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l. Introduction

On 7 January 2011, the Hoge Raad der Nederlanden (Netherlands Supreme Court)
held that the Dutch tax unity regime is not incompatible with European Union law,
on the footsteps of the judgment of the Court of Justice in X Holding®. Specifically,
the Hoge Raad considered that the Dutch rules that disallow a cross-border tax unity
with subsidiaries resident for tax purposes in another Member State are compatible
with the freedom of establishment”.

The X Holding judgment is one of the latest stocked by a number of academics and
authors in the pile of the allegedly most inconsistent decisions of the Court of
Justice®, criticism undoubtedly increased by the relevance of the subject matter and
even the timing of the decision®. Although it has been noted that criticism of its
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case-law on direct tax issues has become a “venerable tradition” ® — with the
allegations ranging from inability’ to volatility® —, it is indeed a tradition with
numerous followers, many of whom are of the highest calibre.

One of the reasons may be that the quality of the decisions of the Court of Justice
does not meet the desirable standards. An alternative reason may be that many of
those tax academics and authors have thus far analysed the case-law on direct tax
issues from a tax perspective. Through a tax lens, some of the decisions of the Court
on direct tax cases may appear contradictory. For instance, it is difficult to
understand why in Manninen® the Court went to such a great length to prevent
economic double taxation but failed to condemn juridical double taxation — hand-in-
hand with disrespect for a Double Tax Convention (“DTC”) by a Member State — in
Kerckhaert-Morres™ and its remake Damseaux™.

However, according to Article 19(1) of the Treaty on the European Union (“TEU”),
it is for the Court of Justice to “ensure that in the interpretation and application of
the Treaties the law is observed”. This means the Court is primarily an “internal
market court” — not a tax court — entrusted with the responsibility of guiding the
interpretation and application by national courts of the freedoms and principles that
constitute the fabric of the common purposes set out in Article 3 TEU and the pillars
of EU law. Except for extraordinary circumstances provided for in primary law,
such freedoms and principles are incompressible. This means that EU law prevails,
even if to the detriment of tax law principles. The concern of the Court must be the
consistency of the interpretation of EU law freedoms and principles, not of tax
measures adopted by Member States. This paper tries to show that that was exactly
what the Court did — yet again — in X Holding.
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1. Application of structural concepts
a. Structural concepts

The jurisprudence of the Court is built upon common blocks — hereinafter, the
“structural concepts” — and its decisions, based on a precedential model which
ensures an easier congregation of opinions from the various judges, are usually
painstakingly drafted with a view to evidencing the origin and consistency of the
application of such structural concepts. Those structural concepts — which are not
specific to the analysis of the compliance of a domestic tax rule with EU law but are
instead a common denominator in all areas and subjects — may be classified as
follows:

(i Comeparability;
(i) Obstacles; and
(iii)  Justifications.

The analysis of the decision in X Holding evidences that, notwithstanding the natural
evolution of the jurisprudence, there is no inconsistency, contradiction or disruption
as regards the interpretation and application of these structural concepts.

b. Comparability
Q) General remarks

Although the Court is also frequently called to interpret EU law pertinent to
domestic cases (e.g., Leur-Bloem*? and Les Vergers du Vieux Tauves®), a
cross-border element is usually involved where an issue arises of possible
non-compliance of domestic direct tax rules with EU law, particularly where
primary law is at stake. Therefore, the Court first needs to assess whether
the situation under analysis is comparable to a purely domestic situation and
contrast both for a possible difference in treatment and for a possible
restriction in the exercise of any of the freedoms enshrined in the Treaty on

12 ECJ, 17 July 1997, Case C-28/95, A. Leur-Bloem and Inspecteur der Belastingdienst /
Ondernemingen Amsterdam 2, (“Leur-Bloem”), [1997] ECR 1-4161.

13 ECJ, 22 December 2008, Case C-48/07, Service public fédéral Finances v Les Vergers du
Vieux Tauves SA. (“Les Vergers du Vieux Tauves”), [2008] ECR 1-10627.
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the Functioning of the European Union (“TFEU”)". Neither the TFEU nor
any other source of law provide guidance on what features or circumstances
may be considered when ascertaining whether a situation is comparable, or
not, but the Court has developed a consistent approach in that regard. X
Holding is yet another landmark decision fitting a consistently woven
pattern.

(i) Comparability level

Comparability should be established at the level of the taxpayer and not by
reference to other elements of the situation, as for example subsidiaries (e.g.,
Bosal™, Marks & Spencer®®, Rewe'’). In Marks & Spencer, possibly
influenced by the arguments made before them, the United Kingdom (“UK”)
Special Commissioners did not detect a breach of EU law because they
compared the position of a foreign subsidiary and a foreign branch of a UK
company when they should have compared two UK parent companies, one
with foreign subsidiaries and the other with UK subsidiaries. The Court had
actually made this point clear in ICI*® several years before.

In X Holding, the crux of the matter was whether the possibility granted by
Dutch law to resident parent companies and their resident subsidiaries to be
taxed under a regime of fiscal unity, i.e., as if they formed a single tax entity,
was a breach of EU law considering that such fiscal unity was not available
to Dutch resident parent companies and their non-resident subsidiaries. The
Netherlands, German and Portuguese Governments tried to bring the
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impede or render less attractive the exercise of [a] freedom must be regarded as obstacles”
(ECJ, 28 February 2008, Case C-293/06, Deutsche Shell GmbH v Finanzamt fir
GrolRunternehmen in Hamburg (“Deutsche Shell””), [2008], ECR 1-01129, paragraph 28).
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(“Bosal”), [2003] ECR 1-9409, paragraph 39.

ECJ, 13 December 2005, Case C-446/03, Marks & Spencer plc v David Halsey (Her
Majesty's Inspector of Taxes) (“Marks & Spencer”), [2005] ECR 1-10837, paragraphs 36 ff.

ECJ, 29 March 2007, Case C-347/04, Rewe Zentralfinanz eG v Finanzamt Koéln-Mitte
(“Rewe”), [2007] ECR 1-02647, paragraph 33.

ECJ, 16 July 1998, Case C-264/96, Imperial Chemical Industries plc (ICI) v Kenneth Hall
Colmer (Her Majesty's Inspector of Taxes), (“ICI”), [1998] ECR 1-4695, paragraphs 22 and
23.
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comparability discussion to the level of the subsidiaries of the taxpayer™,
arguing that “those two situations are not objectively comparable, as
resident subsidiaries and non-resident subsidiaries are not in comparable
tax situations with regard to a tax scheme such as that at issue in the main
proceedings... [Specifically], a subsidiary which is established in another
Member State is not subject to the fiscal jurisdiction of the State in which
the parent company is established, with the result that it cannot be

integrated into a tax entity subject to tax in the latter State”?.

The matter may be described from one vantage point, but it is honetheless
surprising that, if not since ICI, at least after Marks & Spencer,
Governments persist in the same flawed approach. When the Court analyses
whether a certain domestic tax rule is compatible or not with the TFEU
freedoms, it does so by scrutinising the impact of the rule in question on the
exercise of such a freedom by the taxpayer subject to the rule. Thus, in X
Holding the Court had to provide guidance on the interpretation of EU law
by reference to the exercise, by a parent company, of its freedom of
establishment. The rights of the foreign subsidiaries were not at stake.
Therefore, the Court noted that “a resident parent company wishing to form
a single tax entity with a resident subsidiary and the situation of a resident
parent company wishing to form a single tax entity with a non-resident
subsidiary are objectively comparable with regard to the objective of a tax
scheme such as that at issue in the main proceedings”*. The situation of the
parent company wishing to form a single tax entity is the framework of the
comparability analysis. It is noteworthy that, when remarking that the
residence of taxpayers may justify a different treatment, it does so from the
perspective of the Member State of establishment®, whereas in X Holding
the “defendant” is the origin State. The essential differences between host
State and origin State situations appear to not have been apprehended by
some Member States.

The matter may be one of expectations. Some academics appear to expect
tax law in an EU context to be not only intricate and complex, which indeed
it is, but to have the dense convolution of quantum physics and persist on
criticising the Court for not recognising it, claiming for instance that the said
paragraph 24 is “murky as well as over simplistic”?*. Others insist on
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As it had been tried before in Bosal (paragraph 18), Marks & Spencer (paragraph 36) and
Rewe (paragraph 32), for instance.

X Holding, paragraph 21.
X Holding, paragraph 24.
See X Holding, paragraph 23.

