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The Allowance for Corporate
Equity and the CCCTB: More
Efficient Ways to Tax Corporate
Income?

by Kristen A. Parillo

Participants at a June 6-8 conference in Lisbon de-
bated whether an allowance for corporate equity
(ACE), recommended by the U.K. Mirrlees Review,
and the European Commission’s proposed common
consolidated corporate tax base (CCCTB) would pro-
vide a more efficient and less distortionary way of tax-
ing corporate income.

The conference, which focused on EU tax policy,
was hosted by the Instituto de Direito Económico Fi-
nanceiro e Fiscal of the University of Lisbon School of
Law.

The ACE
Michael P. Devereux, director of the Oxford Univer-

sity Centre for Business Taxation (OUCBT), critiqued
the corporate tax reform proposals contained in the
Mirrlees Review, a comprehensive study chaired by
Nobel Memorial laureate James Mirrlees for the U.K.
Institute for Fiscal Studies.

The review set out to identify the characteristics of
an ideal system of taxation for an open economy and,
in particular, to assess the extent to which the U.K. tax
regime conforms to that ideal. The first volume, Dimen-
sions of Tax Design, was released in April 2010 and con-
tained 13 specially commissioned studies on key issues
in designing an ideal tax system (Devereux, along with
Alan J. Auerbach and Helen Simpson, wrote the chap-
ter ‘‘Taxing Corporate Income’’). The second volume,
Tax by Design, was written by the review’s editorial
team and released in September 2011. It outlined the
main areas of concern and made recommendations for
reforming all areas of the U.K. tax system. (For prior
coverage, see Doc 2011-24567 or 2011 WTD 226-3.)

To correct the distortions caused by the U.K. corpo-
rate tax system’s bias against equity finance in favor of

debt finance, the final report proposed introducing an
ACE that would permit companies to deduct the costs
of equity finance. The ACE, which was also advocated
in 1991 by another Institute for Fiscal Studies team,
the IFS Capital Taxes Group, would give relief for a
measure of the opportunity cost of equity finance; the
size of the allowance would be determined by applying
a notional rate of return to a measure of the equity
used in the company. The measure of equity includes
net new issues and retained earnings, measured with
reference to taxable profit.

Devereux said that introducing an ACE would re-
duce distortions in two areas of corporate decision-
making that may be influenced by a country’s corpo-
rate tax system. It would reduce the incentive for debt
finance by equalizing the treatment of debt and equity,
and, because an ACE taxes only economic rent, it
would neutralize decisions regarding the scale of a
company’s investment.

However, when deciding on a choice of legal form,
such as whether to incorporate a business or where to
locate particular aspects of a business, a company’s
decision would depend heavily on the effective average
tax rate, rather than the marginal rate. In those types of
decision-making, an ACE would have minimal impact,
Devereux said. Likewise, decisions on a choice of form
of income (such as whether an owner or manager of a
corporation should take compensation in the form of
profits and dividends or as salary, or whether a multi-
national should engineer its corporate income to ap-
pear in a jurisdiction with a lower tax rate) depend on
statutory tax rates, so an ACE would not help neutral-
ize those types of decisions either, Devereux said.

Devereux further noted that because introducing an
ACE would narrow the corporate tax base, a country
that wanted to implement one in a revenue-neutral
manner would have to increase the statutory corporate
tax rate or seek more revenue elsewhere to make up for
the shortfall in tax revenue. Raising the corporate tax
rate, however, would go against the recent trend in
OECD countries of lowering the rate and broadening
the base. Devereux said the Mirrlees Review acknowl-
edged the importance of statutory corporate tax rates
but adopted a pragmatic solution: It proposed that the
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U.K. government introduce an ACE but not raise the
statutory rate, and accept the resulting decreased rev-
enue.

Devereux said a bigger problem with the Mirrlees
Review is that while the goal of its ACE proposal
would be to harmonize the treatment of debt and eq-
uity, the final report doesn’t directly address the funda-
mental problem created by the arbitrary distinction in
international taxation of taxing equity-financed out-
bound investment abroad while taxing debt-financed
outbound investment at home. The difference in treat-
ment goes to the heart of the question of where multi-
nationals’ profits should be taxed and whether the in-
ternational tax system should maintain the existing
source-basis rules, Devereux said.

