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Abstract 

Establishment in foreign countries can be achieved through a subsidiary company or 

a permanent establishment. Profit of a subsidiary company is normally taxed in 

accordance with the law of the country of where it is established, since a subsidiary 

company constitutes a separate legal entity. A permanent establishment on the other 

hand is not a separate legal entity, therefore profit in a permanent establishment is 

usually added on to the company‟s total profit and taxed in accordance with the law 

of the country of where the company is established.  

Establishing business activities in foreign countries do normally not create problems, 

unless the business is carried on in a low tax jurisdiction. If that is the case, unlimited 

opportunities are created for companies to circumvent domestic taxation by 

transferring profit to the low tax jurisdiction, which in turn decreases the domestic 

tax base. In Sweden this kind of circumvention is precluded by chapter 39a ITA, in 

the meaning that a shareholder in a foreign company can be tax liable of low taxed 

profit in a foreign. The question that arises is whether chapter 39a ITA infringes on 

freedom of establishment.  

The outcome in the analysis is that there is a likeliness that chapter 39a ITA 

constitutes a restriction on the freedom of establishment. The escape provided in 

article 52 TFEU cannot justify the measure. Nor is it likely that the measure can be 

justified by the rule of reason. In the light of the assessment done in the analysis, it 

can be concluded that the chapter 39a ITA is applied in a non-discriminatory 

manner, satisfies a mandatory requirement (prevention of tax avoidance) and is 

regarded as appropriate in securing the achievement of the objectives. But there is a 

potential risk that measure will fail in the proportionality test.  
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1 Introduction 

1.1 Background 

Establishing business activities in foreign countries can be achieved through a subsidiary 

company or a permanent establishment.1 The difference is that a subsidiary company is a 

separate legal entity and can be regarded as a foreign company, whereas a permanent 

establishment is not.2 From the perspective of taxation, the profit in a subsidiary company 

is taxed in accordance with the law in the country of where it is established.3 Profit in a 

permanent establishment is usually added on to the company‟s total profit and is taxed 

according to law in the country of where the company is established.4  

Problems related to the achievement of establishing a subsidiary company or a permanent 

establishment in foreign countries occurs when they are established in a low tax 

jurisdiction. Companies can thereby transfer profit from the home state jurisdiction to the 

low tax jurisdiction, which in turn will reduce the domestic tax base.5 To prevent the 

circumvention of domestic taxation by transferring profit to a foreign company in a low tax 

jurisdiction, the concept of Controlled Foreign Company (CFC) is developed.  

The concept of CFC has its origin in the United States of America during the 1930s, many 

states started to apply the concept in their own jurisdiction since, for example Denmark, 

Brazil, Finland, France and United Kingdom. The meaning of the concept of CFC is that a 

shareholder in a foreign company can be liable of taxation for low taxed profit in a foreign 

company.6 The concept of CFC can also be found in the Swedish jurisdiction, more 

specific in chapter 39a Income Tax Act (ITA). The purpose of chapter 39a ITA is to 

prevent or obstruct transactions to a foreign company established in a low tax jurisdiction7 

                                                 
1 Rabe, G., and Hellenius, R., Det svenska skattesystemet, 24th edition, Nordstedts Juridik AB, 2011, p. 443. 

2 Pelin, L., Internationell skatterätt, Prose Design & Grafik, Lund 2004, pp. 55-58. 

3 Compare chapter 6 article 7 ITA (Inkomstskattelagen (1999:1229)). 

4 Compare chapter 6 article 11 ITA. 

5 Lang, M., Aigner, H-J., Scheuerle, U., Stefaner., M., CFC-legislation, Tax Treaties and EC-law, Kluwer Law 
International, 2004 Netherlands, p. 16. 

6 Wenehed, L-E., Från CFC till C eller hur EG-rätten kan påverka det senaste förslaget till CFC-lagstiftning, 
p. 600. 

7 Examples of low tax jurisdictions are inter alia Netherlands, Liechtenstein and Andorra, according to a 
report provided by the Organisation for Economic Co-operation and Development (OCED) in 2 May 
2011, http://www.oecd.org/dataoecd/38/14/42497950.pdf 2011-05-18. 

http://www.oecd.org/dataoecd/38/14/42497950.pdf
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that further has the objective to avoid domestic taxation. By preventing and obstructing 

this kind of artificial arrangement, Sweden can thereby protect the domestic tax base.8  

Chapter 39a ITA is applicable not only towards profit in foreign companies, but also in 

relation to profit in companies that are owned by a foreign company.9 For example, the 

Swedish company X establishes a subsidiary company (Y) in Germany, which in turn has 

established a company (Z) in a low tax jurisdiction. If chapter 39a ITA is applicable, then 

there is a risk that a Swedish shareholder will be tax liable for profit in Z.10 It can be 

questioned if chapter 39a ITA in this aspect might constitute an infringement on the 

freedom of establishment.   

1.2 Purpose and delimitation 

The purpose of this thesis is to investigate whether chapter 39a ITA constitutes a breach 

on the freedom of establishment.  

Chapter 39a ITA enables taxation of the profit in a foreign company. This can normally 

not be current unless the profit is distributed back to Sweden as dividend for instance, 

since a foreign company is a separate legal entity. Whether taxation based on chapter 39a 

ITA occurs is basically dependent on where the foreign company is established. The issue 

this thesis deals with is if this kind of measure might affect Swedish companies‟ possibilities 

to establish themselves in a foreign country and if the measure might constitute breach of 

European Union (EU) law. The freedom of establishment has the nearest affiliation to the 

problem statement and is therefore the main fundamental liberty that is being investigated. 

The free movement of goods, services, workers and capital are only mentioned in a very 

limited extent. Furthermore, income taxation falls within the scope of direct taxation. In 

order to keep the thesis focused on direct taxation, limited consideration has been taken to 

indirect taxation. 

                                                 
8 Proposition 2003/04:10 ändrade regler för CFC-beskattning, p. 1.   

9 Rabe, G., and Hellenius, R., Det svenska skattesystemet, p, 445. 

10 Taxation that occurs in relation to the applicability of chapter 39a ITA can eventually lead to that the same 
profit can be taxed twice. To avoid this kind of international juridical double taxation, many Member States 
have entered bilateral and multilateral tax treaties. See Hilling, M., Free Movement and Tax Treaties in the 
Internal Market, Iustus AB, Uppsala 2005, p. 20. 
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1.3 Methodology and material 

The concept of CFC is regulated in chapter 39a ITA. This specific chapter is used as a 

preliminary source when describing the meaning and the purpose of the concept of CFC. 

In order to increase the understanding, preparatory works11 to chapter 39a ITA are used as 

a complement. 

Another legal framework used is EU-law, which is superior to domestic law.12 Treaties that 

have been used are The Treaty on the Functioning of the European Union (TFEU) and 

The Treaty of the European Union (TEU). Except from the treaties, credit is also given to 

case laws that are used as a complement when interpreting the meaning of the treaty 

provisions. Worth to be mentioned in this context is that due to the enforcement of TFEU 

on 1st December 2009,13 the TFEU and TEU now constitute the foundation of EU.14 

Beside from some structural changes, there are some terms that have been replaced. The 

term Community has been rephrased to the Union15 and the European Court of Justice is 

now called The Court of Justice of the European Union (The Court of Justice)16.  

1.4 Outline 

This thesis is divided into five parts. The objective with chapter two is to give an overview of 

the purpose and meaning of chapter 39a ITA and to contribute an understanding of how 

taxation according to chapter 39a ITA arises. Chapter three contains an introduction to the 

EU-law and its achievement in taxation and internal market.  

Chapter four contains a detailed description concerning the freedom of establishment and 

when a restriction on this freedom can be justified. Chapter five sets chapter 39a ITA in 

relation to EU-law, also a description of the current legal position is given. Finally in chapter 

five and six, this thesis ends up with an analysis and a final conclusion of whether chapter 

39a ITA constitutes an infringement on freedom of establishment. 

                                                 
11 Proposition 2003/04:10 and proposition 2007/08:16 ändrade regler för CFC-beskattning m.m. 

12 Case laws of particular interest on the shaping of EU-law as a superior legal framework are case 26/62 Van 
Gend en Loos and case 6/64 Costa v. E.N.E.L.  

