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I.  Introduction

Whereas [why “whereas??  It does not link the first part to the second logically] the spread at a worldwide level of VAT/GST has been regarded as the most important development in taxation over the last half-century (Preface, OECD International VAT/GST Guidelines), and the contribution that the European Community was bound to offer to this development emerged since the end of the 1960s (at the time of the first VAT harmonization directives), the globalisation of the economy, with the movement of persons and capitals from one state to another, has made it nearly impossible, for national legislators, to ignore the choices made by other countries in the field of direct taxation. In particular, within the European Community, the increasing exercise of the freedom of movement by individuals and businesses, and the body of ECJ case law,
 have been eroding national tax sovereignty in the direct taxation field too, despite the lack of such as extensive harmonization as in the VAT field.

The impact that the globalization process has had on both sectors of taxation, and, as regards the Member States of the European Community, the fact that EC law has deeply affected both VAT and direct taxation even though through different means (positive harmonization of VAT, mainly “negative” integration through the ECJ case law as regards direct taxation), make more appropriate than in the past a comparison between the current state of affairs in VAT and in direct taxation. Both VAT and direct taxation require, as fundamental element, a nexus for the allocation of taxing rights to a given jurisdiction and for the individualization of both taxpayers and persons who will finally pay the tax burden. Our contribution to this comparison – which will focus on developments within the European Community – will concern this element.

This paper intends to make a comparison concerning the nexus for taxpayers mainly from a tax-policy perspective, i.e. from the perspective of the ultimate purpose (and of the modus operandi) of the VAT and direct taxation and of developments which have affected the two taxes, rather than from a pretty technical viewpoint, for the purpose of highlighting the scope for similarities and differences and offering an input to discussion on potential future developments.

II.  Theoretical concepts underlying nexus for taxpayers in indirect and direct taxation

1.  The chargeable event triggering VAT vs. the chargeable event triggering direct taxation

Taxes are instruments to distribute the cost of public activities among the members of a community and other persons who interact with it, in order to secure the public good. The amount of the total tax burden depends on a political choice on the appropriate level of public expenditure. Therefore, this must be decided -within rational limits- by democratic means.

Human beings are social creatures. They  cannot develop and  reach their goals without the help of other men and women. They also bear the responsibility of helping other members of mankind and particularly the members of their political community. Part of such help is rendered through the payment of taxes. The wealthier a person is, the higher responsibility that he or she bears to contributing to the community. Therefore, the total burden of the public expenditure must be mainly distributed according to the  contributors' ability to pay as an index of equality and a requirement of human solidarity.

These philosophical premises have been embodied in several constitutional provisions (Italy, Portugal, Spain) and in the the case law of constitutional courts (Germany). Furthermore, the ECJ has hinted in some decisions to the ability-to-pay principle
 as a requirement of European tax law (although they could also been understood as a mere consequence of the non-discrimination principle provided that a Member State adheres to the ability-to-pay principle for their own residents).

In any case, both income and value added taxes have been traditionally considered means to take into account the two main signs of economic capacity: net gains and consumption.
  In the wording of Holmes - which we subscribe to- "the starting point of an equitable and feasible tax base would be an income tax that is applied to net wealth increases together with a value added tax on consumption expenditure".

2.
A conceptual issue: the sales of goods and services as extraneous to or as an indicator of economic capacity?

Some authors have pointed out that VAT is not related at all to the ability-to-pay principle:
 the legal taxpayer has no ability to pay to show and - excluding pathological [seems a bit heavy; suggestion: unusual] situations- will not bear the final tax burden. The final consumer will not pay according to their ability (for such an ambitious goal it would be necessary to set up a progressive tax on global consumption). According to this view, the consumer bears the tax burden because he or she spent enough money to buy the good or service, but this circumstance has nothing to to with the real ability to pay.

Rich societies in booming times tend to see the VAT as a cool device to fuel up the budget and not as a tool to determine the fair tax share of the consumers. Nevertheless, the current economic crisis may change that view. The drop in consumption means a drop in tax collection[revenue] and people with fewer resources - particularly if they are on the threshold of poverty- will suffer a very unfair taxation if the VAT is not revamped to really meet the requirements of the ability-to-pay principle.

The Latin-American experience may give us some examples which are also relevant to determine the subjective nexus of the VAT. In Colombia the abolition of the full exemption on some good and services which were essential for life was declared unconstitutional, because it clashed with the ability to pay of poor people.
 In Mexico, the proposed - and ultimately unsucessful - abolition of these exemptions proposed by President Fox in 2001 should have been accompanied [is this what you mean?] by economic transfers in favour of poor people assessed according to the estimated VAT corresponding to the average consumption of food and medicines (108 Mexican pesos pro month).

Even if we take into account the tax trends in the OECD countries we can see that in the period 1994-2004 the increases of VAT tax rates in 13 countries was set off with the introduction of zero rates (in 17 countries), reduced rates  (in 22 countries) and exemptions. "The reduced rates, exeptions and special arrangements may partly explain why the share of revenues from general consumption taxes has remained stable in spite of the increase in the general rates since 1994".

If we intend to compare the “nexus for taxpayers” in income and value added taxation we must not overlook that they are the main two instruments for assessing the global burden of European taxpayers according to their financial gain[?] profits? income?] and their consumption. The peculiarity of the value added tax is that the taxpayer (the person carrying out the economic activity) has not been chosen by the legislator in order to be assigned the final tax burden, but only to facilitate collection and to shift the tax burden to the final consumer.

In other words, both income tax and VAT are instruments to assess and tax the global ability to pay of individuals, but they follow different paths (direct and indirect) to “select” such individuals. This idea must be kept in mind when trying to compare the nexus for income and VAT “payers” (in a legal sense) because - from the ability-to-pay viewpoint - the relevant comparation should be  between “income taxpayers” and “VAT final consumers”.

Nevertheless, a comparison between income and VAT “legal taxpayers” is also necessary. On the one hand, it is not always true that the VAT  payer does not bear the final tax burden. Whenever there is an exemption without VAT credit the tax may not be shifted to the final consumer. On the other hand, some widespread fraud schemes (carrousel fraud) give the “taxpayer” the (illegal) chance of getting tax refunds without contributing to tax revenue.

Moreover, part of the prevailing opinion in Italy (one of the countries where the ability-to-pay/economic capacity principle is embodied in the Constitution) has expressed the view that the ultimate reason for the VAT, rather than the consumption on its own, would lie in the “added value” which the economic activity of the legal taxpayer generates, and that the added value could be taken in itself, by the legislator, as an indicator of the ability to pay. Interestingly, this line of thinking, by comparing the VAT with a tax of a different nature (a regional tax on productive activities),
 suggests that, whereas in that case the added value would be measured on an economic basis as an indicator of economic capacity,
 in the VAT case the added value itself would be measured on a financial basis (due to the modus operandi), and this could in itself be an indication of ability to pay. Irrespective of whether this line of thinking is shared (and one might be induced to reject it in light of the fact that VAT is normally shifted to the final consumer), it seems appropriate to realize in light of the relationship between added value and profit (which relationship emerges from an accountancy viewpoint): a legal VAT payer whose economic activity (as it should normally occur) generates added value is also likely to generate profits in respect of which he is deemed to be both the legal taxpayer and de facto taxpayer for income tax purposes. In other words, the generation of added value might be seen as a “signal” that an economic activity will also generate profits, i.e. as a signal that this activity will result in an ability to pay which will then be subject to direct taxation (and, from this perspective, it is unsurprising that domestic legislation normally requires a legal taxpayer, at the start of his activity, to identify himself both for VAT purposes and for income tax purposes: the legal taxpayer is usually bound to be, on the one hand, a “tax collector” for VAT, and on the other hand, due its own generation of added value, a person creating or increasing its overall ability to pay, subject to income taxation,  thanks to the same economic activity which make him subject to VAT obligations). [attach next sentence to this paragraph so as to avoid one-sentence paragraphs]
Thus, we should analyse whether the nexus to the legal taxpayer in both taxes is always consistent with the ability-to-pay principle.

Furthermore, the nexus to legal taxpayers in both taxes has not only the goal of charging individuals according to their ability to pay, but also to distributing the tax revenue among several jurisdictions. From this point of view - bearing in mind the collection mechanism of VAT- both groups of legal taxpayers must be compared.