Almendral, Violeta, “An Ever Distant Union: the Cross-Border Loss Relief Conundrum in
EU Law”, Intertax, Volume 38, Issue 10, 2010, p. 494.
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comparing not the taxpayer exercising the freedom of establishment — the
parent company — but its subsidiaries®*, demanding a discrimination test that
would allegedly be necessary in order to be consistent with previous case-
law, without being able, however, to indicate a single case where the Court
applied that kind of comparator, because the subsidiaries are not the
taxpayer from an origin State standpoint. The point is neither that “a foreign
subsidiary and foreign permanent establishment may be treated differently,
provided there is no discrimination compared to a domestic situation”?,
nor that the Dutch tax unity regime “discriminates between a domestic
subsidiary (which may benefit from group treatment and thus from
treatment as a branch) and a foreign subsidiary (which has no access to
group treatment)”?®. The tax rule potentially in breach of the EU law
freedoms is a rule of the origin State (in this case, Netherlands) and neither
the subsidiary nor the PE as such that are taxed therein. It is the freedom of
establishment of the company resident in the origin State which is affected
by the rules of the origin State, not its subsidiary or the profits attributable to
the PE in the host State. The point is that: (i) a parent company with a
foreign subsidiary cannot be detrimentally treated by its origin State when
compared to a parent company with a domestic subsidiary and that (ii) a
parent company with a foreign PE cannot be detrimentally treated by its
origin State when compared to a parent company with a domestic PE. This
is the correct level of comparability because it is the parent company that
exercises the freedom of establishment from an origin State standpoint
(when it decides to go abroad) and therefore it cannot be restricted in doing
so without justification. At the level of the host State, it is either the
subsidiary or the foreign company for the portion of its profits imputable to
the PE that are taxed, not the foreign company “as a whole”, thus the
subsidiary and the “portion” of the foreign company that constitutes a PE in
the host State are the taxpayer for comparability purposes and there cannot
be any discrimination as regards the form they assume because the single
term for comparison is in principle a local company?’, although not
necessarily so®.
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See Van Thiel and Vascega, “X Holding...”, cit., p. 347, and Weber, “X Holding...”, cit., p.
70.

Weber, “X Holding. Refusal...”, cit., p. 70.
Van Thiel and Vascega, “X Holding...”, cit., p.346.

See Van Thiel and Vascega, “X Holding...”, cit., pp. 343 and 344, and Almendral, “An
Ever...”, cit., p. 492.

Although the Court has never dealt with such a situation and in practice it may be unlikely,
one may venture that in case there is a domestic PE with a special regime (which is however
open to PEs of foreign entities, thus not in breach of the non-discrimination principle,
including the one enshrined in DTCs), the host State might differentiate between a subsidiary
and a PE of a foreign company, provided the PE was not accorded a less favourable treatment
than that granted to a domestic PE. One example may, for instance, PEs in free zones. If, for
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From the origin State point of view, a restriction on the exercise of the

freedom of establishment is ascertained by comparing with the equivalent

type of corporate structure in a domestic setting: parent engaging the

freedom of establishment by setting up a subsidiary in another Member
State and another parent not engaging such freedom by setting up a
subsidiary in its own country, on the one side, and a company setting up a

PE in another Member State or in its own country, on the other.
Disregarding that this has always been the thinking of the Court is the true
reason why many of its decisions continue to be allegedly inconsistent,
surprising and contradictory, when in fact they are exactly the opposite if the

vantage point is EU law, not simply tax law.

It has been remarked that “the comparator from an origin member state
differs from that of a host member state”®, but what this means is that,
whereas from an origin State standpoint two origin State nationals are
compared, in a host State scenario the comparison is between a foreign
national and a host State national. From a classification standpoint the

comparator remains the “comparable taxpayer”. The difference is that for

the host State the foreign national is only comparable to a local company to

the extent that some of its profits are attributable to a PE (deemed to be a
local taxpayer), whereas from the origin State standpoint the company as a

whole is compared (engaging, or not, the fundamental freedoms).

(iii)  Substance over form

Secondly, the Court of Justice disregards superficial differences and

establishes comparability in substance, not in form*. The Court

is

instance, the cost deductibility rules applicable to PEs in free zones were more restrictive
than those applicable to companies without such PEs, one would expect that, if a free zone
PE of a company of another Member State complained about a discriminatory treatment as
compared to that of subsidiaries without such type of PE, the Court of Justice would say that

a free zone PE and a subsidiary without such PE would not be comparable.

29 O’Shea, Tom, “Dutch Fiscal Unity Rules Receive Thumbs up From ECJ”, Tax Notes

International, Voume 57, no. 10, March 8, 2010, p. 835.

30 It does not appear that the Court of Justice sometimes uses a “factual comparability”
approach and in other cases a “legal comparability” approach (see Lang, Michael, “Recent
Case Law of the Court of Justice in Direct Taxation: Trends, Tensions, and Contradictions”,
EC Tax Review, Kluwer, 2009-3, pp. 101 ff.). With all due respect, the Court of Justice does
not appear to privilege legal comparability when it says that “By treating the inheritances of
those two categories of persons in the same way... the national legislature has in fact
admitted that there is no objective difference between them” (ECJ, 11 September 2008, Case
C-43/07, D. M. M. A. Arens-Sikken v Staatssecretaris van Financién (“Arens-Sikkens”),
[2008] ECR 1-06887). Instead, the Court is simply remarking that the Member State whose
legislation is at issue actually acknowledges the comparability in substance. If the so-called
“legal comparability” were to take precedence over comparability in substance, the analysis
might be manipulated. By focusing on substance rather than form, the Court is able to thwart

any attempt to that effect.
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relentlessly consistent regarding allegations of non-comparability by
Member States in the absence of objective and admissible criteria. More
than twenty years apart, the conclusions that “by treating the two forms of
establishment in the same way for the purposes of taxing their profits, the
French legislature has in fact admitted that there is no objective difference
between their positions”™ and that “the differences between a SICAV
governed by Luxembourg law and a share company governed by Finnish
law... are not sufficient to create an objective distinction with respect to
exemption from withholding tax on dividends received”* showcase the
Court’s unyielding defence of an objective analysis of comparability.

From a host State standpoint, the Court is able to detect the similarity
between a resident and a non-resident who “obtains the major part of his
taxable income from an activity performed in the State of employment™** and
reject it otherwise®). It is also able to identify the comparability between
residents and non-residents as regards the cost of acquisition of shares®. The
thinking of the Court appears to have developed into the conclusion that,
despite the usual statement that “the situations of residents and of non-
residents are not, as a rule, comparable”®®, “this is not a significant
restriction on the application of the non-discrimination principle as between
resident and non-resident taxpayers™’ and in practice almost only personal
circumstances can prevent comparability between resident and non-resident
individuals, although comparability may fail to be established in situations
where residence is essential to the purpose of the rule (Fearon®). Since no
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ECJ, 28 January 1986, Case C-270/83, Commission of the European Communities v French
Republic (“Avoir Fiscal”), [1986] ECR 273, paragraph 20.

ECJ, 18 June 2009, Case C-303/07, Aberdeen Property Fininvest Alpha Oy (“Aberdeen”),
[2009] ECR 1-05145, paragraph 55.

ECJ, 4 February 1995, Case C-279/93, Finanzamt Kdéln-Altstadt v. Roland Schumacker
(“Schumacker”), [1995] ECR 1-00225, paragraph 36.

ECJ, 14 September 1999, Case C-391/91, Frans Gschwind v Finanzamt Aachen-AufBenstadt
(“Gschwind”), [1999] ECR 1-05451, paragraph 28.

See ECJ, 19 January 2006, Case C-265/04, Margaretha Bouanich v Skatteverket
(“Bouanich”), [2006] ECR 1-00923, paragraph 40.

Schumacker, paragraph 36.

Gammie, Malcolm, “The Role of the European Court of Justice in the Development of Direct
Taxation in the European Union”, IBFD Bulletin, March 2003, p. 88.

ECJ, 6 November 1984, Case C-182/83, Robert Fearon & Company Limited v Irish Land
Commission (“Fearon”), [1984] ECR 03677.
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personal circumstances apply to companies®, comparability between them
is almost unavoidable when the host State exercises its taxing powers over a
migrant taxpayer, with® or without a permanent establishment — “PE”*.
Consistently with the reasoning developed by Advocate-General Geelhoed
and adopted in ACT IV GLO*, comparability requires that the State whose
legislation is at issue imposes the same charge to tax on both residents and
non-residents. In Truck Center®, the charges to tax were different* and
therefore situations were not objectively comparable, since taxpayers are not
in the same situation when the sources of their income differ. In ACT IV
GLO, it was only because the host State decided to extend its taxing powers
to subject non.-residents to the same charge to tax that these became
comparable to residents. In Truck Center, residents were not subject to
withholding tax but non-residents were not subject to corporate income tax
either®. Nevertheless, this does not mean that Belgium could use this fact to
impose a detrimental tax treatment on the foreign lender, since a restriction

39
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See Dahlberg, Mattias, “Direct Taxation in Relation to the Freedom of Establishment and the
Free Movement of Capital”, Kluwer Law International, The Netherlands, 2005, pp. 100 to
107).