13 Foster, N., EU-law directions, second edition, Oxford University Press Inc., New York 2011, p. 5. 

14 Article 1(1) TFEU. 

15 Article 1 para. 1 TEU.  

16 Article 13(1) TEU. 
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2 Chapter 39a Income Tax Act 

2.1 Sweden’s adoption of the concept of controlled foreign 

company 

At the end of the 1980s, the Swedish legislative restrictions on cross-border capital 

movement was removed,17 which originally was used as an instrument against international 

tax avoidance.18 As a consequence of the removal, a need to adopt a new measure against 

international tax avoidance arises. As a result, the concept of CFC is introduced in the 

Swedish jurisdiction the 1st January 1990.19  

A reformation of the concept of CFC was initiated in September 2003,20 which was 

accepted and entered into force 1st January 2008.21 The reformed version of the concept of 

CFC can be found in chapter 39a ITA. According to the preparatory work the main 

purpose of chapter 39a ITA is to prevent arbitrage of interest deduction and transactions 

to a foreign company established in a low tax jurisdiction and further has an intention to 

circumvent domestic taxation.22  

2.2 Establishment in foreign countries 

2.2.1 Subsidiary company 

Establishing a subsidiary company is one out of two alternatives to establish a business 

activity in a foreign country.23 In Sweden‟s point of view, a subsidiary company established 

in a foreign country can be regarded as a foreign company.24 A subsidiary company is a 

separate legal entity, therefore can a profit that is derived to it usually not be taxed in 

Sweden. Profit in a subsidiary company shall be taxed in accordance with the law of the 

                                                 
17 Valutalag (1939:350), which ceased to exist due to Lag (1990:749) om valutareglering. 

18 Lang, M., Aigner, H-J., Scheuerle, U., Stefaner., M., CFC-legislation, Tax Treaties and EC-law, pp. 582-583. 

19 Proposition 1989/90:47 om vissa internationella skattefrågor, p. 1. 

20 Proposition 2003:04:10, p. 1.  

21 Lag (2007:1419) om ändring i inkomstskattelagen (1999:1229). 

22 Proposition 2003:04:10, pp. 22-23. 

23 Pelin, L., Internationell skatterätt, p. 55. 

24 Chapter 6 article 8 ITA.  
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country of where it is established and taxation in Sweden can basically only be current if 

the profit is distributed back to Sweden as a dividend.25  

Establishing a subsidiary company can be costly. At the same time this alternative is more 

preferable if the business activity is expected to be significant, since a subsidiary company is 

more practical to carry on due to is character as a separate judicial entity and further has its 

own capital and legal capacity.26 As long as a profit in a subsidiary company does not fall 

within the scope of chapter 39a ITA, no problems will occur. If it does, then Sweden is 

entitled to tax the profit, regardless if a distribution of dividend will take place or not.27 In 

this aspect, chapter 39a ITA can practically be regarded as a measure that comprises the 

disregard of the fact that a subsidiary company constitutes a separate legal entity.28  

2.2.2 Permanent establishment 

Another alternative is to establish a permanent establishment in a foreign country.29 The 

meaning of permanent establishment is defined in chapter 2 article 29 ITA as a fixed place 

of business in which the business of the company is wholly or partially carried on. When 

determining the existence of a permanent establishment, particular consideration has to be 

taken to inter alia a branch, an office, a place of management a workshop and a factory.30 

Among these, a branch is particularly interesting in relation to chapter 39a ITA since profit 

in a branch under certain circumstances might be taxed in accordance with chapter 39a 

ITA, which will be discussed later in 2.6. 

A permanent establishment is not a separate legal entity. Profit of a permanent 

establishment is usually taxed in accordance with the Swedish law.31 Contrary to a 

subsidiary company, is establishing a permanent establishment less costly and is more 

                                                 
25 Pelin, L., Internationell skatterätt, p. 58. 

26 Compare chapter 6 article 8 ITA, also see Pelin, L., Internationell skatterätt, pp. 57-58. 

27 Pelin, L., Internationell skatterätt, pp. 58-60. 

28 Terra, B. J.M., Wattel, P. J., European Tax Law, fifth edition, Kluwer Law International, Zuidpoolsingel 
2008, p. 820. 

29 Pelin, L., Internationell skatterätt, p. 55. 

30 Chapter 2 article 29 ITA. 

31 Rabe, G., and Hellenius, R., Det svenska skattesystemet, p. 444. 
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favorable in situations where the business activity that the company wants to carry on is 

limited.32 

2.3 The “25 percent” requirement 

2.3.1 Shareholder in a foreign company  

The meaning of shareholder in a foreign company is defined in chapter 39a article 2 ITA. 

A shareholder can be a natural or a legal person and is liable of taxation in Sweden.33 In 

order to be regarded as a shareholder in a foreign company, a certain requirement has to be 

fulfilled. This requirement means that at the end of the shareholder‟s taxation year, at least 

25 percent of the capital or the voting in the foreign company has to be held or controlled 

(directly or indirectly through other foreign companies), by the shareholder or by persons 

in community of interest with the shareholder.34 The 25 percent requirement must be 

fulfilled if chapter 39a ITA is to be applicable.35 

2.3.2 Persons in community of interest 

To determine if the 25 percent requirement is fulfilled, consideration has to be taken to 

shares held by persons in community of interest with the shareholder. This is necessary in 

order to prevent the shareholder from circumventing chapter 39a ITA by distributing 

shares to a natural or legal person that the shareholder is associated with.36   

In chapter 39a article 3 ITA, two persons are considered as being in community of interest 

if, 

(i) the persons are a parent and a subsidiary company, or if the persons are 

essentially under the same management37,  

(ii) the persons are legal persons and further that one of them holds or controls at 

least 50 percent of the capital or the voting in the other legal person, 

                                                 
32 Pelin, L., Internationell skatterätt, p. 57. 

33 Proposition 2003/04:10, p. 53. 

34 Chapter 39a article 2 para. 1 ITA. 

35 Proposition 2003/04:10, p. 54. 

36 Proposition 2003/04:10, p. 59. 

37 Persons under essentially same management refer to for example sister companies that are owned by the 
same natural or legal person as owner. See Proposition 2003/04:10, p. 60. 
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(iii) one of the persons is a natural person and the other one is a legal person and 

the natural person holds or controls at least 50 percent of the capital or the 

voting in the legal person or, 

(iv) the persons are related within the meaning of chapter 2 article 22 ITA38.  

In the preparatory work, it is mentioned that there are three constellations of when two 

persons are considered to be in community of interest. These constellation are when it 

concerns with two legal persons, two natural persons and when one of the persons is a 

legal person and the other one a natural person.39  

2.3.3 Calculation of indirect holdings 

There is a difference on how an indirect holding is calculated, depending on if it concerns 

the capital or the voting in a foreign company, which is regulated in chapter 39a article 4 

ITA. If it concerns the capital, the amount of holding is constituted by the capital in each 

link of ownership. 

Example:   A (a Swedish company) holds 70 percent of the capital in B (a foreign 

company), which in turn holds 40 percent of the capital in C (a company established in a 

low tax jurisdiction). A‟s holdings of capital in C is then 28 percent (0.7*0.4). The 25 

percent requirement is fulfilled.40 

If the holding concerns the voting, then the starting-point shall be the lowest holding of 

voting shares in any link of ownership.41 

Example: A (a Swedish company) holds 24 percent of the voting in B (a foreign 

company), which in turn holds 45 percent of the voting in C (a company established in a 

low tax jurisdiction). A‟s holding of votes in C is then 24 percent which is the amount of 

voting A holds in B, in other word the lowest amount of holding. In this example is 

chapter 39a ITA not applicable, since the 25 percent requirement is not fulfilled.42 

                                                 
38 Persons that falls within chapter 2 article 22 ITA are inter alia partner, parents, descendent, siblings and 

grandparents.  

39 Proposition 2003/04:10, pp. 59-60. 

40 Compare the example on capitalshares provided by Pelin, L., Internationell skatterätt, p. 61. 

41 Chapter 39a article 4 ITA. 

42 Compare the example on voting shares provided by Pelin, L., Internationell skatterätt, p. 61. 
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2.4 Foreign company 

The definition of a foreign company can be found in chapter 6 article 8 ITA. A foreign 

company is defined as a foreign association formed in accordance with the law of the state 

of where it is established. Except from this condition, chapter 6 article 8 ITA also stipulates 

three requirements that have to be fulfilled. These requirements are that the foreign 

company has legal capacity, has locus standi (the ability to demonstrate before a court or 

authority) and that the association‟s asset base cannot freely be disposed by an individual 

shareholder. 

According to chapter 6 article 7 ITA is a foreign company limited liable of taxation. The 

meaning of being limited liable of taxation is clarified in chapter 6 article 11 ITA, which 

states that a foreign company is only liable of taxation for profit that is for example derived 

to a permanent establishment or an immovable property that is located in Sweden.  

2.5 Low taxed profit 

2.5.1 The principle rule 

The principle rule in chapter 39a article 5 ITA stipulates the requisites of when a profit is 

considered to be low taxed. A profit is considered to be low taxed either if the net income 

in a foreign company has not been taxed at all or if the taxation of it is less than if 55 

percent of the surplus is being taxed in a Swedish company that carries on an equal 

business activity.43 The principle rule is a fictional calculation, which means that the lowest 

acceptable corporate tax approximately is 14.5 percent (55 % * 26.3%44).45 An example is 

that Company X AB establishes the subsidiary company F in Belgium and the corporate 

tax in Netherlands is 10 percent. It is likely that the profit in F will be regarded as low taxed 

since the corporate tax rate is below 14.5 percent. 

Taxation in accordance with the principle rule can only occur if the net profit in the foreign 

company is positive.46 Profit in a foreign company that already is taxed with the support of 

other provisions of the ITA will not taken into consideration during the calculation of 

                                                 
43 Chapter 39a article 5 ITA. 

44 26.3 percent is Swedish corporate tax rate 2011, this is stated in chapter 65 article 11 ITA.  

45 Rabe, G., and Hellenius, R., Det svenska skattesystemet, p. 446. 

46 Chapter 39a article 5 para. 2 ITA. 
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whether the profit in the foreign company is low taxed.47 An allocation to accrual fund 

cannot be deducted, but losses in the foreign company that have occurred during the last 

three years can be deducted under the condition that the losses have not been deducted 

earlier.48 

2.5.2 The supplementary rule 

The supplementary rule, chapter 39a article 7 ITA, is an exemption from the principle rule. 

