaning that, upon the application already applies a relatively nuanced doctrine that focuses on
of the (non-discriminatory) restriction approach, every the general situation. It grants leeway to the legislator as to
tax could have to be justified and tested for how the internal market should be improved while it
proportionality."'! As such, and to borrow the famous nevertheless also demonstrates a remarkable readiness to
words of the deceased doyen of European Taxation, interfere with the secondary EU legislator upon it perceiv-
Frans Vanistendael, “The European tax landscape is no ing that there is a need for doing s0.1¢
big snooker table that spans the whole internal market In further forming its doctrine on how to apply the
on which all balls are meant to run smoothly. Rather, it fundamental freedoms to harmonized direct tax law,
is a room containing twenty-seven different snooker the court should — and likely will — continue to take a
tables that should be accessible in a non-discriminatory critical stance on special arrangements granted to cer-
manner’.'"? tain Member States that face strict scrutiny if they
Direct tax harmonization would not conceptually violate the freedoms. Should it do so, it would address
change the above situation as long as the compartmenta- the second concern listed above. In addition, the court
lization of tax systems remains. It would, to add to the should be sensitive about not upholding rules violat-
above metaphor, only mean that rules governing the ing the freedoms if they are simply not worth it
games on each of the twenty-seven different snooker tables (concern 1). This requires the court to enter into a
would be harmonized and make it easier to expand and sufficiently rigorous analysis of the tax rule in question
play on other tables as well.''? Prima facie, the task of the in light of the broader, and per se legitimate, legislative
fundamental freedoms in such a setting is not different initiative of which it is a part. In this role as a piece in
than one in a national setting since it remains that cross- a larger mosaic, the court should form a view on the
border transactions must not be discriminated against benefits brought by the provision in question upon
unless there is an acceptable reason and the rules are which they should be weighed against the disadvan-
proportionate. Yet, as outlined in section 4.3.1, the tages suffered by the individual. If a legitimate and
application of the freedoms to harmonized EU law hap- consistent legislative decision from the EU legislator
pens in a setting that is crucially different than what is the is in question, the odds for this rule to withstand
case for national law. After all, upon harmonization, the scrutiny should be higher than with rules that incoher-
rule under examination is valid in the entire EU and not ently and/or unproportionately restrict the freedoms of
just in a certain Member State like it is in the unharmo- taxpayers without yielding a benefit sufficiently justify-
nized setting. Should the secondary EU direct tax law rule ing it.

in

. 114 .
question pass competence control, it can be

assumed — for the purposes of applying the freedoms —

that there will be an overall advancement of the internal
market. Notably, this can mean both that the secondary 4.4
EU law rules genuinely make the applicable tax law more
integration friendly or by harmonizing integration

4.4 Fundamental Rights

The role of Fundamental Rights and Brief
Reflections on the Current Doctrine

unfriendly rules that would otherwise remain unharmo- As EU law supersedes national constitutional law,''” a

115

nized and thus even worse. system of European fundamental rights control is necessary
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in order to avoid a constitutional gap.''® Through the
Treaty of Lisbon, the longstanding ECJ case law based on
the constitutional traditions common to the Member States
and the European Convention of Human Rights
(ECHR)'"” was codified into Article 6(3) TEU.'*
Furthermore, based on Article 6(1) TEU, the EU recognizes
the ChFR and grants it the same legal value as primary EU

121
law.

This leads to EU law being governed by a written
and unwritten catalogue of fundamental rights.'”> EU law
in breach of it is void.

Being the ‘shadow of EU law’,'* the relevance of EU
fundamental rights control has been increasing steadily
with the growing of direct taxation harmonization.'**
Yet, and particularly when compared to national consti-
tutional traditions,'*> a direct tax specific EU fundamen-
tal rights doctrine is still in its inception. While this is
the natural result of the court not having had the chance
to develop this,"?® it is nevertheless an issue of rather high
relevance. This is because — as quoted in the introduction
of this article — the development of, or at least the debate

about, a European tax constitutional law understanding is
important for promoting the chances of harmonization.'*’
Given the wideness of the subject, the author’s general
reflections on the current doctrine shall already be limited
to what seems to be relevant for taxation.

First of all, it is worth stressing that the court in a
fundamental rights setting also applies a nuanced method
and differs in scrutiny depending on what type of rights
are at stake. In broad terms, the court appears to apply a
stricter standard vis-a-vis personal fundamental rights.
This can be deduced from the general case law and from
the already emerging taxation case law.'*® Literature, so it
appears, seems to express a positive stance towards this
approach.129

On the other hand, the situation is different for eco-
nomic fundamental rights for which the case law suggests
that the court conducts a rather light assessment. In an
indirect tax context, the court also emphasized that it
grants broad discretion to the secondary EU legislator
when it is called upon to make political, economic, and
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social choices and to rank divergent interests or undertake have typically been related to taxation that is unreason-
complex assessments.'>° In this respect, tax literature is ably high and thereby unduly impact a taxpayer’s free-
more critical."”! dom to provide business.'** This also extends to
The two most relevant economic fundamental rights con- financial obligations that are related to a tax. For
cerning direct taxation are Article 16 ChFR and Article 20 instance, in the VAT case BB construct, the court
ChFR; Noting that these rules can be applied in parallel or regarded deposits that can be unreasonably high and
alone, *” the author will elaborate on them separately. The cause companies to declare bankruptcy to be in breach
first rule, Article 16 ChFR, protects the freedom to provide of Article 16 ChFR.'*
business."* Keeping in mind the EU’s commitment to a Although it requires some fantasy, it is not impos-
social market economy in accordance with the requirements sible to expand on this towards suspecting that, in a
of an open market economy with free competition,134 the direct taxation context, similar questions could emerge
relevance of this ‘fundamental legal principle’’” is ‘not to be regarding compliance costs that are related to fulfilling
underestimated’*® and ‘of extraordinary importance’."®” It direct tax obligations. This is certainly most unlikely
protects the freedom to exercise an economic or commercial as, in the counterfactual scenario of no harmonization,
activity, the freedom of contract, and free competition."*® The compliance costs could be much higher. Furthermore,
second rule, Article 20 ChFR, includes the general equality even if such a breach was ascertained, it would plausi-
principle. It demands treating equals alike and non-equals bly be justifiable. After all, paying tax based on a
differently."* It is applicable subsidiarily to other more spe- business’ own calculation is the starting point of most

cial equality principles (such as the fundamental freedoms).

140 . .
tax systems and, although rules like the Minimum

. 144 .
Taxation Directive ~ are complex and create high com-
pliance costs, they cannot be argued to per se endanger

4.4.2 Reflections on Potential Developments of the freedom to provide business, especially not to such
Applying Selected Economic Fundamental an extent that they demand action from the court.

Rights to Secondary EU Tax Law Nonetheless, it cannot be ruled out that single rules

could raise concerns if the cost of properly complying

442.1 Article 16 and the Freedom to Provide with them would be manifestly out of proportion par-
Business ticularly when considering the nature of the business

covered by the rules. With much less fantasy, the

Traditionally, questions related to applying the freedom author could imagine such issues to concern, for
to provide business (and their national counterparts)141 instance, the imported mismatch rule included in the
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Generally and instead of many, see e.g., Heselhaus, GRC Art. 20 Gleichheit Vor Dem Gesetz, in Frankfurter Kommentar (Pechstein, Nowak & Hide eds, 2d edn 2023); from a
direct tax perspective, inlcuding further references, see e.g., Lemmen, supra n. 3; Hey, supra n. 3.

See Ingrid Schmelz v. Finanzamt Waldviertel, supra n. 94, paras 74 et seq. Note, however, that the availability of a more special principle does not automatically rule out the
applicability of the general principle. See Heselhaus, supra n. 140, para. 15.

Recently in Finland, see Perustuslakivaliokunta, Valiokunnan lausunto PeVL 9/2023 vp.

See for a broader elaboration, Kokott, supra n. 4, at 193.

Financné riaditelstvo Slovenskej republiky v. BB construct sro {2017} ECJ Case C-534/16 {38 et seq.l; see further, Kokott, supra n. 4, at 193.
Minimum Tax Directive (2020/2523).
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ATAD." While being justified per se, this rule can
occasionally be of outrageous complexity thereby mak-
ing the literal compliance with the rules either impos-
sible or prohibitively expensive, especially for smaller
businesses.'

In addition and as recently posited by the author on a
separate occasion,'?’ it is possible that an EU tax rule
gives an advantage to certain businesses that are in scope
of the measure which can adversely affect the competitive
position of another taxpayer. Although this is a complex
discussion,'*® there are instances in case law suggesting
that Article 16 ChFR could be concerned with such a
situation'*” potentially in combination with the equality
principle included in Article 20 ChFR."° It clearly
exceeds the scope of this article to establish any compre-
hensive suggestions as to how a direct tax specific doctrine
should be developed in this regard. Yet, in taking on this
fascinating intellectual challenge at a later stage in time,
there is one question the author is eager to find an answer
to: Given the inapplicability of the state aid provisions in
Article 107 TFEU to secondary EU law (due to the lack of
attributability of the aid to the Member State),151 can
(and should) Article 16 ChFR take over the task of
protecting those that economically suffer from not being
entitled to an advantage that its competitor receives? To
the author, at least, the answer to this question is ambig-
uous. On the one hand, it is true that the risk for tainted
state aid is undoubtedly lower when concerning EU mea-
sures. On the other hand, however, secondary EU direct
tax law may — and be it unintentionally — nonetheless
create similar effects. For those being detrimentally
affected by the legislation exerting a competitive disad-
vantage on them, it is of no avail whether the underlying
rule is national law or EU law. Although the examination
schemes for Article 107 TFEU and Article 16 ChFR are
different, it still remains that the former has provided
protection to an economic actor that would be weakened
unless it is essentially ultimately safeguarded by applying

Article 16 ChFR (and potentially Article 20 ChFR). It is
not clear upfront to the author why this should be
acceptable and, in fact, whether this would even be in
the interest of the legislator that may not have wanted
such an outcome but that can be prevented by a small
minority from changing it due to the burdensome
process.

4.4.2.2 The Equality Principle of Article 20 ChFR

4.4.2.2.1 Overview

Equality is a very, if not the most relevant, constitutional
principle for the field of taxation considering that the
equal sharing of tax burdens is a matter of general accep-
tance and justification of taxation per se."”” Yet, thus far,
a direct tax specific doctrine on the application of the
equality principle does not exist.">® For the purposes of
this article it is, of course, not possible to provide elabora-
tions that adequately reflect the legal, political, and social
questions that are related to the development of a direct
tax-specific understanding of the EU equality principle.154
However, the author intends to raise three issues that seem
to be particularly interesting and worth focusing on in the
anticipation of a development of such a doctrine.

The first one is of a conceptual nature and focuses on
the difficult task for the court to embed its direct tax
relevant jurisprudence into a setting in which Member
States’ constitutional traditions are, in part, very widely
developed. This becomes even more difficult to the extent
that secondary EU law is only punctually harmonized,
meaning that its application is also building on national
law (which is again not covered by the EU equality law
(4.4.2.2.2). Second and third, the author intends to out-
line some important choices that the court must make in
developing a direct tax-specific equality doctrine. In this
regard, the author intends to split the discussion into tax
related rules, non-fiscal rules (to which the ability to pay

145

Art. 9(3).
146

Council Directive (EU) 2016/1164 of 12 Jul. 2016 laying down rules against tax avoidance practices that directly affect the functioning of the internal market, supra n. 125,

See on the issue, including further references, e.g., Moritz Scherleitner, Addressing Tax Arbitrage with Hybrid Financial Instrument | IBFD, Ch. 5.4.5, hetps://www.ibfd.org/

shop/book/addressing-tax-arbitrage-hybrid-financial-instrument?v=686 (accessed 23 Feb. 2023).

I
5

Scherleitner & Miki, supra n. 1.

148

Based on which parts of literature have concluded that there is a subjective dimension to the principle of free competition. This is, however, a broader discussion. See on this,

e.g., Nowak, supra n. 134, para. 35; Kiihling & Drechsler, GRC Art. 16 {Unternehmerische Freibeit}, in Frankfurter Kommentar (Pechstein, Nowak & Hide eds, 2d edn 2023),
para. 17. Jarass, EU-Grundrechte-Charta Art. 16 Unternehmerische Freiheit, in Jarass (Charta der Grundrechte der EU ed., 4th edn 2021), para. 2.
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Federal Republic of Germany v. Council of the Eunropean Union {1994} ECJ Case C-280/93 [81].

UAB ‘Spika’ and Others v. Zuvininkystés tarnyba prie Lictuvos Respublikos Zemés itkio ministerijos, supra n. 133, paras 25 et seq.

YU Deutsche Babn AG v. Commission of the Enropean Communities {2006} GC Case T-351/02 101 et seq.; see more broadly Raymond HC Luja, The Astribution of State Aid to Member
States in the Exercising of Options in Directives: Annotation on the Judgment of the General Court of 21 March 2012 in Joined Cases T-50/06 RENV, T-56/06 RENV, T-60/06 RENV,
T-62/06 RENV and T-69/06 RENV, <em>Alumina II</Em>, 12 Eur. State Aid L. Q. 119 (2013).

Hey, supra n. 3, at 157.
' lbid.
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For broader elaborations, see for instance, ibid.; Kokott, supra n. 4, Ch. 3; Englisch, supra n. 42; Lemmen, supra n. 3.
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principle does not apply), and fiscal rules (to which the bated by the fact that national doctrines also change over
same principle may apply) (4.3.3.3.2-4.3.3.3.2). time.'® Thus, it is difficult to predict how exactly

4.4.2.2.2 Conceptual remarks on embedding

The equality principle is at the core of the legal systems of
all EU Member States and a core principle of the EU.
Nevertheless, while it seems intuitive and clear that per-
sons need to be treated equally, it remains of extraordinary
difficulty to say when they need to be treated in the same
way or differently.'”® This is because the answer to this
question often includes values and perceptions.'”’ For
courts that are called upon to give life to the abstract
equality principle, this is a delicate task since they must
balance the need to respect value decisions made by the
legislature with that of protecting the taxpayers against
arbitrary law making.

these questions for a long time. As a result, constitutional
traditions in the field of direct tax have emerged in each
Member State. These national doctrines are again to be
taken into account by the ECJ as sources of interpretation
(but not as direct sources of law).

is

. . 161
protection at the national and European levels.””" Yet,
these constitutional traditions are not uniform and differ

in

155

156

158

159

160
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165
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167
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169

170

In a national context, courts have been confronted with

national constitutional traditions will influence the ECJ
. . . . case law. Nevertheless, it is worth stressing that taking
EU direct tax equality doctrines into . . . .
. .. these into account is not an exercise of finding the lowest
(far developed) national traditions. ) 164 . .
common denominator. Rather, the interpretation
155 should achieve a high standard of protection that is ade-
quate for Union law.'® This is achieved through an
‘evaluative approach’166 at the end of which the court
‘chooses from each of the Member States those solutions
which, having regard to the objectives of the Treatfies],
appear [to} be the best’.'’ Importantly, this can include
relying on concepts that are used only in a minority of
Member States.'® Furthermore, the court does not have
to precisely adhere to the chosen national tradition but
can also further develop ie.!®?

158 Another possibility would be for the court not to, or
not to always, aim towards building up a European tax
equality understanding but to apply Article 20 ChFR in
close connection with specific national constitutional tra-
ditions. This would not be fully unknown to EU law'"®
and could, when extrapolated to direct taxation, also mean

159,160 Conceptually, this that there will be room left for (potentially diverging)
well founded as it approximates fundamental r}ghts national values within the application of the equality

principle. The ultimate result could be a partly non-uni-
form application of Article 20 ChFR to tax law which is a

162 sacrifice made in favour of paying stronger respect to

part considerably from each other.””” This is exacer-

Convent, supra n. 137, Art. 20; see further on Art. 20 ChFR, e.g., Jarass, EU-Grundrechte-Charta Art. 20 Gleichheit Vor Dem Gesetz, in Jarass (Charta der Grundrechte der EU
ed., 4th edn 2021); Rossi, EU-GRCharta Art. 20 Gleichheit Vor Dem Gesetz, in Calliess/Ruffert (EUV & AEUV eds, 6th edn 2022); Heselhaus, szpra n. 142; Noting that the
principle is not explicitly enshrined in all consituttions of Members States while nevertheless being a core part of the common constitutional traditions, Streinz, GR-Charta
Art. 20 Gleichheit Vor Dem Gesetz, in Streinz (EUV & AEUV eds, 3d edn 2018), para. 2; Mark Bell, Article 20 - Equality Before the Law, in The EU charter of Fundamental Rights:
A Commentary (Steve Peers and others eds, Second edition, Hart 2021); For elaborations from a tax perspective, see for instance, Hey, supra n. 3; Juliane Kokott & Lars
Dobratz, Der unionsrechtliche allgemeine Gleichheitssatz im Européiischen Steuerrecht, in Grundfragen des Europdischen Steuerrechts (Wolfgang Schon & Caroline Heber eds, Springer
2015), https://doi.org/10.1007/978-3-662-47465-5_2 (accessed 12 Feb. 2024); Lemmen, supra n. 3.

Bell, supra n. 156.
Bell verweis sharpston.

The latter being the core of equality as a constitutional principle. See further, e.g., Elise Muir, The Essence of the Fundamental Right to Equal Treatment: Back to the Origins, 20
Ger. L. J. 817 (2019).

See e.g., Kingreen, supra n. 123, paras 19 et seq., 39 et seq.; Pache, GRC Art. 52 Tragweite Und Auslegung Der Rechte Und Grundsitze, in Frankfurter Kommentar EUV/GRC/
AEUV (Pechstein, Nowak & Hide eds, 2d edn 2023), paras 44 et seq.

Note that, based on the Charter of Fundamental Rights of the European Union 2012 (O] C) 52(3), it is necessary to also take the ECHR into account. That being said, a
direct tax specific doctrine has not yet been developed in this convention which is unlikely to change given that the ECHR has not been expected to have a noticeable effect
on tax legislation. See further, Lemmen, supra n. 3, at 153 et seq.

For example, Lemmen, szpra n. 3, at 175.

For an elaboration, see for instance, Lemmen, supra n. 3, at 186 et seq.; Englisch, supra n. 43. For a direct comparison of the German to the Austrian and Italian equaltiy
doctrine, see Lemmen, supra n. 3, at 175-280; M. Bourgeois, Constitutional Framework of the Different Types of Income, in The Concept of Tax, vol 3 (B. Peeters ed., EATLP
International Tax Series 2005).

Observing such a tendency towards stricter constitutional control in direct taxation focusing on Austria and Germany, see Lemmen, supra n. 3, at 193 et seq., 343.
Convent, supra n. 135, Art. 52(4).
Ibid.

Koen Lenaerts, The European Court of Justice and the Comparative Law Method, 25 Eur. Rev. Priv. L. (2017), https://kluwerlawonline.com/api/Product/CitationPDFURL?file=
Journals\ERPINERPL2017022.pdf (accessed 15 Aug. 2024).

Under reference to Lenaerts, supra n. 169, at 304; Opinion of Mr Advocate General Lagrange delivered on 4 June 1962 Koninklijke Nederlandsche H en Staalfabrieken NV v.
High Authority of the European Coal and Steel Community Case 14/61 (EC)); see also e.g., Lemmen, supra n. 3, at 180.

With further references Lemmen, supra n. 3, at 181.
Ibid.
Case C-157/15, supra n. 135, at 125.
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national identities.'”"'"* Whether this is a sensible
approach, however, can be doubted as it would be rather
detrimental to integration.

This leaves the court in a very difficult situation.
Powerful voices in literature urge it to understand that it
needs to make a transition from an integration court to a
constitutional court'’; otherwise, there is a risk for national
constitutional courts to intervene and provide fundamental
rights protection themselves.'”*  Furthermore, literature
draws the court’s attention to the fact that, in some jur-
isdictions at least, there is tendency towards applying a
stricter stance by constitutional courts vis-a-vis the
legislator.'”> The court, so the argument goes, should not
allow those obstacles to emerge that national constitutional
courts had to overcome in a long process. Rather, it should
develop a direct tax specific fundamental rights doctrine
that communicates to the legislator that it is not immune
to fundamental rights control.'’® Given the larger need for
‘protection by content” in an EU setting, the author fully
endorses these positions. After all, and different than in a
national setting, the legislator may well be unable to adapt
the law which creates situations in which the taxpayer
subject to unequal treatment cannot do anything else but
depend on the court to uphold its rights. Nonetheless, it is
particularly important in this regard to stress that the court
faces certain restrictions that can hinder it — especially in a
setting of lower harmonization — in giving full effect to
these demands even if it was fully committed to do so.

In fact, and noting that an issue broader than what
can be reflected here is at stake,'”” an EU equality
principle may not cover all legal norms that are relevant
regarding the equality of situations. Rather, they apply
only to the extent that EU law is a factor. This means
that, in examining unequal treatment for the purposes
of Article 20 ChFR, only situations that are explicitly
or implicitly covered by secondary EU law may be

considered in the application of a comparability
analysis.'”® As a result, unequal tax treatment that
results from Member States being able to keep their
national law (in the absence of harmonization covering
this situation) is, from an EU perspective, to be
accepted even if it would not be allowed under full
harmonization.'’? This essentially means that Article
20 ChFR does not obligate (or enable) the European
legislator to remedy the unequal treatment emerging in
such a situation.'®® Rather, it is national constitutional
law that may or may not force the national legislator to
align national law with secondary EU law with a view
to eliminate the unequal treatment.'®" This means that,
especially in an environment of very little harmoniza-
tion, the court cannot (even) ensure factual equality
alone.

4.4.2.2.3 The application of Article 20 ChFR to tax
related non-fiscal rules
In discussing the application of Article 20 ChFR, the
author will first focus on tax related non-fiscal rules,
that is, initiatives that ease the application of tax rules
but that are not, or at least not directly, actual fiscal rules
that themselves demand the implementation of rules
creating a tax liability. As an example, consider the com-
mission’s proposal for a head office tax system for micro,
small, and medium-sized enterprises (HOT proposal)
under which eligible companies would be able to calculate
their EU permanent establishments’ profits pursuant to
the tax base rules of the head office state while the tax rate

182
of the source state.

In these cases, the question is not
about whether the court will apply a direct tax specific
equality concept — like the ability to pay principle which
will be discussed below (4.4.2.2.3). It is rather about
ordinary equality control targeted at preventing that tax-
payers unjustifiably and disproportionately suffering from

arbitrary law making.

7! Which is also enshrined in the consolidated version of the Treaty on European Union — TITLE I COMMON PROVISIONS — Art. 4 2012 (O] C) para. 2; see in this regard

also Lemmen, supra n. 3, at 334 et seq.

For a brief review of the fascinating discussions that may revolve around this issue, see for instance, Sigrid Hemels, Fairness: A Legal Principle in EU Tax Law?, in Principles of

Law: Function, Status and Impact in EU Tax Law (C. Brokelind ed. 2014), http://www.ibfd.org/IBFD-Products/Principles-Law-Function-Status-and-Impact-EU-Tax-Law

(accessed 15 Aug. 2024).
> Hey, supra n. 3, at 172,

Y4 Ibid,, ac 185.
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Regarding Austria and Germany, see Lemmen, supra n. 3, at 193 et seq., 343. In more detail on the German doctrine i.e., understood to be particularly strict towards the

legislator. For an elaboration, including further references, see instead of many, e.g., Lemmen, supra n. 3, at 186 et seq.; Englisch, supra n. 42.

176 Lemmen, supra n. 3, at 344.
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See in more detail on this issue, Caroline Heber, Zwingende Gleichheit? Die Einflussnahme des Europarechts auf rein nationale Sachverhalte (Teil 1), 33 Europiische Zeitschrift fiir
Wirtschaftsrecht 53 (2022); Caroline Heber, Zwingende Gleichheit? Die Einflussnahme des Europarechts auf rein nationale Sachverbalte (Teil 2), 33 Europidische Zeitschrift fiir
Wirtschaftsrecht 107 (2022); Caroline Heber, The Interest Limitation Rule in the Light of European Constitutional Law, 31 EC Tax Rev. 72 (2022); Englisch, supra n. 42, at 67.

Ak,lagm’m v. Hans Akerberg Fransson {2013} ECJ Case C-617/10 {19 et seq.}; see for further references, Heber, supra n. 178, at 76.

Englisch, supra n. 42, at 67 including further references to; Administration de I'envegistrement et des domaines v. Eurodental Sarl {2006} ECJ Case C-240/05; Idéal tourisme SA v.
Belgian State {2000} ECJ Case C-36/99 {34].