E.g., Avoir Fiscal, paragraph 20; ECJ, 29 April 1999, Case C-311/97, Royal Bank of Scotland
plc v Elliniko Dimosio (Greek State) (“RBS”), [1999] ECR 1-02651, paragraph 30; and ECJ,
23 February 2006, Case C-253/03, CLT-UFA SA v Finanzamt KoIn-West (“CLT-UFA”),
[2006] ECR 1-01831, paragraph 30.

ECJ, 12 June 2003, Case C-234/01, Arnoud Gerritse v Finanzamt Neukdlin-Nord
(“Gerritse”), [2003] ECR 1-05933, paragraph 27, and ECJ, 12 December 2006, Case C-
374/04, Test Claimants in Class IV of the ACT Group Litigation v Commissioners of Inland
Revenue (“ACT IV GLO”), [2006] ECR 1-11673, paragraph 68.

See paragraph 68.

ECJ, 22 December 2008, Case C-282/07, Belgian State - SPF Finances v Truck Center SA
(“Truck Center”), [2008] ECR 1-10767.

See O’Shea, Tom, “Truck Center: A Lesson in Source vs. Residence Obligations in the EU”,
Tax Notes International, Volume 53, Number 7 February 16, 2009, p. 597.

Therefore, although this decision is arguably not one of the Court’s finest moments, since it is
scarcely justified, it does not seem fair to claim that the Court of Justice is “saying that
residents and non-.residents are different because residents and non-residents are different”
(Confédération Fiscale Européenne (“CFE”), “Opinion Statement of the CFE Court of Justice
Taskforce on Truck Center” (Case C-282/07), paragraph 16). Similarly, see De Broe, Luc,
and Bammens, Niels, “Belgian Withholding Tax on Interest Payments to Non- resident
Companies Does Not Violate EC Law: A Critical Look at the ECJ’s Judgment in Truck
Center”, EC Tax Review, Kluwer, 2009-3, p. 135. “Style” is sometimes a critical factor when
assessing the consistency of the case-law of the Court of Justice (see Vanistendael, Frans,
“The Court of Justice at the Crossroads: Balancing Tax Sovereignty against the Imperatives
of the Single Market”, European Taxation, IBFD, September 2006, pp. 416 and 417).
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might have been deemed to exist even in the absence of discrimination
proper®.

The same reasoning applies from an origin State standpoint to residents
acting in a purely domestic context vis-a-vis residents engaging some of the
TFEU freedoms. As an example of an origin State comparability analysis,
the Court found that “shareholders who are fully taxable in Finland find
themselves in a comparable situation, whether they receive dividends from a
company established in that Member State or from a company established in
Sweden™, reflecting the reasoning of, inter alia, Baars*.

In X Holding, the Court notes that the resident parent company not
exercising its TFEU freedoms (wishing to form a single tax entity with one
or more resident subsidiaries) and the resident parent company exercising
such freedoms (wishing to form a tax unity with non-resident subsidiaries)
are objectively comparable “with regard to the objective of a tax scheme
such as that at issue in the main proceedings in so far as each seeks to
benefit from the advantages of that scheme, which, in particular, allows the
profits and losses of the companies constituting the single tax entity to be
consolidated at the level of the parent company and the transactions carried
out within the group to remain neutral for tax purposes”. In other words,
the Court understands that, where it comes to availing of a beneficial tax
regime, the parent company which has exercised its freedom of
establishment setting up or acquiring subsidiaries abroad is substantially
equivalent to the parent company which has refrained from exercising such
freedoms.

(iv) Impact of DTCs

Finally, comparability depends on the taxpayers being on the same footing
whenever a DTC is at play. Therefore, and following its findings in non-tax

46

47

48

49

In paragraph 49 the Court clarifies that, although there is no discrimination because the
situations are not comparable, there might have been a restriction if there were a detrimental
impact to the migrant taxpayer, which implies comparing tax rates and the tax collection
procedures: the “Court determined that there was no such restriction on the freedom of
establishment and, for the same reasons, on the free movement of capital. This had to be on
the basis that the “‘headline’’ rate of tax charged under the Belgian corporation tax rules
was significantly higher than the headline rate of tax charged under the withholding
mechanism (O’Shea, “Truck Center...”, cit., p. 601 — emphasis added). Accordingly, if the
withholding tax rate exceeded the headline rate of corporate income tax applicable to resident
recipients of interest income, a restriction would exist.

Manninen, paragraph 36.

ECJ, 13 April 2000, Case C-251/98, C. Baars v Inspecteur der Belastingen Particulieren /
Ondernemingen Gorinchem (“Baars”), [2000] ECR 1-02787, paragraphs 29 ff.

X Holding, paragraph 24.
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jurisprudence (Matteucci®), the Court concluded that a German resident
owning property in the Netherlands was not in an equivalent situation to that
of Belgian residents also owning property in the Netherlands with regard to
the rights arising to the latter under the Dutch-Belgian DTC™. Specifically,
the German resident could not claim the application of rights that
Netherlands accorded to Belgian residents because Netherlands had done so
in the context of the overall balance achieved in the negotiation of the DTC.
Therefore, the Court rejected the application of the most-favoured nation
principle in a TFEU context™.

Obstacles
Q) Discrimination and restriction

In respect of direct taxation matters, the Court of Justice has to determine
whether a certain direct tax treatment represents an obstacle to the exercise
of the TFEU freedoms or, more broadly, a breach of the EU law principles
in general. The “negative integration” effect of its decisions> consists in the
removal of such obstacles, which can emerge as discrimination or
restriction.

In very broad terms, there is discrimination proper whenever a member
State treats non-nationals less favourably than nationals (i.e., not granting
“national treatment”) in a comparable position> . The significance of

50
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54

ECJ, 27 September 1988, Case C-235/87, Annunziata Matteucci v Communauté francaise of
Belgium and Commissariat général aux relations internationales of the Communauté
francaise of Belgium (“Matteucci”), [1988] ECR I-05589.

See ECJ, 5 July 2005, Case C-376/03, D. v Inspecteur van de Belastingdienst / Particulieren /
Ondernemingen buitenland te Heerlen (“D.”), [2005] ECR 1-05821, paragraphs 58 ff.(see, for
a more detailed discussion, O’Shea, Tom, “The ECJ, the ‘D’ case, double tax conventions
and most-favoured nations: comparability and reciprocity”, EC Tax Review, Kluwer, Vol.
14, 2005, pp. 190201, and Van Thiel, Servaas, “Why the ECJ Should Interpret Directly
Applicable European Law as a Right to Intra-Community Most-Favoured-Nation Treatment”,
European Taxation, IBFD, Part 1 (June 2007) and Part 2 (July 2007).

This particular issue was not relevant in X Holding and therefore this article does not expand
further on the subject

See Gammie, “The Role...”, cit., p. 98.

There can also be discrimination when different situations are treated equally, in such a
fashion that it has a detrimental impact for the migrant taxpayer (see ECJ, 11 August 1995,
Case C-80/94, G. H. E. J. Wielockx v Inspecteur der Directe Belastingen (“Wielockx™), [1995]
ECR 1-02493, paragraph 17, and ECJ, 6 December 2007, Case C-298/05, Columbus
Container Services BVBA & Co. v Finanzamt Bielefeld-Innenstadt (“Columbus Container”),
[2007] ECR 1-10451, paragraph 41, among many others. It has been argued that an example
is Deutsche Shell (see Lang, “Recent...”, cit., p. 99), although the Court appears to have
adopted a restriction approach (see O’Shea, Tom, “German Currency Loss Rules
Incompatible With EU Law, Court of Justice Says”, Tax Notes International, March 5, 2008).



12

The EC Tax Journal, Volume 12, 2011-12

comparability is emphasised by the fact that, ultimately, “the decision as to
whether there is discriminatory treatment depends on the choice of
comparator”. However, in the vast majority of the cases, particularly the
more recent ones (as domestic laws are progressively amended to better
conform to EU law), the breach of EU law is not so blatant and a
discriminatory treatment applies on the ground of residence, not nationality
(sometimes prompting “covert discrimination”).

Discrimination on the grounds of residence is perhaps more correctly
classified as indirect discrimination®, falling somehow in between the
prototypical examples of obstacles: discrimination on grounds of nationality
and restriction proper®’. The Court of Justice has consistently held that both
overt and covert discrimination are prohibited by the TFEU. Since the
concept of residence is a cornerstone of tax systems, failure to identify
indirect discrimination in rules treating comparable residents and non-
residents differently would seriously undermine TFEU freedoms and
principles. The consistency of the Court of Justice over a decade may be
illustrated by Schumacker® and Conijn®.