The meaning of this provision is that a profit in a foreign company shall not be regarded as 

low taxed, even if it is considered to be low taxed according to the principle rule. 

Conditions that have to be fulfilled are that the foreign company is established in a state 

mentioned in a specific list49 and further that the profit is not expressly exempted from the 

list.50 In other words, if the company is established in a state mentioned in the list and the 

profit is not exempted, then the profit in the foreign company will not be taxed in Sweden. 

The reason for the adoption of the supplementary rule is due to the consideration to that 

many states have a regular tax system, in the meaning that profit of companies established 

in these states are taxed in an acceptable way. The Swedish government finds it suitable to 

use an easier and more stencil proceeding for these states.51 The supplementary rule and the 

list should be regarded as a complement to the principal rule and aims to increase the 

predictability and thereby facilitate the application of chapter 39a ITA for those who are 

liable of taxation and the tax authorities.52  

2.5.3 The new supplementary rule  

The new supplementary rule, chapter 39a article 7a ITA, means that a profit in a foreign 

company shall not be regarded as low taxed, even if it is considered to be low taxed 

according to the principle rule and is not exempted by the supplementary rule. In order to 

be exempted by the new supplementary rule, it requires that the foreign company is 

established in a state within the European Economic Community (EEC). The foreign 

                                                 
47 Chapter 39a article 5 para. 3 ITA. 

48 Chapter 39a article 6 ITA. 

49 The specific list is found in appendix 39a to ITA. 

50 Chapter 39a article 7 ITA. 

51 Proposition 2003/04:10, p. 73. 

52 Proposition 2003/04:10, p. 72.  
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company shall also carry on a genuine economic activity that is commercial motivated in 

the host state.53  

Whether a foreign company is practicing a genuine economic activity is determined on the 

basis of the circumstances in each case.54 Circumstances that particularly has to be 

considered is if the foreign company has its own resources such as locale and equipment, 

recourses like staff with necessary competence and further if the staff can take own 

decisions.55  

2.6 The branch rule 

The branch rule, chapter 39a article 9 ITA, means that a permanent establishment under 

certain circumstances can be treated as a separate legal entity, whereby profit generated by 

it shall be derived to it. In the mentioned provision, two requirements can be deduced. The 

first requirement is that the permanent establishment is not established in the same state or 

jurisdiction as the foreign company. The second requirement is that the profit in the 

permanent establishment is not being taxed in the state or jurisdiction of where it is 

established.56 If these conditions are fulfilled, then the permanent establishment shall be 

treated as a separate legal entity of the state or jurisdiction of where it is established.57  

A permanent establishment is usually not a source to any problems, as long as the profit is 

being taxed in the state or the jurisdiction of where the foreign company is established. 

Problem occurs when the permanent establishment is exempted from taxation due to 

domestic legislation. If that is the case, it creates an unlimited opportunity for foreign 

companies to circumvent taxation by transferring profit to the permanent establishment. 

The objective of the adoption of the branch rule is to prevent this kind of circumvention.58 

If a permanent establishment is to be treated as an own legal entity, then a separate 

                                                 
53 Chapter 39a article 7a para. 1 ITA. 

54 Proposition 2007/08:16, p. 16. 

55 Chapter 39a article 7a para. 2 ITA, Proposition 2007/08:16 p. 16. 

56 Chapter 2 article 29 ITA is applicable when considering what kind of activities that are particularly to be 
regarded as a permanent establishment. 

57 Chapter 39a article 9 para. 2 ITA. 

58 Proposition 2003/04:10, pp, 82-83. 
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assessment has to be made in order to determine whether the profit in the permanent 

establishment is low taxed.59  

2.7 The consequences 

According to chapter 39a article 13 ITA is the consequence of being a shareholder in a 

foreign company with low taxed profit that the shareholder will be tax liable of the profit in 

the foreign company, equal to the shareholding in the foreign company. Profit that is being 

taxed by a shareholder with limited tax liability will not be considered when doing an 

assessment on the tax liability of a shareholder with unlimited tax liability.60  

Shareholder in a foreign company is entitled to deduct taxes that already has been paid by 

the foreign company established in a low tax jurisdiction,61 the right of deduction is a result 

of an attempt to avoid double taxation. Deduction of foreign taxes is limited to taxes that 

are paid by the foreign company. Consequently, taxes paid by another legal entity than the 

foreign company is not deductable. An example is that A is established in Sweden. B is 

established in Denmark and C in a low tax jurisdiction. These companies constitute a 

corporate group. Both A and B are tax liable for the low taxed profit in C, because of the 

applicability of the concept of CFC in their respective jurisdiction. In Sweden, only taxes 

paid by C are deductable, whereas taxes paid by B cannot be deducted.62 

Contrary, if the profit of a foreign company is not considered to be low taxed then the 

profit will not be taxed in Sweden. Instead, it will be taxed in accordance with the law of 

the country of where the foreign company is established. Taxation in Sweden can then only 

be current if the profit comes back to Sweden as a dividend.63 

                                                 
59 Proposition 2003/04:10, p. 83. 

60 Chapter 39a article 13 para. 1 ITA. To add is that a person with limited tax liability only can be regarded as 
a shareholder if it has shares that are derevied to a permanent establishment in Sweden, compare chapter 
39a article 2, para. 2 ITA.  

61 Chapter 4 article 1  Law on Deduction of Foreign Taxes (Lag (1986:468) om avräkning av utländsk skatt).   

62 Proposition 2003/04:10, pp. 95-96. 

63 Rabe, G., and Hellenius, R., Det svenska skattesystemet, p. 447 



 

 
14 

3 The Union and the internal market 

3.1 The development of the Union 

The EU was created through the TEU, which entered into force 1st November 1993. This 

treaty contained three pillars. The first pillar was an amendment of the three original 

Communities, which are European Coal and Steel Community (ECSC), the European 

Economic Community (EEC) and The European Atomic Energy Community 

(EURATOM).64 Through the TEU, the EEC was renamed to Treaty of European 

Community (TEC). The TEU was a sign of increased fields of cooperation between 

Member States, which was reflected in the remaining two pillars. These remaining pillars 

concerns with dealing on common foreign and security policy and Provision on Police and 

Judicial Cooperation in Criminal Matters. The pillar system in the TEU was brought to an 

end when the TFEU entered into force on 1st December 2009.65 This means for example 

that some of the content in TEC was transferred to TFEU.66  Cooperation that was derived 

to the second pillar, common foreign and security policy, was kept in the TEU,67 but the 

cooperation derived to the third pillar, Provision on Police and Judicial Cooperation in 

Criminal Matters was reorganized into the TFEU.68  

The TEU and the TFEU have equal values and together they constitute the foundation of 

the Union and mark a further process of integration within Europe.69 These treaties act as 

framework treaties and the provisions in them serves as general goals and principles. How 

the provisions should be interpreted is further clarified through decisions taken by the 

different institutions, such as The Court of Justice.70  

                                                 
64 Ståhl, K., Persson Österman, R., Hilling, M., Öberg, J., EU-skatterätt, third edition, Iustus Förlag AB, 

Uppsala 2011, p. 20. 

65 Foster, N., EU-law directions, pp. 4-5. 

66 Foster, N., EU-law directions, p. 9.  

67 Provision that are derived to common foreign and security policy can be found under Title V in TEU. 

68 Provision on Police and Judicial Cooperation in Criminal Matters are now reorganized into Part III 
underTitle V in TFEU. 

69 Art. 1 TEU, Ståhl, K., Persson Österman, R., Hilling, M.., Öberg, J., EU-skatterätt, p. 20. 

70 Ståhl, K., Persson Österman, R., Hilling, M.., Öberg, J., EU-skatterätt, p. 24. 
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3.2 The Union’s influence concerning taxation 

The Union has achieved a positive integration concerning indirect taxation,71 wherein 

integration is exercised on EU-level.72 Within indirect taxation, there is large body of 

technical and detailed secondary legislations. Therefore is the national sovereignty in this 

area limited.73 Examples of secondary legislation are the Recast VAT Directive74 and the 

Community Customs Code75. That the Union has reached this level of integration can also 

be detected in what kind of cases that are brought before The Court of Justice. Cases 

referred to The Court of Justice in this area are often concerned with implementation of 

EU-directives or interpretation of EU-legislations.76  

Regarding direct taxation, it has not yet achieved the same level of integration,77 since 

Member States have reserved their sovereignty in this field. Member States are practically 

free to regulate these matters in accordance with what they consider appropriate, under the 

condition that matters that exclusively are to be regulated by the Union is not intruded, for 

example common trade, agricultural and fishery policies. National sovereignty can be 

restricted by negative integration, through explicit prohibitions in TEU and TFEU.78 The 

Court of Justice is qualified of making judgments in direct taxation, which has been 

expressed in for example case avoir fiscal79.80 Due to the absence of positive integration, the 

cases that are referred to The Court of Justice in direct taxation are often characterized 

with whether the national tax laws collide with the fundamental liberties and fundamental 

principles such as principle of proportionality and principle of non-discrimination.81  

                                                 
71 Terra, B. J.M., Wattel, P. J., European Tax Law, p. 29. 

72 Ståhl, K., Persson Österman, R., Hilling, M., Öberg, J., EU-skatterätt, p. 17. 

73 Terra, B. J.M., Wattel, P. J., European Tax Law, p. 30. 

74 Council Directive 2006/112/EC of 28 November 2006 on the common system of value added tax, Official 
Journal L 347 of 11th December 2006, p. 1.  