III.  Difference, similarity or potential for overlapping nexus?

The analysis as to whether the nexus for the legal taxpayer in both direct taxation and VAT is consistent with the ability-to-pay principle, and as to whether effectively distributes the tax revenues among several jurisdiction should, in our view, be carried out from a twofold viewpoint:

a) on the one hand,  by briefly reviewing the nexus-related choices in VAT and in direct taxation and by trying to assess them in light of these two goals on their own;

b) on the other hand, by considering these choices in light of the differences in the developments which, within the Community internal market, have affected VAT and direct taxation.

In this part, the first section deal with the fomer viewpoint, and the second presents the second viewpoint.

1.
Indirect taxation and tax residence allocation for direct tax purposes

As a premise to the observations submitted in this section, it appears logical to assume that, from the perspective of consistency with the ability-to-pay principle, the nexus should logically be allocated, in the case of legal taxpayers carrying on activity on trans-national basis, to the jurisdiction where their ability to pay could be assessed more easily.

1.1.  The nexus-related choices: a comparison in light of the ability-to-pay principle and of the allocation of tax revenues goal [even with my change this is very long for a heading – could you shorten it? I BELIEVE THAT THE PART “IN VAT. Vs DIRECT TAXATION” COULD BE DELETED, I THINK IT IS OBVIOUS FROM THE CONTEXT] 

1.1.1.  Nexus in VAT: review and assessment     

The founders of the European Community committed the Council to adopt provisions for the harmonization of legislation concerning turnover taxes, excise duties and other forms of indirect taxation to the extent that such harmonization was necessary for the establishment and functioning of the internal market. The awareness that the pre-existing cumulative multi-stage tax system
 which was in force in five out of six founding countries could not ensure fiscal neutrality on intra-Community trade flows, led to the first Directives introducing the VAT at the end of the 1960s as a general tax on consumption.

The clear objectives pursued were the uniform taxation of goods whatever the length of the production and distribution chain, the simplification of tax obligations for the “legal taxpayer”, and the attribution of tax revenues to the Member State where the final consumption takes place. This latter goal could notably be achieved in two different ways.

A first route lies in the application of the “destination principle”, under which goods or services are taxed in the country where the consumption takes place and not in the country where they are produced. In itself, this principle is neutral within any single country in terms of taxation of domestically produced and of imported goods and services, and is of easy application: border tax adjustments (BTA) could make sure that exported goods leave the country of production without any tax and that the tax is charged on imported goods when they enter the country of importation (consumption). A second route lies in the application of the “principle of origin”, under which taxation takes place in the country where the goods or services are produced and a clearing mechanism is necessary to re-distribute the revenues to the country of consumption: this principle is not neutral within any country between imported and domestically produced good or services if the tax rates are different from one country to another, but it does not require BTA and, from this viewpoint, is more compatible with an internal market.

The Community legislator initially opted for the destination principle with BTA.
 After the abolition of BTA from 1 January 1993, a “transitional regime” was introduced, according to which the destination principle would still apply but without BTA (under this transitional regime, which is currently in force,  taxable persons must communicate to national tax authorities the transactions taking place with supplier and customers of other Member States); however, the long-term objective indicated by the Community is the introduction of the principle of origin, which would be more consistent with the idea of a single Community market.

The objectives behind the introduction of the VAT, and the (current) option for the destination principle, underlie the choices concerning the nexus for the legal taxpayer (”taxable persons”) in the harmonization directives, in primis in the Sixth Council Directive 77/388/EEC on the uniform basis of assessment, subsequently recast by Council Directive 2006/112/EC (hereinafter, the “EC VAT Directive”) which indicates at the outset the three key conditions for the application of VAT, namely the supply of goods or the provision of services for consideration, the carrying on of these transactions by taxable persons and the territoriality principle.

The latter requires a nexus connecting the transactions with the territory of the state of consumption, and the provisions of  Title V of the EC VAT Directive on the place of taxable transactions, show that this factor in most cases – especially for the provision of services – has been assumed to coincide with alternative forms of a stable connection of the taxable persons, i.e. either of the supplier of services as a general rule or of the customer in numerous specific cases, with the territory of a state. The instances where the possible connecting links refer to the customer coincide, upon a close examination, with cases where it is clear that consumption can take place at the location of the customer, which is consistent with the destination principle. Notably, the main place of business, or the fixed establishment, or in the absence of either of these the permanent address or the usual residence, constitutes the alternative form of nexus for taxpayers, which, as a general rule, has to refer to the supplier only until the implementation of the recent Council Directive 2008/8/EC (amending the EC VAT Directive as regards the supply of services). The latter change these connecting factors to refer to the customer. 
This choice for the nexus is also indicated, although with a slightly different terminology, in the supplementing Directive 2008/9/EC on the refund of VAT to taxable persons not established in the Member State of refund but in another Member State (hereinafter: Refund Directive – but do you actually refer to it again? YES: BY “HEREINAFTER”, I MEAN “FROM THIS POINT OF THE TEXT ONWARD”). This directive,  in listing the conditions for its application, and thus for the right to refund, provides, as a first condition, that during the refund period the taxable person “has not had in the Member State of refund, the seat of its economic activity, or a fixed establishment from which business transactions were effected, or, if no such seat or fixed establishment existed, his domicile or normal place of residence”. In the Refund Directive, “seat of economic activity”, “domicile” and “normal place of residence” are used as synonyms for  “main place of business”, “permanent address” and “usual residence” used in the EC VAT Directive. 

On the other hand, the provisions on the place of supply of goods, in identifying the nexus for these taxable transactions, tend to focus on the location of the goods, except for the supply of goods through distribution systems which indicate, depending on whether the supply is made to a taxable dealer VAT payer [taxable entrepreneur?] or to the customer, that the place of supply coincides with the place where the taxable dealer [VAT payer?] or the customer has established his business, or has a fixed establishment, or has his permanent address or usually resides (i.e. one of the same alternative forms indicated for the supplier or the customer in the provision of services).

Nonetheless, if the provisions focusing on the location of the goods are considered from the viewpoint of the persons involved in the transactions, the cases in which the supply is deemed to be in the place made where the activity involving the good begins (e.g., Art. 32, location at the time the transport starts; Art. 37, place of departure), and the fact that the cases of coincidence of the supply with the place where the activity involving the goods ends can be explained by specific conditions (e.g., Art. 33), suggest that – from the perspective of the taxable persons – the nexus chosen tends to coincide with the location of the economic activity of the supplier producing the goods (from which thus the goods originate), except where it is clear that consumption can only occur elsewhere due to the very nature of the goods. Moreover, the Preamble of the EC VAT Directive refers to the need to prevent jurisdictional conflicts between Member States as well as tax avoidance.

On the whole,  the provisions on the place of  supply of goods and of provision of services, taken together and read in light of the Preamble of the EC VAT Directive, indicate therefore, as the ultimate logic behind the choices of the nexus, the acceptance of the destination principle, on the one hand, and the administrative needs to prevent tax avoidance and jurisdictional conflicts between the Member States, in the interest of simplicity (and of its effectiveness) in the application of the system, on the other hand.

The vast body of ECJ case law on the VAT has, on the one hand, expressly indicated  that this rationale was the grounds the choices for the nexus, and, on the other hand, has indicated the meaning of the “place of business establishment”, and of “fixed establishment”, and in our view, indirectly, of “usual residence” (“normal place of residence” in the Refund Directive).

The rationale was expressly stated by the ECJ in several instances in which, in interpreting the provisions of the Sixth Directive – currently the EC VAT Directive – concerning the place of taxable services, it clarified their objective and the relationship between the general rule that makes reference to the alternative forms of location of the supplier and the specific rules (which generally makes reference to the location of the customer). The objective was repeatedly clarified in terms of a rational result for tax purposes and avoidance of jurisdictional conflicts between Member States, which could lead to double taxation or non-taxation (“the place where the supplier has established its business is a primary point of reference inasmuch as regard is to be had to another establishment from which the services are supplied only if the reference to the place where the supplier has established its business does not lead to a rational result for tax purposes or creates a conflict with another Member State”
.

The relationship between the general rule and the specific rules was clarified in terms of no precedence of the general rule over the specific rules and of the necessity to ascertain, first, if any of the specific rules apply to the provision of services at stake
. By stating that the general rule (place of business establishment or fixed establishment or permanent address or usual residence of the supplier) does not take precedence over the specific rule and that the question should be whether one of these specific rules apply, the ECJ has also recognized the link between these specific rules and the principle of taxation at the place of consumption (destination principle), which is among the objectives of the Community VAT system and which would thus lead to a rational result.