He said the Mirrlees Review acknowledged in its
final report that there are powerful intellectual argu-
ments against source-based corporate income taxes and
enormous practical problems in implementing them.
However, the review recognized that many countries
are likely to have source-based corporate income taxes
for years to come. Devereux said the Mirrlees Review
justified continuing taxing on a source basis by arguing
that there may be country-specific economic rent that
could be taxed away by the host country without deter-
ring investment.

Devereux said a more radical approach to taxing
multinationals’ profits would be to introduce a
destination-based tax, under which tax would be levied
where the sale of a good or service is made to the final
consumer. He said moving to a destination basis could
be achieved by introducing border adjustments, similar
to a VAT, so that exports of goods and services would
be exempt from tax and imports of goods and services
would be taxed. The result would be a destination-
based cash flow tax (essentially a destination-based
VAT), but with labor costs deductible. A destination-
based approach would remove distortions to the scale
and location of investment and the use of different
forms of finance, and it would substantially reduce the
opportunity for companies to shift profits between
countries, Devereux said.

‘‘It’s time to challenge the conventional wisdom that
we always have to tax profits on a source basis,’’ De-
vereux said.

Rita de la Féria, the conference’s organizer and a
senior research fellow at the OUCBT and visiting pro-
fessor at the University of Lisbon School of Law, ques-
tioned Devereux’s assessment that a destination-based
tax would be more efficient. She said that assessment
is partly based on the widely held notion that the VAT
is a neutral tax and that destination would be easier to
identify than source.

The reality, she said, is that identifying destination
under a VAT is often extremely complex, with VAT
legislation making use of various legal proxies to ulti-
mately tax at destination. De la Féria said people in

the corporate tax world often suffer from the ‘‘grass is
always greener on the other side’’ syndrome. They as-
sume the VAT works perfectly, which is rarely the case,
she said.

CCCTB
Ruud A. de Mooij, a senior economist in the Tax

Policy Division of the IMF’s Fiscal Affairs Depart-
ment, gave an overview of the likely economic conse-
quences of introducing the European Commission’s
proposed CCCTB. The commission released a long-
awaited impact assessment of a CCCTB, along with a
consultation on draft legislation, in March 2011. (For
prior coverage, see Doc 2011-5546 or 2011 WTD 52-1.)

Under the CCCTB, a company that opts to partici-
pate in the regime would compute its EU-wide consoli-
dated profit using a common definition of the tax base.
The return would be filed with the parent’s country of
residence, which would lead the audit. The profit
would be allocated to member states according to a
formula based on three equally weighted factors: assets,
sales, and labor. Each member state would retain its
autonomy to tax its allocated share of profits at its
own tax rate.

De Mooij discussed the findings of an impact as-
sessment he helped prepare for the commission in 2009
when he was employed by the CPB Netherlands Bu-
reau for Economic Policy Analysis (CPB) (he noted
that his opinions and views do not reflect those of the
IMF). The CPB, along with the OUCBT, used a gen-
eral equilibrium model to assess the economic implica-
tions of introducing a CCCTB in the EU, including the
effects on marginal investment, foreign direct invest-
ment decisions, and multinational profit shifting. De
Mooij discussed the effects of the proposal’s elements:
the common base, consolidation of profits and formula
apportionment, optionality, and the non-harmonization
of tax rates. (For the CPB/OUCBT impact assessment,
see Doc 2011-5566 or 2011 WTD 52-20.)

Common Base
De Mooij noted that the goal of creating a common

base is to simplify the complexity resulting from 27
different tax systems. The common base would adopt
one set of rules on the treatment of items such as de-
preciation, deductibility of interest, and research and
development. De Mooij said the commission’s proposal
would broaden the tax base in almost all EU countries,
mostly through changes in depreciation rules (there are
two countries, one of which is Ireland, where the base
would narrow). ‘‘This is going to lead to more rev-
enue,’’ he said. ‘‘The key issue is would this be a good
direction of reform — do we want a broadening of the
tax base in the EU?’’

The CPB/OUCBT looked at the effects on net
present value depreciation allowances. Base broadening
through depreciation allowance increases the cost of
capital, which results in a decline in investment, lower
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wages, a decreased labor supply, and a drop in welfare.
‘‘If you return money through a reduction in the cor-
porate tax rate, the effects are somewhat modified, but
not entirely, because the cost of capital still increases
because depreciation allowances apply to new invest-
ments,’’ he said. ‘‘The result here is that base broaden-
ing might not be the best.’’