In more detail and with further references, see Englisch, supra n. 42, at 67; Heber, supra n. 178, at 77.
See in more detail, Heber, supra n. 178; Heber, supra n. 178; Heber, supra n. 178, at 77.
See Proposal for a COUNCIL DIRECTIVE establishing a Head Office Tax system for micro, small and medium sized enterprises, and amending Directive 2011/16/EU 2023.
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7Continuing, for illustration purposes, with the above
mentioned HOT proposal, consider that the rules provide
for a significant simplification for SMEs in scope.'® At the
same time, however, it also includes extremely broad and
blunt anti-abuse rules.'®* Without aiming to delve into the
technical details it should suffice to say that the current
mechanism aimed at preventing companies from enjoying
the benefits if they are not meant to do so, can easily lead to
situations in which companies that should be able to
benefit from the rules cannot do so since they are assumed
to act abusively. As the clearest of various other examples,
consider startups that must wait two years before being
able receive the benefit'® regardless of any abuse motiva-
tion and regardless of whether it was established in a
jurisdiction with tax base rules that are more favourable.'®
While the author accepts that the reader may regard this as
collateral damage resulting from a legitimate interest to
simplify the legislation, it remains that the SME in ques-
tion could suffer a competitive disadvantage vis-a-vis others
eligible to the rules if its non-startup competitors can rely
on the HOT simplification. This can very well make a
difference because, if A Co. (the start-up) and B Co. (a
company eligible for the simplification) compete for a
project abroad for which it is assumed that it would require
creating a PE, then B Co. would be able to more easily
outbid A Co. due to its lower compliance costs. The latter
may then invoke Article 20 ChFR arguing that this differ-
entiation violates its right to equal treatment.

Below. the author discusses different approaches that,
prima facie, the court could follow to resolve this issue
which — in the view of A Co. at least, forms an example of
the first concern outlined in section 3.2 that is allegedly a
poorly founded and inconsistent rule that violates a tax-
payer’s right to equal treatment.

The first option to be considered is an attempt by the court
to avoid a conflict between the secondary EU law with the
equality principle via using a consistent interpretation of the
concerned law in order to adhere to the demands of primary
EU law. Although the court, as emphasized in section 2, has
been prepared to push the limits of interpretation to the
utmost with a view of achieving this result, it would not be
a possibility here. This is because the criteria of a two-year

Intertax

holding period would clearly read in the law meaning that
such an interpretation would be contra legem and hence not
allowed.

Another possible option for the court lies in the simple
acceptance of the legislative choice. Stated differently, if
the legislator decides to treat A. Co differently than B Co.,
then this is acceptable because the legislator wanted that.
Although this logic sounds — and factually is — self-defeat-
ing, it can be found in various occasions in case law, for
instance, in the Jetair case. In it, the court upheld the
validity of a provision of the VAT directive based on the
argument that the two situations in question were not
comparable since the legislator wanted to treat them
differently.'®” The author himself does not show much
sympathy towards this approach as it deprives A Co. of its
rights through — without any reasoning — accepting the
legislative decision that should actually be scrutinized.
However, it can be argued that this de-facto absent
restriction of the legislator is just what may be
required — at least sometimes. Such an argument would
be difficult to fend off completely as sometimes a legit-
imate legislative value judgment may be at stake that the
court does not want to replace. Nonetheless, the victim of
the alleged arbitrary legislative decision, i.e., A. Co., has a
legitimate interest in being presented an acceptable reason
explaining why it has to suffer the disadvantage.

Alternatively, and with regard to the existing doctrine
most likely, the court may engage in balancing the interests
in question. This means that the legislative decision is
exposed to a comparability analysis in light of the object
and purpose of the concerned rules. In the underlying
example, it would have to be asked whether, considering
the goal of the HOT rules to promote cross-border expan-
sion of SMEs, A Co. is in a comparable situation to
B. Co.'®® As argued in more detail elsewhere, this will
most likely be the case as both companies are equally in a
situation in which the proposal is meant to apply (promote
cross-border expansions by providing for a tax benefit that
should ease this process). Thereupon, it must be asked
whether there is a justification for the different treatment.
For this purpose, the above-mentioned reasoning of the need
to prevent the abuse of the system has to be considered

" Ihid., at 1.

5% In more detail, see Scherleitner & Miki, supra n. 1.

185
183, Art. 4(1)(b).

186 Scherleitner & Miki, supra n. 1.

Proposal for a COUNCIL DIRECTIVE establishing a Head Office Tax system for micro, small and medium sized enterprises, and amending Directive 2011/16/EU, supra n.

Jetair NV and BTW-eenheid BIWE Travel4you v. FOD Financién, Case C-599/12 (ECJ 13 Mar. 2014), https://eur-lex.europa.eu/legal-content/en/TXT/?uri=CELEX:

62012CJ0599, para. 55. Furthermore, in some direct tax case law on the fundamental freedoms, the court used a self-defeating narrow benchmark for comparability. See
Pensioenfonds Metaal en Technick v. Skatteverket, Case C-252/14 (ECJ 2 Jun. 2016), https://eur-lex.europa.eu/legal-content/en/TXT/?uri=CELEX:62014CJ0252, paras 52 et
seq. For critique on the judgment, see e.g., Scherleitner, The Fundamental Freedoms and the Taxation of Dividends Received by Non-resident Investment Funds: Some Thoughts on Non-
discrimination With a Special Focus on Recent ECJ Case Law, 50(6) Intertax 484-498 (2022), hteps://kluwerlawonline-com.libproxy.aalto.fi/journalarticle/Intertax/50.6/
TAXI2022046., at 493 et seq.; H. Vermeulen, Cross-Border Dividend Taxation. In European Tax Law 828 (P. Wattel, O. Marres, & H. Vermeulen eds, Wolters Kluwer
2019). See also however, JBGT Miljoen and Others v. Staatssecretaris van Financién, Joined Cases C-10/14, C-14/14, C-17/14 (ECJ 17 Sep. 2015), https://eur-lex.europa.eu/legal-

content/en/TXT/?uri=CELEX:62014CJ0010.
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acceptable — which it most likely is. The more thrilling part
happens now: Is it again just left as such — which would
resemble the Jetair approach with the slight difference of
there being some reason that was brought forward? Or,
would the Court apply choose a stricter approach? Case
law may indeed more strongly point in this direction.
While the RPO case is often invoked to emphasize the
court’s willingness to grant broad discretion to the second-
ary EU legislator in making political, economic, and social
choices,'® the actual judgment gives less of a carte blanche
to the legislator than this statement suggests.'” Similarly,
in Arcelor Atlantique et Lorraine dealing with a different
exposure of competing sectors to the Emissions Trading
System,191 the court provided a rather detailed analysis of
the equality principle. While a violation of this principle
was not found, this was mainly because the court accepted
that the legislator is taking a step-by-step approach.'®?
Stricter approaches are also seen, for instance, when apply-
ing Article 20 ChFR to workers'”? interestingly including
case law that was about the entitlement to certain compen-
sation for dismissals and thus, ultimately, economic
au:lvantayges.w4 As such, it seems possible — and in the
author’s view also sensible — that the court provides for a
stricto senso proportionality analysis. If that happened, the
author posits — as expressed elsewhere'”> — that the provi-
sion at stake must be invalidated since the rule is neither
suitable to reach its goal (e.g., the same problem exists after
a two-year waiting time; empty companies that exist for
two years may be purchased) nor is the rule not exceeding
what it should to achieve the abuse it wants to prevent. To
the contrary, it deprives all start-ups from the tax benefit
even though there is no reason for doing so because (1)
genuine start-ups should, per the rationale of the law, also
be supported, and (2) anti-abuse rules like Article 6 of the
ATAD are meant to address these abusive cases.

Last, the court may follow an approach that is relied on in
the German constitutional tradition, that is, scrutinizing the
consistency of the legislation towards demanding the legisla-
tor to consequently follow the value decisions it implemented
in the law. Although the author is well aware that such
‘Folgerichtigikeitsprinzip’ (consistency principle)]96 has been
explicitly rejected by non-German constitutional courts,"” it
nevertheless remains that this principle has clear advantages,
particularly in lower stages of harmonization.'”® After all, it
remains that the legislator can make its value judgments. The
court only holds it accountable on them. The often criticized
disadvantage of the consistency principle to unduly restrict
law making'®” does not appear convincing, especially in
situations when single policy decisions (such as the HOT
proposal overall) are concerned. All that can tell us the value
added by such an initiative is the legislator itself — and by
demanding consistency, the first concern outlined in section
3.2 would be very well resolvable. Furthermore, it must not be
forgotten that deviations from the overarching value decision
(here, the promotion of cross-border expansion of SMEs) will
continue to be allowed as long as there is a good reason for
them. In the authors view, this does not exist for the dis-
advantageous treatment of A Co.,””” but it may well be
evidenced in other circumstances.

While a consistency principle comparable to the
German tradition does not currently exist (and possibly
never will) in the doctrine,zm its core idea is not at all
alien to EU law. To the contrary, the ECJ has turned
down (national) legislation due to not pursuing ‘stared
objectives in a consistent and systematic manner’ **> A concei-
vable way to more strongly include the logic in the
doctrine would be to accept AG Kokott’s definition of a
‘manifest error’ as being law that cannot be plausibly
explained to a third party.”®> This again requires a con-
vincing reason that adheres well the overall logic of the

189 Proceedings brought by Rzecznik Praw Obywatelskich (RPO) (2017), para. S4. Proceedings brought by Rzecznik Praw Obywatelskich (RPO) (2017), para. 54.

190 See already, Scherleitner & Miki, supra n. 1, at 3.4.

191
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regime does not exist — at least not to the author.””

4.3.3.3.3 The application of Article 20 ChFR to fiscal
rules
The analysis shall now focus on the application of the equality
principle to fiscal provisions. These provisions are understood
here as secondary EU law that is directly and primarily con-
cerned with influencing tax liability.”*> These rules can, for
instance, be tax exemptions granted by EU law” or, as has
recently been more frequent, EU rules that increase the tax
liability under certain circumstances.”®’ In these situations,
the question emerges as to whether there is an EU ability to
pay principle that can — similarly as in a large number of
Member States — restrict the EU secondary legislator.”®
While the court has not yet had a chance to decide on the
issue, it should not be surprising that this decisive question
has been subject to nuanced elaborations in tax literature.”"”
In an attempt to reflect upon the essential elements of this
discussion, the author first points towards scholars that have
argued that, as long that there is no European tax system
from which a European ability to pay principle can be
deduced, such a principle does not exist.”'® Stated differ-
ently, the existence of the ability to pay principle in EU tax
law must have more than some sporadically harmonized tax
rules as its basis. Instead, it needs EU legislation on the
taxable event and tax base to build up such a principle.”'" In

Intertax

its absence, an equality examination of EU tax measures
must be conducted in light of their relevant object and
purpose.”’? Although this is a defendable position, this
problem should disappear with ongoing harmonization.
On the other hand, some scholars have also argued that
an EU ability pay principle (already) exists.”'” This argu-
ment rests on the fact that it is explicitly guaranteed as a
direct tax relevant constitutional equality standard in
many Member States®'? and, apart from that, factually
dominates the discussion on tax equality on a worldwide

1 . , N .
> Given that Member States’ constitutional tradi-

basis.”
tions are to be taken into account by the ECJ in the
interpretation of Article 20 ChFR, there are strong reasons
to argue in favour of such a principle existing.216
Furthermore, all of the ‘ingredients’>'” for the ability to

218
In

pay principle are included in primary EU law.
addition to the equality principle from which the princi-
ple is to be deduced, primary EU law includes, for

. 21 220
instance, references to solidarity,”"”

social justice,
human dignity,”*" and the right to property”** of which
all are essential pillars of it.”*> In this context, it seems
rather certain that the ECJ] would demand the EU legis-
lator to adhere to the ability to pay principle in making
secondary EU tax law making.224 Although this would
have greater ramifications in the (unlikely event of) har-
monization of the taxation of individuals, it also extends

to corporate taxation demanding, essentially, that business
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expenses are deductible.””> While the legislator may — and

226
recently also often has™™”

— deviated from this principle,
this has to happen for a good reason and withstand a
proportionality test.””’ What this exactly means will
have to developed by the court upon it indeed finally
confirming the expectations of establishing a European

ability to pay principle based on Article 20.

5 CoNcLUSION

This article has elaborated on the development of a direct
tax relevant doctrine on the enforcement of economic
rights enshrined in primary EU law. This is perceived to
be a relevant discussion that is to be initiated ahead of far-
reaching harmonization of EU direct tax law rules. The
core argument worked out by the author can be summar-
ized as follows. Given the weak democratic legitimation of
EU direct tax directives, and having regard to the fact that
they are extraordinary difficult to adapt or abolish, the
court has an increased responsibility to protect taxpayers’
economic rights — particularly when the underlying leg-
islative decision or value is not worth being upheld at the
cost of an infringement of such rights. This calls for the
court to accept that direct taxation is not merely a further
area of economic policymaking that does not require more
than a very lightweight review to determine its consis-
tency with primary EU law. Instead, it is a highly sensi-
tive field that not only demands that the legislator is
given respect but also that the legitimate interests of
those economically suffering from its decisions are appre-
ciated. Contrary to what is the case in a national setting in
which laws can easily be changed, in an EU setting, the
taxpayer may more easily be left in a situation in which it
is only the court that can gives effect to the rights that
have been shaping the EU thus far.
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ARTICLE

DEBRA: When Unstoppable Aspirations for Debt-Equity
Parity Meet Immovable Tax Systems

. *
Domenico Imparato

Achieving debt-equity parity in corporate taxation has long been a sought-after holy grail in the quest for capital structure neutrality; however, the
latter does not always align with the former. The United States devoted significant thought on how to reach both, especially in the 1990s, but
eventually did not achieve either with its tax reforms at the dawn of the twenty-first century.

Now, it is Europe’s turn to try. This is what the European Commission aims to accomplish with its Directive Proposal for a Debt Equity
Bias Reduction Allowance (DEBRA). 1t would introduce a notional interest deduction on increases in a firm's equity and a dual-limiting rule
that wonld cap deductible interest at 85% of exceeding borrowing costs (interest paid minus interest veceived) in addition to interest deductibility
already being restricted to 30% of a firm’s earnings before interest, taxes, depreciation, and amortization (EBITDA).

This article shows that DEBRA fails to achieve capital structure neutrality and does not ensure debt-equiry parity. It skews the tax
treatment of debt without promoting greater diversification in the portfolio choice of financing sources for corporate Europe as European companies
remain heavily reliant on bank lending compared to their American counterparts.

Last, the article suggests that the risk of debi-financing outsourcing as a potential consequence of DEBRA could inadvertently impact direct
investments between Europe and some of its main trading partners, including the United States and the United Kingdom. This process is already underway
in America with more anti-abuse provisions emerging in its tax treaties and federal tax regulations for the cross-border payment of interest and dividends.

Keywords: Debt-equity parity, tax bias, capital structure neutrality, allowance on corporate equity (ACE), DEBRA, ATAD, double-dip financing structures,
qualifying asset holding companies (QAHCs), dividends-received deduction (DRD), tax treaties.

I INTRICATE WATERS TO NAVIGATE be rooted in an historical trait of the tax system referred to as

. .2 .
tax bias’.” Because interest payments can be deducted from

In general, all companies have only three sources of funding: corporate tax bills, whereas costs related to equity financing

retained profits, capital efficiency improvements, or someone (e.g., dividend payments) cannot, de facto the tax system

else’s money. Companies typically procure the last one
through either equity finance via a shareholder capital injec-
tion such as debt (e.g., market-based finance or bank fund-
ing) or, as in much private equity, a mix of the two.

The capital theory shows that capital structure does not
change performance in perfect markets.' However, the tradi-
tional view in corporate finance suggests that companies are
(more) inclined to rely on debt rather than raise equity which

incentivizes companies’ directors to borrow.

The reasoning goes on to posit that this tax bias will
have the potential to hinder economic growth and stabi-
lity. The conjecture that follows in economic terms is that
the subsidization of borrowing through tax deductibility
might lead to companies becoming excessively indebted
and thereby heighten their vulnerability to financial
downturns.” The susceptibility of heavily leveraged com-

is a phenomenon known as ‘debt-equity bias’ that is said to panies to economic downturns could subsequently
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exacerbate the impact of recessions, possibly effectuating a
cascading effect on employment, investment, and overall
economic wellbeing. In such a scenario, the tax bias would
affect a swathe of firms from small, unlisted businesses to
the world’s largest public companies as extensive debt
loads can potentially amplify the exposure of any entity
to economic shocks.

Other critics argue that this tax bias would be contrary
to the ‘principle of neutrality in the source of finance” and
distort incentives in the use of capital.4 The high recourse
to debt financing may even amplify returns to share-
holders and potentially distort the true economic value
of firms and investments, especially in certain industries
such as private equity.5

Realistically, taxation is not the sole determinant in
shaping the structure of corporate debt. For example, low
interest rates, particularly during periods like the after-
math of the 2007-2009 financial crisis and the peak of
the Covid-19 pandemic, encourage the uptake of cheap
debt. When this market-induced dynamic aligns with
robust corporate profits, it creates an opportunity to
secure long-term fixed-rate debts as today’s cash-rich
firms can signal and convey confidence in their ability to
meet interest obligations that will mature in the furure.®

Still, acknowledging that taxation can also impact
business behaviour — from investment levels’ and entre-
preneurial risk taking® to the initial incorporation
location” and including financing choices'® — assume, if
only momentarily, that the debt-equity bias is entirely
tax-driven. As corporate taxes rise, it would intensify (the
higher the headline tax rate, the greater that the deduc-
tion for interest payments would be for the same amount
of debt) and effectively narrow the tax base due to less
corporate income being available to be taxed.

Building on the consideration that a potential tax-
generated debt-equity bias is actually an area of concern,
the European Commission of the European Union (EU

Commission) is mulling a debt-equity bias reduction
allowance. This initiative is encapsulated within the
newly-proposed Debt Equity Bias Reduction Act
(DEBRA)."" DEBRA is a directive proposal that secks to
level the playing field between debt and equity financing
by intervening in both directions as it envisions a deduc-
tible allowance on firms’ capital increases (DEBRA ACE)
along with a supposed-to-be equivalent limitation on
interest deductibility. The latter would particularly con-
sist of a new interest limitation rule (DEBRA ILR) to be
applied on top of the one already in place under Article 4
of the Anti-Tax Avoidance Directive (ATAD Directive)12
in order to curb the purportedly excessive tax advantages
associated with debt financing (ATAD ILR).

While the DEBRA proposal represents a commendable
effort, it is essential to assess the potential challenges it
faces as its effectiveness may be contingent on various
factors, including unintended consequences. Hence, this
article explores these challenges and offers a nuanced
understanding of DEBRA’s shortcomings both domesti-
cally within the single market and internationally in the
context of potential tax repercussions between the EU on
one hand and the United Kingdom and the United States
on the other.

The article proceeds as follows. Part I delves into the
mechanics of the debt-equity bias by providing a brief
review of options that are available to address the tax bias
beginning with the simplest approach involving eliminat-
ing interest deductibility. The analysis then explores more
complex proposals that have been made over time to
achieve some form of corporate-shareholder tax integra-
tion. They encompass a full dividend exclusion, imputa-
tion, dividend deduction, a comprehensive business
income tax (CBIT), an allowance for corporate capital
(ACC), and a corporate cash-flow tax, although some of
them have actually gone nowhere (e.g., CBIT, dividend
deduction) and, even when adopted, others have not

4
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effectively addressed the tax bias against equity (e.g.,
imputation, dividend exemption). Last, it considers the
alternative of keeping interest deductibility while making
the notional cost of equity finance tax deductible (known
as allowance for corporate equity or ACE), which is the
approach that DEBRA partially adopts.

Part IT explores DEBRA in greater detail and examines
its potential impact on firm financing. It also analyses
how its new DEBRA ILR would interact with the earn-
ings-stripping rule of ATAD ILR’s Article 4 that already
limits yearly interest deductibility to 30% of a company’s
EBITDA (defined as earnings before interest, taxes, depre-
ciation, and amortization). This examination concludes
that the complex regime of DEBRA, partially overlapping
with ATAD (which is set to remain in place), fails to
achieve tax neutrality between equity capital and debt for
EU companies, particularly by tilting the tax treatment of
debt.

Then, Part IIT transitions from the single market level
to an international tax perspective. In doing so, it places a
spotlight on two of the EU’s primary trading partners, the
United Kingdom and the United States, aiming to under-
stand how DEBRA might position itself within the exist-
ing cross-border tax frameworks between the EU and
these two countries. This is done in light of the UK’s
2022-introduced Qualifying Asset Holding Company
(QAHC) regime, the 2016 US Model Income Tax
Convention, and the US tax code’s dividend received
deduction provision. It concludes that, respectively,
DEBRA could potentially: (1) trigger countermeasures
in London to prevent the outsourcing of debt-financing
(with interest deductions), not least through QAHC-
related double-dip structures from the EU to the United
Kingdom; (2) have tax treaty repercussions on intra-group
financing, especially when an EU parent company lends to
a US subsidiary; and (3) unsettle US corporate share-
holders due to the risk of losing a full domestic deduction
when receiving dividends from EU corporations in which
they have invested. Interactions between DEBRA and the
EU Global Minimum Tax'? are beyond the scope of this
article.

In Part IV, the analysis broadens its scope to evaluate
whether the presumed tax bias is as significant as assumed
at the DEBRA level. Even if deemed substantial, the
section questions whether taxation, in general, is the
optimal means to mitigate a potential debt-equity bias.
Furthermore, it delves into exploring potential adjust-
ments to DEBRA with the aim of fostering financial
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diversification for European companies given that bank
lending remains the primary source of debt financing in
the EU despite the increase in the importance of market-
based finance since the 2007-2009 financial crisis.

Part V concludes by noting that, if the goal is to
strengthen the balance sheets and financial position of a
country’s corporations to fund more investments, incenti-
vizing their supply of equity capital seems largely reason-
able. However, taxation should prioritize encouraging
virtuous behaviours over imposing complex regulations
that can hinder growth. This entails facilitating compa-
nies” access to capital markets, anticipating cross-border
tax consequences with main trading partners, and consid-
ering the tax burden on shareholders to ensure tax neu-
trality. As these crucial aspects are unfortunately still
absent in DEBRA, the article offers broadly applicable
insights that can be valuable not only in Europe but also
beyond.

2 TAX PROTOTYPES IN THE PURSUIT OF
CAPITAL STRUCTURE NEUTRALITY AND THE
ROADS NOT TAKEN

The debt-equity tax bias is commonly perceived to oper-
ate at the company level, tilting towards debt and deter-
ring new equity financing. This is rooted in the classical
tax system of taxing shareholders on their after-tax profits
while debtholders are taxed on the pre-tax returns of a
firm’s investments owing to the deductibility of interest
but not of equity returns.'?

However, the corporate tax rate and the tax savings
from deducting interest from the corporation’s taxable
income are not the sole factor influencing a firm’s deci-
sion-making process regarding its capital structure. It is
often overlooked that a company’s chosen mix of debt and
equity can also be influenced by the applicable tax system
as a whole which includes tax rates on investors and
business owners. For instance, if debt, which allows for
interest deductions, was held by exempt taxpayers, it
would result in a lower effective aggregate tax rate on
corporate earnings as the deduction at the source would
not be offset by taxation on the recipient. If equity was
held by high-bracket taxpayers and the company did not
pay out dividends, this would contribute to a lower effec-
tive aggregate tax rate on the firm’s unrealized economic
income (e.g., appreciation in corporate assets)'” as the
latter is not taxed until a sale occurs.'®

13
the Union.

14
15
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bond investment. See A. C. Warren, U.S. Income Taxation of New Financial Products, 88 J. Pub. Econ. 899 (2004), doi: 10.1016/S0047-2727(03)00042-2.
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Hence, the effectiveness of taxation in generating rev-
enue may be compromised when the tax system fails to
maintain capital structure neutrality, de facto allowing for
manipulation of tax liability based on a firm’s capital
structure preferences. It has even been proposed that
non-neutrality in capital structure can influence invest-
ment choices as tax shields may incentivize corporations
to opt for less risky projects with lower returns but more
favourable tax rates over projects with higher risk (and
potentially higher returns).'’

A solution to ensure capital structure neutrality is to
‘integrate’ corporate taxation with taxation on investors
into a unified tax scheme.'® ‘Integration’ would levy taxes
only once on the pre-tax return and after-tax profits of an
investment regardless of whether it occurs at the corporate
or investor level and whether this involves shareholders or
debtholders.