75 Council Regulation (EEC) No 2913/92 of 12 october 1992 establishing the Community Costums Code, 
Official Journal L 302 of 19th October 1992, p. 1. 

76 Terra, B. J.M., Wattel, P. J., European Tax Law, pp. 29-30. 

77 Ståhl, K., Persson Österman, R., Hilling, M., Öberg, J., EU-skatterätt, p. 17. 

78 Terra, B. J.M., Wattel, P. J., European Tax Law, pp. 29-30. 

79 Case 270/83 Commission of the European Communities v. French Republic (avoir fiscal). 

80 Case 270/83 Avoir fiscal, para. 24.  

81 Terra, B. J.M., Wattel, P. J., European Tax Law, p. 30. 
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3.3 The internal market  

Article 3(3) TEU stipulates that one of the general aims of the Union to establish an 

internal market. In article 3(1) (b) and article 26(1) TFEU, it is stated that it falls within the 

Union‟s exclusive competence to adopt necessary rules and measures that aim to ensure the 

functioning of an internal market. The Union‟s exclusive competence in this area is mainly 

concerned with the adoption of necessary rules and measures. When it concerns with the 

establishment of an internal market as such, the Union shall share the competence with the 

Member States.82  

An internal market is defined in article 26(2) TFEU as „an area without internal frontiers in 

which the free movement of goods, services, persons and capital is ensured‟83. A definition 

formed by the The Court of Justice is „in a consistent line of decision involves the 

elimination of all obstacles to intra-community trade in order to merge the national markets 

into a single market bringing about conditions as close as possible to those of a genuine 

internal market.‟84. It falls within the Unions interest to establish an internal market in 

which restrictions on the free movements gradually are eliminated.85 The free movement of 

goods, services, persons and capital has each its own field of application,86 but they all 

comprises two rights, which are the right to cross-border circulation (market access) and 

the prohibition of discrimination based on nationality or origin (market equality).87 

Advantages with an internal market are that it enables an economic integration that gives 

the companies the opportunity to take benefit from the internal market as a whole and 

makes it possible for them to grow and become more competitive.88 This in turn 

contributes to an increased common welfare and a balanced distribution of resources.89  

                                                 
82 Article 4(2)(a) TFEU. 

83 Article 26(2) TFEU. 

84 Case 15/81 Gaston Schul Douane Expediteur BV v Inspecteur der Invoerrechten en Accijnzen, para. 33.  

85 Hilling, M., Free Movement and Tax Treaties in the Internal Market, pp. 69-70. 

86 Case C-452/04 Fidium Finanz AG v Bundesanstalt für Finanzdienstleistungsaufsicht (Fidium Finanz), 
para. 28, 30. 

87 Terra, B. J.M., Wattel, P. J., European Tax Law, p. 44. 

88 Foster, N., EU-law directions, p. 246. 

89 Hilling, M., Free Movement and Tax Treaties in the Internal Market, p. 72. 
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4 The freedom of establishment 

4.1 Prohibition of restriction  

The Union prohibits restrictions on the freedom of establishment and in article 49 TFEU, 

the prohibition is expressed as following; 

„restrictions on the freedom of establishment of nationals of a Member State in the 

territory of another Member State shall be prohibited. Such prohibition shall also apply 

to restrictions on the setting-up of agencies, branches or subsidiaries by nationals of any 

Member State established in the territory of any Member State.  

Freedom of establishment shall include the right to take up and pursue activities as self-

employed persons and to set up and manage undertakings, in particular companies or 

firms‟ (…)  „under the conditions laid down for its own nationals by the law of the 

country where such establishment is effected‟90 

The freedom of establishment includes the right to establish a primary and a secondary 

establishment. Primary establishment refers to the right to start an establishment from 

scratch or to completly transfer an independent business activity to another Member State. 

A secondary establishment refers to the right to for example start a subsidiary company or 

a permanent establishment in another Member State.91  

In order to establish a primary establishment it requires that the person is a national of a 

Member State.92 When establishing a secondary establishment, except from the requirement 

of being an EU-national it also requires that the EU-national already is established in a 

Member State.93 The definition of EU-national of a legal person is found in article 54 

TFEU. To be regarded as a legal person, it requires that the legal person is formed in 

accordance with the law of a Member State and has its registered office, central 

administration or principle place of business within the Union. If these requirements are 

                                                 
90 Article 49 TFEU concerns with freedom of establishment. Except from this provision, a general 

prohibition of discrimination based on nationality can be found in article 18 TFEU. 

91 Ståhl, K., Persson Österman, R., Hilling, M.., Öberg, J., EU-skatterätt, p. 101. 

92 Bernitz, U., Kjellgren, A., Europarättens Grunder, forth edition, Nordstedts Juridik AB, Mölnlycke 2010, 
276. 

93 Ståhl, K., Persson Österman, R., Hilling, M.., Öberg, J., EU-skatterätt, p. 101. 
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fulfilled, then a legal person shall be treated in the same manner as natural persons who are 

national of Member States.94  

4.2 The character of a restriction 

Restriction in the field of taxation often arises in relation to direct taxation. A restriction 

can occur both in the home state and the host state. The prohibition of restriction in article 

49 TFEU aims primarily on restrictions in the home state and particularly on 

discrimination of nationals from other Member States.95  

The meaning of discrimination does not only refer to different treatment in similar 

situations, but also when different situations are treated equally.96 Discrimination is either a 

direct or an indirect discrimination, also called overt or covert discrimination. Measures 

based on nationality can constitute a direct discrimination, whereas measures that are not 

based on nationality but still have the same effect as if it is based on nationality might 

constitute an indirect discrimination.97  

A measure does not necessarily have to be discriminatory in order to be regarded as a 

restriction. Measure that is applied in a non-discriminatory manner can still constitute a 

hindrence on freedom of establishment. Also this kind of restriction is prohibited by article 

49 TEFU.98 

4.3 Justification  

A measure that constitutes a restriction can be justified either on grounds stipulated in the 

TEU and TFEU or by rule of reason developed by The Court of Justice.99 Regarding the 

freedom of establishment, the only grounds that can justify a direct discrimination are if the 

domestic measure is grounded on public policy, public security or public health, which are 

found in article 52 TFEU. So far has no direct discriminatory tax rules been justified on 

                                                 
94 Article 54 para. 1 TFEU. 

95 Ståhl, K., Persson Österman, R., Hilling, M.., Öberg, J., EU-skatterätt, p. 103. 

96 An example of an early case law is case 13/63 Italy v.Commission, see para. 4. 

97 Dahlberg, M., Direct Taxation in Relation to the Freedom of Establishment and the Free Movement of 
Capital, Kluwer Law International, Netherlands 2005, p. 67. 

98 Dahlberg, M., Direct Taxation in Relation to the Freedom of Establishment and the Free Movement of 
Capital,  p. 68. 

99 Ståhl, K., Persson Österman, R., Hilling, M.., Öberg, J., EU-skatterätt, pp.147-148.. 
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these grounds.100 The framing of the escape in the treaty is rather narrow and is applied 

restrictive by The Court of Justice and the reason is to prohibit any kind of restrictions on 

the public interest that is not mentioned in the article.101 

The rule of reason is not applicable to restrictions that are related to direct 

discrimination.102 The case that leads to the development of this doctrine is the case Cassis 

de Dijon103. In this case the fruit liquor Cassis de Dijon cannot be marketed in Germany. 

The reason is that it does not fulfill the minimum alcohol content that is stipulated in the 

German law, even though the same product is freely marketed in France.104 The Court of 

Justice considers that the national measure constitutes a restriction on the free movement 

of goods and can only be accepted if the measure may be recognized as essential in order 

to satisfy mandatory requirements, (for example the effectiveness of fiscal supervision and  

the protection of public health).105  

When applying the rule of reason, it requires that the domestic measure meets the 

requirements that are piled up in the Gebhard106 case.107 This case concerns the freedom of 

establishment. Gebhard is a German national who pursued a professional activity in Italy, 

the country of where he has his resident.108 In Italy, he has been prohibited from using the 

title “avvocato”.109 The Court of Justice concludes that a domestic measure that infringes 

on a free movement must fulfill four conditions. The first condition is that the measure is 

applied in a non-discriminatory manner, second condition is that the measure is justified by 

a mandatory requirement. Furthermore, a measure has to be suitable in order to securing 

the attainment of the objectives, which is the third condition. Finally, the measure also has 

                                                 
100 Ståhl, K., Persson Österman, R., Hilling, M.., Öberg, J., EU-skatterätt, p. 147. 

101 Terra, B. J.M., Wattel, P. J., European Tax Law, pp. 48-49. 

102 Ståhl, K., Persson Österman, R., Hilling, M., Öberg, J., EU-skatterätt, p. 150. 

103 Case 120/78 Rewe Zentrale AG v. Bundesmonopolverwaltung für Branntwein, (Cassis de Dijon).  

104 Case 120/78 Cassis de Dijon, para. 3-4. 

105 Case 120/78 Cassis de Dijon, para. 8. 

106 Case C-55/94 Reinhard Gebhard mot Consiglio dell'Ordine degli Avvocati e Procuratori di Milano, 
(Gebhard). 

107 Dahlberg, M., Direct Taxation in Relation to the Freedom of Establishment and the Free Movement of 
Capital,  p. 117. 

