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Abstract 
The freedom of establishment in Articles 43 and 48 EC is a fundamental freedom within 
the EU meaning that companies are free to set up secondary establishments in any other 
Member State. The freedom of establishment is an important means to achieve the com-
pletion of the internal market and therefore it is important that this freedom is protected. 
Member States are obliged to legislate in accordance with the objectives of the fundamental 
freedoms, still Member States are restricting Articles 43 and 48 EC by applying discrimina-
tory national legislation regarding direct taxation. In the Cadbury Schweppes judgment from 
September 2006 the ECJ found the British CFC legislation to be contrary to Community 
law. The purpose of CFC legislation is to prevent tax avoidance by conferring additional 
tax upon companies having subsidiaries in low tax states. According to the judgment in 
Cadbury Schweppes, if the CFC rules are too general in its application they are violating the 
freedom of establishment. Hence, the CFC legislation must be aimed specifically at “wholly 
artificial arrangements” aimed at circumventing national tax normally payable. Therefore it 
is of importance, in the context of applying CFC rules, to clarify the difference between use 
and abuse of freedom of establishment. It is also important to note that the CFC rules ap-
ply even when a subsidiary is established outside the EU.  

The concept of abuse of Community law has been developed through case law and prohib-
its companies to improperly use the provisions of Community law in order to circumvent 
national legislation. Even if an establishment in another State is made to avoid tax in the 
State of origin, it is not necessarily abuse of the freedom of establishment since companies 
are allowed to choose to establish subsidiaries in the Member States with least restrictive 
rules. The ECJ stated that establishing subsidiaries with the sole purpose to benefit from 
the lower tax regime do not constitute an abuse of the freedom of establishment as long as 
the subsidiaries pursue genuine economic activity. The criteria for what is regarded as eco-
nomic activity has been discussed in both value added tax  and direct tax cases. The re-
quirements so far is that the subsidiary established has to be physically present in the host 
State on a durable basis and have staff and equipment to a certain degree. The ECJ has as-
sessed the criteria similarly in value added tax and direct tax cases and stated that the activ-
ity has to be considered per se and without regard to its purpose or result. The activity also 
has to be based on objective factors and be ascertainable by third parties.  
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The Cadbury Schweppes case is the first case in the area of CFC legislation and the Court has 
provided little guidance regarding what constitutes a “wholly artificial arrangement”. As a 
consequence of this judgement some Member States have already changed their CFC legis-
lation to comply with Community law. Nevertheless, there are cases pending before the 
ECJ that are further questioning the application of CFC rules and how to define a “wholly 
artificial arrangement”. The judgement of these cases may result in more changes in the na-
tional legislation of the Member States. The future development of the difference between 
use and abuse of freedom of establishment is important for the protection of the principle 
of legal certainty. A clarification of what constitutes a “wholly artificial arrangement” will 
improve the foreseeability for companies and their cross-border transactions will be more 
efficient.  
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Sammanfattning 
Etableringsfriheten i artiklarna 43 och 48 EG är en av de grundläggande friheterna inom 
EU som innebär att företag är fria att etablera dotterbolag i andra medlemsländer. Etable-
ringsfriheten är ett viktigt medel för att uppnå målen med den gemensamma marknaden 
och därför är det viktigt att denna frihet respekteras. Medlemsländerna är skyldiga att lag-
stifta i ljuset av de grundläggande friheterna, trots det finns diskriminerande skattelagstift-
ning som strider mot artiklarna 43 och 48 EG. I Cadbury Schweppes domen från september 
2006 fann EG-domstolen att de brittiska CFC reglerna strider mot gemenskapsrätten. Syf-
tet med CFC regler är att förhindra skatteundandragande genom att löpande beskatta in-
komster från dotterbolag etablerade i lågbeskattade länder. CFC regler som tillämpas gene-
rellt är enligt Cadbury Schweppes domen i strid med etableringsfriheten. Därmed måste CFC 
reglerna tillämpas specifikt på ”konstlade upplägg” som har som enda syfte att undvika na-
tionell skatt. Det är därför viktigt att klargöra skillnaden mellan bruk och missbruk av eta-
bleringsfriheten. I detta sammanhang är det viktigt att poängtera att CFC reglerna är till-
lämpliga även på dotterbolag som är etablerade i ett icke-medlemsland. 