This ECJ case law has also provided guidance on the meaning of “place of business establishment” as “main place of business”, as well as of fixed establishment. –The former, intended by the Advocate General, in his Opinion in the Berkholz case, to refer to the "registered place of business as stated by the documents constituting the firm which owns the enterprise supplying the service", was defined by the ECJ in the Platzer judgment as the place where the essential decisions concerning the general management of the company are adopted and where the functions of its central management are carried out.
 “Fixed establishment” has been defined as an establishment which "must possess a sufficient degree of permanence and a structure adequate, in terms of human and technical resources, to supply the services in question on an independent basis”.

”  Residence, which is referred to as “usual residence” in the EC VAT Directive and as “normal place of residence” in the Refund Directive,  is also indicated, again as “normal residence”, in  a Directive relating to indirect taxation in the wider sense of excise duties, specifically in Directive 83/182/EEC on tax exemption within the Community for certain means of transport temporarily imported into one Member State from another.
  This Directive, which provides for exemption from “turnover tax, excise duties and any other consumption tax”, as well as from registration taxes, in the case of temporary import in a Member State of motor vehicles by a non-resident of that state, sets out in its Art. 7 general rules for determining residence for its purposes. In so doing, it provides that “normal residence” means the place where a person usually lives, i.e. for at least 185 days in a calendar year, because of personal and occupational ties or, in the case of a person with no occupational ties, because of personal ties which show close links between the person and the place where he is living, and it specifies that the normal residence of a person whose occupational ties are in a different place from his personal ties lies in the place of his personal ties, provided the person returns there regularly.

The ECJ, in rulings concerning Directive 83/182/EEC, has held that this concept of  “normal residence” coincides with the location of the “permanent centre of interests of the person...which must be determined with the aid of all the criteria set out in that provision and all the relevant facts”
 [check the quote or add [sic] to show that you see the mistake here THERE IS NO MISTAKE: THIS IS THE WAY IN WHICH THE ECJ HAS INTERPRETED THE MEANING OF “NORMAL RESIDENCE”] and has spelt out some criteria to identify this centre of permanent interests. These criteria – namely,  “the actual presence of the person concerned and of the members of his family, availability of accommodation, the place where the children actually attend school, the place where business is conducted, the place where property interests are situated, that of administrative links to public authorities and social services, inasmuch as those factors express the intention of that person to confer a certain stability on the place of connection, by reason of the continuity arising from a way of life and the development of normal social and occupational relationships”
 – evidently include both personal and economic interests.

Although Directive 83/182/EEC sets out the concept of “normal residence”, interpreted by the ECJ as centre of permanent interests, for its own purposes, it appears commonly accepted that, for individuals, this concept of “normal residence” coincides with the “normal place of residence” referred to in the Refund Directive and with the “usual residence” referred to in the EC VAT Directive as one of the forms of the nexus in VAT.  In effect,  the very fact that Directive 83/182/EEC provides for exemption of the motor vehicles concerned from turnover tax and any other consumption tax suggests that this concept, as connecting factor encompassing both personal and economic interests, should apply in the case of natural persons for VAT purposes as well.

Globally considered, the nexus-related choices in VAT suggest therefore that these choices are not entirely consistent with the ability-to-pay principle as relating to the legal taxpayer, and were not aimed to be so. One can see this from the circumstance that the normal residence, if intended as centre of permanent interests, would coincide exactly with the jurisdiction that can assess most easily (”centre”) the overall ability to pay, but it is indicated only as one of the alternative factors constituting the nexus, and only as a factor of last resort if none of the three other factors can be identified.  On the contrary, it emerges from the Directives and the ECJ case law explaining the rationale of the provisions on the place of taxable services  that the nexus-related choices were strictly intended to be consistent with the role of the legal taxpayer, in the modus operandi of VAT, as collector of a tax ultimately borne by the final consumer, a collector (whether supplier or customer) whose location, accordingly, needs to be identified through the most easily applicable factor amongst the ones indicated by the provisions.

Moreover, the destination principle, which would be consistent with a tax only aimed at the ability to pay of the final consumer, could be seen by definition as being unable to “signal”, to the Member State of location of the taxpayer, part of the added value, and thus would be partly unable to signal the ability to pay of the legal taxpayer (which ability to pay is subject to comprehensive income taxation in that state). However, it could be seen as an effective solution from the viewpoint of tax revenue collection by the state to which these revenues, by legislative choice, need to be allocated (as the destination principle does not require clearing mechanisms).

1.1.2.  The nexus – related choices in direct taxation and in the rules of double taxation conventions: basic review, assessment and an unresolved issue   

In direct taxation, the coincidence of the legal taxpayer and the de facto taxpayer, who is directly “selected” by the legislator because of its overall ability to pay,  implies by its very nature that the nexus for allocating taxing rights should lie in the state where the overall ability to pay can be more easily taken into account. Residence generally constitutes this nexus, although taxing rights can also be attributed to a state different from the one where the taxpayer resides, in respect of income arising from sources located in this other state.

Notably, residence and source, the points of reference that are almost universally adopted (an important exception is seen in the United States, which taxes on the basis of nationality) in national direct taxation systems for the application of a taxation typically based on the worldwide principle in the case of residents or on a source principle in the case of non-residents, are reflected in double taxation conventions (generally based on the OECD Model) as regards both natural persons and companies. In case both contracting states consider a taxpayer to be resident under their own internal law, the rules on the allocation of residence contained in double taxation conventions (tiebreaker rules) offer the criteria to classify one of the two states as residence state, and the other state as source state for the purpose of the convention.

In the case of natural persons, Art. 4(1) of the OECD Model, and the corresponding provision in a double taxation convention, refers first to the residence or domicile as defined under the domestic law of the contracting states. The domestic definitions may well be different, but Art. 4(1) aims at covering the various forms of personal attachment to a jurisdiction which, in domestic tax laws, form the basis for a comprehensive taxation (Commentary, p. 78). Art. 4(1), however, provides that a person is not considered to be resident of a contracting state for the purpose of the convention if, although regarded as resident under national law, he/she is subject to taxation limited to income from sources in that state. The 2008 amendments to the Commentary state that this residence limitation rule “has to be interpreted in light of its object and purpose, which is to exclude persons who are not subject to comprehensive taxation (full liability to tax) in a State”, thus indicating again that Art. 4 aims at allocating to one of the contracting states residence as the nexus allowing it to apply comprehensive taxation.

If both the contracting states consider a person to be resident under their internal laws, residence is allocated by Art. 4(2) to one of the two states according to a hierarchical order of specific criteria, where the subsequent criterion is applied if the previous one does not lead to a conclusive result: permanent home available to the individual; centre of vital interests; habitual abode; nationality. If none of these criterion proves conclusive in allocating the residence, the last criteria for a solution is mutual agreement. The OECD Commentary explains the meaning of each of the subsequent tests which are used to allocate residence to natural persons; amongst these tests, the second one, the centre of vital interests,  refers to the state in which the personal and economic interests of the individual are closest, having regard to the entire set of circumstances involved in the individual’s life and activities (occupation, family and social relations, political, cultural or other activities, place of businesses, etc.). In the case of impossibility of identifying the centre of vital interests, or the availability of a permanent home in neither of the states, the subsequent criteria to be applied, the place of habitual abode, requires a comparison between the periods spent in both contracting states, to be made over a sufficient length of time to identify the state where he stays more frequently.

The rationale underlying Art. 4(1) and all criteria used in the tiebreaker rules of Art. 4(2) is to identify the state with which the individual has the closest connection, in order to attribute residence – and the exclusive power of taxation over some items of income arising in the other State as well – to this state. In the OECD Model and Commentary, as well as in the double taxation conventions that follow it (or the UN Model, which has been largely shaped on the OECD Model), there is therefore the implicit assumption that the state of residence is the state with which the individual has the closest connection. It is this assumption that ultimately justifies the attribution to the state of residence, by means of the tiebreaker rules, of the power to apply (if this state so wishes) the worldwide taxation principle as well as the obligation for this state of eliminating double taxation by granting tax credit for the tax paid in the source state or by exempting items taxed in the source state.

In the case of companies, residence is allocated by the tiebreaker rules to the place of effective management and control, i.e. where the company is actually managed. The Commentary, in explaining the meaning of place of effective management, defines it as the place where decisions are taken, a place which, however, may not always be easy to identify (despite the explanations offered by the Commentary) in the case of decisions taken via electronic communication.