108 Case C-55/94 Gebhard, para. 3-5. 

109 Case C-55/94 Gebhard, para. 2. 
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to be proportionate, which means that it does not go beyond what is necessary to attain the 

objectives.110  

The four conditions in the Gebhard case are cumulative, which means that all these 

conditions have to be fulfilled.111 In other words, if the measure fails to satisfy any of the 

conditions, then the domestic measure cannot be accepted at all. 

4.4 Accepted justification grounds  

4.4.1 Effectiveness of Fiscal Supervision 

Effectiveness of fiscal supervision is a ground that principally is accepted in the case Futura 

Participants112. Futura Participants SA is a company with its seat in Paris and has a branch in 

Luxembourg.113 The branch has income losses that Futura Participants wants to carry 

forward, but this request is denied by the Luxembourg tax authority based on the ground 

that certain conditions in the Luxembourg law are not fulfilled.114 The Luxemburg law has 

set up two conditions; the first condition is that the losses are economically related to the 

profit gained by the taxpayer in that state. The second condition is that the accounts have 

to be duly kept and held within the country in accordance with the Luxembourg law.115  

The Court of Justice considers that the second condition constitutes a restriction on the 

freedom of establishment.116 The condition practically means that two separate accounts 

have to be kept, one for the company and one for the branch, and both in accordance with 

the law of respective country. Furthermore, that both accounts have to be kept and held in 

Luxembourg and not where the company has its seat.117 Such condition specifically affects 

companies that has its seat in another Member State and is therefore prohibited.118  

                                                 
110 Case C-55/94 Gebhard, para. 37. 

111 Case C-55/94 Gebhard, para. 37. 

112 Case C-250/95 Futura Participations SA and Singer v. Administration des contributions (Futura 
Participants).  

113 Case C-250/95 Futura Participants, para. 2. 

114 Case C-250/95 Futura Participants, para. 10-11. 

115 Case C-250/95 Futura Participants, para. 16. 

116 Case C-250/95 Futura Participants, para. 24. 

117 Case C-250/95 Futura Participants, para. 25. 

118 Case C-250/95 Futura Participants, para. 26. 
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The Court of Justice also stresses that the ground effectiveness of fiscal supervision 

constitutes a requirement of general interest, which can justify a restriction on the 

fundamental liberties. Member States can therefore apply measures concerning the amount 

of taxable income and losses that can be carried forward.119 The ground as such is 

motivated, but the domestic measure fails in the last condition of the Gebhard test and can 

therefore not be justified.120 

4.4.2 Coherence of the fiscal system 

Cases of notably interest in connection to the coherence of the fiscal system are 

Bachmann121 and the parallel case Commission v Belgium122, both cases concerns measures that 

constitute indirect discriminations on free movement of workers.123 Of particular interest is 

Bachmann, because the coherence of the fiscal system as justification ground is accepted for 

the first time in the case.124 Bachmann is a German national but is employed in Belgium. 

The Belgian‟s tax authority denies Bachmann's request to deduct insurance contributions 

that he has paid in Germany.125 The refusal is grounded on the Belgium‟s law, which 

stipulates that deduction only is accepted if the insurance contributions are paid in 

Belgium.126 The Court of Justice states that the provision may lead to a particular loss for 

the workers that are nationals of other Member States, since a worker that seek 

employment in another Member State normally conclude the insurance contract in the first 

Member State.127  

In Bachmann, The Court of Justice referrers to Commission v Belgium, in which The Court of 

Justice reasons that there is a link in the Belgian rules between the deductibility of 

contributions and the tax liability of sums payable by the insurance provider.128 By this, The 

                                                 
119 Case C-250/95 Futura Participants, para. 31.  

120 Case C-250/95 Futura Participants, para. 41-42. 

121 Case C-204/90 Hanns- Martin Bachmann v. Belgien State (Bachmann). 

122 Case C-300/90 Commission v. Belgium.  

123 Dahlberg, M., Direct Taxation in Relation to the Freedom of Establishment and the Free Movement of 
Capital, p. 242. 

124 Ståhl, K., Persson Österman, R., Hilling, M.., Öberg, J., EU-skatterätt, p. 157. 

125 Case C-204/90 Bachmann, para. 2. 

126 Case C-204/90 Bachmann, para. 3.  

127 Case C-204/90 Bachmann, para. 3. 

128 Case C-300/90 Commission v. Belgium, para. 14. 
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Court of Justice declares in Bachmann that the Belgian tax cohesion requires the possibility 

to tax sums that are payable by the insurance provider in cases where deduction of 

contributions paid in other Member State is allowed.129 The Court of Justice concludes that 

the Belgian measure is justified by the need to preserve the cohesion of the tax system.130 

The circumstances in the latter case Danner131 is quite similar to Bachmann, but this case 

concerns with infringement on freedom to provide services.132 Danner is a national of both 

Finland and Germany. He used to practice as a doctor in Germany, but chooses to 

establish himself in Finland.133 The Finnish tax authority denies Danner full deduction of 

contributions for insurance paid in Germany.134 The Court of Justice clarifies that the 

Finnish legislation restricts on the freedom to provide services.135  The Finnish government 

states inter alia that the purpose with the national legislation is to ensure a fiscal 

coherence.136 Contrary to the outcome in Bachmann, The Court of Justice cannot find a 

direct link between the deduction of insurance contributions and the taxation of sums 

payable by the insurance provider. Due to the lack of direct link, the Finnish measure can 

therefore not be justified.137  

4.4.3 Prevention of tax avoidance 

Infringement on freedom of establishment can be justified in order to prevent tax 

avoidance. Though, the fact that a company in one Member State establishes a subsidiary 

company or a branch in another Member State is not enough to assume that the freedom 

of establishment is abused.138 To justify a domestic restriction, it requires that the domestic 

                                                 
129 Case C-204/90 Bachmann, para. 23. 

130 Case C-204/90 Bachmann, para. 28. 

131 Case C-136/00, Rolf Dieter Danner (Danner). 

132 Dahlberg, M., Direct Taxation in Relation to the Freedom of Establishment and the Free Movement of 
Capital,  pp. 129-130. 

133 Case C-136/00 Danner, para. 15. 

134 Case C-136/00 Danner, para. 20. 

135 Case C-136/00 Danner, para. 30.  

136 Case C-136/00 Danner, para. 34. 

137 Case C-136/00 Danner, para. 36-37. 

138 Case C-212/97 Centros Ltd v. Erhvarvs- og Selskabsstyrelsen, para. 38. 
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measure specifically aims on wholly artificial arrangements.139 This requirement has for 

example been expressed by The Court of Justice in case Lankhorst-Hohorst140.  

Lankhorst-Hohorst is a company with its seat in Germany. A dispute arises between this 

company the German tax authority concerning a payment of corporation tax.141 Lankhorst-

Hohorst has been granted a loan capital by its parent company which has its seat in 

Netherlands. The loan capital enables a reduction of Lankhorst-Hohorst‟s bank borrowing 

and thereby decreases the interest charges.142 However, according to the German law is this 

loan capital to be regarded as a covert distribution of profits and therefore is Lankhorst-

Hohorst being taxed for the loan capital.143  

The Court of Justice considers that the provision in the German law infringes on freedom 

of establishment, since a subsidiary company in Germany is treated differently depending 

on where the parent company has its seat.144 The German government claims that the 

purpose of the German law is to prevent tax avoidance in situations of when a loan 

constitutes a covert distribution of profits.145 The Court of Justice stresses that since the 

German tax law did not specifically has the purpose of preventing wholly artificial 

arrangements that aims to circumvent domestic law, the national measure can therefore not 

be justified.146  

4.4.4 The principle of territoriality 

In the Futura case mentioned in 3.6.1, a trace of the principle of territoriality can be 

discovered. It is rather unclear if The Court of Justice recognizes the principle of 

territoriality as a justification ground in this case, but The Court of Justice does admit that a 

                                                 
139 Ståhl, K., Persson Österman, R., Hilling, M.., Öberg, J., EU-skatterätt, pp. 152-153. 

140 Case C-324/00 Lankhorst-Hohorst GmbH v Finanzamt Steinfurt [2002] ECR I-11779. (Lankhorst-
Hohorst) 

141 Case C-324/00 Lankhorst-Hohorst, para. 2. 

142 Case C-324/00 Lankhorst-Hohorst, para. 6-9.  

143 Case C-324/00 Lankhorst-Hohorst, para. 11.  

144 Case C-324/00 Lankhorst-Hohorst, para. 32. 

145 Case C-324/00 Lankhorst-Hohorst, para. 34. 

146 Case C-324/00 Lankhorst-Hohorst, para. 38. 
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domestic tax system cannot be prohibited if it acts in conformity with the principle of 

territoriality and does not constitute a hindrance147  

The principle of territoriality become clearer in newer cases, one of them is the case Bosal 

Holding148. Bosal Holding BV is a company with limited tax liability that is established in 

Netherlands. A dispute arise between this company and the tax authority in Netherlands, in 

which the latter denies the company‟s request to deduct a sum that represents costs that are 

related to the financing of its subsidiary companies established in other Member States.149 

