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1. INTRODUCTION

The traditional international tax

regime faces challenges in the digital
economy and is criticised for not fairly
allocating taxing rights over the profits of
multinational enterprises (MNEs)' cross-
border economic activities. Allocating
taxing rights based on value creation is an
urgent reform imperative. OECD’s Base
Erosion and Profit Shifting (BEPS) project
in 2015 is a reform effort to address this
problem.

Since 2021, OECD’s Pillar One has
established the “new” taxing rights of the
market jurisdiction. OECD's Pillar One uses
a formula approach to decide the profit
allocation. Such development shows that
“formulary apportionment” (FA) could be
a feasible option for tax reform. However,
the core question remains: How should

a fair FA be designed to allocate taxing
rights? The article especially discusses the
FA system in the European Union (EU).

In my view, a fair FA should be part of the
EU’s recent taxation policy which aims at
pursing a fair tax framework.?

Section 2 elaborates on the normative
framework combining the public benefit
principle and market neutrality to design
a transnational tax regime. Section

2 also discusses how the formulary
apportionment should be designed for
the EU to allocate taxing rights between
EU Member States. Section 3 explains
three critical reflections when seeking
lessons from the US state taxation
experiences. Section 4 concludes.

2. AFORMULARY APPORTIONMENT
SYSTEM AS THE MARKET-NEUTRAL TAX
REFORM OPTION

2.1 combining the benefit principle and
market neutrality to represent “value
creation.”

We can observe the relationship between
economic activities and taxation from two
perspectives. On the one hand, levying tax
inevitably causes economic deadweight
loss. When the deadweight loss exceeds
some extent, such tax discourages
economic activities. On the other hand,
taxation is essential for the public revenue
that supports public infrastructures and
maintains a healthy market. So public
benefit is understood broadly as the
precondition for conducting economic
activities. The more economic activities
take place, the more public benefits are
utilised. The optimum is the balance
between as minimum deadweight loss

as possible and sufficient public revenue
to maintain a well-functioning market for
conducting economic activities.




These two perspectives also reflect the
two taxation principles: efficiency and
equity. Moreover, the first coincides with
the famous economist Michael Devereux’s
market neutrality?; the second coincides
with the classical theory to justify

levying the tax, the benefit principle.*
When using the public benefit as the
baseline to assess market neutrality,
capital import neutrality (CIN) and capital
export neutrality (CEN)°can conceptually
be achieved simultaneously. This
combination is “benefit-based market
neutrality”.

Benefit-based market neutrality can also
be a normative framework for creating

a fair international tax regime. Double
taxation should be eliminated to reduce
deadweight loss to pursue tax neutrality.
Taxing rights should be allocated to
jurisdictions providing public benefits.
Unfortunately, the traditional treaty-based
international tax regime focuses too much
on eliminating double taxation with an all-
or-nothing rationale, adopts a residence-
source dichotomy. This ultimately results
in BEPS problems.

Instead, when including the benefit
principle into the normative framework,

allocating taxing rights should differ

from the all-or-nothing rationale like the
traditional international tax regime. All
the involved jurisdictions which provide
different types of public benefits to MNE
taxpayers contribute to the value creation
chain. Consequently, all of them should be
entitled to taxing rights on MNE taxpayers’
cross-border profits. | consider this status
to be fair, because taxing rights are in line
with the corresponding public benefits
provided in these jurisdictions. In other
words, benefit-based market neutrality

is consistent with the goal of OECD’s

BEPS project: aligning taxation with value
creation.

2.2 The three-factor formula is benefit-
based market neutral

An FA system functions like a knife and
divides the cross-border taxable pie of
MNE taxpayers. A benefit-based market
neutral formula should include the sales
factor, the asset factor and the labour
factor, being weighted equally. The sales
factor represents the public benefits

of maintaining the customers’ market;
the labour factor represents the public
benefits of maintaining the labour
market; the asset factor represents the




public benefits of providing local non-
human resources. Such a formula can

represent equally different aspects of

MNEs’ economic activities and utilised
public benefits.