Together with the tiebreaker rules, provisions of key importance lie notably in Art. 5 and 7 of the OECD Model, which contain the provisions (reflected in the corresponding provisions of bilateral tax treaties) that, after defining permanent establishment, indicate it as the nexus for the source-based taxation of non-resident businesses.  Art. 5 of the Model, after a general definition of permanent establishment as fixed place of business through which the business of an enterprise is wholly or partly carried out, lists the well-known different examples of permanent establishment (Art. 5(2) to 5(5) ), which can be grouped into categories [ in English diction it is difficult to group a typology; if you want to say “typology” then the verb will have to be “make”-  fixed place of business as permanent establishment;  building sites or construction projects whose duration exceeds a certain period; agency permanent establishment – which, from a technical viewpoint, have been widely analysed by the literature. Without going into the details of each category, for the purposes of our analysis  it should be noted that as a common element, the permanent establishment, whatever its form, is characterized by the carrying out of operations on a regular basis (Commentary, point 7 [para. 7 ?? OK], p. 89) and it is constituted as soon as the enterprise commences to carry on the activity through the fixed place of business, thus excluding the preparatory or auxiliary activity if this differs substantially from the activity for which the place of business is to serve permanently (the instrumentality of the permanent establishment to the business activity of the enterprise is referred to as “business connection test”).

Consequently, irrespective of whether the permanent establishment consists of a branch, or of a building site or construction or installation project, or of a person who, on a non-transitory [permanent? In my view, a better term] basis, concludes contracts which are binding on the enterprise (agency permanent establishment), or even of computer equipment not regularly run by personnel of the enterprise (Art. 5(7), as regards the case of e-commerce), the distinguishing feature of the permanent establishment as a nexus for allocating source-based taxation rights to the state where it is located lies in the assumption that it is capable of contributing to the overall profit generated by the essential business activity of the enterprise. Accordingly, a part of this overall profit should be attributable to the permanent establishment.

The ability to contribute to this overall profit – whether or not there is an actual contribution to the overall profit during one or more tax years (paras. 11 and 19) – does not cease in the event of temporary interruption of the activity. Such an interruption,, in fact, does not cause the permanent establishment to cease to exist. Conversely, the business activities listed in Art. 5(4) – which are exceptions to the general definition laid down in Art. 5(1), and which do not constitute a permanent establishment even though they may be carried on through a fixed place of business – indicate that an actual contribution to the overall profit does not make a fixed place of business a permanent establishment so long as the activities performed there are of a preparatory or auxiliary character, which is, as explained in the Commentary, the common feature of the activities in Art. 5(4). In the authors’ view, the 2008 amendments to the Commentary, which have added several points concerning the taxation of services, make the ability to contribute to the overall profit as distinguishing feature – rather then the actual contribution – clearer than it was before the amendments themselves. This can be seen by considering points[paras. ??] 3, 7 and the new point[para.] 42.18 of the Commentary together.

Whereas points[paras.] 3 and 7 highlight that a contribution to the profits, i.e. the productive character, is not needed, point[para.] 42.18 states “Under tax conventions, the profits from the sale of goods that are merely imported by a resident of a country and that are neither produced nor distributed through a permanent establishment in that country are not taxable therein and the same principle should apply in case of services. The mere fact that the payer of consideration for services is a resident of a State, or that such consideration is borne by a permanent establishment situated in that State or that the result of the services is used within the State does not constitute a sufficient nexus to warrant allocation of income taxing rights to that State”: in this case, it can be easily argued that the fact that a permanent establishment bears the consideration for the service does not indicate an ability of this permanent establishment to contribute to the supply of the service.

However, the ability to contribute to the overall profits of the enterprise, as a distinguishing feature of the permanent establishment, does not extend to the case of subsidiaries in groups of companies. In fact, the Model and the Commentary (para. 7, p. 102) explain that, in the case of parent companies and subsidiaries located in different states, the existence of a subsidiary in a given state does not, of itself, make the subsidiary a permanent establishment in that state of its parent company located in another state, despite the fact that the activity carried on by the subsidiary is capable of contributing to the overall profits of the group. As was argued [IN NOTE 22], this position was taken by the OECD in the 2005 amendments to the Model and to the Commentary, in reaction to a widely-publicized decision by the Italian Supreme Court in the Philip Morris case
 where, in setting out the principles to be taken into account in determining the existence of a permanent establishment, the Italian Supreme Court held that an Italian company may constitute a permanent establishment of a foreign company belonging to the same group and pursuing a common strategy.
 . The OECD position implies therefore that, to determine whether a permanent establishment exists, it is necessary to consider each company in a group separately, which does not prevent a parent company from having a permanent establishment in the Member State of location of the subsidiary if this latter owns spaces or premises that are placed at the disposal of the parent company which uses them for carrying on its own business, or if the subsidiary has and habitually exercises authority to conclude contracts which are binding on the parent company and concern the essential activity of the parent company (in which case the subsidiary, in respect of the activity carried out on behalf and under the name of the parent company, constitutes a form of agency permanent establishment of the parent company).

On first assessment, all these nexus-related choices in direct taxation and in direct tax treaties – which must, by definition, to be consistent with the ability-to-pay principle, and with the allocation of tax revenues mainly to the residence state of the taxpayer – would appear quite consistent with these goals. The assumption behind the tiebreaker rule, i.e. the assumption, in our view, that the residence state is the one in which the main interests of the taxpayer are concentrated, i.e. with which the taxpayer has the closest connection, and which consequently can better assess the overall ability to pay, certainly can reconciled – from both the ability-to pay-viewpoint and the allocation-of-tax-revenue viewpoint – with the choice to attribute a taxing power to the source state as well. This is due to the fact that: a) part of the overall ability to pay can be produced in the source state, this state is the position to assess this possible contribution to the overall ability to pay and it should consistently be allowed to tax the part of the overall ability to pay attributable to this contribution; b) the residence state, which is attributed the main taxing power, can decide whether to apply the worldwide taxation principles for taking into consideration, in its overall assessment of the ability to pay and in its taxation, the part of this assessment already carried out in the source state and the tax already paid there.

In turn, the ability of any of the forms of permanent establishment to contribute to the overall profits deriving from the essential business activity of the enterprise (i.e., the business connection of the permanent establishment) implies the direct contribution to the overall economic capacity. This contribution, by contrast, may only be indirect in the case of preparatory or auxiliary activities (whose exclusion from the permanent establishment concept, from this viewpoint, would appear justified).

Thirdly, the fact that that, in the case of group companies, each subsidiary (unless it can have and habitually exercises an authority to conclude contracts that are binding on the parent company) in principle needs to be considered on its own rather than as a permanent establishment of the parent company is consistent with the nature of subsidiaries as distinct legal persons (who should contribute to the tax revenue of their state of residence).

Nevertheless, exactly the implied assumption that the residence state is the one in which the main interests of the taxpayer are concentrated, i.e. with which the taxpayer has the closest connection, gives rise in our view to the tricky issue as to whether the allocation of the nexus should remain unchanged in the event that the closest connection, rather than with the state of residence, lies with the state of source. E.g, assume that an individual, who is regarded as resident by two States A and B under their domestic legislation, is considered under the tiebreaker rules of the double tax conventions as a resident of State A because he has a permanent home (in the sense clarified by the Commentary) available only in that state, but he obtains all or nearly all his income in State B where his main economic and personal interests are also concentrated.

In such a situation, the question whether the nexus for assessing the overall economic capacity and applying comprehensive taxation should remain with State A or should be “transferred” to State B would seem to have been answered, if two EC Member States are involved, in the ECJ judgments delivered in the Schumacker case
  and in the Renneberg case
 relating to the free movement of workers and concerning cases of individuals resident in a Member States but obtaining most or all of their income through employment in another Member State. The ECJ – in situations where the work state refused to grant to non-resident taxpayers allowances for personal and family circumstances or deductions for foreign losses that it gave its resident taxpayers – has consistently held that the work state must grant to non-resident taxpayers obtaining (almost) all their income in its jurisdiction the same treatment granted to resident taxpayers, on the ground that in these situations residents and non-residents taxpayers are in this state in an objectively comparable situation with regard to their ability to pay tax. It has also explained that this applies to any forms of relief that are granted to take into account the overall ability to pay of non-resident taxpayers. This group of judgments is not very consistent from the viewpoint of international tax law,
 but must be taken into account when comparing the taxpayer's nexus in VAT and income taxes.