In any case, once comparability has been established, any differing
treatment in a host State to the detriment of a migrant taxpayer leads
inevitably to a finding of an obstacle. In such a scenario, the Court of Justice
finds the migrant “placed at a disadvantage by comparison” ® with the non-
migrant or “subject to a tax which is higher than that applied to residents
and... consequently in a less favourable position than the latter”®. In this
regard, it is important to note that in the host State, a subsidiary of a foreign
company will in principle be considered a non-migrant, because it is a
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London, 2008, p. 33
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(“Conijn™), [2006] ECR 1-06137, paragraph 25.
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creature of national law®, which is why in the host State there is still a
migrant / non-migrant analysis between the foreign company which
triggered a PE in such State, but only inasmuch as profits are attributable to
such PE, and a local company®.

Finally, a non-discriminatory treatment can be restrictive, as was found in
Futura®, where the obligation of a Luxembourg PE of a French company to
keep separate accounts complying with Luxembourg’s tax accounting rules
could not be held discriminatory vis-a-vis Luxembourg companies but was
deemed to constitute a restriction on the freedom of establishment of the
French company, already subject to similar obligations in France. A
restriction approach was also present in Truck Center®, where, having
concluded there was no comparability — and therefore no discrimination —,
the Court proceeded with a concise restriction analysis. If “the difference in
treatment resulting from the tax legislation at issue in the main
proceedings... procure[d] an advantage for resident recipient companies”®,
the Court of Justice would in all likelihood have found a restriction to exist.

From an origin State perspective, once comparability between purely
domestic and cross-border situations has been established, a restriction on
the exercise of the TFEU freedoms is also inevitable where the latter is
subject to a less favourable treatment®’. This is precisely the type of analysis
conducted by the Court of Justice in X Holding. First, the Court noted that
tax unity allowed “for the profits and losses of the companies constituting
the tax entity to be consolidated at the level of the parent company and for

62 See ECJ, 16 December 2008, Case C-210/06, CARTESIO Oktatd és Szolgaltatd bt
(“Cartesio™), [2008] ECR 1-09641, paragraph 104 (also referring to ECJ, 27 September 1988,
Case C-81/87, The Queen v H. M. Treasury and Commissioners of Inland Revenue, ex parte
Daily Mail and General Trust plc. (“Daily Mail”), [1988] ECR 05483.

63 And not a mere restriction analysis “instead of establishing a PE-subsidiary comparison or a
migrant / non-migrant comparison for the sake of the non-discrimination principle”
(Almendral, “An Ever...”, cit., p. 492).

64 See ECJ, 15 May 1997, Case C-250/95, Futura Participations SA and Singer v
Administration des contributions (“Futura”), [1997] ECR 1-02471, paragraphs 24 to 26.

65 Oppositely, sustaining that “there is as yet no clear evidence of a ‘non-discriminatory
restriction approach’ in the direct tax case law”, see Zalasinski, Adam, “The Limits of the
EU Concept of ‘Direct Tax Restriction on Free Movement Rights’, the Principles of Equality
and Ability to Pay, and the Interstate Fiscal Equity”, Intertax, Kluwer, Volume 37, Issue 5,

2009, p. 288.
66 Truck Center, paragraph 49.
67 See ECJ, 6 June 2000, Case C-35/98, Staatssecretaris van Financién v B.G.M. Verkooijen

(“Verkooijen™), [2000] ECR 1-04071, paragraph 36, and ECJ, 23 February 2006, Case C-
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[2006] ECR 1-02107, paragraph 37.
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the transactions carried out within the group to remain neutral for tax
purposes”®. Then, it concluded that “The exclusion of such an advantage
for a parent company which owns a subsidiary established in another
Member State is liable to render less attractive the exercise by that parent
company of its freedom of establishment by deterring it from setting up
subsidiaries in other Member States”®. This is nothing less than the
repetition, twelve years down the road, of the migrant and non-migrant
comparative test that the Court of Justice had already applied, in an origin
State scenario, in ICI™®. The Court is not concerned about the scope or the
severity of the disadvantage; it is sufficient that the exercise of a TFEU
freedom is rendered “less attractive”. There is therefore no such thing as a
minimal breach threshold™. It is not necessary that the taxpayer is actually
or significantly hindered in the legitimate exercise of TFEU freedoms. Any
harmful consequence of the application of the tax legislation at issue, even if
it is merely potential® or minimal”, suffices for these purposes. This is in
all likelihood one of the reasons why the Court of Justice focused on the
offsetting of losses and almost disregarded entirely the other advantages or
features of the tax unity scheme. Although some authors critically pointed
out that “there was no factual indication of any losses in the X Holding
case” ", their existence was necessarily irrelevant for purposes of the
Court’s analysis, since it is not its role to solve individual cases but to
provide authoritative guidance on the interpretation of EU law. The truth is
that despite the allegation that “the failure to address the other
disadvantages... can easily be viewed by the parties as a denial of due
process (insufficient statement of reasons) and a denial of justice... [and that
the]... question thus arises whether the referring judge in X Holding should
now feel obliged to refer a request for a preliminary ruling back to the ECJ
due to the fact that the decision of the Second Chamber of the Court
displays numerous violations of procedural and substantive law” ”°, the
Hoge Raad did nothing of the kind.
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(i)  Acceptance of disparities’

The Court of Justice only finds an obstacle where the detrimental impact to
the migrant taxpayer (be it inbound or outbound) results from the exercise of
taxing powers by a single Member State. Disparities arising “from the
exercise in parallel by two Member States of their fiscal sovereignty”’’ do
not represent hindrances forbidden by the TFEU, as the Court of Justice
would reiterate in Orange Smallcap™, and it is irrelevant whether they
assume the form of juridical or economic double taxation, if the Member
State in question does not treat migrant and non-migrant taxpayers
differently. Therefore, “the overall approach of looking at double burdens
in two jurisdictions in order to decide which jurisdiction is responsible for
removing the restriction seems to be a road that has been closed”™.

The consistency is emphasised by the application of the reasoning that “the
Treaty offers no guarantee to a worker that extending his activities into
more than one Member State or transferring them to another Member State
will be neutral as regards social security”® to the tax arena®™. In this light, it
is understandable that the Court accepts cross-border double juridical
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taxation where a country does not eliminate it domestically (Damseaux,
upholding Kerckhaert-Morres) but rejects cross-border double economic
taxation “where a Member State has a system for preventing or mitigating...
economic double taxation for dividends paid to residents by resident
companies”®. This analysis is consistent with Manninen®, before, but also
with Les Vergers du Vieux Tauves® more recently.

This reasoning also explains why it is not correct to state that “cash-flow
disadvantages seem to no longer be of concern to the Court”®. Cash-flow
disadvantages such as those found in joined cases Metallgesellschaft and
Hoechst® arise due to the legislation of one Member State alone and are
therefore unacceptable. Conversely, those that result from the inability to
immediately deduct losses which may in due course be deducted in the host
State derive from the interplay of origin and host State rules and the Court
implicitly accepted them in Marks & Spencer and Lidl Belgium® as a
tolerable consequence of the exercise of the TFEU freedoms. As mentioned
above, none of the Member States involved can ensure neutrality of such
exercise®.

Accordingly, in X Holding, the Court of Justice did not delve into any
possible cash-flow disadvantages arising from the inability to form a fiscal
unity in the Netherlands. Some commentators have fiercely criticised this
stance of the Court, even alluding to a concern (at least of the Advocate-
General) with a cash-flow disadvantage for the Member-State®®, when in
fact there is no reference or indication in the judgment that there was such
consideration. Actually, it is quite clear from the Court’s direct tax case-law
that any kind of “mercy” based on the relevance of the tax revenue
generated by a defective domestic provision is absent in the Court’s agenda.
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It is respectfully submitted that the analysis should be reversed, i.e., the
Court detected a potential breach of EU law consisting in a restriction of the
freedom of establishment and proceeded to ascertain whether any
justification was available to legitimise it. Such justification was not, as
examined below, a cash-flow disadvantage for the Netherlands. It was
because the Netherlands was found to be justified in the regime adopted that,
in combination with Belgium rules, a cash-flow disadvantage might arise to
the taxpayer. That, however, is not contrary to EU law: it merely represents
the unfortunate but understandable result of the exercise in parallel by two
Member States of their fiscal sovereignty (one of them in a “potentially-
breaching-but-justified-manner”).

(iii) Impact of DTCs

Finally, the Court of Justice has developed the consistent view that DTCs
form part of the domestic framework and that, as such, whereas a Member
State “cannot rely on the existence of a tax advantage granted unilaterally
by another Member State in order to escape its obligations under the
Treaty”®, it may overcome an obstacle triggered by its own domestic law by
negotiating appropriate remedies in a DTC. Contrary to what has been
argued, this does not appear to imply “that the object of comparison should
be transferred from the domestic legal order to the Community legal order
or to the Internal Market legal order”®, but instead that a restriction can be
healed vicariously by the treatment provided for by another Member State as
a result of a DTC that the Member State creating the restriction was able to
enter into: “a Member State may succeed in ensuring compliance with its
obligations under the Treaty through the conclusion of a convention for the
avoidance of double taxation with another Member State”®.