The CPB/OUCBT also looked at what happens if
changes are made to interest deductibility to address
debt bias (that is, interest is deductible at the corporate
level but normal equity returns are not). This can be
done in two ways: curtailing interest deductibility
through a comprehensive business income tax, or al-
lowing a deduction for an imputed cost of equity fi-
nance through an ACE.

The comprehensive business income tax approach is
‘‘the ultimate base broadening — it allows you to re-
duce corporate tax rates,’’ de Mooij said. ‘‘This tends
to reduce welfare. However, if you have a large multi-
national sector, then an individual country’s rate reduc-
tion is a good thing — you expand the tax base and
have an increase in the cost of capital.’’ The increased
cost of capital is a negative, de Mooij said, ‘‘but be-
cause the base is expanded, you attract foreign direct
investment and paper profits because of lower rates.
Welfare gains come at the expense of other countries.’’

However, if all countries broaden their base and re-
duce their tax rates, welfare gains are less. ‘‘For a com-
mon tax base, a policy of base broadening with a rate
reduction is probably less desirable than for individual
countries,’’ he said.

Using an ACE approach, by contrast, results in a
good example of base narrowing, de Mooij said. ‘‘For
individual countries, this is typically good because it
reduces the cost of capital, attracts more investment,
and has positive welfare effects,’’ he said. ‘‘For some
countries, it’s negative because you have to increase the
corporate tax rate, which erodes the tax base through
profit shifting and decreased foreign direct investment.
But these effects disappear if you do it at an EU-wide
level. An EU-wide system along the lines of an ACE
would actually be very attractive.’’

De Mooij said that when designing a common base,
people should be careful in concluding that base broad-
ening and reducing rates are good. ‘‘Higher costs of
capital can be bad for investment,’’ he said, adding that
lower tax rates can be attractive only when done under
unilateral reform, rather than under EU-wide reform.

‘‘The lesson here is that EU tax harmonization can
enable the EU to design a more efficient corporate tax
system,’’ he said. ‘‘This is a plea for an ACE system,
especially if designing a common corporate tax base.’’
He noted that the Mirrlees Review has advocated the
use of an ACE and that some countries, including
Italy, Belgium, and Latvia, have introduced one. ‘‘So
it’s feasible to do it,’’ he said.

Consolidation and Formula Apportionment

De Mooij said the consolidation element of the
CCCTB was advocated by the business community as
a way to reduce compliance costs and consolidate
losses with profits. The economic implications of con-
solidation have two aspects: The need to determine
transfer pricing (at least within the EU) will be elimi-
nated, which might lessen profit shifting and the result-
ing redistribution of tax bases, and companies will be
able to immediately offset cross-border losses.

‘‘This is a big gain for business,’’ de Mooij said,
though he added that the symmetric treatment of prof-
its and losses could facilitate risk taking.

De Mooij noted that the apportionment formula in
the commission’s proposal (which is based on three
equally weighted factors: assets, sales, and labor) has
generated much debate. Some believe the assets factor
should include intangibles. ‘‘If we do that, that brings
back the whole evaluation problem of what is the
value of the intangible, which leads to problems with
transfer pricing,’’ he said. Others have questioned
whether the labor factor should be based on the num-
ber of employees or their number of hours, or whether
it should be based on payroll.

‘‘If it’s a high-wage country, payroll would give
them a larger share of the apportionment formula,’’ de
Mooij said.

De Mooij said that without taking into account be-
havioral responses, the effect of consolidation with for-
mula apportionment produces a variety of effects
across the EU. ‘‘There’s a huge difference across coun-
tries — it depends on a number of factors, such as the
size of the multinational sector, whether the country is
capital intensive or labor intensive, [and] what its tax
rate is,’’ he said.

The corporate income tax would essentially become
a tax on the formula factors, de Mooij said, with the
result that the current regime’s distortions from profit
shifting because of differences in tax rates would be
replaced by new distortions produced by the formula
allocation.

The introduction of consolidation with formula ap-
portionment would therefore yield small aggregate eco-
nomic effects for the EU, de Mooij said (loss consoli-
dation would yield some modest gains). That doesn’t
take into account the unknown impact from compli-
ance costs, business restructuring, or risk taking. How-
ever, the distributional effect of a CCCTB across coun-
tries would likely be large. ‘‘Again, that depends on the
choice of formula,’’ de Mooij said.