Yet, tax authorities currently claim entitlement to
earnings at the corporate level and then once again upon
their distribution to shareholders thereby resulting in
double taxation of the same income. This encourages
shareholders to endorse management’s reinvestment of
earnings into the business. Essentially, if the tax rate on
immediate reinvestment that is achieved by retaining
corporate earnings is lower than the tax rate on first
disbursing after-tax profits followed by their reinvestment
in the same business, a tax incentive to retain corporate
earnings materializes.

However, not all tax systems that preserve capital
structure neutrality are integrated and vice versa. Equity
instruments can offer their holders the option of elective
deferral that is known as the ‘realization requirement’ for
which their increase in value is only taxed upon disposal
at the point of sale. Furthermore, most equity instruments
enable holders to turn business income into capital gains
that are subject to lower tax rates compared to dividends

and ordinary income. This creates a bias among various
classes of equity holders as not all shareholders have equal
discretion between selling and holding out."”

Moreover, even if the tax rate on dividends was equal to
that on capital gains, some investors may still prefer
transactions resulting in capital gains due to their ability
to offset tax basis (i.e., the original cost of acquisition).”’

Over time, various proposals or ‘prototypes’, each with
its own pros and cons, have been proposed to allegedly
pursue integration or at least achieve debt-equity parity
although they are not equally capable of waning capital
structure choices off of tax considerations.

Among the various proposals, one of the simplest is to
prevent companies from deducting interest payments
from their taxable income; this is a prototype known as
a ‘full non-deduction of interest’ (NDI). Implementing an
NDI system could not only result in a significant increase
in tax revenue but also help reduce administrative and
compliance costs and thereby enable governments to lower
headline tax rates while expanding the tax base.”!
However, there are both theoretical and practical hurdles
linked to this approach. Some might support the idea of
allowing interest deductions because lenders are taxed on
the interest they earn. In an ideal scenario in which both
lenders and borrowers are subject to the same tax rate, the
cost of investing would be consistent regardless of how the
investment is financed.

This concept resonates with the principles of a genuine
Haig-Simons income tax for which income is defined as
consumption plus or minus changes in net worth. From
this perspective, debt that is a negative asset would con-
tribute to a decrease (minus paid interest) in net worth.??
Stated differently, the total tax owed should not change
whether the lender invests directly into an asset or bor-
rows to invest in an identical-risk asset. Any loss in
revenue would then come from variations in tax rates

17
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such as lower rates or exemptions for lenders compared to
the highest rates for corporate borrowers.”?

Transitioning away from interest deductibility would
also pose practical hurdles, especially during the adjust-
ment phase. Companies that have arranged their finances
around the possibility of deducting interest might
strongly resist any changes (e.g., in private equity where
profits may largely derive from leveraging portfolio
investments).** Even a move to only eliminate deductibil-
ity for new debt could meet significant opposition.

The second prototype is referred to as a ‘dividend
exclusion’ and aims to tax corporate profits only once by
applying corporate tax rates to dividends, enabling share-
holders to exclude them from their total income whereas
interest income is taxed at the rates applicable to those
holding debt. However, executing a complete dividend
exclusion can be both expensive and politically challen-
ging, particularly if the corporate tax rate is lower than
those applied to labour income. This is because this would
result in effectively subsidizing capital income for share-
holders who are high-bracket taxpayers.

Despite its potential downsides, several countries have
adopted a partial dividend exclusion over the last two
decades following a reform in the United States known
as the ‘Jobs and Growth Tax Relief Reconciliation Act of
2003’ (JGTRRA) which significantly reduced taxes on
dividends to rates lower than those on ordinary income.”’
Still, a partial dividend exclusion can result in a mis-
allocation of capital between corporate and noncorporate
sectors. This is because the lower tax rate for dividends
is not contingent on actual corporate tax payments.
Consequently, if corporate tax payments can be mini-
mized (e.g., shielded), a bias is created in favour of
corporate investment over noncorporate investment that
is subject to individual-level tax rates due to its pass-
through treatment.

The third prototype is referred to as a ‘dividend deduc-
tion’ and proposes that companies should have the option
to deduct dividend payments, much like the deduction of
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interest payments, to ensure earnings are only taxed once.
Shareholders would pay taxes on dividends at their own
rates while debtholders would pay taxes on interest at
their respective rates. Yet, if shareholders are foreign,
the source country may be unable to tax them (or tax
them in full).26 However, it has been noted that several
jurisdictions already permit domestic deductions on out-
bound interest and royalty payments without demanding
tax withholdings or with reduced withholdings under tax
treaties. This implies that comparable provisions could
potentially be applied to dividend payments made to
foreign shareholders.”’

Nevertheless, a core concern with the ‘dividend deduc-
tion’ prototype is that equity and debt are fundamentally
distinct from a legal standpoint. Although the line
between interest as a clear cost of conducting business
and equity returns as a source of business income can blur
in economic terms since both payments represent a return
to capital,28 the distinction still holds legally for at least
two reasons.

First, setting aside the case of hybrid instruments (e.g.,
financial derivatives) blending characteristics of debt and
equity”” that may pose challenges to the tax system (e.g.,
by seeking double deductions countered by anti-avoidance
regulations), debt still entails an obligation to repay
money at fixed times and rates whereas dividends are
largely discretionary for a firm.

Second, considering dividends as a business expense
could inadvertently weaken the perception of shareholders
as business owners. While this might be consistent with
the standardized separation between ownership and con-
trol in public companies across Anglophone countries,”” it
might not apply as strongly to large firms in continental
Europe51 or even less so to small and medium-sized (SME)
limited liability companies for which shareholders usually
have a more direct ownership stake.

The different prototype of the ‘shareholder allocation’
would shift the taxation of equity income to the share-
holder level. By dividing a corporation’s income among its
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equity owners, the shareholders would incorporate allo-
cated amounts into their taxable income, receive a credit
for corporate taxes paid, and adjust the basis in their
shares by the allocated income after subtracting the credit
amount. Ultimately, distributions would be treated as a
return of capital. However, implementing such a system is
bound to pose administrative challenges. For example,
corporations would need to maintain capital accounts
akin to partnerships, and shareholders engaging in short-
term stock transactions would be required to fulfil
reporting duties thereby increasing compliance costs.
Additionally, the US Treasury Department proposed a
further prototype in 1992 known as the CBIT. Its purpose
was to establish a single level of tax on capital income by
disallowing deductions for both dividends and interest
paid by corporations while also excluding those received
by shareholders and debtholders from their taxable
income. The removal of the deduction for business interest
simplifies tax rules and eliminates the need for provisions
aimed at preventing excessive interest deductions.®”
Allowing for immediate expensing of investments (in
lieu of accounting depreciation) would transform the
CBIT into a ‘corporate cash-flow tax’ with equal potential
for addressing the debt-equity distinction at the corporate
level. Borrowing could be made taxable when funds are
borrowed but are deductible when repaid thereby mirror-
ing the tax treatment of equity that is not taxed upon
issuance and not deductible when dividends are paid. **
However, a similar change in the taxation of corporate
borrowing might impact the international movement of
capital by encouraging multinational corporations to bor-
row from subsidiaries located in jurisdictions with lower
tax rates. To address this concern, a corporate cash-flow
tax would need to transition from a territorial approach to
a destination-based one, limiting its application to domes-
tic transactions exclusively (e.g., disregarding borrowing
and interest payments involving foreign entities) which
would pose challenges during implementation.’ 4
Further, under the ACC prototype, the deduction for
effectively paid interest would be replaced with a notional
deduction for both debt and equity.>> The deduction rate
would be based on market interest rates for medium-term
government securities and thereby represent a fixed fraction

of the cost of a firm’s entire capital finance.”® This model
would impose a single levy on the normal rate of return on
debt and equity (which is the opportunity cost of an
investment compensating investors for the time value of
money) by taxing it at the investors’ and shareholders’ rates.
Additionally, it would tax profits exceeding the normal rate
of return on debt and equity twice and subject them to
taxation at both the corporate and investor levels.”’

As anticipated, while aimed at reducing incentives for
heavily leveraged corporate capital structures, some of
these tax prototypes do not entirely remove tax considera-
tions from corporate financial decisions. For instance, the
NDI system could replace the tax-driven motivation to
issue debt with a significant incentive to keep profits
within the company and delay taxes for investors.

Likewise, the prototypes of dividend exclusion and
shareholder allocation still factor tax implications into
decisions regarding capital structure despite diminishing
the tax advantages of leveraging. This is because they
either tax profits (dividends) at the corporate level and
interest at the lender level or tax corporate profits at
shareholders’ rates and interest at lenders’ rates, respec-
tively. Therefore, in both scenarios, achieving a balance
between debt and equity would necessitate uncommon
situations in which all of these tax rates precisely coincide.

Similarly, the dividend deduction prototype might
shift the bias from retaining earnings towards favouring
dividend distributions. This could lead to encouraging
immediate payouts even when corporations could benefit
from retaining more liquidity for future investments.

The ACC prototype might not completely eradicate
distortions in capital structure, particularly if investors are
tax-exempt or subject to preferential tax rates or if they are
foreign investors subject to different tax treatment(s).

On the contrary, the CBIT regime would equalize how
debt and equity are treated and remove tax preferences or
deferrals as neither dividends nor interest would be tax-
able income for recipients. However, this approach has a
significant drawback: without factoring in investors’ rates
into tax calculations on business income, high-bracket
shareholders receiving dividends might face a CBIT flat
rate lower than the tax rate on labour income. This

jeopardizes the progressivity of the entire tax system.’®
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The reference here pertains to the entire internal tax ecosystem of a single jurisdiction. Implementing progressive income taxation globally to achieve a fair distribution of

economic resources between countries presents a greater challenge than at the national level. This difficulty stems from countries’ tendency to use their tax authority to



As perhaps expected, the DEBRA proposal diverges
from all of these paths and embarks on a distinct road.
It retains, albeit with limitations, interest deductibility
while also allowing the notional cost of equity finance to
be tax deductible. As the notional deduction applies to
equity only, it is termed as an ‘allowance for corporate
equity’, or ACE, which sets it apart from the ACC.

There are ex ante concerns associated with a similar
approach. One is that it could potentially diminish tax
revenue and narrow the tax base. The cost of ACE may
vary depending on whether it applies solely to new cor-
porate equity or also to the existing capital accumulated
over time. The implementation of ACE relief for equity
finance reportedly led to Croatia losing up to a third of its
corporate tax base’” and, more generally, even ACE
schemes limited to increases in equity capital have been
reported to be expensive to maintain.* Offsetting this
loss by raising headline corporation tax rates can prove to
be challenging. Furthermore, raising headline tax rates to
compensate for revenue shortfalls may exacerbate distor-
tions caused by corporate taxes.

Therefore, understanding how the DEBRA proposal
confronts such concerns and alleviates potential drawbacks
becomes imperative, thus, Part II will now delve into it to
examine its mechanisms for attempting to address these
challenges.

3 WHEN A DEBT-EQUITY BIAS MEETS

A DEBRA

The DEBRA proposal applies to all taxpayers subject to
corporate income tax in one or more EU Member States
with the exception of financial enterprises. It consists of
two distinct components or measures:

— an ACE deduction based on capital increases (DEBRA
ACE); and

— a new limitation on the deductibility of passive inter-
est (DEBRA ILR) that would apply in addition to the
ATAD ILR.

Intertax

3.1 The DEBRA ACE Component

Beginning with the ACE deduction, this allowance on
equity would be calculated by multiplying an ‘allowance
base’ by a ‘notional interest rate’, or NIR (ACE
Allowance Base x NIR).

The allowance base represents the year-on-year increase

in net equity derived from the difference between net
equity at the end of the current tax year and that at the
end of the previous tax year. It includes the corporate
taxable entity’s paid-up capital, share premium accounts,
revaluation reserve, other reserves, and carried-forward
profits or losses adjusted by subtracting the tax value of
the taxpayer’s participation in associated enterprises’ capi-
tal and any holdings of the taxpayer’s own shares.

Stated differently, faced with the choice between grant-
ing an ACE to all equity — both old and new (sometimes
referred to as a ‘full’ or ‘hard’” ACE) — or only to new
equity (dubbed ‘soft’ ACE), the EU Commission chooses
the latter primarily on the grounds that a hard ACE
would result in excessively high fiscal costs.*! The concept
that the goal of long-term corporate de-leveraging could
be better served by providing equal tax treatment for both
new and existing investments is not given much consid-
eration, though. Yet, the EU Commission is likely cor-
rect: implementing a full ACE deduction at present would
not address any past bias against old equity contributions
and would effectively result in a windfall for businesses
that would benefit shareholders.*?

Regarding the NIR, this would be determined based on
a ten-year risk-free interest rate with an additional risk
premium to account for the higher interest rates typically
faced by private borrowers compared to risk-free bor-
rowers. This risk premium is set at 1% for large compa-
nies, while SME enterprises are assigned a higher rate of
1.5% reflecting the assumption that they encounter
greater hurdles in securing equity financing and contend
with elevated financing costs.*?

The EU Commission proposes capping the annual
allowance on equity at 30% of the taxpayer’s EBITDA
with any excess allowance capacity — meaning the portion

benefit their own citizens, potentially leaving fewer resources and taxing rights for poorer nations. For an analysis of global distributive justice and the concept of global
progressivity, refer to A. Kern, Progressive Taxation for the World, Tax Law Review, https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4746523.

At the national level, putting aside considerations of justice and fairness, the economic justification for progressive taxation rests on the diminishing marginal utility of
income. This principle indicates that, as a taxpayer’s income increases, the additional benefit (utility) received from each extra dollar diminishes compared to the utility
received from previous dollars. Simply stated, each additional untaxed dollar or dollar from a government transfer (e.g., payments to low-income households) provides
a greater benefit to lower-income taxpayers than the benefit that a higher-income taxpayer loses from each additional dollar paid in taxes to government revenue; see M. S.
Stein, Diminishing Marginal Utility of Income and Progressive Taxation: A Critique of The Uneasy Case, 12(2) N. Ill. U. L. Rev. 373 (1992) https://huskiecommons.lib.niu.

edu/niulr/vol12/iss2/3/.
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Italian ACE scheme was abolished in 2024. The accompanying report to Legislative Decree No. 216 of 2023 that repealed the scheme explicitly cited its high cost as one of the
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EU Commission Staff Working Document, Debra Impact Assessment Report, Brussels, 11 May 2022 SWD(2022) 145 final, at 54.
American Law Institute, Federal Income Tax Project, Reporter’s Study Draft, Subchapter C (Supplemental Study), Philadelphia 92 (1989).

In detail, to factor in inflation and central bank policy, for each tax year, the relevant interest rate will be determined based on the ten-year maturity risk-free rate published

in Dec. of the prior tax year by the European Insurance and Occupational Pensions Authority. See EU Commission Staff Working Document, (7bid.), at 57.
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of the equity allowance that exceeds 30% of EBITDA in a
given tax period — being eligible for carryforward for up
to five (5) years.44

If a taxpayer experiences an increase in equity but still
incurs losses or has meager profits, any unused portion of
the equity allowance due to insufficient net taxable
income (stated otherwise, any ACE portion higher than
the corporation’s net taxable income in a given tax year)

could be carried forward indefinitely with no time limit.*

3.2 The DEBRA ILR Component, on Top
of the ATAD ILR

The DEBRA proposal offers a new regulation for consid-
eration that limits deductible interest to 85% of ‘exceed-
ing borrowing costs’ that are defined as interest paid
minus interest received. This DEBRA ILR is designed
to operate alongside the ATAD ILR. However, while the
latter includes a safe harbour to reduce compliance bur-
dens for situations deemed less prone to tax eva-
sion — allowing net borrowing costs to be deductible up
to EUR three million with only amounts exceeding this
limit being subject to the 30% maximum threshold of the
taxpayer’s EBITDA“® — the DEBRA ILR does not incor-
porate any de minimis rule.

Since both ILRs would apply in parallel, companies
would need to calculate their allowable deductions
under both the new DEBRA ILR and Article 4 of
ATAD with the former required to be applied first. A
key aspect of the interaction between these two rules is
represented by Article 6 of the DEBRA proposal which
that carryforward and carryback opportunities only in
cases when the deductible amount under the DEBRA
ILR is higher than that under the ATAD ILR and not
vice versa.

As a result, if the non-deductible amount for a given
year is lower under the DEBRA ILR (e.g., fifteen) com-
pared to the ATAD ILR (e.g., twenty), the difference
between the two (e.g., —5 in this scenario: = 15-20) can
be carried forward or back under Article 4 of the ATAD

rules thereby reducing future tax liability or resulting in a
tax refund.

However, the opposite scenario does not apply: when
the deductible amount is higher under the ATAD ILR
resulting in a lower non-deductible amount under the
ATAD (e.g., ten) than under the DEBRA ILR (e.g.,
fifteen), the excess non-deductible interest (e.g., five: =
15-10) becomes permanently disallowed under Article 6
of the DEBRA proposal with no possibility of future
recovery.

The matrix below offers a visual representation of this
complex interplay between higher/lower deductible and
non-deductible amounts under DEBRA and ATAD.

DEBRA ATAD ATAD
ILR ILR ILR Carryforward/
Scenario (Constant) (1) (2) Carryback
Deductible 85 80 90
Non-deductible 15 20 - S
(1)
Non-deductible 15 - 10 nil
(2)

DEBRA ILR from what can
merely be a temporary non-deductibility under the
ATAD ILR. Otherwise stated, under Article 4 of
ATAD, the idea is that companies have an incentive to

Clearly, this detaches the

enhance their financial performance to avoid losing pre-
viously non-deductible interest expenses and generate
enough future EBITDA to offset them. However, this is
no longer always valid under the DEBRA ILR as, depend-
ing on the circumstances, potential excess non-deductible
interest expenses may be immediately lost and no longer
recoverable.

To provide a practical example, assume a situation with
a constant EBITDA of 100, a debt-to-EBITDA ratio
(which measures a company’s liabilities relative to its

44

According to Art. 4, para. 1, of the DEBRA directive, the ACE would be deductible for ten consecutive tax periods. This means that the allowance on equity could be
proportionally deducted in the relevant year and spread across the following nine years. The EU Commission suggests that doing so would mirror the average maturity of
debt and limit the fiscal cost; see EU Commission Staff Working Document, (ibid.), at 28.

The DEBRA proposal includes a recapture rule to prevent taxpayers from injecting equity solely to benefit from the ACE allowance and subsequently withdrawing the
capital. If a taxpayer who has benefitted from an ACE deduction experiences an equity decrease in a given tax period, a proportionate amount will become taxable over the
next ten tax periods up to the total net equity increase for which the allowance was obtained. The recapture rule does not apply if the taxpayer proves the decrease is due to
incurred losses or a legal obligation. However, this disparity in tax treatment — for which losses can avoid recapture while equity increases always trigger ACE deductions (up
to the 30% EBITDA limit) — could lead to unintended tax-planning strategies for businesses that fluctuate between losses and profits as noted by R. Ismer, Editorial: A
Zebra or a Donkey? The European Commission’s Proposal for a Debt-Equity Bias Reduction Allowance (DEBRA) 31(4) EC Tax Rev. 164 (2022), doi: 10.54648/ECTA2022017.

The EU’s ATAD ILR and the US ILR share some similarities and diverge in key aspects. Both utilize a 30% deductible ceiling as outlined in the EU’s ATAD Directive and
s. 163(j) of the US Tax Code.

However, the US ILR applies this 30% deductible ceiling only to ‘business interest’ (i.e., interest paid or accrued on indebtedness properly allocable to a trade or business).
Meanwhile, ‘investment interest’ (interest paid or accrued on indebtedness properly allocable to property held for investment) falls under its own set of limitations outlined
in's. 163(d) of the US Tax Code. In contrast, the EU’s ATAD ILR treats all interest expenses equally regardless of whether they are for business or investment purposes.
Another key difference lies in the calculation method. While the EU’s ATAD ILR uses the EBITDA, the US ILR has employed ‘adjusted taxable income’ as of 2022 that
excludes depreciation and amortization and effectively lowers the 30% ceiling and tightens the deduction limits for business interest. See N. D. R. Miano, Debz vs. Equity
Financing and Business Taxation in a Post-BEPS/Anti-Tax Awvoidance Directive/ Corona World, International Journal (BNA) 1-30 (2022).
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cash flow) ranging from 2-5 and market interest rates
varying from 1% to 11% and then consider three
scenarios.

Under Scenario No. 1, with a net debt-to-EBITDA
ratio of five, the company is highly leveraged and pays a
10% interest rate on its debt, resulting in annual interest
expenses of fifty (Table 1). This translates into a deduc-
tible amount of 42.5 under the DEBRA ILR and thirty
under the ATAD ILR. Since only the lower amount is
deductible (Table 2), twenty would be disallowed
(=50 — 30; Table 3). However, because the amount com-
puted under the DEBRA is higher than that under the
ATAD (42.5 > 30), the difference of 12.5 can be carried
forward or back.

Under Scenario No. 2, with a net debt-to-EBITDA
ratio of 3.5, the company is in a better financial situation
and pays a 7% interest rate on its debt, resulting in
annual interest expenses of 24.5 (Table 1). This translates
into a deductible amount of 20.8 under the DEBRA ILR
and thirty under the ATAD ILR. Since only the lower
amount is deductible (Table 2), 3.7 would be disallowed

(= 24.5-20.8; Table 3). However, the situation is reversed
in this case: since the amount computed under DEBRA is
now lower than that under the ATAD (20.8 < 30), the
difference between the two — that is, the excess non-
deductible interest of 9.2 — cannot be carried forward or
back.

Last, under Scenario No. 3, with a net debt-to-
EBITDA ratio of two, the company is in a solid
financial position and can serve its debt at a lower
interest rate of 5%, resulting in overall annual interest
expenses of just ten (Table 1). The deductible amount
is 8.5 under the DEBRA ILR and thirty under the
ATAD ILR. Since only the lower amount is deductible
(Table 2), 1.5 would be disallowed (= 10-8.5; Table
3). Again, because the amount computed under
DEBRA is much lower than that under the ATAD
(8.5 < 30), the excess non-deductible interest — equal
to the difference of 21.5 — cannot be carried forward or
back.

The computations for all three scenarios are summar-
ized in Table 4.

Table 1~ Payable Interest
Payable Interest EBITDA x
2 2.5 3 3.5 4 4.5 5
1.0% 2.0 2.5 3.0 3.5 4.0 4.5 5.0
2.0% 4.0 5.0 6.0 7.0 8.0 9.0 10.0
3.0% 6.0 7.5 9.0 10.5 12.0 13.5 15.0
) 4.0% 8.0 10.0 12.0 14.0 16.0 18.0 20.0
e 5.0% 12.5 15.0 17.5 20.0 225 25.0
g 6.0% 12.0 15.0 18.0 21.0 24.0 27.0 30.0
2 7.0% 14.0 17.5 21.0 28.0 31.5 35.0
8.0% 16.0 20.0 24.0 28.0 32.0 36.0 40.0
9.0% 18.0 22.5 27.0 31.5 36.0 40.5 45.0
10.0% 20.0 25.0 30.0 35.0 40.0 45.0
11.0% 22.0 27.5 33.0 38.5 44.0 49.5 55.0
Table 2 Allowable Interest
Allowable (Lowest) EBITDA x
2 2.5 3 3.5 4 4.5 5
1.0% 1.7 2.1 2.6 3.0 3.4 3.8 4.3
2.0% 3.4 4.3 5.1 6.0 6.8 7.7 8.5
3.0% 5.1 6.4 7.7 8.9 10.2 11.5 12.8
9] 4.0% 6.8 8.5 10.2 11.9 13.6 15.3 17.0
E 5.0% 10.6 12.8 14.9 17.0 19.1 21.3
g 6.0% 10.2 12.8 15.3 17.9 20.4 23.0 25.5
E 7.0% 11.9 14.9 17.9 23.8 26.8 29.8
8.0% 13.6 17.0 20.4 23.8 27.2 30.0 30.0
9.0% 15.3 19.1 23.0 26.8 30.0 30.0 30.0
10.0% 17.0 21.3 25.5 29.8 30.0 30.0
11.0% 18.7 23.4 28.1 30.0 30.0 30.0 30.0
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Table 3 Disallowed Interest

Disallowed

2 2.5
1.0% 0.3 0.4
2.0% 0.6 0.8
3.0% 0.9 1.1
@ 4.0% 1.5
2 5.0% @ 1.9
ki 6.0% 1.8 2.3
2 7.0% 2.1 2.6
= 8.0% 2.4 3.0
9.0% 2.7 3.4
10.0% 3.0 3.8
11.0% 3.3 4.1
Table 4 Computations
Scenario  Scenario  Scenario
No. 1 No. 2 No. 3
EBITDA 100 100 100
Debt x 5 3.5 2
Total Debt 500 350 200
Interest Rate 10% 7% 5%
Interest Payable 50 24.5 10
DEBRA ILR (85% 85% 85% 85%
Allowable)
ATAD ILR (30% 30% 30% 30%
Threshold)
Interest Allowable under 42.5 20.8 8.5
DEBRA ILR
Interest Allowable under 30 30.0 30
ATAD ILR
Threshold to apply 30 20.8 8.5
Interest Disallowed -20 -3.7 -1.5
in the Relevant Year
Interest Carried 12.5 - -
Forward or Back
Lost Interest (not - -9.2 -21.5

Carried Forward or
Back)

The practical analysis above prompts two considera-
tions. First, DEBRA could inadvertently restrict debt
financing even for firms with low debt-to-EBITDA ratios
and ample cash (and cash equivalents) to secure favourable
interest rates when borrowing and potentially lead to an
increase in their financing costs.