It should be emphasised that the application of the DTC has to effectively
“overcome the effects of the restriction”® and therefore it is necessary “to
determine whether it enables the effects of the restriction... to be
neutralised™®. A potential remedy is not sufficient in the eyes of the Court.
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Justifications
Q) General remarks

The most disputed feature about the X Holding decision is undoubtedly its
conclusions on justifications and more precisely the proportionality analysis
carried out by the Court®™. However, it is respectfully submitted that, once
again, the Court of Justice did nothing but maintain its usual thinking on the
subject (although admittedly in a relatively circuitous way).

In very broad terms, discriminatory treatment on grounds of nationality can
be justified only, under the TFEU, by public security, public health®® and
public policy reasons. In this respect, there has been little impact to date in
the direct tax field”’.

On the other hand, discrimination on the grounds of residence (in a host
State scenario) or a restriction (in an origin State case) may potentially be
justified, provided that the principle of proportionality is respected®.

(i) General Interest Justifications

With respect to the general interest justifications, “the Court has accepted a
number of public interests not listed in the Treaty as [being] sufficiently
vital”®. These include some fundamental socio-economic reasons, related
not to the protection of tax revenue but with the safeguarding of the best
interests of people and economic agents involved (e.g., preservation of jobs
in Geurts and Vogten'® and Jager'™).
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As regards tax-specific grounds, they may be classified and organised in
several different ways and there is abundant literature — and fierce
discussion — on taxonomy and nomenclature, which sometimes adds little to
an insightful understanding of the thinking of the Court on this subject. A
simplified approach, for the purposes of the discussion of this article, may
perhaps reduce those grounds, in the direct tax field, to a common
denominator'®, the integrity of the tax system from several different angles
of observation, including, and again citing examples of case-law over a
decade or more:

. its intrinsic structuring and coherence®;

o its territorial application in the form of fiscal territoriality or

balanced allocation of taxing powers'®;

° its pre-emptive approach translated in the need to prevent tax
avoidance in one or more of its several forms'®), but only if the
rules in question have the “specific purpose of preventing wholly
artificial arrangements, designed to circumvent... tax legislation”;

and,

. from a surveillance and control perspective, its “fiscal supervision”
manifestation, present at least in indirect taxation since Cassis de
Dijon'"", and increasingly irrelevant due to the increasing scope of
mutual assistance in the recovery of debt (particularly since
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Directive 2001/44/EU, of 15 June), except for when third countries
are involved'®, and in any case with a relatively recent example
being the decision in joined cases X and E.H.A. Passenheim-van
Schoot'®,

In X Holding, the governments which submitted observations argued that the
restriction adopted by the Dutch legislation was “justified in particular on
the ground of safeguarding the allocation of the power to impose taxes
between the Member States”™*°. Following that road, the Court invoked
Marks & Spencer and Lidl Belgium to conclude that “the preservation of the
allocation of the power to impose taxes between Member States may make it
necessary to apply to the economic activities of companies established in
one of those States only the tax rules of that State in respect of both profits
and losses™ .

Therefore, there was a concern about the potential to “manipulate” losses,
namely that taxpayers would be able to move losses from another Member
State to the Netherlands, thus potentially avoiding taxes by means of
illegitimate/abusive tax planning. The intention to prevent tax avoidance
underlies the statement of the Court states that “To give companies the
option of having their losses taken into account in the Member State in
which they are established or in another Member State would seriously
undermine a balanced allocation of the power to impose taxes between the
Member States, since the tax base would be increased in the first Member
State, and reduced in the second, by the amount of the losses transferred”*%.
Naturally, this statement has to be read very carefully as it does not apply to
every possible way of taking losses into account in a Member State different
than that in which those losses have been generated. For instance, the
interaction between rules of one country and another could give rise to a
situation where both would take the losses into consideration. The fact that
the Member State where those losses had not been generated also accepted
their deductibility did not necessarily mean that there would be an increase
of the tax base in the Member State where the losses had been generated,
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unless the latter had some sort of recapture rule to prevent double dipping.
Notwithstanding the above, the judgment is entirely correct because the
Court uses the disjunctive “or”, meaning that it is considering only
situations (e.g., a transfer proper) where using the losses in another Member
State would free the Member State where they been generated from the
obligation to recognise them (hence the reference to “losses transferred”).
This is why the Court alludes to the possibility of the taxable base of the
subsidiary increasing™".

One might wonder whether the Court fully understood either the intricacies
of the Dutch system or the intent of the taxpayer, because the transfer as
such was not necessarily involved ** (apparently it did, unless the
conclusion is that the Hoge Raad itself does not understand them either).
However, the author believes that such question would be unfair to the
Court. The following paragraph — “The same applies with regard to a tax
integration scheme such as that at issue in the main proceedings”'"® —
clarifies that the Court is not affirming that the above statement relates to the
case at hand, it is simply establishing an analogy, which is very frequent in
its decisions *'®. The relevant operative segments of the judgment are
therefore in the following paragraphs. First, the Court considers that, “Since
the parent company is at liberty to decide to form a tax entity with its
subsidiary and, with equal liberty, to dissolve such an entity from one year
to the next, the possibility of including a non-resident subsidiary in the
single tax entity would be tantamount to granting the parent company the
freedom to choose the tax scheme applicable to the losses of that subsidiary
and the place where those losses are taken into account”!’. It has been
remarked that the Court was particularly impressed by the degree of liberty
granted to the taxpayer not only to opt for applying the tax unity regime but
also to shape and reshape the tax unity in the most favourable way, on a
yearly basis™®. Specifically, “Since the dimensions of the tax entity can
therefore be altered, acceptance of the possibility of including a non-
resident subsidiary in such an entity would have the consequence of
allowing the parent company to choose freely the Member State in which the
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losses of that subsidiary are to be taken into account™*. This is precisely
the type of manipulation, if not outright illegitimate tax avoidance, the Court
accepts that the Netherlands can prevent and which leads to the conclusion
that the Dutch rules are appropriate to achieve the objective of safeguarding
the allocation of taxing rights'?. In other words, “Although the preservation
of the allocation of taxing rights seems to be the only overriding reason in
the Court’s ruling, another second reason also looms in the text, which is
the fear of abuse™?". It is respectfully submitted that this fear, which relates
to the risk of loss trafficking, is not evidenced “only in passing”™?, but is
instead at the core of the reasoning of the judgment. Indeed, the Court was
perfectly conscious that “simply arguing that balance in the allocation of
taxing rights might be affected is not enough. The threat to the balanced
allocation of the power to impose taxes must be demonstrated. Here, the
problem related to loss trafficking or loss tax planning”%.

It is therefore unintelligible how it can be claimed that “the Court thus seem
to focus on “balanced allocation” almost as a sole justification, which is
contrary to Marks & Spencer, where the additional grounds of loss
trafficking and double dipping played a key role™*. It is true that the word
“almost” smoothens the sentence, but the suggestion that loss trafficking and
double dipping were not at the very heart of the X Holding judgment is
astonishing, particularly when the Court explicitly alludes to the “freedom to
choose... the place where those losses are taken into account”'® .
Nevertheless, since more than one commentator sees things “only in
passing”, one should acknowledge that the Court should be more careful in
the structuring and writing of its judgments, namely by adopting a more
straightforward description (e.g., the freedom to traffic losses or to set up
double dip schemes, instead of “choose... the place where those losses are
taken into account”).

It should also be noted that it is not relevant that in this particular case there
were no losses in dispute'?®: the Court did not decide the case of X Holding,
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it interpreted EU law. Consequently, it did not dwell on other consequences
of the fiscal unity, as it felt that this risk of loss trafficking was enough as a
justification. In other words, it concluded that the ability to prevent
taxpayers from “cherry picking” — freely deciding whether to use
jurisdiction A or jurisdiction B to make use of tax losses — was legitimate,
which is in line with the conclusion of the Advocate-General of the Hoge
Raad, Peter Wattel?".

The balanced allocation of tax jurisdiction is naturally the framework where
such a fear is expressed: preventing taxpayers from availing of a system
which would allow them to manipulate losses and to choose where they
prefer to have them recognised goes beyond mere “revenue concerns”. It is
amazing that commentators found this surprising or even inconsistent, when,
for instance, the Court had stated that “In circumstances such as those of the
main proceedings, to accept that the losses of a non-resident permanent
establishment might be deducted from the taxable income of the principal
company would result in allowing that company to choose freely the
Member State in which those losses could be deducted”*%.