Optionality

Multinationals would have the option of using the
CCCTB or a country’s domestic tax regime. ‘‘The
choice of the design of the common base will be very
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important for whether to opt in,’’ de Mooij said, add-
ing that he wonders how many companies would de-
cide to opt in under the broad base proposed by the
commission. He noted that because a company that
opts in could have a different tax burden from a similar
company that doesn’t join, the optionality aspect could
create national investment distortions between the
‘‘opt-ins’’ and the ‘‘opt-outs.’’

The optionality aspect also means that national rev-
enue authorities would have to maintain two corporate
tax systems, which would increase administrative costs.

De Mooij further noted that the commission’s pro-
posal assumes that all 27 EU member states will par-
ticipate. The proposal is unlikely to get unanimous sup-
port, but it could be adopted by a subset of member
states under the enhanced cooperation framework, he
said. That framework allows a subset of EU member
states to adopt legislation if there isn’t unanimous
agreement among all 27 member states; a minimum of
nine member states must participate for the enhanced
cooperation procedure to proceed.

The prospect of a CCCTB under the enhanced co-
operation framework would likely produce a strategic
game between countries as to whether they should
join, de Mooij said. Having a subset of EU countries
with a CCCTB could even intensify tax competition.
‘‘If a [CCCTB] coalition decides to design a scheme
with a broader base and higher tax burden, will coun-
tries that stay out of the scheme do the same or do the
opposite, or compete even more aggressively with the
coalition?’’ he asked.

Moreover, countries would likely want to join a
CCCTB coalition only if the other coalition members
are sufficiently similar. Those countries may not want
to accept newcomers if it would change the coalition’s
common policy, which could create a process of ad-
verse selection, de Mooij said, adding, ‘‘That is the risk
of enhanced cooperation — you need really similar
countries to have a stable coalition.’’

Tax Rates

De Mooij noted that the commission has empha-
sized that a CCCTB would not affect tax rates and that
member states would maintain the right to set corpo-
rate tax rates. However, he pointed out that incentives
for tax competition could be stronger than under the
current regime.

‘‘For low-tax countries, the welfare gain of a tax cut
[under a CCCTB] is actually larger than under the cur-
rent regime,’’ he said. ‘‘So incentives to compete with
tax rates in order to attract the formula factors would
be more intense. . . . For high-tax countries, it’s the op-
posite.’’

Thus, there is a risk of even more intense tax com-
petition under a CCCTB, de Mooij said.

Would the CCCTB Lead to Efficiency Gains?
The commission is seeking a feasible solution for

tax harmonization, de Mooij said. ‘‘The commission
wants to achieve something it’s always failed to get,’’
he said. It therefore developed its proposal by taking
into account the business community’s concerns about
loss consolidation and transfer pricing, while at the
same time seeking political feasibility by not touching
tax rates.

‘‘Does the proposal achieve economic gains? Be-
cause that’s what we’re ultimately aiming for,’’ de
Mooij said. ‘‘In terms of allocative efficiency, there are
probably very minor welfare effects. That is partly due
to the choice of the base, which is very broad. This
would have been an excellent opportunity to have a
base along the lines of the ACE, especially because it’s
harmonized.’’

As for whether the CCCTB would reduce compli-
ance costs, de Mooij said there would probably be
some reduction. ‘‘How big, I don’t know,’’ he said.
‘‘Transfer pricing is a big one. How big the reduction
would be I can’t say. There would still be transfer pric-
ing issues vis à vis third countries.’’

The non-harmonization of tax rates could be prob-
lematic. ‘‘Not touching the rates is of course a very
difficult dynamic,’’ he said. ‘‘It’s politically untouch-
able but economically a sensible thing to do.’’

He noted that the European Parliament, in an April
19 vote outlining its position on the CCCTB proposal,
backed the proposal but suggested several changes.
(The Parliament’s role is a consultative one, with the
final decision resting with the EU Council of Minis-
ters.) The Parliament said a CCCTB should become
mandatory for all but small and medium-size enter-
prises after a transition period. It also called for a
stricter antiabuse rule and said the formula should be
amended to give a lower weight to the sales factor, and
that the harmonization of tax rates should be left as an
option in case it ‘‘becomes apparent that the economic
efficiency, effectiveness and equitability of corporate
taxation would benefit from an introduction of mini-
mum rates.’’ (For a European Parliament release, see
Doc 2012-8304 or 2012 WTD 77-29.)

More Studies Needed?