EBITDA x
2 3.5 4 4.5 5
0.5 0.5 0.6 0.7 0.8
0.9 1.1 1.2 1.4 1.5
1.4 1.6 1.8 2.0 2.3
1.8 2.1 2.4 2.7 3.0
2.3 2.6 3.0 3.4 3.8
2.7 3.2 3.6 a1 a5
3.2 @ 4.2 a7 5.3
3.6 22 4.8 6.0 10.0
a1 a7 6.0 10.5 15.0
4.5 5.3 10.0 15.0
5.0 8.5 14.0 19.5 25.0

Second, because whether the difference in calculation
between DEBRA and ATAD is permanently disallowed
inappropriately depends the deductible
amount calculated under the former is lower than the

on whether

latter, a paradox emerges. With all else being equal,
companies with higher leverage, thus paying higher inter-
est, may find themselves with greater opportunities to
carry forward their interest expenses compared to compa-
nies with lower levels of net debt and lower interest rates.

As these inconsistencies are revealed, even further con-
cerns arise when the two components of the DEBRA
proposal and the ATAD ILR are assessed together con-
sidering their interaction.

3.3 A Three-Headed Hydra: The Interplay
Among DEBRA ACE, DEBRA ILR, and
ATAD ILR

Before delving into the intricacies of how these measures
interact, it is worth first discussing the proposed exclusion
of all financial enterprises from the DEBRA regulations.
According to the EU Commission’s preparatory work, this
exclusion is justified as financial companies, often subject to
capitalization regulations, typically receive more interest than
they pay. Consequently, the DEBRA ILR would seldom
apply to financial enterprises that could instead benefit from
the allowance on equity effectively subsidized by non-finan-
cial companies (NFCs) caught by the DEBRA ILR’s net.’
While it is true that many financial companies (e.g.,
banks) must legally meet minimum capital requirements,
it is essential to acknowledge that raising regulatory
capital incurs a cost. The appeal of investing in this sector
compared to others affects the financing costs borne by
financial companies that can subsequently influence the
availability of financing for the entire economy.
Moreover, it remains somewhat ambiguous to what
extent capital requirements can reduce the responsiveness

47 EU Commission Staff Working Document, (7bid.), at 34.
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of financial firms to changes in taxation. On the one hand,
there is the argument that regulatory minimum reserve
levels could restrict financial companies’ ability to adjust
debt-to-equity ratios compared to NFCs.*® Some studies
indicate that tighter regulations and increased supervisory
scrutiny in the aftermath of the 2007-2009 financial
crisis combined with market pressure on bank buffers
likely contributed to leaving large banks with less ability
to let tax considerations influence their leverage
decisions.” On the other hand, some alternative perspec-
tives suggest different views either to (1) argue that
regulatory buffers and minimum capital-to-assets require-
ments may not be as crucial as commonly believed in
determining the capital structure of most banks (includ-
ing large, publicly traded ones),”® to (2) emphasize that
small banks might be even more responsive to tax incen-
tives than the average non—bank,51 or (3) recall that seg-
ments of the financial sector, such as shadow banking
entities, possess financial engineering skills that can be
exploited in order to engage in debt-equity arbitrage and
potentially displace or defer tax liabilities.”” Hence, the
EU Commission’s decision to exclude all financial compa-
nies from the scope of DEBRA does not appear to be
entirely supported by scientific data regarding their alleg-
edly lower exposure to debt bias.

Equally uncertain is whether the DEBRA proposal
might actually achieve another goal endorsed by the
EU Commission, i.e., supporting start-ups and scale-
ups.”® At one end of the spectrum, providing a higher
notional interest rate for SMEs (1.5% NIR instead of the
standard 1%) may seem supportive. However, fast-grow-
ing innovative companies requiring rounds of equity
injections often need long time horizons before churning
profits. Consequently, they might accumulate ACE for
years while experiencing recurring losses. If the scale-up
proves successful, they could suddenly generate (very)
positive EBITDAS, but this would abruptly cap annual
deductions at 30% and restrict carried-forward deduc-
tions to five (5) years. Additionally, while the EUR three
million safe harbour under the ATAD ILR de facto
prevents start-ups, scale-ups, and numerous SMEs from
falling under the scope of Article 4 of the ATAD easing
their compliance duties, the absence of any de minimis
rule under the DEBRA umbrella implies that these firms

Intertax

will be directly affected by the DEBRA ILR and poten-
tially increase their compliance burdens.

Moving on to the core criteria for evaluating the mea-
sures intertwined in DEBRA, the key question is whether
they can fulfil the main task of removing tax planning
considerations from corporate financing decisions across
Europe. Notably, the answer is negative partly because the
EU Commission’s reasoning is based on the insufficient
premise that achieving capital neutrality
depends exclusively on equalizing the tax treatment of

structure

interest and equity returns — that once equity returns
become as deductible (via the ACE) as interest, a level
playing field for firms’ capital structure preferences would
follow.

Nonetheless, this only tells part of the story as it
assumes that the choice between equity and debt is essen-
tially a firm’s decision between raising new funds from
shareholders and using someone else’s funds. However, it
overlooks that accumulating corporate earnings rather
than distributing them is one of the simplest ways to
finance a business.

The idea becomes more salient when contrasting two
alternatives: (1) internal reinvestment of profits by the
corporation itself versus (2) distribution of those profits
for external reinvestment by individual shareholders.

Accumulated and reinvested corporate earnings by the
corporation itself are pre-tax earnings for its shareholders
deferring their personal income tax. This effectively creates
a deduction for the investor if their aggregate tax rate — con-
sisting of the corporate income tax on the reinvestment
return plus the dividend tax rate on future distributions — is
lower than the sum of individual tax rates applied twice
when corporate earnings are immediately distributed,
invested directly by the shareholder as an individual, and
the return is earned by the shareholder personally.54

The DEBRA prototype might actually exacerbate this
situation: since the ACE reduces the taxable base income,
there would be more profits available for either reinvest-
ment or distribution to shareholders. Thus, if these profits
are retained internally at the firm level, there would be
one layer of taxation at the corporate rate (on the reinvest-
ment return) and another at individual rates (on future
distributions) minus the ACE deduction (= + ACE
deduction — CIT — PIT). However, if the funds were

48 P,

B. Andrade, Comments submitted by The Intern.
Force on EU Law, Amsterdam (24 Sep. 2021).

49
50

51

2018).
EU Commission Staff Working Document, (ibid.), at 8.

journals/waynlr30&id=1067&collection=journals&index=.
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distributed and then invested (not into a business venture)
by the shareholder directly, there would be two rounds of
taxation at individual rates and no ACE deduction (= —
PIT — PIT).

To give a numerical example, consider a firm with
1,000 in after-tax funds available for either investment
(first scenario) or distribution as a dividend (second sce-
nario). Suppose there is only one investment opportunity
that pays a 10% return in one year, a corporate tax rate of
21%, and only one shareholder.

In the first scenario, assuming a 5% NIR, if the firm
retains the funds internally as a source of equity finance
and makes the investment, it would have a pre-tax return
of 100 but a taxable base of 50 (= 1,000 x 10% — ACE;
where ACE = 1,000 x 5%). Therefore, the firm would
have 89 in after-tax annual profits available for distribu-
tion to its shareholder (= (50 x (1-21%)) + 50 ACE). A
shareholder in a UK-like dividend tax bracket of 39.3%
would end up with 54 after paying their own tax (= 89 x
(1-39.3%)).

In the second scenario, if 1,000 had been distributed,
there would have been a tax payment of 393 on the
distribution, leaving the shareholder with 607 to invest
(= 1,000 x (1-39.3%)). This would generate a pre-tax
return of approximately sixty-one, leaving the investor
with thirty-seven after individual tax (= 61 x (I—
39.3%)) which is less than the fifty-four the shareholder
would have had if the investment had been made within
the firm.

The difference is clearly due to the ACE: by making
more dividends available for distribution at the company
level, all other things being equal, the return for the
shareholder will also be larger. This can be easily con-
firmed by noting that, if the individual tax rate is held
constant at 39.3% in the first scenario but is reduced to a
US-like dividend tax rate of 15% in the second scenario,
the shareholder taxpayer would end up with 72.25 (=
1000 x ((1-15%)72) x 10%). This is more (72.25 > 54)
than if the investment had benefited from ACE but was
subject to higher individual tax rates on the distribution
(e.g., 39.3% versus 15%).

Put it another way, whereas the advantage for debt can
be measured against corporate income tax, it can be
measured against the investors’ tax rates for equity earn-
ings. It is also not surprising that the allowance on
equity might eventually resemble a form of a dividend
deduction system as it has been suggested that, to
achieve full neutrality, the ACE system would require

transforming the personal income tax into a personal
consumption tax, exempting the normal return to
capital.55

Moreover, while one component of the NIR (i.e., the
ten-year risk-free interest rate) can be adjusted to reflect
market interest rates, its second component (risk pre-
mium) is fixed by regulation (1% or 1.5%) regardless of
the different risk characteristics of the individual firm or
the market sector in which it trades. Hence, while the
ACE applies to a notional return, debt relief (interest
deductions) still applies to actual interest payments, and
the effective interest rate of the latter might differ from
the nominal interest rates on which the ACE rate is
based.

Even if actual interest payments for debt relief and
nominal interest rates for ACE relief remained constant
and identical, the overlapping regulations between the
ATAD and the two-component DEBRA scheme pose
challenges in securing tax neutrality between equity and
debt choices.

As previously mentioned, the deductibility of ACE
under DEBRA is limited to 30% of a corporation’s
EBITDA, and this deductible allowance on equity can
be carried forward indefinitely or for up to five tax periods
if, respectively, it exceeds the taxpayer’s net taxable
income or 30% of its EBITDA, but it cannot be carried
back.

The Interest Limitation Rule bifurcates between
DEBRA and the ATAD with the 30% EBITDA max-
imum threshold under the latter mirroring the upper
limit for ACE relief under the former.

However, Article 4 of the ATAD also allows deductible
borrowing costs exceeding taxable interest revenues and
other similar taxable revenues to be carried back for up to
three (3) years whereas no carry-back is provided for the
deductibility of the allowance on equity under DEBRA
which potentially results in time misalignments in the tax
treatment between debt relief and ACE relief. There is
also no quantitative alignment between the two reliefs as
the 30% EBITDA upper limit under the ATAD applies
alongside the cap that would limit deductible interest to
85% of exceeding borrowing costs under the new DEBRA
ILR whereas the ACE relief would face only the 30%
EBITDA threshold.

Predicting the practical consequences of the temporal
and quantitative misalignments between the two reliefs is
not straightforward. Still, considering the potential sig-
nificance of the quantitative misalignment, it is likely
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that the array of rules introduced by DEBRA could tilt
the bias towards equity; however, substituting a bias (in
favour of debt) with potentially another bias (in favour of
equity) is not equivalent to attaining tax neutrality in the
treatment of debt and equity.

It can be deduced that the combination of the allow-
ance on equity and the ILR proposed under DEBRA fails
to achieve comprehensive debt-equity parity. Moreover, it
does not ensure full capital structure neutrality as it does
not eliminate potential tax arbitrage from a firm’s deci-
sions regarding its capital structure. With these conse-
quences being relevant for the European internal market,
the need to analyse its broader cross-border implications
remains, particularly in relation to direct investment flows
with the United States and the United Kingdom; this will
be the focus of the next section.

DEBRA BEYOND THE PILLARS OF
HERCULES: POTENTIAL TAX SPILLOVER
EFFECTS ON DIRECT INVESTMENTS ACROSS
THE ATLANTIC AND THE ENGLISH
CHANNEL

From an international tax perspective, it is noteworthy
that, in many respects, while originally designed for the
single market, the widespread implementation of DEBRA
across the European Union could have unforeseen implica-
tions for the tax treatment of cross-border financing plan-
ning and direct investment with its key trading partners.
This section examines some of these consequences with a
focus on two countries: the United Kingdom and the
United States.

4.1 Double-Dip Financing Structures:
The Case Between Europe and the United
Kingdom

From the British perspective, the primary concern with
the current EU-wide DEBRA proposal is the risk it carries
of potentially instigating outsourcing of debt-financing
and enabling double deductions through ‘double-dip
financing structures’ for which conglomerates would ben-
efit from ACE deductions in Europe while also deducting
passive interest in the United Kingdom.

Double-dip structures can be described as tax-efficient
arrangements that enjoy concurrent tax deductions in
more than one jurisdiction (e.g., one in the source state
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and the other one in the residence country) by either
taking advantage of different countries’ approaches to
financial instrument characterization (e.g., hybrid mis-
matches) or by routing debt through nominee-entity
intermediaries.”®

To curb aggressive tax planning, Article 5 of the
DEBRA proposal includes a specific anti-avoidance rule
aimed at preventing the inclusion of any equity increases
resulting from intra-group loans — that is, between asso-
ciated enterprises — in the DEBRA ACE’s base (specific
anti-avoidance rule or SAAR). An ‘associated enterprise’ is
defined as an entity directly or indirectly holding eco-
nomic rights or a voting interest exceeding 25% of
another party’s subscribed capital or voting rights (‘125%
qualifying interest’).

To illustrate how this SAAR would work, the EU
Commission provides an example. Suppose company A
in Member State A receives a genuine equity injection
that is subsequently used to grant a loan to associated
company B in Member State B. Company B, in turn, uses
the loan principal to inject equity into associated company
C in Member State C. Since there has been only one
genuine equity increase at the group level, the SAAR
should lead to a denial of the allowance on equity in
Member State C to prevent a duplication of deductible
ACE — specifically, in both Member States A and C.

Hence, a similar SAAR appears reasonable, but it seems
to lack comprehensiveness. While it can thwart cascading
multiplications of ACE deductions, it fails to prevent the
duplication of tax reliefs through simultaneous deductions
for both equity allowance and interest expenses.

In the context of the EU-UK relationship, consider two
scenarios. In the first, equity is injected by an unrelated party
into a European parent company. The parent then uses this
fresh capital to lend to a UK subsidiary. The EU parent
would deduct the ACE under DEBRA while the UK
subsidiary would claim deductions for the paid interest.’’

The problem of double deduction is exacerbated if no
tax withholding is applied on the cross-border interest
payments. This situation is not impossible to achieve, by
exploiting the existing network of international double
tax conventions (DTCs). For instance, payments could be
routed through Luxembourg. Under Article 11(1) of the
2022 DTC between the United Kingdom
Luxembourg, interest payments are taxable only in the

and

resident country (where the lender is based) with essen-
tially no taxing rights for the source state except for
specific and limited circumstances (e.g., income to be
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Despite the initial equity injection forming the basis for both the ACE deduction at the EU parent’s level and the interest deductions at the UK subsidiary’s level, it could

be counterargued that the tax paid on the interest received by the EU parent would offset the deductions claimed in the United Kingdom.

However, it is important to note that the interest received by the EU parent might go untaxed (or be taxed at a lower rate than the CIT deductions in the United Kingdom)
depending on the Member State’s tax rules, resulting in an (almost) full double-deduction benefit. Even if this was not the case (i.e., if the interest is taxed in the recipient’s
Member State), the ACE deduction might still offset the taxation on the received interest (or most of it) and allow the multinational group to claim interest deductions in
the United Kingdom with little to no taxation on the corresponding payments in the EU.
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regarded as dividends instead of interest or the beneficial
owner of the interest conducting business in the source
state through a permanent establishment).”® Another
available option could be going through the Netherlands.

A second scenario follows the reverse order whereby the
parent company is established in the United Kingdom,
takes out a loan from an unrelated party, and deducts
interest on it. It then uses the loan principal to inject
equity into a subsidiary based in Europe that would
deduct the ACE under DEBRA.

In either scenario, although Article 6 of the ATAD
Directive includes a general anti-abuse rule (GAAR)
aimed at disregarding arrangements lacking valid commer-
cial reasons reflecting economic reality other than securing
a tax advantage, it seems improbable that Member States
would deploy the GAAR under a EU Directive (ATAD) to
neutralize the effects of ACE deductions sought under a
different EU Directive (DEBRA) to offset negative spil-
lovers (interest deductions) occurring outside the European
Union, such as in the United Kingdom.

Even if both of these scenarios were caught by the
SAAR, which seems improbable at best, there might be
others that would not be particularly because cross-border
investments between Europe and the United Kingdom
could achieve tax advantages even without involving asso-
ciated enterprises but instead by using preferential tax
regimes such as the QAHC scheme.

Introduced to enhance the UK’s competitiveness as a
location for asset management and investment funds, a
QAHC is a standard company largely owned by investors

Figure 1
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deemed ‘qualified’ for regulatory purposes (e.g., collective
investment schemes, alternative investment funds, pension
schemes, life insurance companies), but the QAHC regime
switches off certain regulations of the UK tax system that
would otherwise be applicable. Notably, it allows interest
deductions on an accrual basis and introduces a full exemp-
tion for QAHCs from withholding tax on interest paid on
any debt in addition to the standard domestic rule of no
withholding tax on dividends or other distributions.

Moreover, taxation of a QAHC's business income at stan-
dard rates effectively applies only to the margins between its
borrowing and lending with deductions permitted for profit-
related interest given its full tax exemption on received divi-
dends (excluding those from listed or traded equity securities)
and gains from shares (except shares in UK property-rich
companies with at least 75% of their value derived from
UK land). The QAHC regime also facilitates capital returns
to investors by disapplying tax rules that would treat pre-
miums on redemption, repayment, or repurchase of shares as
income distributions and allowing distributed profits to be
returned as capital gains and taxed accordingly.”

Thus, a situation could be imagined where a UK invest-
ment fund that is structured as a limited partnership and
tax transparent (acting as a pass-through entity)60 lends
money to a UK QAHC via a profit-participating loan (or
convertible security) with the QAHC using these funds to
make an equity investment in a European business, as
illustrated in Figure 1. If the investment falls below the
25% qualifying interest threshold, no associated enterprise
relationship would take effect.
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The EU venture would deduct the ACE and pay equity
returns exempt from taxation at the UK QAHC level while
the QAHC could still claim interest deductions against
taxable income from its creditor relationships within its
ring-fenced business. Also, the QAHC would apply no tax
withholding on the interest due on its back-to-back share-
holder debt. Last, when the UK QAHC returns profits to
investors and the fund’s managers through buybacks of
tracker shares, these profits would be subject to capital
gains tax rather than income tax (some of these investors,
such as pension funds or university endowments, may even
be tax exempt). The preferential capital gains tax treatment
would therefore combine with the interest deduction in the
United Kingdom which would be in addition to the ACE
deduction in Europe.

Broadly, the analysis of all of these scenarios aims to
highlight how DEBRA might potentially undermine the
tax base of a third country like the United Kingdom by
shifting the concentration of debt financing there which
could prompt the adoption of countermeasures, including
special anti-abuse regulations, and pose risks for direct
investment flows towards Europe.

After all, since the Marks & Spencer Case (C-446/03),61
double dip structures with the potential to lead to double
non-taxation or double deduction have also been deemed
by the Court of Justice of the European Union (CJEU) to
pose a threat to the preservation of the allocation of taxing
powers between EU Member States thereby justifying
restrictions on the single market’s four fundamental free-
doms (i.e., free movement of workers, freedom of estab-
lishment, free movement of goods, and free movement of
capital and payments).62 However, considering that the
free movement of capital under Article 63 of the Treaty
on the Functioning of the European Union also applies to
non-EU countries, this could lead to the paradox of third
countries’ (e.g., the United Kingdom) potential anti-
DEBRA countermeasures de facto converging with the
CJEU’s anti-double-dip structure jurisprudence in their
efforts to undermine Brussels’s DEBRA regulations.()?’

The potential use of double-dip structures for outsour-
cing debt financing (with interest deductions) because of
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DEBRA could therefore have implications beyond the
EU-UK investment landscape as demonstrated by the
American experience. In the United States, back-to-back
financing arrangements have faced legal challenges in the
past, resulting in the denial of exemptions from US with-
holding tax on interest when back-to-back loans were
routed through the Netherlands, for example.64

This situation raises broader questions about the tax
treatment of future cross-border investments between the
United States and European Member States in the event of
an EU-wide adoption of DEBRA, as illustrated in the
following two sections.

4.2 Calling Out Tax Treaty’s Implications
With the United States

Concerns about outsourcing debt financing have already
impacted the American regulatory system, first at the
level of DTC provisions following the US Treasury
Department’s release of an updated version of the coun-
try’s Model Income Tax Convention in February 2016
(2016 US Model).

Among other changes, Article 22 of the 2016 US
Model contains a revised definition of the ‘limitation on
benefits’ (LOB) clause. Historically, this clause has been
considered as an anti-treaty shopping provision that was
designed to limit tax treaty benefits to entities based in
the state whose DTC with the United States is invoked. It
thus prevents residents of third countries from accessing
benefits under a treaty that were not intended for them.

However, under the new LOB clause of the 2016 US
Model, treaty benefits (other than those for dividends) are
to be denied if more than 50% of the payor’s gross income
is directly or indirectly passed on as deductible payments
not only to residents of third countries but also to entities
of the contracting resident state benefiting from a ‘special
tax regime with regard to the deductible payment
(excluding arm’s length payments made in the ordinary
course of business for services or tangible property).

While this new LOB provision only applies to transac-
tions between ‘connected persons’ and not to independent
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The CJEU jurisprudence on double dip structures has primarily focused on preventing companies from deducting losses twice across different jurisdictions within the same

corporate group. See B. Da Silva, From Marks & Spencer to X Holding: The Future of Cross-Border Group Taxation in the European Union, 39(5) Intertax 257 (2011), doi: 10.54648/

TAXI2011030.

For instance, following the Marks & Spencer case, the CJEU ruled in the X BV and X NV cases (X BV and X NV v. Staatssecretaris van Financién, joined Cases C-398/16 and
C-399/16, 22 Feb. 2008) that restrictions on the consolidation of losses from subsidiaries and foreign branches skew the playing field for investments in non-resident
entities. But in the Memira and Holmen cases it was emphasized that losses incurred abroad must be ‘final’ to be deductible in another EU Member State (Skazreverket v.
Memira Holding AB, C-607/17, and Skatteverket v. Holmen AB, C-608/17, 19 Jun. 2019). For losses to be ‘final’, there should be no alternative or other options to use them in
the source country (e.g., selling the business before liquidation to offset losses with capital gains).

Furthermore, in the Aures case (Aures Holdings a.s. v. Odvolaci financni Teditelstvi, C-405/18, 27 Feb. 2020), the CJEU ruled that an EU Member State can restrict the use of
losses accrued by a parent company before transferring its corporate headquarters to its territory even if the company already had a permanent establishment there. This is
because those losses arose in tax periods during which the state had no tax jurisdiction over the company.

Through these rulings, the CJEU has essentially endorsed EU Member States’ restrictions on using losses incurred when a company was resident elsewhere (which can be
extended to prevent double deduction of interest) justified by the need to ensure a balanced allocation of taxing powers among EU Member States.
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parties,65 the statutory scope of the term ‘special tax
regime’ is broad enough to cover any statute, regulation,
or administrative practice offering preferential tax rates or
permanent reductions in the income tax base thereby
extending to notional deductions for equity‘66

In doing so, it has been noted that the 2016 US Model
irreversibly shifts the original intent of the LOB clause:
from an anti-treaty shopping provision aimed at ensuring
a territorial nexus between the payee and the contracting
resident state, to now functioning as a base erosion test to
oppose related-party deductible payments in the source
state when income upon receipt is subject to little or no
tax.®’

Even more striking is the new Article 11 of the 2016
US Model: its paragraph 2, letter e) now denies lower
treaty-based withholding tax rates on outbound interest
payments to a connected person if, at any time during the
taxable year in which the interest is paid, the related party
lender has benefited from notional deductions treated as
equity in the contracting state of residence. Stated in a
different manner, Article 11 of the 2016 US Model sees
the potential for foreign-parented companies to deduct an
equity allowance while their US-based affiliates deduct
interest payments as a means of eroding the US tax base.
It responds by deeming it inappropriate for tax treaties to
reduce US statutory withholding rates on deductible US
source payments.