The denial is grounded on a provision in the Dutch law which stipulates that a deduction 

of cost that is related to the financing of a subsidiary company only can be allowed if the 

cost indirectly generates taxable profit to the parent company‟s home state.150 The Court of 

Justice considers that such condition constitutes a hindrance on freedom of establishment, 

since a subsidiary company is a separate legal entity and cannot generate profit that can be 

taxed in the state of where the parent company is established.151  

An argument that has been brought up in the case is if the hindrance can be justified by the 

principle of territoriality. The Court of Justice reasons that such differentiated tax treatment 

concerns with whether the parent company has a subsidiary company that can generate 

profit in Netherlands. In this case, regardless where the subsidiary company is established, 

in the same state as the parent company is established or in other Member State, profit in 

subsidiary companies cannot be taxed in the hands of the parent company. The domestic 

law cannot be justified.152 

4.4.5 Combination of grounds 

It seems that The Court of Justice has recognized an additional justification ground that is 

introduced in the case Marks and Spencer153. Marks and Spencer is a company established in 

the United Kingdom and is the parent company of a several subsidiary companies 

                                                 
147 Case C-250/95 Futura Participants, para. 22. 

148 Case C-168/01 Bosal Holding BV v. Staatssecretaris van Financiën, (Bosal Holding). 

149 Case C-168/01 Bosal Holding, para. 9-10. 

150 Case C-168/01 Bosal Holding, para. 8. 

151 Case C-168/01 Bosal Holding, para. 27. 

152 Case C-168/01 Bosal Holding, para. 39. 

153 Case C-446/03 Marks and Spencer plc v. David Halsey (HM Inspector of Taxes), (Marks and Spencer). 
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established in other Member States.154 None of the subsidiary companies have a permanent 

establishment in the United Kingdom. However, the subsidiary companies have losses that 

Marks and Spencer wants to deduct from its taxable profit in the United Kingdom. The 

request of deduction is refused by the British tax authority, which claims that according to 

the British law a deduction of losses in subsidiary companies only can be granted if the 

losses are recorded in the United Kingdom.155  

The Court of Justice considers that the British law creates a tax advantage in the meaning 

that losses in companies in group can be set off with profit in other companies in the 

group, which in turn contributes to a cash advantage.156 To exclude deduction of losses in 

subsidiary companies established in other Member States restrains the parent company 

from exercising the freedom of establishment by establishing subsidiary companies in other 

Member States. The British tax law constitutes in other words an infringement on the 

freedom of establishment. 157  

In Marks and Spencer, three grounds were being presented, which are, (i) to ensure a 

balanced allocation of the power to impose taxes between Member States, (ii) to prevent 

that same losses are taken into consideration twice and (iii) to prevent the risk of tax 

avoidance.158 The Court of Justice does not consider that these three grounds can 

independently justify a restriction, but together they do pursue legitimate objectives and 

can be recognized as necessary in order to satisfy a mandatory requirement and suitable to 

ensure the attainment of the objectives.159 But the domestic measure goes beyond what is 

necessary to attain the objectives and the restriction can therefore not be justified.160 

 

                                                 
154 Case C-446/03 Marks and Spencer, para. 18. 

155 Case C-446/03 Marks and Spencer, para. 22-24. 

156 Case C-446/03 Marks and Spencer, para. 32. 

157 Case C-446/03 Marks and Spencer, para. 33. 
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5 The relation between Chapter 39a Income Tax Act 

and the freedom of establishment 

5.1 The legal status of chapter 39a Income Tax Act 

In the preparatory work to the current chapter 39a ITA, the Swedish government considers 

that the Swedish law will not infringe on the freedom of establishment. Even if it does, the 

government evaluated that the provisions in chapter 39a ITA are applied in a non-

discriminatory manner and essential in order to satisfy mandatory requirement, particularly 

the coherence of the fiscal system and the prevention of tax avoidance. The Swedish 

government also assessed that chapter 39a ITA is suitable in order to securing the 

attainment of the objectives and that the measure does not goes beyond what is necessary 

to attain the objective.161  

The government‟s assumptions are not shared by everyone, the Swedish Board of 

Taxation162 has for instance expressed its uncertainty in its preliminary decision from 4 

April 2005, case law protocol 6/05163. In this errand the Board of Taxation questioned if 

chapter 39a articles 5-7 ITA is lacking in precision of the purpose to prevent wholly 

artificial arrangement as it has been expressed in the case C-324/00 Lankhorst-Hohorst. The 

Board of Taxation stresses that there is a risk that chapter 39a ITA not only targets wholly 

artificial arrangement, but also business activities that are carried out on commercial basis.  

The dilemma the Board of Taxation has to deal with is practically answered by The Court 

of Justice in the case Cadbury Schweppes164, which was referred to The Court of Justice in 

2004, and the judgment came in September 2006.165  Details on the case are presented 

below in 5.2. 

5.2 The case C-196/04 Cadbury Schweppes  

In the case Cadbury Schweppes, The Court of Justice has to determine if the British adoption 

of the concept of CFC is in compliance with the freedom of establishment. The dispute in 

                                                 
161 Proposition 2003/04:10 pp. 106-108. 

162 Skatterättsnämnden. 

163 SRN:s förhandsbesked den 4 april 2005, SKV:s rättsfallsprotokoll 6/05. 

164 Case C-196/04 Cadbury Schweppes plc and Cadury Schweppers Overseas Ltd v. the Commissioners of 
Inland Revenue, (Cadbury Schweppes). 

165 Case C-196/04 Cadbury Schweppes, see the introduction. 
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this case is between Cadbury Schweppes plc and Cadbury Schweppes Overseas Ltd on 

hand and the Commissioners of Inland Revenue on the other hand. The case concerns 

with taxation of Cadbury Schweppes Overseas Ltd on profit generated by Cadbury 

Schweppes Treasury International, a subsidiary company within the Cadbury Schweppes‟ 

group established in International Financial Services Center in Dublin, Ireland.166 

Cadbury Schweppes plc has its residence in United Kingdom and constitutes the parent 

company. Cadbury Schweppes plc has a several subsidiary companies within United 

Kingdom, inter alia Cadbury Schweppes Overseas Ltd. Also Cadbury Schweppes Treasury 

Services and Cadbury Schweppes Treasury International are owned by Cadbury Schweppes 

plc indirectly through Cadbury Schweppes Overseas Ltd.167 Both Cadbury Schweppes 

Treasury Services and Cadbury Schweppes Treasury International are established in Ireland 

and are taxed at a corporate tax of 10 percent. The British Supreme Court has during the 

national proceeding claimed that these subsidiary companies are established only to 

circumvent the corporate tax rate in Great Britain. By establishing the subsidiaries in 

Ireland, the companies can thereby enjoy a lower level of taxation on the profits and falls 

therefore within the meaning of the British law, which has adopted the concept of CFC. As 

a consequence Cadbury Schweppes Overseas Ltd  was being taxed for the profit in 

Cadbury Schweppes Treasury International. Profit in Cadbury Schweppes Treasury 

Services is not being taxed since the result in this company was negative.168  

 

Figure 1 – Relation of the Cadbury Schweppes group 

                                                 
166 Case C-196/04 Cadbury Schweppes, para. 2. 

167 Case C-196/04 Cadbury Schweppes, para. 13. 

168 Case C-196/04 Cadbury Schweppes, para. 14. 
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The Court of Justice finds that taxation in accordance to the British law gives rise to a 

separate tax treatment and creates disadvantage for resident companies with subsidiary 

companies established in another Member State with low tax jurisdiction. This is 

considered to be a restriction on the freedom of establishment, since it restrains companies 

from maintaining, establishing or acquiring a subsidiary company in a Member State with 

low tax jurisdiction.169  

A restriction can be justified if it has the purpose of preventing wholly artificial 

arrangements and that the measure is proportionate in relation to the objective.170 The 

Court of Justice further states that a domestic measure that includes the concept of CFC 

only can be applied to wholly artificial arrangements with the purpose to escape national 

taxation. Such taxation cannot be applied if it is proven, on objective basis and is 

ascertainable by third parties, that the subsidiary company established in a Member State 

with low tax jurisdiction carries on a genuine economic activity in the host state, despite the 

existence of tax motives.171 

5.3 The legal position after case C-196/04 Cadbury 

Schweppes 

The outcome in the Cadbury Schweppes case leads to some changes in chapter 39a ITA. The 

change is the adoption of the new supplementary rule in chapter 39a article 7a ITA, which 

came into force in January 2008.172 Before the adoption of the new supplementary rule, the 

former Swedish law that has adopted the concept of CFC practically targets all business 

activities that lacks of commercial qualification. There are almost no possibilities for 

shareholders to prove the presence of a genuine economic activity and thereby avoid 

taxation that occurs when chapter 39a ITA is applicable.173 The new provision is adopted 

to eliminate this uncertainty. Through the new supplementary rule, a company that carries 

                                                 
169 Case C-196/04 Cadbury Schweppes, para. 46. 

170 Case C-196/04 Cadbury Schweppes, para. 48. 

171 C-196/04 Cadbury Schweppes, para. 75. 

172 Lag (2007:1254) om ändring i inkomstskattelagen (1999:1229). 

173 Proposition 2007/08:16 pp. 16-17. 
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on a genuine economic activity within the EEC and further is commercially motivated is 

exempted from taxation occurred by chapter 39a ITA.174 

The formulation in the new supplementary rule has been criticized because it differs from 

what has been expressed in the Cadbury Schweppes case. The Court of Justice has in Cadbury 

Schweppes stated that the concept of CFC cannot be applied on companies that carry on a 

genuine economic activity in the host state. The Court of Justice has not set up any 

requirements of that an activity has to be commercially motivated, nor has The Court of 

Justice piled up any circumstances that particularly have to be considered when 

determining the existence of a genuine economic activity.175 The point is that The Court of 

Justice has not yet given the terminology genuine economic activity any certain meaning or 

definition. That Sweden already has given the terminology a meaning constitutes a risk that 

the Swedish definition might differ from the definition The Court of Justice eventually will 

create.176 It has also been criticized if the condition „commericial motivated‟, stipulated in 

chapter 39a article 7a ITA is stricter than what has been expressed in the Cadbury Schweppes 

case177  

                                                 
174 Chapter 39a article 7a ITA. 

175 Lindström-Ihre,L., Karlsson, R., De nya CFC reglerna – är en verklig etabliring affärsmässig eller ej?, 
Skattenytt 2008, p. 608. 