Michel Aujean, a former director of tax policy for
the commission who is now a partner with the Taj law
firm in Paris, noted that the model used by the CPB/
OUCBT doesn’t take into account the possible dy-
namic effects resulting from a CCCTB, such as
whether it would improve the competitiveness of the
EU vis à vis the rest of the world, increase cross-
border investment, improve legal certainty for taxpay-
ers, reduce tax avoidance (such as transfer pricing ma-
nipulation), and reduce compliance costs.

‘‘Those are elements that would be critical for a fi-
nal evaluation of the CCCTB,’’ Aujean said. ‘‘Do you
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think there should now be a second round of evalua-
tion, or are all these elements impossible to evaluate?’’

De Mooij said he agreed and acknowledged that a
mathematical model like the one used by the CPB/
OUCBT works in a ‘‘Mickey Mouse world.’’ ‘‘What
you can capture in a mathematical model is always an
enormous simplification of the real world,’’ he said.
‘‘You can’t capture all these aspects, so you should use
the model as part of your evaluation to really under-
stand some of the key mechanisms through which the
proposal affects the economy.’’

Analyzing the dynamic effects of a CCCTB would
require a very different type of model, de Mooij said.
‘‘The [CPB/OUCBT] model captures a few aspects for
which there is a lot of empirical evidence so that we
can make estimates based on past observations,’’ he
said. ‘‘That provides a value for the debate and struc-
tures the discussion in terms of what’s in the model
and what’s out, which you should then address in al-
ternative ways.’’

Legal Minefield?
Christiana HJI Panayi, a senior lecturer in tax law

at Queen Mary, University of London, presented a pa-
per she wrote for the Institute for Fiscal Studies on the
legal issues arising from the CCCTB proposal, particu-
larly the potential impact on the U.K. tax system. (The
paper, published in November 2011, is available at
http://www.ifs.org.uk/publications/5961.)

‘‘Even if you get everything right and agreed upon
by economic standards, it could all go terribly wrong if
you get the legal detail wrong,’’ she said. ‘‘This legisla-
tion is a minefield; there are so many things that could
cause problems.’’

Panayi said it’s unlikely the commission’s proposal
will be unanimously adopted given that about a dozen
member state parliaments (including the U.K., Ireland,
Bulgaria, Malta, the Netherlands, Poland, Romania,
Slovakia, and Sweden) sent to the presidents of the
European Parliament, the European Council, and the
commission reasoned opinions that the draft legislation
does not comply with the principle of subsidiarity.
However, it’s a real possibility that the proposal could
proceed under the enhanced cooperation framework,
she said.

‘‘When you have enhanced cooperation, the other
nonparticipating member states must act in such a way
that they don’t impede the implementation of the legis-
lation,’’ she said. ‘‘So even if a country is out of the
CCCTB group, as a member state it has a general duty
under EU law not to impede implementation of this.
How this will be translated in practice we don’t know.’’

Panayi said a CCCTB regime operating under the
enhanced cooperation framework would likely still im-
pose obligations on member states that opt out of the
regime. ‘‘It might affect their right to apply separate
entity accounting and arm’s-length pricing,’’ she said.
‘‘They might have to follow formulary apportionment
sometimes. Just because member states opt out doesn’t
mean they won’t face any problems; they might face
more problems.’’

Panayi outlined several issues that might arise under
a CCCTB in its current proposed form. The rules on
inbound and outbound taxation, for example, do not
clarify how conflicts between the CCCTB rules and the
treatment under tax treaties with non-CCCTB member
states are to be dealt with. She also noted that the pro-
posal sets out a general antiavoidance rule and specific
anti-abuse rules, with some of them containing an es-
cape clause and others not. However, the actual scope
of the GAAR was not clarified. The proposal also
didn’t clarify the overlap between the specific antiabuse
rules, the GAAR, and domestic rules, which would
affect non-CCCTB EU parent companies of CCCTB
controlled foreign companies (and vice versa) and non-
CCCTB EU borrowers from CCCTB lenders (and vice
versa).

Panayi said it’s also imperative that the commission
ensure that any CCCTB legislation is compatible with
European Court of Justice case law, especially in the
way the regime operates between member states that
opt in and those that do not, and between entities
within the regime and those outside it. She said that
the relationship between the CCCTB and tax treaties
within the EU, and with third countries, raises more
issues that must be addressed if treaty overrides are to
be avoided.

♦ Kristen A. Parillo is a legal reporter with Tax Notes
International. E-mail: kparillo@tax.org
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