In its reasoning, the ECJ has explained that the state of residence is generally in a position to consider the overall situation of the taxpayer – and to grant allowances or deductions reflecting his overall ability to pay – because his financial and personal interests are normally concentrated in this state. In consequence, it has also inferred that, when (unlike the normal situation) the state of residence is not in a position to grant allowances and deductions tailored to the personal situation because most or all the income is concentrated in the source state, it is for the source (work) state to take into account the overall economic capacity by granting the necessary allowances and deductions: this, in order not to place the non-resident taxpayers at a disadvantage in comparison with resident taxpayers, and thus in order not to breach the freedom of movement guaranteed by the EC Treaty.

The ECJ did not go so far as to hold that the state of the (main) source of income has the power to levy comprehensive taxation, and, in several rulings concerning companies, repeatedly held that Member States are at freedom to allocate taxing rights between themselves through double taxation conventions following the OECD Model.
 In our view, this makes two – alternative - interpretations possible.

On a first reading, it may be submitted that the ECJ did not intend thus to alter the criteria set out by double taxation conventions for the allocation of the nexus for applying comprehensive taxation, i.e. that the nexus would remain with the state in which the permanent home is located.

However, an alternative reading is also possible, which interpretation may be put forward if  the ECJ holdings above are taken together with the recognition by the ECJ (in the context of the cross-border loss compensation issue, in the Marks & Spencer ruling) that profits and losses need to be treated symmetrically by a Member State.
 

This second interpretation would be that, when the state of the (sole or main) source of income needs to consider the overall ability to pay in granting deductions for foreign losses, due to the fact that in this state the non-resident taxpayers are in an objectively comparable situation with resident taxpayers, the same state – by virtue of the symmetrical treatment of profits and losses, and of the objectively comparable situations – would also need to tax any income deriving from the same sources for which it must grant deductions in the case of losses. [bring up next paragraph to form a longer paragraph]                               

In other words, if we adopt this second viewpoint, it may be inferred from the ECJ case law that, when in exceptional situations the economic (and, even more so, when the economic and personal) interests of non-resident taxpayers are mainly concentrated in the source state (which in this state makes the situations of these non-residents objectively comparable with that of residents), the concentration of these interests becomes the nexus for the allocation of comprehensive direct taxation rights.

To put it differently, in taking this second position, it may be argued that in principle the ECJ case law does not intend to alter the order of the tiebreaker criteria contained in double tax conventions, but it clarifies that, when two Member States are involved, “residence” is to be regarded as the nexus for the allocation of comprehensive direct taxation rights so long as the main financial and personal interests are normally concentrated in the residence state. This allows this state to consider the overall economic capacity of the taxpayer better than a  [delete; otherwise it reads as though the residence state is a source state – and I don’t believe you mean that OK] source state (so that, when this normal situation does not occur because the interests are concentrated in the source state, residence can no longer constitute an effective nexus for the allocation of the comprehensive taxation rights, because it would no longer reflect objectively different situations between residents and non-residents).

The choice between the two alternatives obviously affects the assessment as to whether or not the tiebreaker rules are consistent with the ability-to-pay principle. The solution to this issue depends in our view on the position that one takes as regards the relationship between the OECD Model and EC law, which will be discussed in sections 2.2., and [both or did you mean one as sub-section of the other? I MEAN SUB-SECTION 2.2.2. WITHIN SECTION 2.2. ] 2.2.2. below.

1.1.3.  Comparative assessment of the nexus for taxpayer in indirect taxation and in direct taxation

The comparison that has been mostly carried out by the international tax literature is a technical comparison between the concept of fixed establishment used by the EC VAT Directive and clarified by the VAT case law of the ECJ, on the one hand, and the concept of permanent establishment used by double taxation conventions for the purpose of allocating taxing rights over business profits, as explained by the Commentary to the OECD Model, on the other hand. The concept of fixed establishment for VAT purposes in comparison with the concept of permanent establishment for direct tax purposes is more restrictive: fixed establishment does not admit of the agency permanent establishment, which can be found in the definition of permanent establishment; it necessarily requires the stable presence of adequate human resources, which is not necessarily the case for the permanent establishment (e.g., in the case of a server used in e-commerce); it must relate to the carrying out of transactions which are relevant for the application of VAT, whereas the permanent establishment as defined by double taxation conventions needs to carry out an economic activity capable of generating profits, irrespective of whether the transactions involved in this activity are relevant for VAT. These ideas have been widely highlighted by the tax literature
 and, in some Member States, these distinctions have also been expressly clarified by the tax administration and by the courts (e.g., in the case of Italy, the difference has been upheld by the Supreme Court).

Other aspects that have already been highlighted are the differences in the force of attraction, i.e. the more limited force of attraction of the fixed establishment in VAT – linked to the working of the territoriality principle – in comparison with the force of attraction of the permanent establishment in direct taxation (allowing the application of both territoriality-based taxation in the source state of worldwide taxation, with foreign tax credits, in the residence state), and the irrelevance of the relationships with the foreign head office in the case of the fixed establishment for VAT purposes, as opposed to the relevance in the case of the permanent establishment for income tax..

These technical differences can be seen as a reflection of the relevance of the permanent establishment in the assessment of the overall ability to pay of the legal taxpayer, as opposed to the completely different role of the fixed establishment in VAT, as well as a reflection of the different objectives in terms of the distribution of tax revenues.

From the ability-to-pay viewpoint, the fact that a fixed establishment in another state does not come into play in determining the obligations of a taxable person based in a given state, although that fixed establishment may be the factor making possible the obtaining of profits in the state of location, thanks to the possibility of better serving local final consumers, is consistent, in the end, not only with the territoriality, but also with the destination, principle. Furthermore, it can be “interpreted” as showing the ability to pay of the final customer as the one concerned by the VAT and as a demonstration of the legal taxpayer’s role of tax collector (which role can only be performed in its own state).

Nonetheless, a clear distinction in terms of inconsistency, of the nexus in VAT with the ability to pay of the legal taxpayer,  and consistency with this ability to pay of the nexus in direct taxation, does not seem to (always) be possible. On the one hand, those who accept – as mentioned in part 2 above - that the activity of the VAT legal taxpayer in generating added value may signal economic capacity (i.e. the same ability to pay which is deemed to be subject to direct taxation) - could argue that even the foreign fixed establishment of a legal taxpayer, where part of the overall added value is generated, can serve, in its state of location, to indicate to that state that part of the overall economic capacity would be generated there (and in the case, e.g. of a fixed establishment consisting of a branch with permanent technical and human resources, this can also constitute a permanent establishment for source-based direct taxation). On the other hand, in relation to the unresolved issue concerning a hypothetical case of dissociation between the permanent home and the main concentration of economic and personal interests ("centre of vital interests"), indicated in the previous section, if the tiebreaker rule is interpreted as meaning that the first tiebreaker criterion indicated by double taxation conventions prevails anyway, residence as nexus for direct taxation could be regarded as inconsistent with the overall ability to pay as better assessable by the state where the interests of the taxpayer are concentrated. 

Moreover, if we accept that the usual residence/normal residence for VAT purposes, when used as nexus for the legal taxpayer in the absence of the alternative forms  (central seat [are these the criteria? YES, I HAVE INDICATED THE CRITERIA ABOVE IN THE TEXT, IN 1.1.1.; THEY ARE THE MAIN PLACE OF BUSINESS, THE FIXED ESTABLISHMENT ETC.. ), coincides with the centre of permanent interests as defined by the ECJ, one can be easily realize that the nexus for the legal taxpayers in VAT occasionally in practice can be allocated to the state which should, based on our logical premise, assess the overall ability to pay.  Lastly, from the viewpoint of the effectiveness of the nexus in allocating tax revenue, it can be noted that the main place of establishment/central seat in the sense of place where the essential decisions of the management are taken, as intended for VAT purposes, may coincide with the place of effective [? OK]management and control as referred to by the tiebreaker rules of double taxation conventions.

1.2.  The “permanent centre of interests” to be used as tiebreaker rule for personal direct taxation purposes?

Although the ECJ judgments indicating the criteria for identifying “normal residence” as “permanent centre of interests” of a natural person were concerned with the field of indirect taxation, specifically Directive 83/182/EEC on tax exemption within the Community for certain means of transport temporarily imported into one Member State from another the Supreme Court of one Member State has taken a position which, in our view, may give rise to controversy on the allocation of tax residence for direct tax purposes between two Member States.