As a result, assuming an EU-wide adoption of DEBRA,
if an EU company benefitted from a DEBRA ACE regard-
less of whether the equity injection came from an unre-
lated party, and then used the new equity assets to lend to
a connected party established in the United States, 30% of
the gross US-sourced interest payments would be subject
to US withholding tax rather than the lower treaty rates of
zero or 15%.

Practical consequences could be significant especially
because the DEBRA ACE incentive for the EU firm
would have to be weighed against the possibility of
being completely offset by the high (i.e., 30%) tax with-
holding on interest payments from a US related party.

From a theoretical standpoint, it is true that the 2016
US Model treaty provisions would need to be incorporated
into existing or new tax treaties to become legally bind-
ing. However, this process has already begun: Article 11
on interest and Article 22 on the LOB clause of the DTC
signed in December 2022 between the United States and
Croatia mirror the wording of the corresponding articles
of the 2016 US Model.

This new treaty trend is not poised to remain confined
within the EU-US relationship; it might extend beyond
it. While the minimum standards in Articles 11 (Interest)
and 29 (Entitlement to Benefits) of the 2017 OECD
Model Tax Convention on Income and on Capital (2017
OECD Model) lack explicit restrictions on treaty benefits
for notional equity deductions, the accompanying OECD
commentaries open a Pandora’s box.

Notably, the commentary on Article 1 (Persons
Covered) of the 2017 OECD Model enables countries
to implement bilateral provisions denying treaty benefits
on related-party interest payments in cases when
notional equity deductions are available in one of the
contracting states, echoing Article 11 of the 2016 US
Model. Likewise, mirroring the 2016 US Model’s Article
22, the commentary on Article 29 of the 2017 OECD
Model allows countries to regard interest paid to con-
nected entities that benefit from domestic notional
equity deductions as a ‘special tax regime’ that could
facilitate base erosion through profit shifting. Such refer-
ences to notional equity deductions were absent in the
commentaries on the articles of the pre-2017 OECD
Model dated July 2014 and preceding the 2016 US
Model.

This shift could encourage other countries to follow
suit. By seizing the 2017 OECD Model, they may well
seek to introduce restrictions targeting notional equity
deductions in future treaties with EU Member States
similar to those in the 2022 US-Croatia DTC with
significant  ramifications for taxing cross-border
financing.

Furthermore, instead of bringing the issue to the treaty
level, the United States (and other countries) might still
retain the option of denying interest deductibility alto-
gether at the domestic level (that is, under domestic law)
when the related income is earned by non-residents ben-
efiting from notional equity deductions. A similar US
domestic rule would indeed have an equivalent effect of
an outright denial of treaty benefits on outbound interest
payments but without the need for a review of the US’s
DTC network.

In fact, this scenario is not unthinkable as it bears a
resemblance to recent US federal regulations concerning
the tax treatment of inbound dividends from overseas
subsidiaries to US parent companies potentially reducing
the attractiveness of foreign countries for receiving
American corporate investments; this is discussed in the

following section.
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4.3 From FDR to the Participation DRD,
to DEBRA: What Consequences
for Corporate America?

To begin, it is worth noting that, since the New Deal, the
United States has had a system of intercorporate dividend
taxation in which income earned at the corporate level and
distributed from one US corporation to another is gener-
ally subject to double taxation. This system was intro-
duced under the Roosevelt Administration and was part of
a broader policy toolkit that included antitrust enforce-
ment measures, enhanced investor protection, and escalat-
ing estate taxes aimed at breaking up large pyramidal
groups (e.g., monopolies in the utility sector) that had
threatened to take over the American economy at the
beginning of the twentieth century.68 As these began to
gradually disappear from the 1940s and 1950s onwards,
the US tax code (Internal Revenue Code (IRC)) has been
fine-tuned over time to provide some tax relief to shelter
dividends that have already been subject to US corporate
tax at the level of the distributing company.

This tax relief on US-sourced dividends is governed by
IRC section 243 and IRC section 245. The former covers
dividends paid by domestic corporations to other domestic
corporations that qualify as US-sourced dividends by defi-
nition. Aside from specific cases subject to different rules
(e.g., dividends paid by mutual savings banks, cooperative
banks, real estate investment trusts, or regulated invest-
ment companies), it allows for a deduction equal to either
65% or 50% of the received dividends (referred to as the
dividends-received deduction (DRD)) depending on
whether the corporate recipient owns at least 20% of the
stock of the distributing corporation by vote and value.

A full deduction is available only on dividends received
by a corporate shareholder from a subsidiary in an
‘affiliated group’ which is when the common parent cor-
poration owns at least 80% of their stock (by vote and
value), in which case, the recipient will benefit from a
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100% DRD that reduces the tax rate on the dividend
distribution to zero.

Consequently, absent an affiliated group and with a
21% corporate tax rate, if a domestic company pays out
dividends to a domestic corporate shareholder, the latter is
entitled to a 50% DRD resulting in an effective tax rate of
10.5% on the dividend distribution. If the corporate
recipient owns at least 20% of the distributing firm, the
DRD increases to 65% thereby reducing the effective tax
rate on the distributed dividends to 7%.%

IRC section 245 also covers US-sourced dividends but
only when paid by foreign corporations to domestic ones
in relation to income that is effectively connected to the
United States by deriving from the conduct of a trade or
business carried out within the United States by the
distributing foreign entity.

Under IRC section 245(a)(1), the DRD on the US-
sourced dividends paid by foreign corporations cannot
exceed the deductions under IRC section 243 (that is,
65% or 50%) unless all of the outstanding stock of the
foreign company is owned (directly or indirectly) by the
domestic corporate shareholder and 100% of the foreign
payor’s gross income is effectively connected with the
conduct of a trade or business within the United States
(IRC section 245(b)).

This omits foreign-sourced dividends that are now
addressed by IRC section 245A that was introduced by
the Tax Cuts and Jobs Act of 2017 (Pub. L. 115-97) to
adapt the shift of the US corporate tax system to a guasi-
territorial regime. It provides for a 100% DRD on for-
eign-sourced dividends from foreign companies in which
US corporate recipients own a 10% stake or more of the
total combined voting power of all classes of their stock
entitled to vote or 10% or more of the total value of shares
of all of their classes of stock (Foreign Participation
DRD).”’ In essence, dividends eligible for the Foreign
Participation DRD are those derived from payments that
are not eligible for the domestic-sourced DRD’" as the
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It can be deduced that, compared to Europe, the United States offers less favourable tax treatment for domestic intercorporate dividends. In Europe, the ‘parent-subsidiary’

regime established by Directive 2011/96/EU (consolidating the earlier Directive 435/90/EEC to extend regulatory coverage to companies from countries that joined the EU
after 2000, such as Bulgaria and Romania) offers significant tax advantages. Under this parent-subsidiary regime, if two conditions are met — (1) a parent company holds at
least a 10% direct ownership stake in the subsidiary’s capital for (2) a continuous minimum of one year — an EU Member State has two options:

(1) complete exemption on the intercorporate dividends, provided these profits are not deductible expenses for the subsidiary, or

(2) taxing them but only to the extent that the distributed profits are deductible for the subsidiary with a 5% maximum deduction (as per Art. 4 of Directive 2011/96/

EU).

Thus, while US corporations can face taxes on up to 50% of their domestic dividends, European companies are only taxed on a maximum of 5% on their EU-domestic
intercorporate dividends with a corresponding deduction for the subsidiary (even though corporate tax rates may differ between the parent company’s EU Member State of

residence and that of its subsidiary).

This disparity in tax treatment between Europe and the United States for domestic intercorporate dividends can have broader economic consequences. The prevalence of
complex corporate structures with multiple subsidiaries (referred to as ‘corporate pyramids’) that are more common in Europe than in the United States could be partly
attributed to this tax advantage. Conversely, for US companies, the higher taxation on intercorporate dividends creates a greater burden on dividend distributions
throughout the corporate chain the longer that the chain becomes. For an analysis of the interaction between corporate taxes and the structure of corporate ownership, see S.
A. Bank & B. R. Cheffins, The Corporate Pyramid Fable, 84(3) The Bus. Hist. Rev. 435 (2010), doi: 10.1017/S0007680500002191; also S. Dai & C. Helfrich, The Structure of
Corporate Ownership and Control, Comparative Corporate Governance and Financial Regulation (Paper 9), University of Pennsylvania Law School 1-54 (2016); and, R. Morck
& B. Yeung, Dividend Taxation and Corporate Governance, 19(3) J. Econ. Persps. 163 (2005), doi: 10.1257/089533005774357752.
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latter only shelters US-sourced income (whether disbursed
by domestic or overseas firms) whereas the Foreign
Participation DRD shelters foreign-sourced income dis-
tributed to US shareholders.

Hence, corporate America is de facto tax incentivized to
make outbound direct investments abroad by either estab-
lishing subsidiaries or acquiring stakes in overseas firms
considering that the minimum equity stake threshold
required for fully exempt dividends is lower for the
Foreign Participation DRD than for the domestic DRD:
10% versus 80%, respectively. However, this applies only
as long as foreign-sourced dividends are not considered
‘hybrid dividends’ for which the distributing foreign cor-
poration receives a deduction or other tax benefit for any
income as IRC section 245A(e) strictly denies any Foreign
Participation DRD in such cases.

If the scope of IRC section 245A(e) was not broader,
ACE benefits under DEBRA could still be preserved and
not caught in the US tax code’s net. Indeed, under
DEBRA, if a European subsidiary of a US parent company
received an equity injection, the European firm would
deduct a notional allowance on it regardless of its decision
later in the year of whether to make dividend payouts to
the US parent. This is because the ACE deduction is not
related to any dividend distribution per se and, more
importantly, would be granted even if no dividends were
distributed.

This also captures the OECD’s rationale for rejecting
the equivalence between ACE benefits and traditional
hybrid instruments on the premise that:

rules that entitle taxpayers to a unilateral tax deduction
for invested equity without requiring the taxpayer to
make a payment, such as regimes that grant deemed
interest deductions for equity capital, are economically
closer to a tax exemption or similar taxpayer specific
concessions and do not produce a mismatch in tax

72
outcomes.

Yet, Federal §1.245A(e)-1(d)(2)(1)(B)
expressly extends the definition of ‘hybrid deductions’
within the context of IRC section 245A(e) to include
notional interest deductions (or similar deductions) that

Regulation

are determined for the equity of distributing foreign
companies.

As a result, upon the implementation of an EU-wide
DEBRA, irrespective of its equity allowance scheme not
being calculated with regard to the payment of any divi-
dends, US corporate shareholders of EU entities that have
benefited from an ACE deduction might no longer be

eligible for the Foreign Participation DRD which may
potentially lead to double taxation effects.

Of course, US multinationals would be the first to
suffer from any forms of double taxation on their cross-
border the
remains whether this might eventually prompt corporate

dividend payments. However, question
America to shun (when feasible) or simply reduce their
corporate investment in the Old Continent in the long
term — though this is a question that DEBRA does not

appear to address.

5 A 1AX couNTER-DEBRA FOR THE
FINANCIAL MARKETS’ GOOD

Abstracting from DEBRA’s effects on both domestic and
cross-border investments in a particular market, it
remains crucial to consider the rationale behind a firm’s
choice of financing and the broader role of taxation. Of
course, in its capacity to affect corporate decisions through
multiple avenues (firstly via capital structure preferences
but also through organizational form and restructurings as
well as payout policy),”” taxation can certainly impact
firms’ debt ratios, although the magnitude of this effect
may not always be signiﬁcant.74

Nonetheless, the fact that tax policy can affect debt-to-
equity ratios does not generally imply that a manage-
ment’s decision to borrow is inherently unsound from a
business perspective nor does it suggest that such a deci-
sion would have never been made but for tax reasons. If
that was the case, recurring loss-making companies with
substantial tax loss carryforwards would indeed never
borrow due to the tax disincentive (i.e., the unavailability
of additional interest deductions). Still, this is clearly not
the situation.

In that regard, taxation does not determine whether
leverage is good or bad per se; rather, its desirability could
stem from various factors that are independent of taxes.
For example, issuing new stock to raise fresh equity
capital might incur higher underwriting costs compared
to debt financing; borrowing could also result in lower
interest rates and circumvent immediate equity dilution
for shareholders caused by stock sales. Hence, if debt
issuance was desirable in certain circumstances, the tax
benefit of interest deductions could also be considered
potentially appropriate. Conversely, if debt issuance was
undesirable, regulations allowing excessive headroom for
interest tax deductions would likewise be unwelcome.

These considerations can be particularly significant for
firms that are not solely owned by a few individuals (e.g.,

2
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sole proprietorships or limited liability companies with a
few members) but rather when there is a separation
between executives (including potential founders with or
without majority or minority control) and external inves-
tors providing capital. Management might hesitate to
issue stock if they know the firm is undervalued by the
market due to their access to inside information unlike
investors without control (information asymmetry), and
transmitting such information could be expensive.

This prompts inquiries into the meaning of signals con-
veyed by business decisions including the use of debt. It has
been observed that, if capital is misallocated between ‘good’
and ‘bad’ firms owing to lenders lacking sufficient informa-
tion to distinguish between them and resulting in setting
the identical interest rate for both — which would be too
low for bad firms but too high for healthy firms thereby
causing the latter to not borrow enough but the former to
borrow excessively — the tax deductibility of interest would
restrict benefits to the ‘good’ firms with taxable profits.”’
In similar circumstances, a system that offers the tax
advantage of debt deductibility to subsidize borrowing by
firms that perform well while denying relief for the bor-
rowing by firms that perform poorly could be desirable for
rebalancing leverage decisions between profitable and
unprofitable firms. However, this holding relies on the
assumption that debt issuance signals bad news to investors
about a firm’s health such as a firm necessitating funds to
address a lack of liquidity.

Yet, the signalling effect of debt remains partially
unproven empirically. Despite some financial incentive-
signalling models underlining that choosing debt over
equity financing reveals lower-than-expected cash flow
for firms’® and that announcements of new borrowing
depress stock prices on average,”’ other studies suggest
the opposite. In particular, it has also been argued that the
larger the change in leverage through leverage-increasing
transactions, the greater the positive price reaction driving
up stock prices.78 This aligns with the view that increas-
ing borrowing would signal a firm’s confidence in its
future stream of returns (capable of meeting debt obliga-
tions) thereby enhancing the market’s perceprion of the

firm’s value.”®

Intertax

DEBRA’s assessment procedure does not generally
account for these non-tax considerations. The proposal is
more concerned with offsetting the financial costs of the
proposed allowance on equity and influencing the lever-
aging choices of European NFCs guantitatively rather than
qualitatively. Otherwise stated, DEBRA builds on the
indebtedness level of NFCs across Europe appearing exces-
sively high and therefore having to be reduced, but it
overlooks the significance of the composition of their
funding sources in relation to the diversification of finan-
cing for European companies.

In effect, corporate debt levels appear elevated when mea-
sured quantitatively as a percentage of the EU countries’ GDP
as the nonfinancial corporate debt-to-GDP ratio exceeded
100% for the euro area between 2018 and 2021. However,
corporate leverage levels vary significantly between industries
and even more among countries. At the end of this three-year
period, the non-financial corporate debt-to-GDP ratio was
above 140% in Belgium, France, and the Netherlands but
below 70% in Italy and 60% in Germany.®

Additionally, a high corporate debt-to-GDP ratio does
not necessarily translate into high corporate financing
costs.®! For example, in 2018, Greece had a corporate
debt-to-GDP ratio about half of that of France but,
according to the International Monetary Fund (IMF), in
2019, a Greek firm could end up paying up to 250
(percentage) basis points more annually on debt than a
comparable French firm within the same sector and of
similar profitability.®” Given this context, the DEBRA
ILR would probably not level the playing field for corpo-
rate borrowing costs across Europe; the already-discussed
lack of a safe harbour or de minimis rule could particularly
disadvantage SMEs in those Member States where finan-
cing costs are already higher than in other EU countries.

More importantly, focusing on corporate borrowing
volumes as a share of the GDP can be misleading, espe-
cially when assessing debt sustainability. A more accurate
indication of corporate credit risk exposure is provided by
financial performance and credit quality metrics such as
(1) the debt-to-surplus ratio, (2) the interest coverage
ratio, and (3) the ratio of corporate debt (loans and debt
securities) to total corporate assets (‘gross leverage’).
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The debt-to-surplus ratio measures NFCs’ ability to
cover repayments of all debt obligations, including prin-
cipal and interest, with operational profits. It is calculated
by dividing their total outstanding debt by their gross
operating surplus which represents the value added gen-
erated by production activities after deducting employees’
compensation.®” According to the OECD, the debt out-
standing relative to the annual flow of gross operating
surplus was lower in 2021 for French companies than for
their Japanese counterparts (a debt-to-surplus ratio of 7.0
versus 7.4, respectively). This suggests that debt might be
relatively more sustainable in France than in Japan despite
the former having a higher level of corporate debt to GDP
than the latter (140% versus 110%, respectively). In the
same year, the debt-to-surplus ratio also appeared more
favourable for German, Italian, and Spanish NFCs com-
pared to their Japanese counterparts.84

Similar conclusions could be drawn by employing the
interest coverage ratio to determine NFCs’ potential
inability to service their debt in the future. In detail,
this metric evaluates the suitability to pay interest
expenses on corporate debt (excluding the repayment of
principal) and is calculated by dividing a firm’s EBITDA
by annual interest expenses on its debt.*” The level of
corporate default risk in Europe has remained constant
over the past two decades based on OECD data with its
share of companies with a low capacity to service interest
payments (that is, with a low interest coverage ratio)
being 22% in both 2005 and 2022. This is compared to
the deterioration seen in China with an increase from 19%
to 23% and in the Asia region (excluding China and
Japan) from 20% to 26% while the United States experi-
enced a slight improvement from 10% to 9% .5

Gross leverage relates financial obligations to the assets
available to satisfy them and can also differ considerably
from the corporate debt-to-GDP ratio. According to a
2023 Report from the Advisory Scientific Committee of
the European Systemic Risk Board (ESRB Report), corpo-
rate debt accounted for just below 35% of the total

corporate assets of NFCs in France at the end of 2021,%

notwithstanding corporate debt as a share of GDP exceed-
ing 140% during the same period. Meanwhile, the ratio of
corporate debt to total corporate assets in the European
Union averaged between 30% and 35% which was well
below the average gross leverage of around 70% for
Australia, Canada, and Norway and even slightly below
that of the United States which was between 35% and
409 .5

Opverall, these credit quality metrics reveal structural
trends in the dimension of non-financial corporate leverage
in Europe that do not appear significantly more severe than
those in corporate America. Consequently, the urgency to
complicate the European tax system by introducing a sec-
ond ILR, such as the Debra ILR, in addition to the one
under Article 4 of ATAD might not be as pressing as
previously thought, particularly in a comparative context.

Conversely, what appears to drive Europe apart from
the United States is the gualitative allocation of credit in
terms of external financing — that is, without recourse to
firms’ internal retained earnings. For instance, the cost of
external listed equity financing in Europe was approxi-
mately 8% between 2014 and 2021 compared to a lower
range of 5-7% in the United States. This indicates that
raising external equity on public markets was consistently
less expensive there than in Europe.89 In this context,
introducing an EU-wide allowance on equity, such as
the ACE proposed under DEBRA, might help reduce
costs and level the playing field for European firms rela-
tive to their peers across the Atlantic.

Yet, the DEBRA ACE is a tax solution to a non-tax
problem. The persistently high cost of listed equity fund-
ing in Europe is less about the lack of tax incentives and
more about ‘higher risk aversion and relatively lower
expected earnings on future investments’ compared to
the United States.”® More generally, in the open competi-
tion for global equity centres, the size of EU capital
markets has shrunk relative to that of the United States
from 2000-2023. As EU public markets have become
smaller in terms of trading volume relative to market
capitalization, they have also likely become less liquid.”!
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By definition, raising risk capital funding in less liquid
markets is likely to be more expensive on average than
doing so in more liquid markets.

Even more significant is the limited diversification of
financing sources for European firms as bank loans make
up the majority of their debt liabilities whereas the US
model with its mixture of banks and debt markets pro-
viding corporate funding enables American corporations
to access a broader range of borrowing opportunities.

Despite the potential of corporate bond markets to
diversify financial risks by providing an alternative to
bank lending and the fact that the share of bond financing
for euro area NFCs increased from less than 9% in 2000 to
more than 12% by the end of 2019, this is still well below
the 23% share in the United Kingdom and far behind the
over 50% share in the United States.”” Such a bank-heavy
reliance for corporate funding in Europe that results in a
lack of diversification is even more serious when consider-
ing two factors. First, two-thirds of the already limited
bond financing market for corporate Europe is dominated
by financial companies compared to just 36% in the
United States.”” Second, bank lending to riskier and
smaller firms with limited access to different sources of
credit may be crowded out if banks tighten lending
standards (e.g., in response to stricter regulatory require-
ments or financial turmoil) or when larger, better-rated
firms replace bond issuance with bank loans given the
limited availability of bank lending.94

In this context, it is worth noting that Article 4 of
ATAD does not distinguish between financial markets
financing (e.g., bond finance) and bank lending. As an
interest-to-earnings-based (‘earnings-stripping’) rule, the
ATAD ILR does restrict tax deductibility of interest to
30% of a firm’s EBITDA. However, linking tax relief for
interest with EBITDA levels is likely inappropriate. This

Intertax

is because the amount of paid interest derives from finan-
cial structure choices whereas a company’s EBITDA is
influenced by business strategy decisions and making
these two parameters not highly correlated.

Thus, DEBRA’s primary deficiency is in its approach:
instead of focusing on improving the ATAD ILR, it aims
to introduce an additional, complex interest limitation
(the DEBRA ILR) on top of it. This is aside from the
debate on whether thin capitalization rules should be
constructed as a safe haven debt-to-equity ratio or as an
earnings-stripping rule considering that a fixed debt-to-
equity ratio is less sensitive to cyclical fluctuations while a
fixed interest-to-earnings ratio can be more effective at
counteracting intracompany interest rate manipulation.95
Strict thin capitalization rules have also generally proved
effective in reducing corporate leverage,”® though it has
suggested that
o7 and

been they might adversely reduce

investment inadvertently  reinforce  tax

competition,”® for example, through a race to the bottom
on statutory tax rates.””

Conversely, DEBRA should fine-tune interest deduct-
ibility based on the type of debt and promote market
sources of financing (e.g., corporate bond markets) to
reduce overreliance on bank lending. This would encou-
rage European companies to diversify their portfolio
choice of borrowing sources and bring it more in accor-
dance with the models observed in the United Kingdom
and the United States.

Companies that can access public bond markets demon-
strate resilience and growth potential,loo and similar
behaviours should not be tax penalized. DEBRA could
support such firms by allowing the deduction of interest
expenses on listed corporate bonds up to a certain debt-
equity ratio. This approach would align tax relief for bond
finance with the reality that financial distress is more
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closely related to high levels of debt than to interest-to-
earnings ratios. However, it would create a concurrent
double-track system for which interest on bank lending
would remain subject to earnings-stripping rules.

A simpler approach would be for DEBRA to set a
higher maximum EBITDA threshold (e.g., 50% of a
firm’s EBITDA) for interest paid on listed debt securities
while maintaining the standard 30% EBITDA threshold
for interest from bank loan financing.

Of course, this would be a tax-counter proposal to the
DEBRA ILR envisaged by the EU Commission, but it
could be for the good of the European capital markets and
contribute to their growth.

6 TAXATION: A STRATEGIC APPROACH
BEYOND A Whac-A-MoLE GAME

It can certainly be agreed that robust equity capitalization
may enhance business competitiveness. Increased equity
capital not only ensures essential liquidity for a company’s
immediate survival during uncertain times but can also
promote the stability needed to plan for growth or poten-
tial turnarounds. Additionally, robust balance sheets
enhance creditworthiness resulting in improved credit
ratings that can help companies secure financing on
more favourable market terms thereby ultimately redu-
cing their cost of capital.