176 Lindström-Ihre, L., Karlsson, R., De nya CFC reglerna – är en verklig etabliring affärsmässig eller ej?, p. 
608. 

177 Lindström-Ihre,L., Karlsson, R., De nya CFC reglerna – är en verklig etabliring affärsmässig eller ej?, p. 
614. 
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6 Analysis  

6.1 Restriction 

Chapter 39a ITA enables taxation of profit that is considered to be low taxed. It can be 

discussed if such taxation creates a risk of constituting an infringement on freedom of 

establishment. There are three reasons to why it potentially creates a risk. The first reason 

is that taxation accordingly to chapter 39a ITA might discourage resident companies from 

taking advantage of freedom of establishment. Whether taxation in accordance with 

chapter 39a ITA occurs is basically dependent on where the foreign company is 

established. Some resident companies might be reluctant to expand their business activities, 

due to the risk of being tax liable in their position as shareholder.178  

The second reason is that chapter 39a ITA targets the profit in the foreign company as 

such. This kind of taxation includes the disregard of the fact that a foreign company is 

regarded as a separate legal entity and that Sweden should not be entitled to tax such profit, 

unless it is distributed back to Sweden as dividend.179 The third reason is that there is a lack 

of tax relief. The Law on Deduction of Foreign Taxes enables the shareholder to deduct 

taxes that are paid by a foreign company in the foreign country. Taxes that are paid by 

another legal entity other than the foreign company is not deductable.180 This basically 

means that in cases where taxes are not deductable, there is a situation where the same 

profit is being taxed twice. 

In the light of the three reasons mentioned above, it can be questioned if chapter 39a ITA 

constitutes a restriction on freedom of establishment. As mentioned in chapter 4, article 49 

TFEU prohibits measure that constitutes a restriction on freedom of establishment. 

6.2 Escape in the treaty 

The grounds stipulated in article 52 TFEU are public policy, public security and public 

health. To justify a measure on these grounds is hard, since The Court of Justice applies the 

escape provision in the treaty in a rather restrictive manner.181 It is unlikely that chapter 39a 

                                                 
178 See chapte 4.4.4. concerning the case C-324/00 Lankhorst-Hohorst. Furthermore, the line of argument is 

similar to The Court of Justice‟s reasoning in case C-196/04 Cadbury Schweppes case. See chapter 5.2.  

179 See chapter 2.2. 

180 See chapter 2.7. 

181 See chapter 4.3. 
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ITA can be justified on these grounds. In the preparatory work, it was mentioned that 

many states have a regular tax system,182 in the words it can be assumed that the impact of 

chapter 39a ITA is rather limited in reality.  

Chapter 39a ITA deals with issues of economis character, it is unlikely the Swedish measure 

will be justified by public policy, public security and public health. Measure that can be 

qualified to be justified by article 52 TFEU should serve a higher puspose than just an 

attempt to prevent tax avoidance.  

6.3 Rule of reason; the Gebhard test 

6.3.1 Non-discriminatory approach 

For chapter 39a ITA to be applicable, it requires that the 25 percent requirement in chapter 

39a article 2 is fulfilled. As long as a person is tax liable in Sweden, an assessment of the 

person‟s shareholding can be current. If the 25 percent requirement is fulfilled, then the 

person is considered as a shareholder in a foreign company.183 An assessment according to 

chapter 39a article 2 ITA can be done on persons that is tax liable in Sweden, regardless if 

the person in question is a company with its origin in Swedish or if it is established in 

Sweden as a secondary establishment. 

Chapter 39a article 2 ITA, does not make any distinctions, the decisive factor that 

determines if a shareholder in a foreign company can be tax liability is based on where the 

foreign company is established.184 Thereby, the measure as such cannot be regarded as 

being applied in a discriminatory manner in the sense that similar situations receive 

different treatment or that different situations are treated equally.185 

6.3.2 Mandatory requirement 

Effectiveness of fiscal control 

The Court of Justice has in the case Futura Participants accepted the ground effectiveness of 

fiscal control, if it concerns with a Member State‟s need to maintain a correct tax 

assessment.186 However, it is uncertain whether taxation of a shareholder contributes to a 

                                                 
182 See chapter 2.5.2. 

183 Compare chapter 2.3. 

184 Compare chapter 2.4. 

185 Compare chapter 4.2. 

186 See chapter 4.4.1. 
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survey that increases Sweden‟s prerequisite to make a correct tax assessment. This 

uncertainty has its base in the interpretation of the case Futura Participants. In this case The 

Court of Justice considers that Member States can apply measures concerning the amount 

of taxable profit and losses that can be carried forward.187 The common denominator is the 

possibility to regulate the „amount‟. It can be discussed if this can be taken as a hint from 

The Court of Justice that in order to satisfy the ground effectiveness of fiscal supervision, 

the domestic measure has to provide the possibility to predict the inflow and outflow in 

connection to taxable profit and losses that can be carried forward.  

If this is how the case Futura Participants can be interpreted, then it can result in difficulties 

to motivate a justification based on effectiveness of fiscal supervision. The reason is that 

chapter 39a ITA only increases the tax base, without actually contribute to any possibility 

to predict the inflow and the outflow, since chapter 39a ITA do not regulate any specific 

amount.  

Coherence of the fiscal system 

To justify a restriction based the ground coherence of the fiscal system, it requires a direct 

link between the sum taxable and the sum deductable, which The Court of Justice expressly 

has stated in Bachmann and Commission v Belgium.188 The Law on Deduction of Foreign Taxes 

provides a right of deduction limited to taxes that are paid by the foreign company. In the 

preparatory work it was mentioned that taxes paid by another person is not deductable.189  

If company A (Sweden), B (Denmark) and C (low tax jurisdiction) constitutes a corporate 

group and the profit in C is being taxed in accordance with the concept of CFC in both 

Sweden and Denmark. This means that taxes paid in C can be deducted in Sweden, 

whereas taxes that are paid in Denmark is not deductable. Consequently, a certain amout of 

the profit in C might be taxed twice and is further denied deduction in Sweden, even if 

taxes that are paid in Denmark can be regarded as having an imidiate connection to the 

corporate group as such since it increases the total tax burden in the corporate group.  

It can be questioned if a denial of deduction of taxes that are immediately connected ceases 

the existence of the direct link required in Bachmann and Commission v Belgium. If that is the 

                                                 
187 See chapter 4.4.1. 

188 See chapter 4.4.2. 

189 See chapter 2.7. 
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case, it might lead to the outcome that chapter 39a ITA probably cannot be justified on the 

ground cohesion of a fiscal system. 

Prevention of tax avoidance 

In the case Lankhorst-Hohorst, The Court of Justice has expressed that justification based on 

prevention of tax avoidance requires that the domestic measure specifically aims on wholly 

artificial arrangements.190 As mentioned in chapter 5.2. there is a risk that the objective of 

chapter 39a ITA is not specific enough. This has been proved in the case Cadbury Schweppes, 

in which The Court of Justice stresses that a domestic measure that targets artificial 

arrangements cannot cover a genuine economic activity that is carried on in another 

Member State.191 Sweden adjusted its legislation to this judgment by adopting the chapter 

39a article 7a ITA and thereby is the risk of covering a genuine business activities 

precluded. 

The adjustment Sweden made by adopting chapter 39a article 7a ITA enables chapter 39a 

ITA to be more in conformity with the outcome in the cases Lankhorst-Hohorst and Cadbury 

Schweppes. Consequently, the adjustment also increases the likeliness that the restriction 

arises due to the applicability of the chapter 39a ITA can be justified on prevention of tax 

avoidance. However, the supplementary rule consist more details than what has been 

expressed by The Court of Justice in the Cadbury Schweppes case.192 This creates uncertainty 

concerning whether chapter 39a ITA can satisfy the condition of proportionality set up in 

the Gebhard case, which will be discussed later in 6.3.4. 

Principle of territoriality 

In the Futura Participants, The Court of Justice reasons that Member States may adopt 

measures within its territory.193 Theoretically, chapter 39a ITA is applied within Sweden‟s 

territory, since the consequence of its applicability gives rise to tax liability of a shareholder 

in a foreign company.194 Practically, it can be discussed whether the effect of chapter 39a 

ITA covers beyond Sweden‟s territory.  