2.3 EU‘s effort to formulary
apportionment regime proposals: from
CCCTB to BEFIT

In 2001, the European Commission started
to draft a group-based FA system with
the working title “Common Consolidated
Corporate Tax Base” (CCCTB). If adopted,
CCCTB could reduce compliance costs
and replace bilateral tax treaties between
EU Member States. While preparing

the CCCTB Directive Proposal draft, the
European Commission consulted experts
from the US to seek the best practice.

In 2011 and 2016, the European
Commission released CCCTB Directive
proposal(s) respectively®, but the Council
never agreed upon both proposals. The
European Commission is scheduled

to release a renewed formulary
apportionment proposal, the “Business in
Europe: Framework for Income Taxation”
(BEFIT)?, in 2023. The EU's FA regime,
BEFIT, is expected to reduce BEPS
problems too so it has multiple policy
goals simultaneously, which makes the
reform effort more challenging.

Therefore, the BEFIT proposal should
carefully reconsider the options in the
existing CCCTB Directive Proposals,
because several options are not
consistent with the benefit-based market
neutrality. The sales factor in the CCCTB
Directive Proposals does not consistently
implement the sales by destination
principle. Moreover, the asset factor in
the CCCTB Directive Proposals does

not include comprehensively all the
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intangibles that contribute to innovation.
Furthermore, EU policy discussions might
wrongly be influenced by the trend from
US state taxation, and result in lost-in-
translation issues (discussed below).

3. METHODOLOGY CHALLENGES:
SEEKING INSIGHTS FROM THE US

3.1 The First Reflection: the trend of the
single sales factor formula is not suitable
for the EU

The US states and Canada adopt a
formulary apportionment system
approach at the sub-national level.®

US states have especially extensive
experience in adopting different formulas
for levying state corporate taxation on
cross-border activities.
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The European Commission’s working
documents demonstrate that CCCTB

is a legal transplantation attempt from
the US to the EU. The 2011/2016 CCCTB
Directive Proposals are similar to the
recommendations from the Multistate Tax
Commission (MTC, an intergovernmental
organisation to streamline multistate tax,
similar to OECD)®in the US to adopt the
three-factor formula.”®

Despite MTC’'s recommendations, it is
worth noticing that there has been a
trend among the US states that the sales
factor is heavily weighted or has become
the only factor in the formula since mid-
1980 until now, and some scholars claim
the single sales factor formula will be the
future of Europe." OECD'’s Pillar One also
emphasises the “new” taxing rights of the
market jurisdiction.

However, the EU should in my view not
follow the trend of the single sales factor
formula in the US state taxation. As |
stated elsewhere,?the two main reasons
to support the single sales factor formula
for a state are (1) to believe that the
single sales factor has the build-in effect
of encouraging MNE to invest more in
labour; (2) to believe that the single sales
factor formula is easier and simpler for tax
administration.

Both reasons are myths and should

be reconsidered. First, the empirical
research published in 2001 that claims
the employment-encouraging effect of
adopting the single sales factor formula
for US states, is negated by another
empirical research in 2015 and different
states’ surveys.”® Second, the US state
experiences show extreme complexity
regarding designing the sales factor. In
other words, the claimed advantages of
adopting the single sales factor formula

are exaggerated. The EU policymakers
should be cautious about this policy
option.

3.2 The Second Reflection:
Constitutionality is not Equal to Market-
Neutral

US Supreme Court provides ample
experience in assessing formulary
apportionment in state taxation

against the US constitution clauses. The
Commerce Clause in the US constitution
is comparable to the internal market
provision of the Treaty on the Functioning
of the European Union (TFEU)."* The key
four-prong criterion of the Commerce
Clause reflects the spirit of the benefit
principle:

1. The tax must be applied to an activity
that has a substantial nexus with the
state;

2. The tax must be fairly apportioned to
activities carried on by the taxpayer in the
state;

3. The tax must not discriminate against
interstate commerce; and

4. The tax must be fairly related to the
services the state provides.”

For deciding “fair apportionment”,

US Supreme Court further developed
the external consistency test and
internal consistency test. The regime

is unconstitutional when a formulary
apportionment regime lacks external or
internal consistency.