However, a crucial lesson learned from this article is
that embracing a one-size-fits-all approach, like the one
proposed under DEBRA, might not always be entirely
practical or efficient. Companies vary in size, operate
across diverse sectors and supply chains, and are at differ-
ent stages of development (which also dictates whether
they operate internationally or domestically); as a result,
policies and incentives should be flexible enough to align
with their specific needs.

Hence, the core issue is not simply about ‘adjusting’
taxation to address one bias while inadvertently creating
another bias or solving one problem only to encounter
another (e.g., making equity more appealing by tilting
the treatment of debt). Stated differently, tax policy should
not be used to plug one hole in the system (e.g., a tax
loophole) only to discover that another hole has been
opened akin to playing a Whac-A-Mole game. Instead,
the focus should be on selectively identifying which busi-
ness behaviours deserve rewards and tax incentives and
which do not. If the ultimate purpose is to promote growth
and strengthen businesses, corporate taxation should incen-
tivize firms to expand and create job opportunities.

In this context, two pivotal goals of tax policy stand
out. The first goal is to incentivize firms to increase equity
capital to mitigate financial risks while also diversifying
their funding sources to bolster economic resilience
against economic downturns or cyclical fluctuations and
afford opportunities for business growth. Taxation in this
regard should target companies directly to support them.
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DEBRA attempts to address some of these issues but
does so only partially: the DEBRA ACE incentive could
serve as a promising commencement. However, it remains
uncertain whether its benefits could truly reach those who
may need them the most such as start-ups, scale-ups, and
young ventures. At the same time, the DEBRA ILR could
potentially increase financing costs even for European
firms with solid financial fundamentals and low debt-to-
EBITDA ratios as they generally have few options other
than to channel their financing needs through the bank-
ing system.

The second goal is to nurture a structural approach to
attract investors by making equity capital as appealing as
alternative investment avenues. However, DEBRA seems
to overlook this aspect to the extent that it fails to con-
sider that foreign investors, for example, those based in
the United States, might find themselves to be tax disin-
centivized to make corporate investments in European
firms and not vice versa.

To conclude, tax policy can be a powerful tool for
incentivizing and promoting virtuous business beha-
viours. The absence of a coherent framework for capitaliz-
ing businesses, investing in equity, and facilitating access
to capital markets represents a barrier — or, more accu-
rately, a lack of incentive — to pursue similar virtuous
paths. Taxation can therefore be a crucial factor for foster-
ing business growth and enabling firms to access capital
markets. Unfortunately, DEBRA has not yet reached this
point.
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ARTICLE

Interest Payments in Case of Amounts Levied in Breach
of Union Law: An Analysis Based on Three Recent CJEU

Judgments in the Field of VAT

Madeleine Merkx"

The Court of Justice of the European Union (CJEU) has ruled that amounts levied in breach of Union law must be repaid, and those affected must be
compensated for any losses incurved, including interest. However, it was not clear whether ‘amounts levied in breach of Union law’ only covers
situations where amounts are levied due to a position taken by the tax administration that is later determined to be false, or if it also covers situations
where the taxable person misinterprets the law or makes ervovs. Recent cases such as Gemeente Dinkelland, HUMDA, and Schiitte have shown
limitations regarding the payment of interest to taxable persons in the field of VAT. This raises questions about the extent to which a taxable person is
entitled to interest payments and from which date. This article addyesses these issues. This is done by discussing and analysing both the established
CJEU case law dealing with amounts levied in breach of Union law and the recent CJEU case law on interest payments in the field of VAT.

Keywords: VAT, interest, taxes levied in breach of Union law, error, unduly charged VAT, unjust enrichment, refund.

I INTRODUCTION

It is the Court of Justice of the European Union’s (CJEU’s)
settled case law that amounts levied in breach of Union law
must be reimbursed with the affected person receiving appro-
priate compensation for any losses incurred as a result of the
undue payment including those for interest. The court ruled in
the Irimie case' that a system that grants interest payments
only for the day following the request for the repayment of a
wrongly levied tax does not constitute an appropriate com-
pensation for losses. This is because the loss incurred by the
taxpayer occurs between the date of the undue payment of the
tax and the date of the tax repayment. Interest should therefore
be paid as of the day the tax was paid.” The Irimie case,
however, does not define how ‘amounts levied in breach of
Union law’ must be explained. Does this only cover situations
when amounts are levied because of a position taken by the tax
administration that is later determined to be false or does it
also cover the situation when the taxable person has an

incorrect interpretation of the law or makes errors? In the
recent Gemeente Dinkelland case,” the CJEU addressed whether
errors of the taxable person himself could constitute a situation
for which amounts are levied in breach of Union law. Other
recent VAT cases such as HUMDA® and Schiitte® also show
limitations regarding the payment of interest. These cases
incite the question to what extent a taxable person in the
field of VAT is entitled to interest payments and from which
date he is entitled to receive those interest payments; this will
be the research question addressed in this article. The proce-
dure for interest payments under Directive 2008/9/EC° will
not be discussed as it contains specific provisions on the
payment of interest in case of refund of foreign VAT to taxable
persons not established in the EU Member State of refund, and
this is a different situation. The research question also does not
address the payment of interest by the taxable person to the tax
administration in the event of late payments of VAT.” To
answer the research question, the author will first address the
established CJEU case law dealing with amounts levied in
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! CJEU 18 Apr. 2013, C-565/11, ECLI:EU:C:2013:250.
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breach of Union law in section 2. As a second step, the recent
CJEU case law on interest payments in the field of VAT will be
discussed in section 3. In this section, these cases will be
critically analysed drawing on earlier case law in the field of
VAT and the CJEU case law discussed in section 2. Section 4
will summarize the exceptions and limitations to interest
payments for amounts levied in breach of Union law and
answers this article’s research question. Section 5 provides a
number of final remarks.

2 EstaBLisHED CJEU cASE LAW ON
AMOUNTS LEVIED IN BREACH OF EU LAwW
2.1 Introduction

The entitlement to the repayment of charges levied by a
Member State in breach of Union law is a consequence of
and an adjunct to the rights conferred on individuals by
Union provisiorls.8 The right to the recovery of sums unduly
paid helps to offset the consequences of a duty’s incompat-
ibility with EU law by neutralizing the economic burden that
it has unduly imposed on the operator who has actually borne
it.” Imposing a duty in breach of Union law hinders the
internal market. It is possible that the actual imposition is
not an infraction but the fact that it is levied prematurely is.
When a tax is thus levied prematurely, it is a duty in breach of
Union law.'” A taxpayer is therefore entitled to interest
payments.'' In fact, in that situation, it constitutes the ‘reim-
bursement’ of what was improperly paid in a too early stage. 12
A taxpayer is also entitled to a refund of any financial penalty
imposed as a result of the breach of Union law including an

. 1
interest payment.'”

2.2 Procedural Law Up to Member States

In the absence of EU legislation, each Member State must
stipulate the conditions for repayment and interest

payments of charges levied in breach of EU law, in parti-
cular the rate of the interest and the method of calculation
(simple or compound interest) as well as, if applicable,
exchange rates."* The rules must comply with the princi-
ple of equivalence and effectiveness, meaning that they
must not be less favourable than those applying to similar
claims under national law or be arranged in such a way as
to make the exercise of the rights conferred by Union law
practically impossible."’

The calculation of interest cannot lead to depriving
the taxpayer of an adequate indemnity for the loss
because of the undue payment of the charge.16 In the
the CJEU ruled
that, if interest is calculated at a rate (in this case, a

joined Sole Mizo and Dalmand;i case,'’

rate equal to the central bank’s base rate) that is lower
than the rate that a taxable person who is not a credit
institution would have to pay to borrow a sum that is
equal to the amount of the tax levied in breach of
Union law, this is not in accordance with the principle
of effectiveness. Likewise, the CJEU ruled in the same
case that, if interest runs for a given reporting period
without the application of interest to compensate the
taxable person for the monetary erosion caused by the
passage of time following that reporting period up until
the actual payment of that interest, this could deprive
the taxable person of adequate compensation and also
breaches the principle of effectiveness.'® Inflation
should
Nidera case,”® the CJEU ruled that a long duration of
the repayment that results in a significant amount of

. 19
therefore be taken into account.'” In the

interest in comparison to the tax paid cannot be a
reason to reduce the interest payment because this
would not provide the taxable person with adequate
According to the CJEU, a flat rate
can be applied because this is a rule that can be easily

. 21
compensation.

managed and supervised. If the interest exceeds the
actual losses, this is merely a result of the flat rate. In
specific cases, it can be greater or less than the actual

8 CJEU 9 Nov. 1983, 199/82 (San Giorgio), ECLEU:C:1983:318, para. 12 and CJEU 6 Sep. 2011, C-398/09 (Lady & Kid), ECLI:EU:C:2011:540, para. 17. The entitlement
to repayment of these amounts and the payment of interest is not derived from a specific single provision of EU law. See Stefanie Gombotz & Pollak, supra n. 7, at 22.

2 CJEU 20 Oct. 2011, C-94/10 (Danfoss and Sauer-Danfoss), ECL:EU:C:2011:674, para. 23.

10 CJEU 8 Mar. 2001, C-397/98 and C-410/98 (Metallgesellschaft and Hoechst), ECLI:EU:C:2001:134, para. 87.

' CJEU 19 Jul. 2012, C-591/10 (Littlewoods), ECLI:EU:C:2012:478, para. 25.
"2 CJEU Metallgesellschaft and Hoechst, supra n. 10, para. 87.

> CJEU 28 Apr. 2022, C-415/20, C-419/20 and C-427/20 (Grifendorfer), ECLI:EU:C:2022:306.
4 CJEU 27 Sep. 2012, C-113/10, C-147/10 and C-234/10 (Zuckerfabrik Jiilich AG, British Sugar plc and Tereos), ECLIEU:C:2012:591, para. 62.

> CJEU Littlewoods, s#pra n. 11, para. 27.

16 Ibid., para. 29.
7" CJEU 23 Apr. 2020, C-13/18 and C-126/18, ECLI:EU:C:2020:292.

" Ibid., para. 49.

22, E. V. Dyrektor Izby Administracji Skarbowej We Wroctawin 10 (4 Oct. 2023).
** CJEU 28 Feb. 2018, C-387/16, ECLLEU:C:2018:121.
2V Ibid,, paras 27-29.
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loss.”> This author agrees with De Troyer that it is
important to have a simple calculation of the interest
rate that should only be adapted once or, at a max-
imum, four times a year.”

Member States can make the interest payment condi-
tional on the submitting of a request for it.”* They cannot
make repayments dependent on whether someone has
brought an action for repayment before the delivery of
the judgment that has made it clear that a levy is in
breach of Union law. This would be contrary to the

Likewise, it cannot be a
6

principle of effectiveness.”
requirement that a charge was paid under protest.’
Reasonable time limits for making a claim are allowed
provided those do not make claims for repayment impos-
sible or excessively difficult.”” According to the CJEU, a
timeframe of thirty days counted from the moment that
the CJEU decision in a case that made it clear that a levy
was in breach of EU law was published in the Official
Journal of the European Union infringed the principle of
effectiveness. The CJEU pointed out that the finding that
the tax is contrary to Union law depends on the result of
verifications of the national court that may well need a
period of time that extends far beyond the expiration of
the thirty-days time limit.”® In the same case, the CJEU
ruled that excluding interest on the overpayment entirely
if it is incurred after the passing of the thirty-days time
limit following the publication of the CJEU’s ruling is
also not allowed. It is not inconceivable that a tax may
continue to be levied in breach of EU law after the
delivery of the CJEU’s ruling and its publication in the
official journal, in particular in this case when the tax is
withheld by a third party.”” Member States cannot adopt
rules that restrict the repayments to forestall the possible
effects of a CJEU judgment.”® Van Nunen questions
whether the fact that no information is provided about

the option to claim interest payments for a refund decision
in the Netherlands and that it must be made within six
This
author opines that it is likely that, generally speaking,

. . .. . 1
weeks infringes the principle of effectiveness.’

there will be no infringement of this principle considering
that ‘everybody is expected to know the law’, the six week
period provides sufficient time to become aware of the
right to payment of interest under national legislation and
the applicable procedure, and a taxpayer that does not
show sufficient due diligence can forfeit its rights.’
This could be different in specific circumstances, however,
e.g., if the law is unclear about the procedure or it is
unclear whether there is indeed an infringement of EU
law.

2.3 Exception: Burden of Tax Has Been
Shifted

The right to reclaim taxes levied in breach of Union law
does not exist if the taxpayer has fully shifted the burden
of the tax to another person. Reimbursing the taxable
person would result in his unjustified enrichment. The
CJEU has indicated that this is the sole exception to the
right to reimbursement of tax levied in breach of
should be
restrictively.34 When the burden has only been partially

European Union law’” and interpreted
passed on, the amount not passed on must be repaid. A
characteristic of the VAT system is that its purpose is for
the tax to be borne by the recipient, i.e., the consumer, so
that the tax can achieve its objective of taxing private
consumption. However, this does not intrinsically imply
that the tax has been fully shifted to the recipient in each
situation, thus, a case-by-case analysis is required. To

establish whether there is indeed an unjust enrichment,

> Ibid., para. 36.
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de Troyer, supra n. 7, at 95. De Troyer pleads for two times a year at a maximum. This author posits that changing the rate each quarter is acceptable considering some

Member States use the calendar quarter as a tax period, and it is also the tax period used under the One-Stop-Shop, Title XII Ch. 6 s.s 2 and 3.

2% CJEU Sole Mizo and Dalmandi, s#pra n. 17, para. 66.
*> CJEU 2 Feb. 1988, 309/85 (Barra), ECLLEU:C:1988:42.
6 CJEU 8 Feb. 1996, C-212/94 (EMC), ECLI:EU:C:1996:40, para. 72.

*7 CJEU 15 Sep. 1998, C-231/96 (Edis), ECLI:EU:C:1998:401, para. 20. See also CJEU 16 Dec. 1976, 33/76 (Rewe-Zentralfinanz e¢G and Rewe-Zentral AG .
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N
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CJEU E. Dyrektor Izby Administracji Skarbowej we Wroctawiu, supra n. 28, paras 52 and 53. For more about this case se¢e CFE ECJ Task Force, su#pra n. 19 and Hannelore

Niesten & Piotr Prandecki, Insights into Compensation and the Effectiveness of Withholding Tax Refunds and Interest Payments: ECJ Decision in E. Dyrektor Izby Administracji
Skarbowej we Wroctawin (Case C-322/22) 442-446 (European Taxation Oct. 2023).

" CJEU 2 Oct. 2003, C-147/01 (Weber's Wine World), ECLL:EU:C:2003:533, para. 92. See also the answer to the preliminary question in the Deville case (CJEU 29 Jun.
1988, 240/87, ECLI:EU:C:1988:349): ‘A national legislature may not, subsequent to a judgment of the Court from which it follows that certain legislation is incompatible
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it cannot simply be established that the tax has been
passed on to the recipient of a transaction. By increasing
the price of the goods, a taxable person may have suffered
damages,” for example, a decrease in the volume of
sales.*

An economic analysis in which all of the relevant
circumstances are taken into account must be made.’’
The burden of proof of whether the tax has been passed
on lies with the tax administration. The CJEU ruled that
the principle of effectiveness does not allow ‘presumptions
or rules of evidence intended to place upon the taxpayer
the burden of establishing that the charges unduly paid
In the
Mikhailidis case, it ruled that it is also contrary to

) 38
have not been passed on to other persons’.”

Union law if the person obligated to pay the charge
needs to show that there has been an increase in the
price of the products or a reduction in the volume of
exports.”” It becomes clear from the same case that,
when assessing whether the amount has been passed on,
both documentation provided by the competent authori-
ties and evidence submitted by the trader concerned must
be taken into account. It is for the court to subsequently
evaluate that evidence.’® The CJEU has also pointed out
in the Weber’s Wine World case that proof does not have to
be provided without the cooperation of the taxable person
concerned. Member States may demand access to the
supporting documents that the taxable person was
required to keep under national law. !

In the Alakor case,** the CJEU had to answer the
question of whether the repayment of the tax levied in
breach of Union law could be partially denied because part
of the tax had been subsidized by aid granted to the
taxable person and financed by the EU and by that
state. The CJEU ruled that it is for the referring court
to examine whether the amount of aid provided would be
less had the taxable person been able to exercise its right

Intertax

to deduct VAT. If that is the case, the repayment should
only cover the difference between the amount of non-
deductible VAT under the national legislation incompa-
tible with Union law and the amount of the aid granted
that exceeds that which would have been granted had
Alakor not been prevented from exercising its right to
deduct.”” Whether the aid has been provided by the EU
budget or by a certain Member State is of no relevance.**
However, the CJEU ruled in the Lady & Kid case that a
Member State may not reject an application for the reim-
bursement of an unlawful tax on the ground that the
amount of the tax has been set off by the abolition of a
lawful levy of an equivalent amount.

If the amount levied in breach of Union law has been
passed on to the customer, he will have the right to receive
a refund of the amount unjustly paid either directly from
the Member State in question or from the supplier. In the
latter case, the supplier must be able to request the
Member State in question for compensation of the repay-
ment it had to make.”® Whether the customer can get a
repayment from it or the supplier depends on whether
reimbursement proved impossible or excessively difficult
to obtain from the latter entity.47 This could be particu-
larly the case in the situation of the supplier’s insolvency.48

3 Recent VAT CJEU cAsE LAW ON
INTEREST PAYMENTS
3.1 Introduction

Recent CJEU case law dealing with interest payments for
charges levied in breach of EU law in the area of VAT deals
with two topics that will be addressed separately below:
unduly charged VAT and interest payments in the event of

€errors.
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3.2 Unduly Charged VAT

3.2.1 No Tax Levied in Breach of EU Law for Unduly
Charged VAT: The HUMDA Case

In the HUMDA case,” the CJEU had to answer preli-
minary questions in a situation in which services were
provided to a Hungarian company related to a building
project in Milan for the world exhibition. Hungarian
VAT was charged, but this was incorrect because the
services were subject to VAT in Italy under the place of
supply rule for services related to immovable property.
HUMDA, as the recipient of the services, filed a refund
request with the Hungarian tax administration in which
it requested a refund of the Hungarian VAT unduly
charged and a payment of interest. The service provider
BHA was in liquidation, and the liquidator declared that
it was impossible to amend the invoice already drawn up
by BHA. The VAT was paid to the treasury by BHA
which had not requested a refund of the VAT improperly
paid. There was no fraud involved.

Referring to earlier case law,”” the CJEU makes it clear
that, if the refund of VAT becomes impossible or exces-
sively difficult, the principles of neutrality and effective-
ness require the Member State in question to provide the
recipient with instruments to recover the VAT that has
been unduly invoiced, in particular a direct reimburse-
ment from the tax authorities. The supplier’s insolvency is
mentioned as a situation for which it was impossible or
excessively difficult to obtain a refund from the supplier.”’
Regarding the payment of interest, the CJEU states that
this case does not deal with a refund of VAT paid in breach
of EU law but with VAT that is due pursuant to Article
203 VAT Directive.’” Based on this provision, VAT is
payable by any person who enters it on an invoice.
Member States are under an obligation to provide an
adjustment or refund of VAT invoiced and paid in error.
Such a refund claim can be compared to an excess of VAT
as referred to in Article 183 VAT Directive.”” The princi-
ple of neutrality requires that a financial loss incurred due
to a refund of excess VAT that is not made within a
reasonable period of time is compensated through the pay-
ment of default interest. Likewise, the CJEU concluded in
the present case that interest must be paid in the situation
when a request that is made for a refund of unduly paid

VAT by the recipient is not granted within a reasonable
period of time. The rules for applying interest on the
amount are within the procedural autonomy of the
Member States. These rules should be in accordance with
the principles of equivalence and effectiveness. They cannot
result in the taxable person being deprived of adequate
compensation for the loss caused by the late refund of

4
that amount.’

3.2.2 Refund of Unduly Charged VAT for Recipient
of Goods With Interest Payment: The Schiitte
Case

The Schiitte case’® deals with a German entrepreneur pur-
chasing wood and selling it as firewood. Its suppliers
charge VAT against the general VAT rate of 19% whereas
Schiitte himself applies the reduced VAT rate of 7%. The
suppliers have paid the VAT to the tax administration.
Schiitte has deducted the VAT on the invoices in full and
has paid 7% VAT on its supplies. The German tax
administration took the position that Schiitte’s supplies
are subject to the general VAT rate. In legal proceedings
it became clear that the reduced VAT rate indeed applies
(judgment of 2 July 2019). However, the court also ruled
that the supplies that Schiitte received are subject to the
reduced rate, and the VAT deduction should be adjusted
accordingly. Following the judgment, the German tax
administration issued VAT assessments for the VAT
unrightfully deducted including interest. Schiitte made a
request to his suppliers to obtain a repayment of the VAT
unduly charged, however, they referred to the statute of
limitation. Schiitte subsequently requested the German
tax administration to annul the VAT assessment and
interest. This was denied because, according to the
German tax administration, the situation was caused by
Schiitte himself. It should be noted that there was no
fraud involved nor was there a situation of the supplier’s
(upcoming) insolvency.

Like in the HUMDA case, the CJEU ruled that, under
the circumstances, a supplier can obtain a refund of VAT
unduly paid directly from the tax administration.”® This
is also possible in a situation like the one of Schiitte in
which the suppliers refer to a statute of limitation while
not being insolvent.’” This even applies if there is a risk of

49 CJEU 13 Oct. 2022, C-397/21, ECLI:EU:C:2022:790.
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a double refund. If the suppliers were to ask for a refund of
the VAT unduly charged in this situation, this would
amount to an abusive practice. Concerning the payment
of interest, the CJEU points out that the implementation
of the judgment of the referring court of 2 July 2019 that
reduced the input tax from 19% to 7% would be capable
of resulting in an economic burden for Schiitte.”® If he
already paid the tax authorities the amount corresponding
to the reduction of the initial deduction, he would suffer
financial damage because that amount is not available to
him. In that situation when the improperly collected VAT
is not reimbursed within a reasonable time, that financial
damage must be compensated by the payment of default

interest.””

3.2.3 Analysis of the HUMDA and Schiitte Cases

With its judgment in the HUMDA case, the CJEU builds
on its earlier case law dealing with VAT refund claims
under Article 183 VAT Directive (the refund of excess
VAT)60 and Article 90 (1) VAT Directive (reduction of
taxable amount in case of (partial) r10n-paymer1t).61 It
becomes clear from earlier cases that default interest does
not need to be paid for the period prior to the submission
of the request.62 A national practice pursuant to which the
payment of interest of a claim made in a request from the
taxable person with effect from the end of a time limit of
thirty or forty-five days imposed on the tax authority for
dealing with a request is not contrary to the principle of
effectiveness.®’

It makes sense that, for VAT that is payable under
Article 203 VAT Directive, interest payments must be
made only if the VAT is not refunded upon request
within a reasonable period of time. As becomes clear
from the Schmeink and Strobel cases, VAT that is due
under Article 203 VAT Directive needs to be adjusted
before it can be refunded to the taxpayer, and the Member
States are required to stipulate the conditions in which
improperly invoiced VAT may be adjusted.®® It also
seems reasonable that EU Member States have some
time to process the request since they will need to estab-
lish, e.g., whether the issuer of the invoice was in good
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faith or, if that is not the case, whether the risk of any loss
in tax revenues has been sufficiently eliminated.®

Both the HUMDA and Schiitte cases deal with a situa-
tion in which it is not the supplier adjusting the unduly
charged VAT but the recipient of the supply reclaiming
that VAT. Under the CJEU’s case law, the recipient will
first have to request the supplier for a refund of the VAT.
Only in the situation when that would turn out to be
impossible or excessively difficult can he turn to the tax
authorities to obtain a refund. It should be noted, how-
ever, that the recent H GmbH case®® shows that, when
VAT has been reimbursed to the supplier, the recipient
should request a refund from him even if he is insolvent
and it is thus excessively difficult or even impossible to
obtain that amount. Allowing the recipient to make a
direct request to the tax administration would mean that
the tax administration would need to refund the VAT
twice.®” The CJEU case law does not question the order of
priority of creditors in the context of liquidation
proceedings.68 Following the CJEU’s case law, this author
opines that this means that, for the recipient, his request
to the tax administration is decisive for determining the
moment at which a right to default interest exists (i.e.,
after a reasonable period after the moment the request was
made has lapsed). The CJEU’s reasoning in the Schiitte
case, however, may suggest that an earlier moment needs
to be taken into account. The court refers to the fact that
the judgment of 2 July 2019 resulted in an economic
burden for Schiitte and that he has suffered financial
damage once he paid the amount corvesponding to the reduction
of input tax deduction to the tax administration. However,
later in that judgment, the CJEU states that, when the
improperly collected VAT is not reimbursed within a
reasonable time, the financial damage must be compen-
sated with the payment of default interest. As the Schiitte
case does not deal with the question at which moment a
right to payment of default interest arises, the author
posits that it cannot be derived from this case that the
moment at which the taxable person is bearing the finan-
cial burden of improperly charged VAT is decisive for
determining during which period the taxable person is
entitled to the payment of default interest. How the
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situation should be dealt with when the supplier has
improperly charged the VAT due to a position taken by
the tax administration is discussed in section 3.3.2 after
examining the Gemeente Dinkelland case.