Specifically, the Italian Court of Cassation, in a ruling issued in 2001
 and, in even clearer terms, in a 2008 ruling
, made direct reference to the criteria listed by the ECJ in its case law that defined “normal residence” for the purpose of Directive 83/182 [I am assuming that the rest of this sentence refers to the Italian Court’s ruling?? This was not clear from your original YES IT REFERS TO THE ITALIAN COURT RULING ] in order to conclude – seemingly, by stating a general principle – that the tax residence for income tax purposes of individuals who found themselves to be residents in two EC Member States is to be determined by identifying the location of the “centre of permanent interests”, meaning the centre of its economic and personal ties according to the criteria listed by the ECJ case law on Directive 83/182, and that, in the event of economic and personal ties being located in different Member States, residence is to be allocated to the state where personal ties lie.

The prevalence of personal ties over occupational (economic) ties in determining the “normal residence” in the event of these ties being in different Member States, is indicated by Directive 83/182 for its purposes and by the related ECJ case law. Consequently, the key aspect of the Italian Court of Cassation’s position lies in the fact that it expressly uses, as tiebreaker rule in residence allocation for personal direct taxation purposes, exactly the same criteria that are laid down by an EC Directive in the field of indirect taxation and which were specified by the related ECJ case law for the purpose of that Directive only.  Such a position, if it were accepted by all Member States in the case of natural persons, would arguably determine the coincidence between the nexus for residence allocation in direct tax treaties and the “normal residence” when used as nexus in indirect taxation. This includes VAT amongst the indirect taxes concerned for reasons of consistency within EC tax law. In other words, with reference to the comparison between residence as nexus in direct taxation and residence as nexus in VAT, the overall outcome would be a difference in the importance of residence – a key criterion in direct taxation, but an alternative criterion in VAT to be used in the absence of a main seat of economic activity or of a fixed establishment or of a permanent address – without any difference in the notion of residence itself.

However, a further issue raised by the express use of the concept of “permanent centre of interest” as intended under Directive 83/182, and consequently the reference to personal ties as tiebreaker rule of last resort for residence allocation, is whether or not the tiebreaker rules laid down by Art. 4 of the OECD Model and in the corresponding provisions of double tax conventions would be partly displaced. In the authors’ view, despite the fact that the “permanent centre of interests” (both personal and occupational/economic ties) could be regarded as reflecting the “centre of vital interests” (place where personal and economic relations are closer) referred to by the tiebreaker rules of double tax conventions, the issue arises for two reasons.

First, the issue arises because in the OECD Model and generally in the double taxation conventions, the “centre of vital interests” is listed, in a hierarchical order, as a tiebreaker rule of second resort after the availability of a permanent home, which is autonomously the first tiebreaker criterion. S   regards the “permanent centre of interests”, the availability of accommodation is only one of the factors to be considered within the definition of this concept. Accordingly, the direct [needs clarification: why direct? By whom? DIRECT IN THE SENSE THAT THE “PERMANENT CENTE OF INTERESTS” DOES NOT COME SECOND TO ANY OTHER RULE] use of the “permanent centre of interests” would appear to be an alternative to the first autonomous criterion listed in the tiebreaker rules of double taxation conventions. Such an overlap, with partial displacement of the latter rules, would be the result unless a search for all other relevant factors when identifying the permanent centre of interests was made only if it was impossible to identify the availability of accommodation in one Member State only or its availability in both of the Member States. Nonetheless, such an order of importance amongst the factors identifying the permanent centre of interests is not indicated by the ECJ case law, and can thus be left to the discretion of national courts, whereas the specific hierarchical order is laid down by double taxation conventions in the allocation of residence.

Secondly, the issue arises because, whereas in the case of difficulty in identifying the centre of permanent interests in one state due to the location of personal and economic ties in different Member States this centre needs ultimately to be identified by giving priority to personal ties, and the personal ties are thus used as tiebreaker criteria, if it si impossible to identify the centre of vital interests under a double taxation convention the subsequent tiebreaker criteria to be applied is the habitual abode (which assumes a comparison between the length of time spent in the two countries concerned, which comparison does not need to be made in identifying the permanent centre of interests). In this respect too, resorting to the centre of permanent interests would thus appear to displace the tiebreaker rules of the double tax conventions.

The response to the issue – and thus to the question whether the “permanent centre of interests” as connecting factor for identifying residence in direct taxation would cause a coincidence with indirect taxation, at the cost of displacing the double taxation convention tiebreaker rules, or whether it would only indicate a similarity, and thus room for differences – depends on the position one takes as to whether the ECJ case law concerning direct taxation in relation to the free movement implies that residence is the connecting factor for comprehensive taxation as long as the main economic and personal interests are concentrated there.

A first position may be that the ECJ case law according to which a non-resident taxpayer is entitled in a Member State where he derives most or all of its income  to all deductions and allowances (including deductions for negative rental income suffered in the residence Member State) taking into account his overall ability to pay was not intended to mean that in the case of dissociation between the state of availability of the permanent home (i.e., the state of residence under the first tiebreaker criterion) and the state in which the main financial and personal interests are concentrated the connecting factor for comprehensive taxation is allocated to the latter state. In this case, there would be a key conceptual difference between the “residence” as nexus for comprehensive direct taxation as allocated by tiebreaker rules in direct tax treaties and the “normal residence”/”permanent centre of interests” as nexus for indirect taxation. [this was a very long sentence – could you break it into two (at least) for the sake of readability?]
The two concepts would be similar but not identical, because the concentration of the economic and personal interests would be a possible, but not necessary, element as a connecting factor for direct taxation as allocated by the tiebreaker rules, whereas it would be a necessary element in the “permanent centre of interests” as nexus for indirect taxation purposes. The allocation criteria set out by the tiebreaker rule – i.e. permanent home first – would not be displaced in allocating the connecting factor for direct taxation purposes, and the “permanent centre of interests”, specifically with regard to personal ties which in the case of different location from the occupational ties prevail over the latter, could be seen as implicitly existing in the state in which the permanent home is located.

In contrast, if the ECJ case law at stake was intended to mean that, in the (however unlikely) event of dissociation between the state of the permanent home and the state of concentration of personal and economic interests the connecting factor for comprehensive direct taxation would be allocated to the latter state, the outcome would be a coincidence with the “permanent centre of interests”. In this situation this would mean displacing the allocation criteria set out by the tiebreaker rules. If one accepts this position, the underlying justification could only be that, in the situation at stake, the normal coincidence between the residence state and the state which is in the best position to assess the taxpayer’s overall ability to pay (a fact highlighted by the ECJ), does not exist.

2.  Allocating taxing rights and obligations to the relevant jurisdiction (with particular attention to double taxation conventions in the ECJ’s case law)

2.1.  Sharing taxing rights in VAT and income tax: does VAT harmonization make a difference?

As we have already mentioned, the nexus of taxpayers in income taxes and VAT should be considered not only from the point of determining who must bear the final tax burden according to the ability-to-pay principle. This nexus also decides which jurisdiction will enjoy the tax revenue and which will assume certain responsibilities towards the taxpayer: taking into account personal and family circumstances, removing (economic) double taxation or - if we move onto VAT issues- granting tax credits [but this is also an income tax issue, isn’t it? You might want to say: granting refund of input VAT] and delete the tax credits] or refunds.

The casual observer could think that there is nvertheless a big difference between VAT and income tax from the point of view of allocating taxing rights: on the one hand, VAT is broadly harmonized and EU directives govern to a large extent which jurisdiction will receive the tax revenues. Even more: as we have seen, the proposals based on the origin principle should be complemented with some kind of  “clearing mechanism”. Income taxes, on the other hand, are not harmonized - with a few exceptions of a narrow scope- and Community law contains very few and rather limited rules on the distribution of taxing powers among Member States.

Nevertheless, the legal landscape is not clear: comparative law shows that national legislators do not follow uniform criteria in defining the subjective nexus with the taxpayers, perhaps sometimes going beyond the leeway given by the Directive. The national anti-abuse provisions - even within the limits drawn by the ECJ - may introduce further divergence among Member States regarding taxpayer nexus. To make things even more complicated, the far too relaxed case law of the ECJ regarding the prohibition of non-harmonized turnover taxes - let us remember the recent Italian and Hungarian cases- promotes enacting creative taxes which will further distort the real nexus of VAT payers.