Against this reasoning, one could argue that tax consolidation should not be
considered as providing an advantage but merely remedying distortions**.
Tax consolidation would simply remove the distortion created by the fact
that an enterprise opted for carrying on its activities through separate legal
entities instead of branches. This is certainly one way of looking at the issue.
Alternatively, one can also consider that having separate legal entities
represents, in itself, an advantage for the enterprise, namely as regards the
limitation of liability that an enterprise operating through branches cannot
avail of. Therefore, the perspective according to which tax consolidation
merely remedies distortions — as if the lawmaker were almost required to
create some sort of tax consolidation scheme one way or the other — appears
to overlook the fact that there are other, not strictly economic factors, to
consider as well, and that such distortions are voluntarily adopted by
taxpayers in exchange for other, non-tax, advantages (namely, the limitation
to corporate liability). In any case, the fact that the Hoge Raad has
confirmed the position of the Court of Justice may be an indication that the
understanding of the Dutch tax system of the latter was not as blatantly
wrong as claimed by some authors..."*
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It has also been claimed that “unequal tax treatment simply cannot be
justified by pointing to the differences in tax treatment”™*'. However, it
should be noted that in reality any tax treatment is a shape comprising a
complex of features, some of which may compensate others. Where there
are differences in tax treatment on one of the facets (e.g., an exemption), the
Court has accepted differences on another (e.g., hon-deductibility), if that is
what coherence requires. It did so in Bachmann ** and again in
Krankenheim. These cases are the perfect example that an unequal tax
treatment can be justified because an advantageous feature of such treatment
is capable of directly compensating a disadvantage. The fact is that when the
Court moves from the comparability analysis to the justification analysis, it
cannot focus solely on one of the facets but instead on the outcome of the
tax treatment as a whole. At that point, symmetry, which on a comparability
level is not a tenet, emerges as focal point of the reasoning of the Court on
proportionality, precisely because proportionality appeals to balance and
fairness. However, in X Holding it was not a matter of coherence, but of
appropriate allocation of taxing rights and prevention of manipulation by
taxpayers that were the crux of the matter.

(iii) Proportionality

Having concluded that a legitimate justification was at stake, the Court
proceeded to examine whether the Dutch rules were proportional or, instead,
exceeded what was required to attain the envisaged safeguard of the
allocation of taxing rights.

In broad terms, when a general interest objective is at stake (such as
“professional rules justified by the general good”**), discrimination on the
grounds of residence (in a host State scenario) or restrictions (in an origin
State case) may be justified provided that the limitation “is effected without
discrimination”***. It is further required that “the interests which such rules
are designed to safeguard are protected”** and “that the same result cannot
be achieved by less restrictive rules”*, so they should not go beyond what
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is strictly necessary. These requirements were consistently developed
throughout the years by the Court of Justice in several decisions and finally
compiled in Kraus®*". Curiously, this synthesis became known in the
literature as the Gebhard formula'®, but the Kraus decision precedes it by
almost three years.

Therefore, unless a difference in situation objectively justifies a distinct
treatment, discrimination on the grounds of residence and restrictions stricto
sensu are only justifiable if they pursue a general interest purpose and they
are applied in a non-discriminatory (with respect to nationality), appropriate
and proportional manner. It is herein submitted that the Court of Justice has
applied this general EU law principle in direct taxation matters with striking
consistency and that X Holding is no exception, its deficiencies residing in
some lack of clarity rather than in technical inconsistency. One of the
reasons may be that the Court of Justice applies the proportionality test in a
very objective manner, as a simple comparison of degrees of restrictiveness,
with a view to ensuring that the restriction “does not to go beyond what is
necessary”™*. Therefore, the Court of Justice does not refrain itself from
ruling that, for instance, fiscal supervision may be ensured by means other
than those provided for by the law of a certain Member State**°. Conversely,
certain restrictions may be deemed proportional if no less restrictive
alternatives appear to be available'*'.

Proportionality is particularly relevant in respect of restrictions allegedly
aimed at combating tax avoidance. In most cases where Member States have
claimed that a certain restriction to TFEU freedoms was necessary to
prevent abusive conduct, the Court of Justice did not refrain from finding a
rule to “greatly exceedf...] what is necessary in order to achieve the aim
which it pursues™* and from considering a rule to be in breach of EU law if,
“despite the absence of objective evidence such as to indicate the existence
of an arrangement of that nature”*®, a certain domestic rule operates as if a
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wholly artificial arrangement were in place in a certain cross-border

structure®,

In X Holding, the Court starts by noting that the taxpayer and the European
Commission suggest that applying an arrangement equivalent to that
foreseen in the Dutch legislation for PEs abroad “might constitute a less
onerous means to achieve the relevant objective than prohibiting a resident
parent company from forming a single tax entity with a non-resident
subsidiary”***. However, prompted by the argument of the taxpayer and of
the European Commission that “by way of analogy, non-resident
subsidiaries could, in the context of a cross-border tax entity, be treated in
the same way as foreign permanent establishments” **®, the Court states that
foreign PEs and foreign subsidiaries “are not in a comparable situation with
regard to the allocation of the power of taxation”*’. It then proceeds to
affirm that “the Member State of origin remains at liberty to determine the
conditions and level of taxation for different types of establishments chosen
by national companies operating abroad, on condition that those companies
are not treated in a manner that is discriminatory in comparison with
comparable national establishments”**®, which means that provided that
foreign PEs are not treated detrimentally vis-a-vis domestic PEs, they can be
accorded a treatment which differs from that which applies to foreign
subsidiaries.

This point is absolutely crucial to understand the reasoning of the Court. In
all fairness, one has to acknowledge that there is nothing new about it: the
conclusion that the origin State and the host State have different obligations
is absolutely clear since at least ACT IV GLO™® and has been restated in
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Truck Center'™, for instance™. This is why it is hard to see any form of
inconsistency with settled case law as regards the scope and ambit of the
freedom of establishment. Specifically, it is true that the Court has upheld
the freedom “to choose the appropriate form in which to pursue their
activities in another Member State and that this freedom of choice must not
be limited in the host state by discriminatory tax provisions™**?, according to
the long standing Avoir Fiscal doctrine, but in X Holding the rule challenged
was a provision of the origin State. As the Court has made clear in
Columbus Container™ and joined cases KBC Bank and Beleggen®™, that
freedom of choice is not deemed limited by the origin State if it treats two of
those forms of exercising activities in the host State differently, as long as
neither is treated in a detrimental fashion vis-a-vis the comparable exercise

in the origin State’*,

At this stage, two issues may be raised. One is whether it is true, as has been
claimed, that by concluding that the inclusion in the tax unity may be denied
to foreign subsidiaries because they are not subject to the same tax regime
the Court is not coherent with its judgment in STEKO™®. The reply is that
the Court did not reach its conclusion on the basis of such argument. The
statement in STEKO that “The application of different taxation systems to a
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resident company depending on whether it has holdings in resident or non-
resident companies cannot be a valid criterion for assessing the objective
comparability of their situations and, therefore, for identifying an objective
difference between them”*’ could have been transposed to the X Holding
case almost word for word. It is entirely consistent with the statement in X
Holding that “the situation of a resident parent company wishing to form a
single tax entity with a resident subsidiary and the situation of a resident
parent company wishing to form a single tax entity with a non-resident
subsidiary are objectively comparable™®®, The difference between the two
cases arose not from the comparability but from the justification analysis. In
this regard, it is very suggestive that in STEKO Germany did not even raise
the possible justification of the balanced allocation of taxing rights. The fact
is that such a justification would not apply: whereas the loss in the write-
down of a subsidiary is intrinsically a loss for the parent company, tax unity,
tax grouping and tax consolidation cases deal with losses of the subsidiaries.
The market price of the shares could have fallen — as it often does — for
reasons that are not exclusively related to the inherent value of the company
— an increase in the interest rate payable on bonds can be enough to
depreciate shares, even of profitable and well-managed companies. German
law actually recognised this, because whether or not the write-down was
deductible had to do not with the liability for the subsidiary to be taxed in
Germany but with the fact that a possible capital gain could avail, or not,
from a tax exemption (which the Court found not to be sufficient to
represent the essential link that legitimises the justification of tax coherence).
Therefore, there was nothing in STEKO that could jeopardise Germany’s
taxing rights in favour of those of any other country. This last remark is also
significant: tax coherence is, de rerum natura, assessed by reference to the
tax system of the country in question, ignoring any other (which is what the
Court did in STEKO), unless the former country is able to cure a defect of its
tax system by means of a DTC with another country (the provisions of
which become part of its legal framework'*®). Conversely, the balanced
allocation of taxing rights entails ascertaining whether the country in
guestion is encroached in its tax sovereignty, which inevitably means that
another country is able to exercise taxing rights in an “excessively
favourable” fashion, potentially deriving a “collateral benefit” from the
exercise by a taxpayer of one or more fundamental freedoms (this may
occur precisely with loss trafficking cases, since taxpayers may be able to
use them in the most “convenient” State and end up paying more in the less
“tax expensive” State). Commentators who see in the acceptance of this
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justification by the Court a way of giving in to concerns about the protection
of tax revenue of the States (or an example of insufficient protection of the
fundamental freedoms) do not appear to take into consideration that the
allocation of taxing rights is assessed vis-a-vis other States (as noted, for
instance, in Lasteyrie du Saillant'), not the taxpayer. Indeed, the concern
about the appropriate allocation of taxing rights implies ensuring that the
legitimate taxing rights of one country are safeguarded. However, that is not
achieved “at the expense” of the taxpayers but instead by preventing the
taxing rights of other States from encroaching on the tax sovereignty of the
former country. In X Holding, the Court was concerned that taxpayers might
abusively transfer around and use their losses where it was more convenient,
which in substance meant that whereas the Netherlands might have its
taxing rights unduly restricted, other countries might be benefiting from not
having to recognise tax losses that would more adequately be deducted
therein. Therefore, the advantage for the taxpayer would for instance consist
of the difference between tax rates or the ability to circumvent the statute of
limitation for the utilisation of tax losses in those countries which enforce
such a deadline, but that is not the underlying reason for the concern of the
Court. The concern arises from the fact that in the absence of the Dutch
rules in question the taxpayer might not only adopt a course of action which
could affect the Dutch tax revenue — which in itself might be entirely
legitimate — but also “prey” on the appropriate allocation of taxing rights
between the Netherlands and other States.