                                                 
190 See chapter 4.4.3. 

191 See chapter 5.2. 

192 See chapter 5.3. 

193 See chapter 4.4.4. 

194 See chapter 2.7. 
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As The Court of Justice has stated in the case Bosal Holding, a company constitutes a 

separate legal entity in the meaning that profit generated by it shall be derived to it.195 In 

other words, taxation of a profit should not be current unless it is distributed back to 

Sweden in the form of dividends. By applying chapter 39a ITA, it indirectly creates a cross-

border taxation in the meaning that profit in a foreign company is targeted regardless if 

distribution of divided will take place or not.196  

It is uncertain if the acceptance of the principle of territoriality, as it has been expressed in 

Futura Participants, only can justify a measure that has effect within the Members States‟ 

territory or if it also can justify a measure that indirectly affects other Member States‟ 

territory. If the range of principle of territoriality is solely delimited on having effect within 

a Member State‟s territory, then it might create difficulty in justifying a restriction occurred 

by chapter 39a ITA.  

Combination of grounds 

In Marks and Spencer, The Court of Justice recognized three different grounds that together 

can satisfy a mandatory requirement. The first ground presented is to ensure a balanced 

allocation of the power to impose taxes between Member States.197  As mentioned in 2.1., a 

foreign company is regarded as a separate legal entity in the meaning that profit derived to 

it is not supposed to be taxed in Sweden. By targeting profit derived to a foreign country,198 

Sweden is practically entitling itself to increase the power to impose taxes which in turn 

might affect the allocation balance of power to impose taxes. As mentioned in 2.7., Sweden 

does not permit deductions of taxes that are paid by another person than the foreign 

company.199 In cases where Sweden denies deduction of taxes paid by another person that 

is part in the same corporate group as the shareholder and the foreign company, then there 

is a risk that the balance might be disturbed.  

The second ground presented is to prevent same losses from being taken into 

consideration twice.200 This ground reminds of the ground cohesion of a fiscal system that 

                                                 
195 See chapter 4.4.4. concerning the case C-168/01 Bosal Holding. 

196 Compare chapter 2.2.1. 

197 See chapter 4.4.5. 

198 Compare chapter 2.7. 

199 See chapter 2.7. 

200 See 4.4.5. 
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is presented in 4.4.2. The purpose of the ground presented in Marks and Spencer is to 

preclude two losses from being deducted twice. Compared to Bachmann and Commission v 

Belgium,201 The Court of Justice does not require that there has to be a direct link between 

inflow of taxes and the outflow of losses in Marks and Spencer. Concerning the third ground, 

to prevent the risk of tax avoidance, it can be discussed if it can be compared to the ground 

prevention of tax avoidance. In Marks and Spencer, the issue concerns with a risk of tax 

avoidance, 202 whereas prevention of tax avoidance as it has been expressed in the 

Lankhorst-Hohorst case requires that domestic measure specifically aims at wholly artificial 

arrangement.203 If the grounds expressed in respective cases is being compared, a difference 

in strictness can be indicated.  

It is possible that The Court of Justice created subchategories of the grounds cohension of 

fiscal system and the prevention of tax avoidance. A comparison of the case laws gives the 

expression that The Court of Justice decreases the level of demand in Marks and Spencer. 

The decreased level of demand is instead counterbalanced with the number of grounds that 

have to be satisfied. In this case, chapter 39a ITA might satisfy the subgrounds to prevent 

the risk of tax avoidance and to prevent same losses from being taken into consideration 

twice. Regarding to ensure a balanced allocation of the power to impose taxes between 

Member States, it is uncertain since chapter 39a ITA potentially disturbs the balance by 

entities Sweden to increase the power to impose tax and to deny tax relief of taxes paid by 

another person than the foreign company. 

6.3.3 Appropriateness 

Sweden adopted the concept of CFC in the end of the 1980s.204 In the preparatory work, it 

is mentioned that the objective of chapter 39a ITA is to prevent artificial arrangements, 

which includes inter alia transactions to a foreign companie established in a low tax 

jurisdiction and further intends to circumvent domestic taxation.205 By applying chapter 39a 

                                                 
201 See chapter 4.4.2. 

202 See chapter 4.4.3. 

203 See chapter 4.4.3. 

204 See chapter 2.1. 

205 See chapter 1.1. 
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ITA, Sweden can under certain cicumstances be entitled to actively intervene in situationen 

where it can be assumed that there is a circumvention of domestic taxation.206  

Chapter 39a ITA enables Sweden to target low taxed profit in foreign companies and could 

thereby protect the domestic tax base from being abused.207 In this aspect, the domestic 

measure can be seen as appropriate in securing the attainment of the objectives, since it 

enables Sweden to prevent the outflow of taxes through transactions to foreign companies 

in low tax jurisdiction by making shareholder in foreign company tax liable of low taxed 

profit.  

6.3.4 Proportionality 

To justify a domestic measure, it also requires that the measure does not go beyond what is 

necessary to obtain the objectives.208 Chapter 39a ITA 5-7a ITA determines when a profit 

is regarded as low taxed.  

Chapter 39a article 5 ITA clarifies under what circumstances a profit is considered to be 

low taxed,209 it simply provides an objective way to calculate. The provision as such lacks of 

specification, since it basically covers any kind of profit that is derived to a foreign 

company and any kind of business that is being carried on. This provision alone does not 

satisfy the demand expressed in cases Lankhorst-Hohorst and Cadbury Schweppes.210 Whether 

chapter 39a ITA is proportionate depends on how well the two escapes in chapter 39a 

articles 7-7a ITA delimitates the range of chapter 39a article 5 ITA applicability. 

Chapter 39a article 7 ITA provides a simplified proceeding in relation to states with a 

regular tax system and business activities that derives a certain type of profit.211 This 

provision should rather be seen a complement that enables Sweden to set more focus on 

situation where there actually is a higher risk of occurrence of artificial arrangements. Still, 

this provision turns out to be deficient.212 

                                                 
206 See chapter 2.7. 

207 See chapter 1.1. 

208 See chapter 4.3. 

209 See chapter 2.5.1. 

210 Compare 4.4.3. and 5.2. 

211 See chapter 2.5.2. 

212 See chapter 5.1.-5.2. 
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However, in connection to the outcome in the Cadbury Schweppes case, Sweden adjusted 

chapter 39a ITA by adopting chapter 39a article 7a ITA.213 Chapter 39a article 7a ITA 

provides specific circumstances that particularly has to be considered when determining the 

existence of a genuine economic activity.214 The Court of Justice has yet not expressed its 

standing point concerning this matter. It only stated that an assessment has to be done on 

an objective basis and further has to be ascertainable by third parties.215 Therefore, it can be 

assumed that Member State may adopt measures they consider appropriate in order to 

determine the existence of a genuine economic activity. Though, in this aspect there may 

be a risk that the interpretation of a genuine economic activity might differ from the 

meaning The Court of Justice eventually will create. 

Except from proving the existence of a genuine economic activity, chapter 39a article 7a 

ITA also stipulates that the activity carried on has to be commercially motivated. As 

mentioned in 5.3, this might comprise a stricter demand than what The Court of Justice 

has expressed in the Cadbury Schweppes case mention in 5.2, which probably can be regarded 

as going beyond what is necessary. The point is that proving the existence of a genuine 

economic activity likely is enough to satisfy the objective to preclude the unspecified range 

of chapter 39a ITA. By adding on the requirement commercial motivated, is most likely 

increases the risk that the measure will fall outside scope of what can be regarded as 

proportionate. 

                                                 
213 See chapter 2,5,3-5.3. 

214 See chapter 2.5.3. 

215 See chapter 5.2. 
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7 Final conclusion 

Chapter 39a ITA constitutes a restriction on freedom of establishment. This statement is 

based on three reasons. The first reason is that the applicability of chapter 39a ITA 

discourages resident companies from taking advantage of the freedom of establishment. 

The second reason is that Sweden enables taxation of profit in a foreign company before 

the profit has been distributed to Sweden as dividend, disregarding that a foreign company 

constitutes a separate legal entity. Finally, the third reason is the lack of tax relief of taxes 

paid by another person than the foreign company. A restriction on freedom of 

establishment is prohibited by article 49 TFEU. 

Justification of a measure can be based on escapes provided by the treaty or by rule of 

reason. Concerning chapter 39a ITA, it cannot be justified on the grounds stipulated in 

article 49 TFEU. Rule of reason can be applicable if the conditions in the Gebhard case are 

fulfilled. It can be concluded that chapter 39a ITA is applied in a non-discriminatory 

manner. Further, the measure can be assumed as necessary in order to prevent tax 

avoidance. The measure can be regarded as appropriate in securing the achievement of the 

objectives, since the measure does prevent artificial arrangements. However, there is a 

likeliness that the measure goes beyond what is necessary to obtain the objective and 

thereby fail in the last condition in the Gebhard test. There are two causes to why there is a 

risk. The first one is that The Court of Justice potentially will determine the existence of a 

genuine economic activity based on other circumstances than those circumstances 

mentioned in chapter 39a article 7a ITA. The second cause is that chapter 39a article 7a 

ITA probably comprises a stricter demand than what The Court of Justice has expressed in 

the Cadbury Schweppes case.  

Consequently, the final conclusion in this thesis is thereby that chapter 39a ITA constitutes 

a restriction that potentially neither will be justified by article 52 TFEU nor by rule of 

reason, if the issue was brought before The Court of Justice. 
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