In earlier CJEU case law, the CJEU has also made it
clear that the reason why the refund of excess VAT is
delayed is, in principle, irrelevant. Whether the claim has
simply been dealt with beyond the time limits that apply
or the excess VAT has been set off against tax assessments
that later turned out to be unlawful is not relevant.” The
CJEU has ruled that the period within which a refund of
excess VAT under Article 183 VAT Directive must take
place can be extended to carry out a tax investigation if
the extension does not exceed what is necessary for suc-
cessfully completing the investigation.70 The extension of
the refund, however, cannot have the effect that interest is
payable only from the date on which the investigation is
completed.”' The situation is different if the delay in
completing the investigation has been caused by the
taxpayer himself. The CJEU indicates that it cannot be
accepted that a taxable person that refuses to cooperate
with tax authorities — and thus impeding the investiga-
tion procedure — may claim default interest for the delay
caused by him.”> Now that the CJEU regards a VAT
refund request within the meaning of Article 203 VAT
Directive equivalent to a refund of excess VAT within the
meaning of Article 183 VAT Directive regarding interest
payments, this must also apply in the same way to the
former.

3.3 Interest Payments in Case of Mistakes

3.3.1 No Interest Payments in Case of Mistakes and
Calculation of Allocation Key under Own

Responsibility: The Gemeente Dinkelland Case

The Gemeente Dinkelland case’® addresses the situation in
which a taxpayer has made corrections regarding deduc-
tible VAT. As a
Dinkelland has economic and non-economic activities

input municipality, Gemeente

with the latter being either exempted or subject to

VAT. Adhering to amendments to the national legislation
on municipal accounting and amendments of the classifi-
cation of some of its activities, Gemeente Dinkelland had
calculated a new percentage of deductible VAT that
resulted in an increase of it. It also had its accounts
examined which revealed some errors in the classification
of certain services provided by it and in the entry of
certain debit or credit line items. These errors also
resulted in an additional deduction of VAT. In this situa-
tion, the question has been raised whether the Dutch tax
administration is required to pay interest and, if so, as of
which date.

Referring to its earlier case law on interest payments for
taxes levied in breach of EU law (see section 2), the CJEU
makes it clear that, when a tax levied in breach of EU law
is repaid, this should include interest payrnents.74 In chis
respect, the taxpayer’s loss depends on the duration of the
unavailability of the sum levied in breach of EU law and
occurs, in principle, in the period between the date of the
undue payment of the tax and the date of repayment.”’

The question that should be answered in the present
case, however, is whether the situation can be qualified as
a tax levied in breach of EU law.”® In this respect, the
CJEU first makes it clear that an amount of VAT levied
because a person has not exercised his right to deduct
constitutes an amount levied or collected.”” Second, the
CJEU refers to the HUMDA case to clarify that VAT
levied pursuant to Article 203 VAT Directive is not
levied in breach of EU law (see section 3.2.1).”® The
CJEU subsequently refers to Article 250 (1) VAT
Directive. Under this provision, every taxable person
must submit a VAT return setting out all of the informa-
tion needed to calculate the tax that has become charge-
able and the deductions to be made. The tax authority
does not act in breach of EU law when it levies an amount
of VAT due on the basis of that return even if the taxable
person has not provided the information necessary to
establish the extent of its right to deduct VAT (and has
thus not exercised that right).”” Regarding the recalcula-
tion of the deductible proportion for VAT on general
costs, the CJEU points out that VAT can only be levied
in breach of EU law if the initial rules for the calculation
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are incompatible with EU law due to the applicable
national legislation or a tax authority’s requirement.®
The court subsequently refers to the Dutch rules for
calculating the deductible amount in the case of economic
and non-economic activities that meet the required
conditions.?" Although consultations took place between
Gemeente Dinkelland and the tax authority in the interest
of legal certainty, no agreement had been concluded
between them. The tax authority merely accepted the
methodology consisting of determining the actual use of
the goods and services on the basis of that municipality’s
accounts. This methodology used relects the actual use of
the goods and services.®” The CJEU therefore concludes
that the allocation key was calculated under the sole
responsibility of that municipality.®> Therefore, the recal-
culated amount of deductible VAT does not constitute an
amount levied in breach of EU law.*

However, even though the amount is not levied in
breach of EU law, the VAT amount should be refunded
within a reasonable period. The CJEU in this respect
again refers to Article 183 VAT Directive.” The period
of eight weeks after which an interest payment is required
in the Netherlands is according to the CJEU to be
regarded as a reasonable period for the tax authority to
deal with an application for a VAT refund, including the
actual refund transaction.®®

3.3.2 Analysis of the Gemeente Dinkelland Case

With its judgment in the Gemeente Dinkelland case, the
CJEU makes it clear that, when the amount of VAT that
needs to be paid is calculated under the sole responsibility
of the taxable person, the right to default interest pay-
ment exists only when a request for a VAT refund has not
been addressed within a reasonable period. This situation
has not yet been considered in the CJEU case law as most
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of it deals with situations when national legislation is in
breach of a treaty,” a directive, or regulation®® or because
a regulation of the Commission was declared invalid.®
Earlier case law, however, shows that default interest
payments must also be made in certain circumstances if
the national legislation is not in breach of EU legislation
but instead there is an incorrect application or interpreta-
tion of the national legislation (and consequently the EU
legislation) by the tax administration. The Marks & Spencer
case”® shows that, in the event of an erroneous qualifica-
tion of a product under the general instead of zero rate by
the tax administration, VAT has been levied in breach of
EU law, and the taxable person is entitled to interest
payments. Likewise, the Grifendorfer case’’ makes it
clear that the right to a repayment of the tax and the
payment of default interest does not only apply if an EU
act proves to be unlawful. Taxes are also levied in breach
of EU law if the national authority has misapplied (in
light of EU law) an EU act or national legislation imple-
menting or transposing such an act when it imposes a tax

92
on a person,

e.g., an incorrect application of EU law
based on misinterpretation, an error of law, or an incorrect
assessment of the facts.”

It can be concluded based on the analysis that, in a
situation when the tax is self-assessed, the national legis-
lation does not show any incorrect implementation of the
VAT Directive and there has been no requirement from
the tax authorities to pay a certain amount of tax, the tax
is not levied in breach of EU law.” Instead, it is levied
because the taxpayer failed to apply the tax in a correct
manner. This is in accordance with earlier case law, in
particular, that dealing with the statute of limitations
where it is also clarified that a taxpayer that has not
been sufficiently diligent in exercising his right can forfeit
his right to deduct VAT.”” If all of the situations for

which the taxable person has failed to exercise a right to
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deduct VAT or has failed to apply the correct tax rules
(e.g., not applying a reduced rate or exemption) are to be
regarded as a situation where VAT has been levied in
breach of EU law, that would mean that there would be
a right to a refund and interest payments regarding each
amount of tax not due.

Pursuant to the judgment in the Gemeente Dinkelland case,
there is no right to interest payments in the situation when
the allocation key that was calculated was under ‘the sole
responsibility of that municipality’. This wording seems to
suggest that, if the tax administration has been involved in
calculating the allocation key (that later turned out to be
incorrect), there would be a situation in which VAT is levied
in breach of EU law. For Gemeente Dinkelland, the involve-
ment of the tax administration is limited to it reviewing the
methodology of the calculation. In the author’s view, what is
relevant in this context is that, concerning the calculation of
the deductible proportion based on actual use and, in parti-
cular the allocation key for economic and non-economic
activities, it is not a simple question of whether a certain
calculation methodology is right or wrong. Multiple calcu-
lation methods could be providing the desired result for
which one may be more precise than the other. The CJEU
has also pointed out in the Wolfgang und Wilfried Rey case
that it is not required that the most precise method of
calculation is chosen.”® In other situations when the taxable
person consults the tax administration questioning whether
its application of the national VAT legislation is correct, this
may be different. An example is a situation when a taxable
person is of the opinion that its services are subject to VAT
and not exempted and informs the tax administration that it
takes this position. If the tax administration agrees with his
position by confirming it, e.g., in a ruling or letter, that later
turns out to be incorrect, this authors posits that VAT has
been levied in breach of EU law even though the taxable
person himself made the initial incorrect qualification.

This author opines that the nature of the incorrect
application or interpretation by the tax administration is
irrelevant. This interpretation can be derived from a tax
assessment, a ruling from the tax authorities, an audit in
which the tax authorities have indicated that a certain
VAT treatment should be applied or from the information
provided by the tax authorities to the public (e.g., via
decrees or information on a website).”” All of these can be

regarded as situations when tax was levied due to an
incorrect application or interpretation by the tax admin-
istration. Account should be taken, in this author’s view,
of how the taxable person could reasonably have under-
stood a position taken by the tax administration. This
authors posits that, in the event of obvious mistakes that
cannot reasonably be interpreted as being correct, a tax-
able person would not be entitled to interest payments if
he has acted based on the clearly incorrect position.”® It is
important to note, however, that it also becomes clear
from the Grifendorfer case that Member States may refuse
to pay interest if legal proceedings have not been initiated
(but instead an administrative appeal or complaint) pro-
vided that the exercise of Union rights is not excessively
difficule.”” Taxable persons that do not address the incor-
rect application or interpretation by the tax administra-
tion at court will therefore, in principle, not be entitled to
default interest. This is also in accordance with the
CJEU'’s reasoning in the Kiihne & Heitz case'° for which
it has ruled that an administrative body is required to
review a final administrative decision to take account of
the interpretation given in the meantime by the CJEU
only if the administrative decision has become final as a
result of a national court ruling at a final instance. The
person concerned must also complain to the administra-
tive body immediately after becoming aware of the
CJEU'’s decision.

When a taxpayer has failed to exercise its right to deduct
VAT by not claiming the correct amount via its VAT return
and the tax administration is aware of this, e.g., because they
have asked the taxpayer to substantiate its claim with
invoices received, the author postulates that the situation is
different than in the Gemeente Dinkelland case. In the CHEP
equipment pooling case, the CJEU made it clear that, in such a
situation (in that case, a refund request under Directive
2008/9/EC), the principle of good administration would
require the tax administration to allow the taxable person
to amend his request. This applies to errors that are easily

. 101
recognizable.

If the tax administration would simply
process the VAT return as it is filed, it would infringe this
EU principle of good tax administration. As becomes clear
from the Hauptzollamt B case, a breach resulting from a
failure to observe the general principles of EU law also results

. . . . 1
in an obligation to pay interest.

% CJEU 9 Jun. 2016, C-332/14, ECLI:EU:C:2016:417, para. 33. Even though this case deals with the deductible proportion calculated for exempt and taxable supplies, the
Securenta case (CJEU 13 Mar. 2008, C-437/06, ECLI:EU:C:2008:166) makes it clear in para. 34 that the Member States are to establish methods and criteria appropriate for
establishing to what extent costs are attributable to economic activities. Those methods should be consistent with the principles underlying the common system of VAT
(para. 34). Therefore, this ruling from the Wolfgang and Wilfried Rey case is relevant as well when calculating the allocation key for economic and non-economic activities.

97 Compare: Joost Vetter, case law note CJEU 22 Feb. 2024, C-674/22 (gemeente Dinkelland), NLFiscaal 2024/0556.

Compare the CJEU’s ruling in the E/meka case where it is made clear that the principle of legitimate expectations applies when the conduct of the tax administration has

resulted in a reasonable expectation in the mind of a reasonably prudent economic agent; CJEU 14 Sep. 2006, C-181/04 to C-183/04, ECLI:EU:C:2006:563, para. 32.

99 CJEU Grifendorfer, supra n. 13, para. 84.

190 CJEU 13 Jan. 2004, C-453/00, ECLLEU:C:2004:17.

' CJEU 21 Oct. 2021, C-396/20, ECLL:EU:C:2021:867.

192 CJEU 9 Sep. 2021, C-100/20, ECLI:EU:C:2021:716, para. 28.
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Last but not least, it is interesting to address the
interaction between the HUMDA and Schiitte case dis-
cussed in section 3.2 and the case law discussed in this
section. An example is a company that is of the opinion
that a reduced VAT rate applies to its products while the
tax administration takes the position that the general
VAT rate applies. The company can charge the general
VAT rate and collect this VAT from its customer while
appealing this application of VAT. The second option is
to charge the reduced VAT rate while awaiting a tax
assessment that is subsequently appealed. In the first
situation, the CJEU’s case law seems to suggest that
there will be no right to payment of default interest
because, even if the court rules in favour of the taxable
person, this VAT will be due under Article 203 VAT
Directive. Default interest only applies if the refund
request has not been processed within a reasonable period.
If the taxable person opts to use the second solution, he
may need to prefinance the difference between the general
and reduced VAT rate unless a deferral of payment is
granted. In the latter case, the taxable person may be
required to pay interest when he is found to be incorrect.
The taxable person might also not be able to charge his
customer for the additional VAT afterwards in the second
option. On the other hand, if the court rules in favour of
the taxable person, he will be granted default interest. If
he chooses the first option, he can be confronted with
financial damages if the tax later turns out to be levied in
breach of EU law at the outset. Charging the general VAT
rate might, for example, lead to a reduction in sales or
decreased profit. As this is caused by the tax administra-
tion’s position, the author’s view is that default interest
should be paid as of the moment the tax is paid but only
to the extent that the taxable person has not been able to
pass on the burden of the tax to another person (see section

2.3).

4 SITUATIONS IN WHICH THERE IS AN
ENTITLEMENT TO INTEREST PAYMENTS

The central research question in this article is to what
extent a taxable person in the field of VAT is entitled to
interest payments and from which date he is entitled to
receive those interest payments.

The recent CJEU cases are additional examples of
taxes being levied in breach of EU law that results in
both the obligation of repayment of the tax and the
payment of interest as of the moment the tax was paid.
Situations in which taxes are levied in breach of EU law
include:

— situations when national law is in breach of a treaty,
directive, or regulation;

situations when EU law is declared invalid;

incorrect interpretation or application of national law
that is, in itself, not in breach of EU law; and
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— error of the assessment of the facts while the national
law is not in breach of EU law.

The author posits that the nature of the incorrect applica-
tion or interpretation is irrelevant and covers a tax assess-
ment, a ruling from the tax authorities, an audit in which
the tax authorities have indicated that a certain VAT
treatment should be applied, or a provision of information
by the tax authorities to the public (e.g., via decrees or
information on a website) on the basis of which the
taxpayer has acted. Equivalent to the principle of legit-
imate expectations and, particularly in the latter situation,
how the taxable person could have reasonably interpreted
the tax administration’s position is relevant in the author’s
view.

Taxes are not levied in breach of EU law if the taxpayer
is required to self-assess the tax and commits errors while
doing so. An exception, according to this author, applies
when the mistake is easily recognizable for the tax admin-
istration. The principle of good tax administration in that
situation requires the tax authority to make the taxable
person aware of his mistake and allow him to correct it. If
this does not occur, the tax administration acts in breach
of an EU principle which is also to be regarded as a
situation when a tax is levied in breach of EU law.
Taxes are also not levied in breach of EU law when it
concerns the refund of excess VAT under Article 183
VAT Directive, a refund of VAT because of, e.g., a price
Article 90 VAT
Directive, and a refund of VAT that was unduly charged.
However, when that VAT has not been refunded to the
taxable person within a reasonable period of time, it has a

reduction or non-payment under

right to a payment of interest. A period of up to eight
weeks is considered reasonable by the CJEU, but perhaps
a longer period would also be acceptable. A tax adminis-
tration’s long delay cannot be a cause of a reduction in the
default interest to be paid with the only exception being a
delay caused by the unwillingness of the taxable person to
cooperate in, e.g., an audit that takes place to assess his
right to a refund. Last but not least, in the authot’s view,
when Article 203 VAT Directive applies because the
taxable person invoices in accordance with the position
of the tax administration that he later challenges, the tax
should be regarded as a tax levied in breach of EU law if
the tax administration’s position turns out to be incorrect.
In this situation, the taxable person may already have
suffered financial damages caused by the tax administra-
tion’s position.

As a general exception, a tax levied in breach of EU law
cannot be refunded, and no interest payment takes place if
and insofar as the taxable person has been able to pass on
the tax to another person. The burden of proof lies with
the tax administration, but the taxable person is required
to provide the relevant documentation if so requested. To
establish whether the refund of the tax would result in an
unjust enrichment, account should also be given to the
fact that levying the tax can cause financial damages
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because of, e.g., a reduction in sales or profit because of an
increased price.

5 FINAL REMARKS

While there is already a substantial body of case law
dealing with the payment of default interest for taxes
levied in breach of EU law, it is likely that some more
will come. Not all questions have yet been answered such
as which situations should be regarded as a tax adminis-
tration’s incorrect interpretation or application of the law
and how to deal with the situation when the taxable
person is confronted with the application of Article 203
VAT Directive because of the tax administration’s posi-
tion. The right to the repayment of taxes levied in breach
of EU law and the payment of interest are fundamental to
the internal market and should therefore, in the author’s
view, not be interpreted restrictively.
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POLICY NOTE

An Asian Perspective on Pillar One Amount A and Digital
Service Taxes

Sam Sim” & Du Li”"

The standard narrative in Pillar One of the G20-OECD BEPS 2.0 is that digital service taxes (DSTs) and similar unilateral measures will
proliferate if the Amount A Multilateral Convention (MLC) does not succeed. The only real deterrent in that scenario is the threat of US
retaliation using section 301 trade tariffs. This article presents a more nuanced view. A key insight is that, although European jurisdictions use
DSTs to tax offshore digital services that lack a physical nexus to impose vegular income tax, very few Asian jurisdictions use European-styled
DSTs 10 tax offshore digital services. They extend pre-existing value added tax (VAT) instead that is not subject to the US section 301 retaliation
partly due to the non-discriminatory nature. For the foreseeable future, it is unlikely that Asia will follow the European or African approach as
advocated by the African Tax Administration Forum (ATAF) of adopting European DSTs. This is partially because Asia, in contrast to Africa,
lacks a regional organization such as the EU or ATAF advocating DSTs as the alternative to the OECD endorsed Amount A. Further, Asia also
does much more trade with the United States than Africa does, giving Asian jurisdictions more pause before risking US retaliation.

Keywords: Base erosion and profit shifting, BEPS, digital service tax, pillar one, amount A, Asia, digital tax, G20, OECD.

I INTRODUCTION Pillar One comprises Amount A and Amount B.

Pillar One of the G20-OECD’s two-pillar solution to the tax Amount A is to be implemented via a multilateral con-

challenges of the digitalization of the economy (commonly vention (MLC) by coordinating a reallocation of taxing

termed as the Base Erosion and Profit Shifting 2.0 Project or rights (Amount A) to market jurisdictions of a portion of

BEPS 2.0) seeks to ensure that profits of large multinational profits in excess of 10% of revenue for MNEs with global

enterprises (MNEs) are taxed where the products or services
are consumed or services are consumed. Pillar One is pre-
mised upon reallocating taxing rights to market countries
where the customers or consumers are to address the problem

revenue greater than EUR twenty billion and a pre-tax profit
margin greater than 10% of total revenue with a correspond-
ing obligation to relieve double taxation. The MLC is to
provide tax certainty to all MNEs (including those not in

of how to correctly capture value and tax businesses char- scope) by inter alia preventing the imposition of digital

. . . . . i DSTs) and other similar unilateral measures.
acterized by a reliance on intangible assets, no or an insig- services taxes (DSTs) and other similar unilateral measures

nificant physical presence in the tax jurisdictions where Amount B attempts to simplify the approach to

. . ; . , applying the arm’s length principle t rtain baselin
commercial activities are carried out(‘scale without mass’), pplying the § length principle to ce baseline

and a considerable user role in value creation.' The consensus marketing and distribution activities, particularly for
to adopt Pillar One by 130 members” of the BEPS Inclusive

Framework was formalized on 8 October 2021 and was

low-capacity countries.
As of the time of writing this article, Amount B is making

accompanied by a detailed implementation plan.® good progress with the final report published on 19 February
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2024," and it has been incorporated into the OECD Transfer
Pricing Guidelines for adoption by countries.” However, a
framework remains outstanding to be developed, aiming for
gathering information on the practical application of the
Amount B approach once it has been in operation for a period
of time, and there is an ongoing push by the United States to
make Amount B mandatory and to link it to Amount A (see
discussion below). A draft of the Amount A MLC was pub-
lished in October 2023.° However, the deadline of 30 June
2024 for a final agreement on it has passed. Nevertheless, the
director of the OECD Centre for Tax Policy and
Administration was reported as saying: ‘Countries are still at
the table, precisely because we are making progress ... As each
of these milestones arrives, whether we successfully conclude
by a given date or not, we get closer to the finish line’.

The 30 June timing was for a final version of the MLC
to be released for signature by Inclusive Framework mem-
bers. A key challenge is that, for the MLC to enter into
force per the October 2023 draft, it needs to be ratified by
at least thirty jurisdictions including the headquarters
jurisdictions of at least 60% of MNEs currently expected
to be within Amount A’s scope. This means the United
States, with the largest number of in-scope MNEs, must
ratify the MLC for the Amount A rules to take effect.’®
However, tax treaty ratification requires sixty-seven votes
in the US Senate, making the adoption of Pillar One,
Amount A challenging without broad bipartizan support
in the United States.” More recently, an Indian Ministry
of Finance official stated that India will not sign Pillar
One unless it addresses dispute resolution and treatment
of withholding tax.'®

A more immediate issue is that the 30 June deadline
marked the end date of the truce of the unilateral mea-
sures compromise between Austria, France, India, Italy,
Spain, the United Kingdom,11 and the United States.'”

Intertax

The United States had initiated section 301 investigations
into the DSTs of these countries and those of Brazil, the
Czech Republic, the EU, and Indonesia'?
whether these taxes discriminate against US MNEs (e.g.,
75% of the French DST on advertising would be paid by
two US firms, Alphabet and Meta, and 90% of the GST in
the United Kingdom was paid by five firms who are likely

focused on

largely or completely US firms'?) and concerns about
‘retroactivity and possibly unreasonable tax policy’. If
such DSTs were found to be discriminatory, the United
States would threaten retaliation with trade tariffs. For
example, the 301 investigations on the French DST insti-
gated the United States to threaten to impose a 25% tariff
on USD 1.3 billion on French cosmetics, handbags, and
other products in retaliation for France’s 3% DST cover-
ing USD fifteen billion in revenues of US companies. It
would have collected USD 450 million in taxes from the
companies in scope of the French DST during 2020 and
USD 500 million during 2021."

Under the truce, Austria, France, India, Italy, Spain,
and the United Kingdom all enacted DSTs before 8
October 2021 and are not required to withdraw them
until Pillar One takes effect. However, to the extent that
taxes that accrue to these countries due to existing DSTs
during a defined period and before Pillar One takes effect
exceed an amount equivalent to the tax due under Pillar
One in the first full year of its implementation, such
excess will be creditable against the portion of the cor-
porate income tax liability associated with Amount A in
these countries. In return, the United States agreed to
end the 301 investigations and potential trade retaliation
until the end of 30 June 2024. The deadline was pre-
ceded by Canada’s DST going into effect on 28 June
2024 that resulted in the media speculating whether it
would instigate section 301 retaliation by the United

4

(accessed 30 Sep. 2024).
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States.'® Such a possibility was heightened when the House
of Representative Ways and Means Committee Chairman,
Jason Smith, and Trade Subcommittee Chairman, Adrian
Smith, in a letter signed by every Republican on the
Committee, urged US Trade Representative (USTR),
Ambassador Katherine Tai, to retaliate with section 301
sanctions against the Canadian DST."” At the time of this
writing, there has not been an official reaction from the
Biden Administration. Nevertheless, there is a warning of
the threat of a broader trade war not just against Canada
but against the other countries implementing what the
United States would consider discriminatory DSTs.'® “The
threat of a new tax and trade war with Europe is very real,
with economic damages on both sides of the Atlantic’
(Testimony of Tax Foundation at House Ways and
Means).'” This prompted the communique of the G20
Finance Ministers and Central Bank Governors Meeting
on 25 and 26 July 2024 to ‘encourage Inclusive
Framework members to expeditiously complete the nego-
tiations on a final package on Pillar One through resolving
the remaining issues on a framework for Amount B’
allowing the [MLC} to be finalized and opened for signing

g 21
as soon as possible’.