Another issue is that one may wonder whether the Court is indeed
addressing proportionality or whether the analysis of the latter is instead
“replaced by an incorrect justification and discrimination reasoning”*®*,
thus restating its comparability analysis. Considering the Gebhard formula,
and having established that the purpose (safeguarding the allocation of
taxing rights) was protected in a non-discriminatory fashion, the Court
should in principle be concerned about the restrictiveness of the rules, more
precisely about whether it was possible, or not, to achieve the same result
with less burden for the taxpayer. This is why commentators allude to a
dislocation of the subject matter, with the Court focusing again on

comparability instead of on proportionality stricto sensu™®.

It is respectfully submitted that the Court was not repeating its comparability
analysis. The latter referred to the comparison between parents with
domestic subsidiaries and parents with foreign subsidiaries and was

160 See Lasteyrie du Saillant, paragraph 68.
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concluded decisively'®, as mentioned above. Here, the Court is addressing

the comparison between foreign PEs and foreign subsidiaries because that
is the comparison drawn by the taxpayer and the European Commission,
which claimed that the safeguard of the allocation of taxing powers could be
secured by less restrictive rules, arguing that “by way of analogy, non-
resident subsidiaries could, in the context of a cross-border tax entity, be
treated in the same way as foreign permanent establishments” *** .
Commentators who state that the Court is simply repeating its comparability
analysis disregard that there cannot be a repetition of a comparability
analysis when (i) the term of comparison is not the same and (ii) the
comparison is not for the same purposes.

The Court, although admittedly in an obscure fashion, is precisely pondering
whether such less restrictive rules — allowing the “temporary transfer of
losses linked to a recovery arrangement in subsequent financial years”'® —
would be adequate to the situation at hand. In that regard, it concludes that
extending “the possibility granted to resident parent companies and their
resident subsidiaries to be taxed as if they formed a single tax entity...
would... have the effect of allowing parent companies to choose freely the
Member State in which the losses of their non-resident subsidiary are to be
taken into account”®. In other words, having decided that the Dutch law
was justified in denying parent companies the freedom to choose where to
have the losses of its subsidiaries taken into consideration, the recapture
system suggested by the taxpayer and the European Commission could not
be considered an acceptable alternative. It was not a matter of how well the
recovery arrangements would safeguard the allocation of taxing rights but
instead of how free the taxpayer was to decide where the losses of foreign
entities could be taken into account, at that taxpayer’s discretion. Hence, the
Court decided that the restriction enshrined in the Dutch legislation “must be
regarded as being proportionate to the objectives which it pursues” ',
because the alternative system proposed did not allay the fears of the Court
regarding the possibility of manipulation and loss trafficking.

Although it may be claimed that the Court’s thinking is not entirely explicit,
one can infer from this conclusion that the Court believes that allowing the
“temporary transfer of losses linked to a recovery arrangement in

163

164

165

166

167

See X Holding, paragraph 24.
X Holding, paragraph 35.
X Holding, paragraph 35.
X Holding, paragraph 41.

X Holding, paragraph 43.



X Holding: A Flawed Judgment Or Yet Another Lesson In Consistency?- Rui C Palma 31

subsequent financial years” '® might not be sufficient to ensure the

legitimate safeguard of the allocation of taxing powers, which is why it
concluded that an outright denial of the tax unity scheme was proportionate
to such objective. In other words, the alternative system was not sufficient
to substantiate the justification that the Court had accepted in the preceding
paragraphs. A clue may perhaps be found in the statement that:

“Articles 43 EC and 48 EC do not preclude legislation of a Member
State which makes it possible for a parent company to form a single
tax entity with its resident subsidiary, but which prevents the
formation of such a single tax entity with a non-resident subsidiary,
in that the profits of that non-resident subsidiary are not subject to
the fiscal legislation of that Member State” **°.

At a first glance, the reference to the profits of the non-resident subsidiaries
not being subject to the fiscal legislation of the Member State the legislation
of which is under analysis could be understood as a reference to
comparability. However, on closer scrutiny the interpreter is reminded that,
first, comparability is established at the level of the taxpayer — the parent
company — and, second, that the fact that the profits of the non-resident
subsidiaries are not subject to the fiscal legislation of the Member State of
which the parent company is a tax resident did not prevent the Court from
reaching the conclusion that parents with resident and non-resident
subsidiaries are in a comparable position'”. Actually, if those profits were
subject to such legislation, comparability would be even less disputable.
Therefore, the fact that the profits of the non-resident subsidiaries are not
subject to the fiscal legislation of the Member State of which the parent
company is a tax resident is valued by the Court from an entirely different
perspective, not simply in the sense that they are not comparable but instead
in the sense that a State cannot be required to extend to them a rule which it
has devised for PEs only.

Above all, it appears that it is the “free choice” that worries the Court to the
point of imposing on Member States the obligation to allow parent
companies to include foreign subsidiaries in their tax unity perimeter. It
certainly worries the Court much more than considerations on the economic
efficiency of the measures adopted by the Netherlands, in the sense that such

168 X Holding, paragraph 35.
169 X Holding, paragraph 35.

170 See X Holding, paragraph 24.
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efficiency is not something that the Court deems particularly significant

when assessing the proportionality of the regime*".

Admittedly, this reasoning opens up two rather different but nonetheless
significant questions. The first is whether the decision of the Court would
have been the same if, instead of a choice, the tax unity scheme was
structured as an obligation for companies meeting certain criteria (e.g.,
whenever a parent company held at least 75% of the share capital, voting
rights and rights to distributed and liquidation profits of its subsidiaries for a
full tax year, the tax unity scheme would automatically apply in that tax
year). In other words, one can consider “whether or not the Dutch
government could have ensured a balanced allocation of tax jurisdiction
itself by abolishing the provision that allows companies to enter and exit the
single tax entity at will”*"2, i.e., whether “the abolition of this choice would,
in fact, be a less restrictive way to prevent loss trafficking from undermining
the balanced allocation of tax jurisdiction”m. However, the Court never
reasons on the basis of rules that do not exist. One Member State may be
required to extend to taxpayers engaging a fundamental freedom the rules
that such Member State applies to a taxpayer that does not exercise such
freedom. That does mean being required to create rules ex novo, or even
making suggestions on how to address the issue.

The second question is, naturally, whether the weight placed on the freedom
of choice is reasonable, Considering that the recovery arrangement
suggested by the taxpayer and the European Commission could eliminate
the consequences of such freedom of choice (disregarding, just for the sake
of the argument, its financial impact), why could not the Court simply
accept that a recapture system would address its concerns about the ability
of taxpayers to decide where tax losses are to be taken into consideration? A
possible explanation is that when the Court finds the rules of Member States
to be disproportionate, it does so by reference to less restrictive rules which
could apply instead. In Lasteyrie du Saillant, for instance, the Court found
that the objectives pursued by the French legislation at stake could be
secured if the individual leaving the French territory had his or her capital
gains tax liability deferred until the date when he or she disposed of the
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appreciated shares'™. However, in that case there was comparability
between the taxpayer the treatment of which was under analysis — the
individual exercising his or her EU freedoms — and the taxpayer not
exercising such freedoms, the treatment of which could inspire the one to be
accorded to the migrant taxpayer (if the individual moved within the French
territory, no taxable event would be deemed to have occurred and liability
for tax only arose upon the disposal of the shares). Conversely, in X Holding
the treatment which according to the European Commission and the
taxpayer itself might represent a less restrictive but nonetheless effective
rule was the treatment reserved to companies with foreign PEs, which the
Court noted not to be comparable to companies with foreign subsidiaries.
Hence, the Netherlands could not be required to extend its application to
what the Court concluded to be a non-comparable situation . The
appropriate comparison was between parent companies with domestic and
foreign subsidiaries and the regime which the European Commission and
the taxpayer wished to see extended to the situation under analysis was that
applicable to a company with foreign PEs.