Regarding income taxes, it is true that they are virtually non-harmonized, but we must remember the broad network of double taxation conventions within the European Union. They are closely based on the OECD Model Tax Convention and the ECJ seems to suggest - with foggy arguments- that the principles of that convention are somehow integrated into EC law
. Furthermore, even if the Court seems to tolerate double taxation among {I assume you mean “among”; as it stood you were saying that each Member State had double taxation within its borders] Member States, it tends at the same time to formulate rules as to which jurisdiction should grant personal and family deductions to the taxpayer or even permit certain deductions of losses.

Taking into account, on the one hand, the attitude of Member States regarding VAT and quasi “turnover taxes” and, on the other hand, the development of ECJ case law,
 we may note a certain convergence in the tendencies regarding the distribution of the tax burden.

2.2.  Common criteria to distribute taxing rights as a possible consequence of the internal market and a pathway to further political integration

2.2.1.  VAT

Harmonized rules on VAT regarding taxpayer nexus are a must for the internal market. In our opinion, non-harmonized tax rates - even with a minimum general tax rate - are not the best option for the internal market, but this kind of distortion is patched [patched over?] through the “transitional” regimen for intra-Community transactions and the complicated set of location rules on the provision of services. Harmonized rules ensure that there is no double taxation and -at the same time- a reasonable distribution of taxing rights among Member States.

Taxation at origin would be theoretically better for the internal market, provided that tax rates were harmonized, but would introduce a dramatic distortion from the point of view of  attributing [allocating?] taxing rights. As we have already discussed, taxation is aimed at capturing the ability to pay shown by consumption -and also related to public expenditure that makes it possible to enjoy such consumption- but an origin-based tax would be collected by the Member State where the goods are provided. This would only make sense if the European Union were a centralized political organization and the central budget decided which level of services should be provided to the European citizens in every “region”.

2.2.2.  Income Taxes

As we have mentioned, some of the ECJ case law hints at the fact that the economic freedoms must be interpreted in accordance with the criteria of the OECD Model Tax Convention. However, the jugdments of the Court do not follow a straight line and do not clearly explain the legal basis of such a conclusion.

The aforementioned idea was formulated as early as in Schumacker
 and in the subsequent case law deciding which Member State must take into account the personal and familiar circumstances of the taxpayer. Other jugdments such as Gilly and van Hilten
 go further, considering that differences of treatment based on nationality are not discriminatory if they follow the criteria of the OECD Model Tax Convention. A third group of the case law (D, ACT Group Litigation)
 comes to a similar result, explaining that situations covered by different double taxation conventions are not comparable because each convention embodies a delicate equilibrium of mutual compromises. If this idea were developed to its ultimate consequence it would imply that the criteria of double tax conventions would always prevail over the EC freedoms and other EC Treaty provisions (e.g. rules on State aids). However, the Court has also pointed out that the economic freedoms should prevail over some provisions in double taxation conventions - provisions regarding taxpayer nexus- which do not follow the criteria of the OECD Model. Bring up the next sentence to be used as the last sentence of your paragraph]
In our view, his[its? You are referring to the Court, which is an “it”] conclusion may only be justified if it could be based on EC Treaty itself or some higher provision of international law.

According to Art. 304 EC Treaty, “The Community shall establish close cooperation with the Organisation for Economic Cooperation and Development, the details of which shall be determined by common accord”. However, “close cooperation” does not imply by any means that the OECD Model should override EC Treaty provisions.

Another school of thinking might argue that some articles of the OECD Model embody (binding) international custom on the distribution of taxing rights. If this were so, such custom should be followed by EC law and should not be infringed [?] by the EC Treaty. Nevertheless, there is no real international custom on sharing taxing rights between different jurisdictions. The provisions of the OECD Model Tax Convention play a very important role in the negotiation of tax treaties but are not binding and the contracting parties may establish divergent arrangements (even if they are members of the OECD).

Hilling has suggested a bold theory to explain the case law of the Court
: in her opinion, the Court applies an implicit and hidden proportionality test in order to assess what would be worst for the internal market: on the one hand, to tolerate certain limited breaches of the EU freedoms caused by the tax treaty provision at stake or, on the other hand, to hold that some provisions of a double taxation convention are incompatible with the fundamental freedoms.

The answer of the Court depends – according to Hilling- on the relation of the provisions to the OECD Model Tax Convention that are at issue:

- On the one hand, if the specific provision follows the template of the Model it could be presumed that a similar article would be found in most double taxation conventions of the EU network. Therefore, considering them incompatible with the EU freedoms would lead to a serious damage in the aforementioned network, presumably with very negative consequences for the internal market. In this way, the proportionality principle would determine that the preservation of the treaties should prevail over a limited breach of the freedoms;
On the other hand, if the specific provision diverges from the OECD Model, interpreting it as being incompatible with EC law would produce no serious distortion in the European double taxation convention network.

We shall later discuss the explanation of Hilling, but let us now accept it in a provisional way in order to analyse its consequences for our comparation of VAT and income taxes.

2.2.3.  Parallelism and divergences

If this reasoning holds, we would have to come to the conclusion that taxpayer nexus in both income taxes and VAT must be regulated in a harmonized way within the European Union, as far as it [= the nexus??? Or did you mean the two taxes?? Then “they are” is okay] is related to the allocation of taxing rights, in order to ensure the functioning of the internal market.

In the case of VAT, such harmonization has been carried out in a direct way by the European Institutions. Regarding income taxes, proper harmonization is quite difficult to achieve - we can recall the hard work on the CCCTB - but there is already an indirect harmonization through the OECD Model Tax Convention.  Under Community law, its provisions are not binding on the Member States, but they grant a safe harbour to the national authorities. Provisions of double taxation conventions between Member States diverging from the Model are not as such incompatible with EC law, but cannot be justified if their content infringes the fundamental freedoms or other rules of EC law.

Let us now assess whether Hilling's hypothesis is correct. The weakest point is that the several judgments she invokes make no explicit reference to the proportionality test. On the other hand, we think that Hilling's proposal is the best (and perhaps the only) explanation for understanding the apparent discrepancies among the judgments of the Court related to tax treaties and also the best solution to reach the needed equilibrium between EC law and tax treaties.

From external signs (the results of the jugdments) we can assume that the Court has been oriented [what do you mean? affected ??] by the proportionality principle. This explanation would be coherent  with the  Member States' obligation "to observe the limits Community law poses", taking into account that "tax treaties containing provisions which infringe Community law obviously do not satisfy this requirement"
. 

Nevertheless, the proportionality test  is not explicitly carried out by the Court and a proportionality test is not acceptable if no detailed explanation is offered. In Mutén's words, "the Court, while showing a great sense of responsibility in playing [its] role, has established an intricate web of case law in an area where the legislative bodies of the Union have not been able to perform what should have been their task".

However, we agree with Hilling that - without real tax harmonization or a multilateral agreement - preserving the main guidelines of the OECD Model Convention regarding the allocation of taxing rights contributes to the good functioning of the internal market in a similar way as the harmonized VAT rules on taxpayer nexus are a must for achieving the same objective.

2.3.  An alternative approach: comparing VAT and CCCTB 

An interesting alternative to this approach would be to harmonize the corporate tax base within the European Union along the lines of the Common Consolidated Corporation Tax Base proposals.
 Even if the Commission has decided to postpone the draft directive we must point out the similarities between the system designed in the CCCTB working papers and the proposals of VAT harmonization based on the orgin principle.

In both cases the harmonization is or would be (essentially) limited to the tax bases, whereas the tax rates could be set (with certain restrictions in the VAT) at the national level. In both cases the "main" legal taxpayer would be located in the Member State that is in a better position to administer the tax (with the co-operation of other Member States) and in both cases a sort of "clearing mechanism" (the "sharing mechanisms in the case of CCCTB) would be needed to fairly distribute the taxing rights among the Member States.

If the suggested VAT origin principle would require a clearing mecanism and the "sales factor" would be taken into account in the CCCTB sharing mechanism, it would make sense that the latter would be directly based in the sales at destination, to avoid the need of a further adjustment.