2 DIGITAL SERVICES TAX

DSTs differ from conventional corporate income taxes in
that they are levied on gross turnover or revenue derived
from a variety of digital services. Unlike value added tax
(VAT), there is no input credit for tax on gross sales to
refund the same tax on input goods and services that go
toward producing the digital services.

DSTs cover a broad range of digital services including
advertising services of search engines and social-media
platforms, digital intermediation services facilitating

the exchange of supplies of goods or services, streaming
services, and even sale of user data. The tax rate ranges
from 1-8% of gross turnover.”” Three variations of
DSTs can be broadly identified as exemplified by the
following:

(1) Conventional European styled DSTs: An example is
the French 3% DST that applies to revenue from
digital services supplied in France by digital plat-

and supplied

advertisers.” It is noteworthy that European styled

DSTs tend to be viewed as alleviating the inability of

of conventional income tax that fails to tax the off-

forms online advertisements to

shore supply of digital services into Europe due to the
lack of a physical nexus. Another feature of European
DSTs is the high revenue thresholds limiting the
impact to large MNE groups that are disproportio-
nately American resulting in the US allegation of
discrimination for justifying section 301 retaliation.
(2) DSTs on streaming services: An example is the Canadian
tax on streaming services that imposes a 5% tax on
Canadian revenue to be earmarked for the Canadian
broadcasting system that began on 1 September 2024.
(3) The India styled equalization levy with a low thresh-
old that does not apply to MNEs with a permanent
establishment: India imposes an equalization levy of
2% on amounts received/receivable by a nonresident
e-commerce operator from e-commerce supplies or
services and 6% for online advertisements. It does
not apply if the foreign provider has a taxable pre-

. .24
sence in India.

In this sense, the Indian equaliza-
tion may be thought of as sui generis combining a
gross based levy, a low revenue threshold unlike the
high thresholds of European styled DSTs, and the
income tax concept of a permanent establishment.

The recent Indian budget has announced the repeal

16

digital-taxes-set-stage-for-trade-war/ (accessed 30 Sep. 2024)

The Globe and Mail, Business Brief: Canada’s Digital Taxes Set Stage for Trade War (8 Jul. 2024), hteps://www.theglobeandmail.com/business/article-business-brief-canadas-
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aggressive action by the prior administration, between 2019 and 2021, USTR investigated the harmful DSTs implemented by other countries, creating a path for USTR to
respond quickly in this instance. Without swift action, the United States will not be ready to immediately retaliate when Canada’s discriminatory DST is applied. This is
especially concerning because of the potential retroactive application of the DST’. https://waysandmeans.house.gov/2024/07/11/ways-means-republicans-demand-biden-
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Testimony of Daniel Bunn, President & CEO of Tax Foundation, before the US House Ways & Means Subcommittee on Tax hearing on (7 Mar. 2024) titled, OECD Pillar 1:
Ensuring the Biden Administration Puts Americans First, https://taxfoundation.org/research/all/federal/pillar-one-digital-services-taxes/#_ftn6 (accessed 30 Sep. 2024)

A framework to gather information on the practical application of the Amount B approach once it has been in operation for a period of time is to be developed by the
Inclusive Framework.

The Rio de Janeiro G20 Ministerial Declaration on International Tax Cooperation, https://www.g20.org/en/documents/documents-resulting-from-the-3rd-g20-finance-ministers-
and-central-bank-governors-meeting-rio-de-janeiro-25th-and-26th-of-jul.-2024 (accessed 30 Sep. 2024)

Tax Foundation, Digital Taxation, https:/taxfoundation.org/tags/digital-taxation (accessed 30 Sep. 2024)
Bird & Bird, Digital Services Tax in France (18 Oct. 2021), https://www.twobirds.com/en/insights/2019/global/digital-services-tax-in-france (accessed 30 Sep. 2024)

RSM, India Has Significantly Expanded Its Equalization Levy (23 Jan. 2023), https://rsmus.com/insights/services/business-tax/india-has-significantly-expanded-its-equalization-
levy html; Dezan Shira & Associates, Eqgualization Levy Compliance Fra for Non-vesident E-Commerce Operators in India (10 Aug. 2023), https://www.india-briefing.com/
news/equalization-levy-compliance-framework-for-non-resident-e-commerce-operators-in-india-29238.html (accessed 30 Sep. 2024)
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of the 2% levy on e-commerce supplies or services
with effect from 1 August 2024 in the interest of

moving towards Pillars One and Two.”

As of June 2023, there were twelve countries with an
active DST and nineteen other countries that either have
paused their DST or are discussing introducing one.”®

DSTs are expected to yield significant revenues. In its
2024 budget plan, Canada indicated that its DST would
generate revenue for the current fiscal year ending 31
March 2025 of approximately CAD 2.3 billion and nearly
CAD six billion over a half decade.”” For the twelve
countries with implemented DSTs, revenues ranged
between EUR 166 million and EUR 474 million each.
Perhaps it is even more significant that the amount of
revenues collected have considerably increased by 134%
for Turkey, 100% for India,71% for France, 67% for
Spain, and 24% for Italy compared to the first year of
implementation in these countries.”® With growth factors
such as increasing 5G bandwidth and widespread artificial
intelligence adoption, the upward trajectory of DST col-
lection is clear.

In comparison, the OECD estimates that ‘Amount A
increases net global {Corporate Income Tax} CIT revenues
in Inclusive Framework jurisdictions by an average of
USD 9.8-22.6 billion over the years 2017-2021 and
USD 17.4-31.7 billion in 2021 due to the reallocation
of taxing rights on average from lower tax jurisdictions to
higher tax jurisdictions’.”” The calculus for individual
countries would depend on whether they would collect
more from DSTs or from Amount A. The Joint
Committee on Taxation in the US Congress’® estimated
that the United States would likely lose some tax revenue
due to Amount A. Their preferred single year estimate is
USD 1.4 billion. They also estimated that approximately
70% of the potential profits to be reallocated under
Amount A would be generated by US domestic MNEs.

The impact of DSTs on individual businesses depends
on several factors:

Intertax

(1) Market power: Dominant players have the advantage
as they can pass on the burden from the DST to
customers but those that are inferior cannot. For
example, Amazon passed on the full UK DST to
sellers, however, E-bay did not.”!

(2) Scale advantage: Here, it is worth drawing from

the practical experience of the US sales tax’” for

which large players with more resources and better
systems have the advantage over smaller companies
in navigating and helping users of their platform
comply with state level sales tax collection across
the fifty states of the United States. Large players
would likely have a similar advantage over smaller

MNEs and start-ups in being able to handle the

complexities and helping users to comply with

DSTs across different jurisdictions around the

world.

(3) Threat to low profit business models and start-ups:

Gross revenue-based DSTs imposed regardless of

profitability pose particular risks to unprofitable or

thin-margin business models (e.g., ride-hailing, e-

commerce) and start-ups compared to business mod-

els with relatively high margins (e.g., online stream-
ing) unless the costs can be passed on to customers/
consumers.

Regardless, as DSTs are unilateral measures that are not
coordinated like Amount A, a proliferation of DSTs will
mean businesses face:

increased complexity and compliance costs, as well as
more tax disputes;

increased double taxation due to an overlap with
other taxes and the fact that DSTs are generally not
eligible for tax treaty or income tax credit relief as
they are not income taxes;

increased tax across a company’s value chain as
gross revenue-based DSTs impact them at multiple
points®® without the opportunity for recouping or

25
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refunding these taxes like the aforesaid VAT which
offers input credits and theoretically only taxes the
incremental value added at each stage of the supply
chain rather than the entire gross output or sales at

each stage.

For the economy, DSTs will likely be inflationary if the
costs of the impacted digital services sector are passed
onto customers or absorbed by businesses and when tak-
ing into account the increased costs of administering and

complying with the tax.

The

3  ASIA PERSPECTIVE

Of the top twenty digital companies in the world ranked by
market capitalization as of July 2024, “ the United States
dominates with only five headquartered in other tax jurisdic-
tions (two European, one Chinese, one Taiwanese, and one
South Korean). Any DST imposed in Asia, like those in
Europe, would likely significantly impact US MNEs.
However, an International Monetary Fund (IMF) study
pointed out that, in certain areas such as e-commerce, devel-
oping tech giants in Asia make up a significant portion of the
global market®” (see diagram below).

global market share of e-commerce firms

Tech giants in Asia make up a large portion of the global market

share.

(percent of total, by gross merchandise volume, 2019)

. Asian HQ
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Notwithstanding the rise of e-commerce in Asia, the
same IMF study somewhat finds that DSTs surpris-
ingly do not raise much revenue there and have other
drawbacks even though they are easy to implement.
This is contrary to the aforementioned significant rev-
enue collection by European countries’s DSTs. The
study states:

A digital services tax similar to India’s Equalization
Levy would have yielded only 0.02 percent of GDP in
2019 for Bangladesh, Indonesia, Philippines, and
Vietnam. Digital services taxes can also distort business
decisions and still be vulnerable to tax avoidance.
Moreover, they can complicate trade relations, because
they are usually applied only to large firms headquar-
tered abroad.

Perhaps it is not surprising then, in the context of
potential US retaliation, that only three Asian countries
have enacted DSTs (India, Kyrgyzstan, and Nepal‘%).
Significantly, Asian OECD countries
(Australia, Japan, New Zealand, and South Korea), the
developing G20 countries (China, Indonesia, except for
India), the ASEAN countries (Brunei, Burma, Cambodia,
Philippines,

none of the

Darussalam, Indonesia, Laos, Malaysia,
Singapore, Thailand, and Vietnam) or the regional hubs
of Hong Kong and Singapore have adopted DSTs. On 2
June 2020, the USTR commenced a section 301 inves-
tigation into Indonesia’s proposed DST equivalent,’” but
it was discontinued as Indonesia did not proceed to
implement the DST.”®

Instead, the vast majority of Asian countries merely
extended their VAT systems to tax digital services.
Japan was an early mover when it imposed its consump-
tion tax on digital or electronic services in October 2015
which covered non-resident providers.”® This was fol-
lowed by other Asian countries — see Table 1.4

The USTR has not investigated these VATs on
digital services. They are extensions of their countries’
respective pre-existing VAT and not

regimes a

Intertax

separately introduced one like the European style
DST. Such extensions may involve making non-resi-
dent suppliers of digital services or e-commerce goods
for VAT or
mechanism.*! Another reason may be that the design
of these VATs tends to have low thresholds when
compared with European DSTs (se¢ Table 2), thus,
US Tech MNEs are not singled out. At this juncture,
it is of value to observe that the European countries
and the OECD via the OECD International VAT/GST
Guidelines established the standard on VAT and
certainly have the same VAT tools to tax digital

register introduce a reverse charge

services. A review of the Asian VAT rates suggests
that they are, on average, lower than the EU’s average
standard VAT rate of 21.6%.%% The same VAT exten-
sions to tax digital services in European should
arguably yield more revenues than the comparable
in Asia. Therefore, the targeted
European styled DSTs over and above the use of

extension more
VAT suggests that the US’ concerns of discrimination
may not be unfounded.

China has constraints on the inbound supply of digi-
tal services by overseas companies not only from a
regulatory perspective but also due to the language
barrier and, most importantly, the highly competitive
nature of online local digital services champions cham-
pions, resulting in little penetration by offshore provi-
ders. Therefore, there is no urgent need to levy a DST
on top of VAT for non-resident suppliers of digital

services.

4 GOING FORWARD

Now that India has announced the repeal of its 2%
equalization levy, DSTs, or, more specifically, European
styled DSTs, the section 301 US retaliation seems to
primarily be a European and trans-Atlantic phenomenon
if Pillar One does not proceed. Whether it will remain so
depends on a few factors.
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Table 1 Asia-Pacific VAT on Digital Services (12 August 2024 by VATCalc)

Country Rate Date Threshold Comments
Australia 10% 17 July AUD USD 75,000

Azerbaijan 12% 17 January -

Armenia 20% 22 January AMD 115 million

Bangladesh 5-15% 19 July - B2B and B2C
Bhutan 7% 21 July Nu five million

Cambodia 10% 22 March KHR 250 m
China 6-13% 16 May Nil Egil;h:r‘:clldg‘fCVAT;
Fiji 9% To be confirmed FJD 300,000
India 18% 17 July -
Indonesia 1% 20 August IDR 600m or 12k

apan 10% 15 October JPY ten million

Kazakhstan 12% 22 January Nil

Kyrgyzstan 12% 22 January Nil
Laos 10% 22 February LAK 400 m

Malaysia 8% 20 January RM 500,000
Nepal 13% 22 July Rupees two m Also 2% DST
New Zealand 15% 16 October NZD 60,000
Pakistan 2% 21 Seprember Nil e AT
Palau 10% 23 January USD 300,000

Philippines 12% 2024 ? P three million

Singapore 9% 2 January SUSD 100,000

South Korea 10% 15 July Nil

Sri Lanka 18% 2025? LKR sixty m Proposals only
Taiwan 5% 17 May N'TD 480,000

Tajikistan 14% 21 January

Thailand 7% 21 September 1.8 m Baht

Uzbekistan 12% 20 January Nil

Vietnam 10% 20 December Nil
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Table 2 European DSTs Tend to Have High Thresholds

Intertax

Threshold
Country Rate Global Revenue Domestic Revenue
Austria 5% EUR 750 million EUR twenty-five million
Belgium 3% EUR 750 million EUR three million
Czech 5% EUR 750 million CZK100 million
France 3% EUR 750 million EUR twenty-five million
Ttaly 3% EUR 750 million EUR 5.5 million
Spain 3% EUR 750 million EUR three million
Turkey 7.5% EUR 750 million TRY twenty million
UK 2.0% GBP 500 million GBP twenty-five million

source: https://taxfoundation.org/data/all/eu/digital-tax-europe-2020/.
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(1) Whether Amount A MLC will come to fruition and
how wide the prohibition is of unilateral measures:

(a) Despite reports of the impending failure of Pillar

One,43 at least considering the unlikelihood that
the US Senate will ratify an Amount A MLC,
the G20 and G7** continue to support the
OECD’s push to complete BEPS 2.0. One
possible compromise may be the approach of
the BEPS 1.0 Multilateral Instrument (MLI) for
which willing participants can join first before
the others do so later. The MLI entered into
force on 1 July 2018 after five jurisdictions
ratified it.*> Since then, the number of signa-
tories has increased and exceeds 100, covering
approximately 1900 bilateral treaties.*® A hurdle
as mentioned above would be the self-declared
threshold of at least thirty jurisdictions including
the headquarters jurisdictions of at least 60% of

(b)

(c)

in-scope MNEs in the draft MLC that made US
participation essential. This precondition will
have to be renegotiated and be made less strin-
gent in the final version.

A further complication is whether there should
be a connection between Amount A and Amount
B. At the time of this writing, Amount B has
already moved ahead on the basis of voluntary
adoption by countries. However, the US position
is that Amount B must be mandatory.47 This is
resisted by other Inclusive Framework members
such as India that has significant objections to
the current Amount B.*®

If the MLC comes into force, the final language
in Article 39 to preclude ‘digital services tax or
relevant similar measure” will be key. Article 39
(2) in the draft MLC* scates:

(2) For purposes of this article, the term ‘digital services

tax or relevant similar measure’ means any tax
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Reuters, Yellen says India and China hindering ‘Pillar 1' tax deal (25 May 2024), https://www.reuters.com/business/finance/yellen-says-india-china-hindering-pillar-1-tax-deal-
2024-05-24; Adam N. Michel, The OECD’s Pillar One Global Tax Cannot Be Salvaged (14 Mar. 2024), hteps://www.cato.org/blog/oecds-pillar-one-global-tax-cannot-be-
salvaged.

G20 Finance Ministers and Central Bank Governors reiterated the focus on finalizing BEPS 2.0, https://globaltaxnews.ey.com/news/2024-0536-g20-finance-ministers-
continue-focus-on-finalizing-the-beps-20-project. See a/so the statement of G7 Finance Ministers and Central Bank Governors’ Statement (Washington, DC 17 Apr. 2024) https://
www.mof.go.jp/english/policy/international _policy/convention/g7/20240417.pdf.
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See OECD website on BEPS Multilateral Instrument, https://www.oecd.org/en/topics/sub-issues/beps-multilateral-instrument.html.
Tax Notes, An Update On Pillar 1 Amount B, https://www.forbes.com/sites/taxnotes/2024/03/19/an-update-on-pillar-1-amount-b.

‘India wishes to record its reservation on the incomplete nature of the report owing to the non-inclusion of the definitions of “low-capacity jurisdictions (LCJs)” and “qualifying
jurisdictions”; and an appropriately designed optional qualitative scoping criterion. Further, India also wishes to record its reservation on various aspects of the Amount B
design, including but not limited to the operating expense cross-check mechanism and the overall design of the pricing methodology’. As reported by D. P. Sengupta,
Amount B of Pillar 1 — OECD Fails to Simplify & Streamline! (30 Apr. 2024), https://taxindiainternational.com/columnDesc.php?qwer43fcxzt=NDQy.

OECD The Multilateral Convention to Implement Amount A of Pillar One, www.oecd.org/tax/beps/multilateral-convention-to-implement-amount-a-of-pillar-one.pdf.
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imposed by a Party, however described, if it meets
all of the following criteria and is not described in
paragraph 3:

(a) the application of such tax, or the amount of tax
imposed, is determined primarily by reference to
the location of customers or users, or other simi-
lar market-based criteria;

(b) tsuch tax either:

(i) is applicable by its terms solely to businesses
carried out by persons that:

(A) are not residents of that Party (‘non-
residents’); or (B) are primarily owned,
directly or indirectly, by non-residents
of that Party (‘foreign-owned busi-
nesses’); or

(ii) applies revenue thresholds, exemptions for
taxpayers subject to domestic corporate
income tax in that Party, or other scope
restrictions that:

(A) cause the measure to apply in practice
exclusively or almost exclusively to non-
resident or foreign-owned businesses; and

(B) have the effect of insulating domestic
businesses from the application of the
tax.

Determining whether the condition of clause

(B) is met shall take into account all relevant facts
and circumstances, including the policy objectives of
the tax and the overall distribution of domestic and
foreign businesses in that Party. The mere fact that
there are few or no domestic enterprises in the
relevant market is not dispositive; and

(¢) such tax is treated by that Party as outside the

(other this

Convention) in force between that Party and one

scope of any agreements than

or more other jurisdictions for the avoidance of

double taxation with respect to taxes on income.

Apart from leaving out withholding taxes
which means that measures such as Article 12B of
the UN Model Tax Convention (se¢e below) are
allowed under the MLC, Article 39(3) in the MLC
further leaves out ‘enhanced permanent establish-
ment’ concepts such as virtual permanent establish-
ment and significant economic presence,”’ VAT and

@)

anti-avoidance unilateral measures targeting perma-

nent establishments such as the UK’s Diverted

Profits  Tax, Anti-

Avoidance Tax.

(d) African Tax Administration Forum (ATAF) in
its policy brief “Taxing Digital Firms in Africa’,
published in January 2024°" offers Member
States options other than waiting for the MLC
to come into force. These include:

(ii) Option 2 — Enact DST legislation that is
not an income tax based on the ATAF
drafting DST

Australia’s  Multinational

suggested approach to
legislation;

(iii) Option 3 — Enact DST legislation that is an

income tax;

(iv) Option 4 — Adopt alternative nexus rules;

(v) Option 5 — Adopt Article 12B of the UN

Model Tax Convention (see below)

The ATAF advocates that Member States con-
sider these measures in addition to the MLC on the
basis that its high EUR twenty billion threshold is
only applied to 100 MNEs whereas the other mea-
sures can be more broadly based given the proper
thresholds.

It will be interesting to see if the final MLC
language will be expanded to preclude some of the
above measures or whether it will allow jurisdictions
to have their ‘Amount A’ cake and still take other
measures to tax digital services.

Whether DSTs will proliferate widely beyond
Europe:

(a) Some commentators have urged developing coun-
tries to leave Pillar One behind and move on with
DSTs, VATs, or other less complex ways to raise
revenue from digital services.”” This line of argu-
mentation is supported in Africa by the ATAF
that has generated policy briefs on DSTs’® and
even suggested approaches to drafting DST
legislation.54 The ATAF's counterpart in Latin
America, the Inter-American Centre for Tax

Administration, however, appears more keen on

VAT rather than promoting DSTs among its

55
members.
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(b) It is interesting to contrast the EU’s push for a countries will readily adopt this UN alternative
new digital levy on top of their existing VAT into their bilateral tax treaties over Pillar One.**
regimes that subsequently evolved into individual There is no public indication that Asian govern-
EU members’ introducing new DSTs,”® with the ments are enthusiastic about it, however.
OECD. The latter whilst advocating the rollback Nevertheless, its simplicity and likelihood that it
of DSTs in the Amount A MLC, is, at the same will not face US section 301 retaliation makes it a
time, encouraging the use of VAT to tax the potentially attractive proposition for Asia if VAT
digital economy. On 23 June 2021, the OECD does not prove to be adequate.

published a VAT digital toolkit for Latin America

and the Caribbean. It provides detailed guidance (3) Outcome of the November 2024 US Presidential

to tax authorities in Latin America and the eleccions:
Caribbean on implementation strategies, policies, (a) The section 301 investigations were initiated by
best practices, and pieces of legislation to secure the USTR under the prior Trump Administration.
VAT revenue in the event of e-commerce.”” On Thereafter, this issue did not come to the fore
10 March 2022, the OECD published a similar beyond the aforesaid truce being extended under
VAT digital toolkit for the Asia-Pacific region’® the Biden Administration. This is in accordance
and one for Africa on 15 February 2023.>° with its more multilateral approach in interna-

(c) Asia’s equivalent of the ATAF is the Study Group tional affairs and Secretary Yellen’s general sup-
on Asia-Pacific Tax Administration and Research port for completing the twin pillars. Despite the
(SGATAR). The meetings are confined to govern- passing of the 30 June deadline and requests by
ment-to-government and, although there appears US tax writing leaders for the section 301 retalia-
to be sharing on digital taxation at the SGATAR tion against Canada’s DST,® the USTR has con-
meetings (e.g., Korea shared on its ongoing endea- tinued the Biden Administration’s restrained
vours to establish a solid foundation for the new approach and requested dispute settlement con-
digital tax regimeéo) but, to date, the SGATAR sultations with Canada under the United States-
has not published policy recommendations or digi- Mexico-Canada Agreement (USMCA) instead of
tal tax toolkits for its members. resorting immediately to section 301.°°

(d) Apart from DST and VAT, the United Nations (b) At the time of this writing, President Biden has
has offered the alternative under a new Article announced his withdrawal as a candidate for
12B on Income from Automated Digital Services November. It appears as though the aspiring
in the United Nations Model Tax Convention Harris Administration would likely continue
suggesting that countries may wish to impose a his policy approach, however, if there is a second
3-4% withholding tax on gross digital revenue or Trump Administration, his pronouncements on
30% tax on net digital income.®" This proposal is widespread tariffs®’ increases the chance that
being studied with interest in Africa® and Latin section 301 will once again be used as leverage
America.®> Some have suggested that African to dissuade others from implementing DSTs.
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Deloitte, US Tax Writing Leaders Renew Call for Retaliatory Trade Response to Canadian DST, https://www.taxathand.com/article/34585/United-States/2024/US-taxwriting-
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To conclude, the situation at the time of this writing appears
to be that DSTs (at least European style ones) and the
attendant threat of section 301 tariff retaliation by the
United States remains largely a trans-Atlantic phenomenon.
Asian jurisdictions appear to mostly avoid such a European
styled DST design and rely on extending VAT instead. For
the foreseeable future, it would likely remain that way. Asia,
in contrast to Africa, lacks a regional institution such as the
ATAF advocating for alternatives to the OECD endorsed
approaches. Asia also does much more trade with the United
States than Africa does (2024 US trade in goods with Africa
was USD twenty-eight billion®® 2. USD 774 billion® in
Asia). Therefore, Asian jurisdictions hesitate to implement
DSTs due to risking US retaliation.
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