For European readers, the external
consistency test can be understood as
comparable to the territoriality principle.
The external consistency test examines
whether the state has taxed only the
portion of the cross-border activities
that reasonably reflects the intra-state



component. The internal consistency

test first hypothesises that all 50 states
adopt the discussed same formulary
apportionment regime and then assesses
if more than 100% of the tax base from
cross-order activities is taxed. The

second step of the internal consistency
test is similar to a hybrid of the non-
discrimination test and the market
restriction test developed by CIJEU."®

The Commerce Clause case-law is not
guite strict for US states. With the same
case fact, being constitutional in the US
is not necessarily EU law compliant.” For
example, the US Supreme Court affirms
that the single sales factor formula
adopted by lowa is constitutional and

presumably valid. A three-factor formula is

not a condition of constitutionality in the
us.e

Suppose the Council unanimously
adopted the single sales formula as the
EU formulary apportionment regime in
the BEFIT Directive Proposal (although it
might feel impossible politically). In my
view, such an FA regime is contrary to
the solidarity principle because it would
exclusively allocate taxing rights to the
Member States with the customer market
but ignores the contribution from the
Member States with the labour market.

Still, the most valuable lessons from
the US case-law are reaffirming the
benefit principle and recognising the
diversity of each state's economic

and social conditions. Moreover, the
internal consistency test demonstrates
the possibility of combining the non-
discrimination test and the market
restriction test. The US case-law could
be useful for CJEU to adjudicate future
disputes from the EU’s FA regime.

3.3 The Third Reflection: lost in
translation?

As indicated above, US States have

wide policy discretion in deciding their
formulas. Diverse formulas in the US
sometimes create more puzzles than
insights for EU policymakers. When
drafting CCCTB Directive Proposal(s),
the European Commission sometimes
misunderstood and over-implemented
the US experts’ opinion. For example, the
European Commission mistakenly copied
California’s formula specific for a mixed
group for a purely financial institution
group.?® The European Commission
invented the “sales by origin” rule for the




oil and gas industry but ignored the core
logic of the sales factor.? Moreover, the
European Commission neglected all the
US formulas for transportation industries
and referred to the OECD model

without any reasoning.?? These lost-in-
translation issues are not easily identified
immediately.

| believe the diversity of formulas in US
state taxation is a valuable database. The
European Commission could have made
good use of the creativity of US state
taxation and designed the most suitable
system for the EU internal market. When
drafting CCCTB Directive Proposal(s), the
European Commission picked options
from the US and the international tax
regime (such as using a permanent
establishment as the taxable nexus).
Still, such a random mixture resulted in

complexity in CCCTB Directive Proposal(s).

When drafting BEFIT Directive Proposal,
the European Commission should take
the chance to make a better selection.

4. CONCLUSION: TOWARDS A
PRACTICAL BUT CRITICAL APPROACH

Selecting the US state taxation as the
reference is the right direction. However,
EU policymakers should ask more “why”
questions than “what” questions while
seeking lessons. Not only are solutions
being searched, but also the potential
problems from the US state taxation.
The contexts and original rationales

for adopting a specific formula are as
important as the technical contents of
legislation and case-law results. The EU
must be critical and open-minded to its
legal transplantation effort. Balancing
different aspects of the value creation
chain is crucial in search for a fair system.

The normative framework of benefit-
based market neutrality is thus suitable
for the EU’s FA regime because such

a framework aligns with taxation and
economic activities. It is consistent
with the concept of value creation.

The formula’'s equally weighted sales,
asset, and labour factors represent
different phases of the value creation
chain, including the labour market and
the customer market. A benefit-based
market-neutral FA regime accepts that all

“



jurisdictions involved could be a source
jurisdiction and abandons the all-or-
nothing rationale of allocating taxing
rights in the traditional international
tax regime. In other words, a fair FA will
include three equally weighted factors
from both the market (output) side and
the production (input) side, to represent
the different public benefits to support
different stages of economic activities

For smaller jurisdictions within the EU,
such as Caribbean islands or Malta or
Cyprus, a three-factor formula is fairer
than a single sales factor formula.
Although the sales factor might be
smaller for these jurisdictions, these
jurisdictions still have the asset factor,
including the intangibles, so they could
have a portion of taxing rights on MNEs.
Moreover, digital nomads who stay in
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these islands and work remotely could
be attributed to the labour factor of
these islands too. In my view, a three-
factor formula is fair because it is diverse
sufficiently to reflect the diverse features
of different tax jurisdictions.
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