That seems to be the view of the CCCTB WP [explain?], which nevertheless bases its reasoning on praticability arguments:

"44. It should also be mentioned that most Member State [see my comment below and for other “MS” instances] experts that would support the inclusion of sales as a factor would prefer sales measured 'at origin' (taking into account the place from which the goods are shipped) rather than 'at destination' (taking into account the place in which the goods are ultimately delivered). However, the Commission Services believe that sales by origin has a weak conceptual basis as an income generating and apportioning factor. First of all, it replicates to a significant extent the role played by assets and payroll as income-generating factors. Secondly, if intra-group transactions were eliminated from the factor – as it seems plausible both for conceptual and practical reasons – sales by origin would not attribute the tax base to the 'right' locations, in the sense that the effects of the contribution of intermediate inputs to the generation of income or the differences in productivity of the other factors across a chain of companies of a given group would not be 'picked up'". 

"45. The location of the factor 'sales by origin' could be easily manipulated (thus allowing tax planning via factor shifting) because the place of shipment to third parties is easy to control (although possible transportation costs have to be taken into account). A similar        risk would exist for the 'sales by destination'-factor; however, due to transport costs (the        goods are meant to be physically delivered to the place of destination) and the reduction        of the profit margin (in case of the use of an independent agent, for instance) the factor        shifting would be of less concern. In addition, sales by destination are less mobile,        because companies can not control the location of consumers as they can with the        location of assets and employees. Therefore there appear to be fewer possibilities for tax        planning with a 'sales by destination'-factor. These are the main reasons why the        Commission Services would be inclined to suggest the inclusion of a 'sales by        destination'-factor in the formula". 

"46. Although the concept of sales by destination is currently not used for allocating taxing rights on corporate income among various jurisdictions (or at least not explicitly), it can be argued that 'demand' is an income generating factor since companies make profit only insofar as their output is sold. The role of a sales factor in the formula is to represent the demand side in the generation of income and for that it has to be measured at destination. 'Sales by destination' is used in existing formulary apportionment systems on this conceptual basis".

"47. It is also often affirmed that 'demand' in the Member State [check original; if original was “MS” then ignore my change] of consumption is already taxed in the EU via VAT. However, also other factors (such as assets and payroll) are subject to other taxes than corporate income tax in the MS of production. Moreover, the inclusion of a factor in the formula does not imply a new taxation of this factor but the allocation of taxing rights among taxing jurisdictions on the basis of this factor. There was also a concern that compensating consuming states via corporate taxation would duplicate the effect of the VAT in the EU. However, only a part of the tax base – which would depend on the weight of the sales factor in the formula – would be attributed to consuming states; manufacturing states would be remunerated via the labour and the asset factor as supply-based factors". 

This line of reasoning shows a remarkable parallelism between the taxpayer's nexus in both VAT and corporate income tax. On the one hand, the legal VAT taxpayer is particulary relevant for determine the sharing of taxing rights (not so much for allocating the tax burden to the ability-to-pay holder);
 on the other hand, the "sharing mechanism" is not based on ability-to-pay considerations but only aims to share taxing rights in a practicable way.

To conclude this "alternative approach", we must recall the existence of  special regimes for the taxation of groups of companies in both VAT and corporate taxes.
 The VAT regimen has its legal basis in Art. 11 of Council Directive 2006/112/EC of 28 November 2006 on the common system of value added tax [former Art. 4 and Annex A]
, according to which:

"After consulting the advisory committee on value added tax (hereafter, the "VAT Committee"), each Member State may regard as a single taxable person any persons established in the territory of that Member State who, while legally independent, are closely bound to one another by financial, economic and organisational links".

The Spanish legislator has recently introduced this VAT group taxation regime through Art. 3(5) of the Act 36/2006, of  29 November on measures to prevent tax fraud.

IV.  Conclusion
The taxpayer's nexus in VAT and income taxes should be analysed from a twofold perspective: as a way to determine who must bear the final tax burden according to the ability-to-pay principle and as a tool to allocate taxing rights among concurrent tax jurisdictions.

This twofold perspective offers a key to understanding the differences between the technical concepts, of which in our view a particularly significant example is the difference between “fixed establishment” for VAT purposes and “permanent establishment” for direct taxation purposes. The concept of fixed establishment for VAT purposes is more restrictive than the concept of permanent establishment for direct tax purposes: the fixed establishment does not admit of the agency permanent establishment, which can be found in the permanent establishment; it necessarily requires the stable presence of adequate human resources, which is not necessarily the case for the permanent establishment (e.g., in the case of a server used in e-commerce); it must relate to the carrying out of transactions that are relevant for the application of VAT, whereas the permanent establishment as defined by double tax conventions needs to carry out an economic activity capable of generating profits, irrespective of whether the transactions involved in this activity are relevant for VAT.

These technical differences can all be seen as a reflection of the relevance of the permanent establishment in the assessment of the overall ability to pay of the legal taxpayer, as opposed to the completely different role of the fixed establishment in VAT. Moreover, they reflect the different objectives in terms of distribution of tax revenues.

In light of these differences, the fact that the notions of permanent establishment for direct tax purposes and of fixed establishment for VAT purposes do not coincide seems to be unsurprising. Nevertheless, three extra-EU countries have adopted the same notion of establishment for direct tax and for VAT purposes, for practical reasons of simplification of the administration of both kinds of taxes for those taxpayers who have both direct tax and VAT obligations. Although these countries have adopted the same concept of (fixed/permanent) establishment for administrative reasons, there would appear to be a further rationale for a uniform concept: the relation between the "added value" (revealed by the fulfillment of VAT obligations) and the profit as a sign of ability to pay of the VAT  "legal taxpayer".          

According to the traditional position - which we share- VAT should tax consumption as a sign of ability to pay. Nevertheless, another approach considers that creating “added value” is as such a way of ability to pay. In our view, this alternative theory is not suitable for assessing the subjective ability to pay, but it could be further explored as a tool for allocating taxing rights. In other words, the "added value" generated by the independent economic activity of the "legal taxpayer"
 cannot in our view be an autonomous indicator of ability to pay (because it does not always result in new wealth), but it might well suggest that the same taxpayer may obtain a profit, i.e. that the same taxpayer is going to show an indicator of ability to pay. If one accepts that the existence of "added value" (revealed when VAT periodic settlement obligations result in payment to the tax administration)  can act as a "signal" of the possible generation of new wealth of the legal taxpayer itself, i.e. as a signal that an indicator (the profit) of ability to pay can arise,  it would be logical to allocate taxing rights for VAT purposes (and income tax purposes) to the jurisdictions where the "added value" is being generated (and where, in consequence, the profit can arise). Ultimately, from this particular viewpoint, it would thus be logical to use the same concept of establishment for direct tax and for VAT purposes: a coincidence of the definitions that in the above-mentioned non-EU countries already exists and which is based on practical reasons would thus be given a conceptual underpinning.      

If one accepts the theory based on the added value as a tool for allocating taxing rights, the taxable object of the VAT would be related to consumption regarding the ability to pay and to a potential generation of wealth (“added value”) from the point of view of allocating taxing rights. As this conception would bring the rationale underlying the selection of the VAT legal taxpayer (generation of “added value”) closer to the taxable object of income taxes (profit), it would have an important implication for future developments within the EC. The implication would be that, to meet the need for the highest possible degree of legal certainty and of simplification (to the benefit of businesses operating within the internal market), it would be easier to design a uniform nexus, at EC level (rather than at the level of individual Member States), for both direct and indirect taxation, and to offer this uniform nexus as a new option to natural and legal persons carrying on cross-border taxable activities. 

This idea of an “European Community tax residence”, in our view, could be first taken into consideration, by way of enhanced cooperation, by the group of Member States that are most committed to European integration, and which consider their own ultimate interests as coinciding and as lying in the simplification of the overall tax law environment within the Community, in the minimization of the overall scope for abuse and fraud by taxpayers and, ultimately, in the protection of their own revenue interests.  This idea could be the key to ensuring a bottom - up, market-driven coordination, the proper functioning of the internal market and, in the end, to protecting the financial interests of the Member States involved.  

If one thinks of the VAT in the terms just indicated
 this might be viewed as not being in the spirit of the Directives introducing it. However, the tax literature highlighted some years ago that new times can induce us to re-interpret the values and objectives of EC law
, to better achieve the ultimate objectives of the EC Treaty. 

Nevertheless, it is possible that the coming together of subjective nexus in VAT and corporate income tax will take place along other lines: the Commission suggests sales at destination as a suitable criterion - together with assets and payroll- to design the sharing mechanism of the common consolidated corporation tax base.

In any case we can see a tendency to further coordination between the taxpayer's nexus in VAT and income taxes within the European Community. It would be a fashionable topic for another day.
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