Additionally, the Court of Justice by no means indicated that its decision
overruled any of the past judgments, which means that, if final or terminal
losses were at stake, the taxpayer could still find refuge in the doctrine of
Marks & Spencer ™. At the end of the day, despite allegations of
inconsistency with this decision'”’, the Court fundamentally decides the
same as it had in Marks & Spencer: (i) rejecting the use of foreign losses by
a parent company or head-office is, in principle, a restriction to the freedom
of establishment; (ii) a balanced allocation of taxing rights and the need to
prevent one or more forms of manipulation of losses, however, may justify
such restriction; (iii) however, this may or may not be proportional: in
Marks & Spencer, losses were final, so the rejection was disproportionate,
whereas in X Holding the Court is not considering the particular issue of
final losses and therefore accepted the measure as proportionate, not making
any comment on final losses. Although there is literature that derives from
the Court’s silence an indication that “the court conceptually seems to move
away from its earlier approaches in its Bosal and Marks & Spencer I
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rulings”'”®, even spotting an alleged inconsistency because the Court did

“not consider whether the losses of the non-resident subsidiary were
terminal losses™"® (whereas the facts of the case and the arguments of the
taxpayer point to the conclusion that they were not), in reality it is at least
highly debatable that the Court has ever “moved away” from its
jurisprudence explicitly and thus it seems a giant leap to deduce so from...
its silence.

1. Conclusions

Most Court of Justice judgments on direct taxation matters rely on criteria and
reasoning developed in previous decisions on both tax and non-tax related matters
and those where an original piece of thinking is required are nonetheless aligned
with prior decisions. In the author’s opinion, although criticism may be justified
regarding the lack of clarity in various decisions, sometimes it becomes
unintelligible in light of the actual wording of the Court’s decisions and this is
precisely what happens with X Holding. It has been argued, for instance, that

“Amazingly, [Marks & Spencer], although explicitly mentioned by the
referring court and by the Advocate General at least 15 times throughout
her Opinion, is not followed by her, or by the ECJ, in respect of all its
crucial points, i.e.:

- that the different treatment constitutes discrimination (and thus
different treatment of comparable situations)” — but the Court
actually states that indeed the situations are comparable'®, that there
is a difference of treatment™" and that such difference “is liable to
render less attractive the exercise by that parent company of its
freedom of establishment by deterring it from setting up subsidiaries

in other Member States™*®?;

- that this discrimination can be justified only exceptionally on a
combination of grounds including that the possibility of loss
trafficking and a double dip could jeopardize the balanced
allocation of tax jurisdiction” — but the Court noted that “the
preservation of the allocation of the power to impose taxes between

178 de Wilde, “On X Holding...”, cit., p. 177.

179 Panayi, “Reverse...”, cit., p. 286. See also Van Thiel and Vascega, “X Holding...” Cit., p. 342.
180 See X Holding, paragraph 24.

181 See X Holding, paragraphs 20 and 25.

182 See X Holding, paragraph 19.
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Member States'®® was at stake and that Member States could not be

required to grant “the parent company the freedom to choose the tax
scheme applicable to the losses of that subsidiary and the place

where those losses are taken into account'®*:

- and that a priori ignoring all foreign losses, without taking into
account final losses and without allowing the taxpayer to prove that
his situation is “comparable” to the domestic situation, would be
disproportionate™® — but the Court neither addressed final losses at
all, nor gave any indication that it was abandoning the course set by
Marks & Spencer.

On the one hand, with all due respect, it is not that “the Court of Justice has recently
been more willing to accept justifications for different treatment™®, but that the
most blatant manifestations of discriminatory treatment are increasingly rare,
notably due to the work of the Court of Justice. Therefore, modern cases are
evermore complex and nuanced, with justifications playing a role of rising
importance. On the other hand, commentators sometimes believe to have found a
change in trajectory but the Court has a very good memory and old decisions cast
long shadows. For instance, not much after the prediction that “instances where
[coherence] is accepted are diminishing as the Court of Justice becomes more
concerned with the discriminatory behaviour of Member States” and that “In time,
the coherence exception will weaken”'®", the Court decided to clearly reiterate the
validity of such justification in Krankenheim.

A prosaic reason that may help illuminate the consistency of the jurisprudence of the
Court of Justice may be that by transposing full sentences and even paragraphs to
new judgments, the rapporteurs reduce the scope for discussion while
simultaneously enhancing the consistency of the Court’s thinking on the most
fundamental subjects. In practice, the Court of Justice adopts a de facto precedent
rule and consistency has been perhaps its most valuable by-product.

The conclusion appears to be that the Court does not try to be consistent regarding
direct taxation matters, but instead considering the internal market objectives and the
fulfilment of TFEU freedoms. Trying to analyse cases where tax rules were under

183 See X Holding, paragraph 28.

184 See X Holding, paragraph 31.

185 Van Thiel and Vascega, “X Holding...”, cit., p. 348.

186 Lang, “Recent...”, cit., p. 110.

187 Verdoner, Louan, “The Coherence Principle under EU Tax Law”, European Taxation, IBFD,

May 2009, pp. 274 and 282, respectively.
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analysis as tax cases or even discern, for instance, “a policy for dividend taxation™®®

is in all likelihood an ineffectual exercise. It is impossible to find a consistent policy
for dividend taxation because the Court neither has nor is required to have any
policy for dividend taxation whatsoever. The same can be said in respect about the
remark that “it is at present particularly difficult to infer a sound and coherent
doctrine on cross-border loss relief from the ECJ’s case-law, as it is growingly
complicated, as are as well the systems granting loss relief”*®, because the Court is
not supposed to develop a “doctrine” on cross-border loss relief. The policy and the
doctrine of the Court are to protect the treaty freedoms and other EU law principles,
without any particular concession to tax or any other matters. That is why the Court
has accepted juridical double taxation in certain cases and rejected economic double
taxation in others: where tax experts see a tax issue and tend to be more “tolerant”
towards economic double taxation than juridical double taxation'®, the Court simply
sees a country treating migrants and non-migrants in the same fashion. If that leads
to juridical double taxation, it is the unfortunate consequence of a disparity for
which EU law has no solution yet. If there is no such national treatment — and
whether that triggers economic double taxation, detrimental financial impacts or
simply more burdensome compliance requirements is irrelevant — then it is
unacceptable, unless properly justified.

Therefore, through a tax lens it may appear that “Some judgments on intra-
Community situations give the impression that the Court today is willing to give
Member States more room to implement national tax policies than it did a few years
ago. Other judgments, however, give a different impression”®*. It is not more than
an impression, though. The Court of Justice is not prone to give Member States
anything but unyielding opposition to unjustified obstacles to the exercise of TFEU
freedoms. It is by reference to those freedoms that the Court needs to be consistent

and it appears it has been doing a fine job at that'®.

X Holding is another landmark in the long and winding road the Court of Justice is
building with its decisions. The judgment is consistent with the case-law of the
Court as regards its fundamental building blocks, i.e., comparability, obstacles and
justifications. It has attracted severe criticism in respect of the proportionality
analysis which appears to be highly exaggerated, since the Court, although

188 Lang, “ECJ case law...”, cit., p. 77.
189 Almendral, “4n Ever...”, Cit., p. 491.
190 See, as an example, the discussion on Kerckhaert-Morres and Damseaux, in Camacho Palma,

Rui, “The Opinion of Heraclitus on C-128/08 Damseaux and C-307/08 Commission V.
Belgium”, in International Tax Report, International Tax Report, Informa, (I) July /August
2009 and (I1) September 2009.

191 Lang, “ECJ case law...”, cit., p. 77.

192 Those claiming otherwise may find an interesting list of suggestions of amendments to the
Court of Justice’s case law in Lang, “Recent...”, cit., p. 113.
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admittedly in a rather circuitous and perhaps even obscure way did not deviate from
the usual course of its thinking in this regard. Additionally, the fact that the Hoge
Raad abided by the decision also appears to demonstrate that the Court did not
display a blatant ignorance of the Dutch regime. Therefore, the only discernible
“trend” in the most recent case law of the Court in the area of direct taxation seems
to be that its decisions are an appealing target for unfair criticism.