Konceptet om missbrukande av EG-rätten har utvecklats i praxis och förbjuder företag att 
missbruka bestämmelserna i gemenskapsrätten för att kringgå nationell lagstiftning. Även 
om ett dotterbolag har etablerats i ett medlemsland enbart för att utnyttja den låga skatteni-
vån är det nödvändigtvis inte missbruk av etableringsfriheten eftersom företag har rätt att 
etablera dotterbolag i det land som är mest fördelaktigt ur skattehänseende. EG-domstolen 
har fastställt att etablering av dotterbolag enbart för att utnyttja en mer fördelaktig skattere-
gim inte utgör missbruk av etableringsfriheten om dotterbolaget bedriver verklig ekono-
misk verksamhet. Kriterierna för vad som anses utgöra verklig ekonomisk verksamhet har 
diskuterats i såväl mervärdesskatterättsliga som företagsskatterättsliga mål. Hittills uppställ-
da krav är att det etablerade dotterbolaget måste vara varaktigt fysiskt närvarande i värdsta-
ten samt till en viss grad ha personal och utrustning så att tredje part kan förvissa sig om 
dess ekonomiska verksamhet. Utvärderingen av den ekonomiska verksamheten måste ske 
självständigt utan hänsyn till dess syfte och resultat. 

Cadbury Schweppes är det första målet angående CFC lagstiftning och EG-domstolen har  
endast tillhandahållit begränsad vägledning om vad som utgör ett ”konstlat upplägg”. Som 
en konsekvens av denna dom har några medlemsländer redan ändrat sin CFC lagstiftning 
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så att den överensstämmer med EG-rätten. Icke desto mindre finns det en del oavgjorda 
mål som ytterligare ifrågasätter CFC reglernas tillämpning och definitionen av ”konstlade 
upplägg”. Avgöranden i dessa mål skulle kunna resultera i att medlemsländerna måste göra 
ytterligare ändringar i sin lagstiftning. Den framtida utvecklingen av vad som är skillnaden 
mellan bruk och missbruk av etableringsfriheten är viktig för rättssäkerheten. Ett klargö-
rande om vad som utgör ett ”konstlat upplägg” kommer att öka förutsebarheten för före-
tag vilket leder till en effektivisering av deras gränsöverskridande transaktioner. 
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1 Introduction 

1.1 Background 

                                                

With regard to the internal market and the freedom of establishment companies incorpo-
rated in one Member States are granted the right to establish subsidiaries in other Member 
States.1 Article 43 EC states that a Member State is prohibited from discriminating compa-
nies from other Member States and it is also established in case law that Article 43 EC pro-
hibits the State of origin from hindering companies to establish themselves in other Mem-
ber States.2   

The European Court of Justice3 (ECJ) confirmed in a recent judgment, the Cadbury 
Schweppes4 case, that secondary establishment of a company with the purpose to avoid taxa-
tion in its State of origin and to benefit from a tax regime in another Member State with 
lower taxation does not, in itself, constitute abuse of European Community law5.6  

The concept of abuse of EC law in respect of direct taxation is not regulated and the ECJ 
has provided little guidance of what constitutes an abusive situation. Therefore, the na-
tional courts of the Member States are left with little help to answer this question. How-
ever, it has been stated recently in the Halifax7 case that an abusive situation arises if the 
transaction concerned results in a tax advantage which will be contrary to the purpose of 
the freedom of establishment.8 Most Member States have anti-tax avoidance legislation, 
such as e.g. Controlled Foreign Company (CFC) legislation that is supposed to hinder 
abuse of the freedom of establishment. The legislation confers additional tax on a resident 
company which has established a subsidiary in a low tax state in order to escape from the 
national tax and to benefit from the lower tax regime in that state.9

 
1 Treaty Establishing the European Community, Articles 43 and 48.  

2 Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) [1998] 
ECR I-4695, para. 21, Case 81/87 The Queen v H.M. Treasury and Commissioners of Inland Revenue, ex Parte Daily 
Mail and General Trust plc, [1988] ECR I-543, para. 16. 

3 Hereinafter also referred to as the ECJ or the Court. 

4 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995. 

5 Hereinafter also referred to as EC law.  

6 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, para. 37. 

7 Case C-255/02 Halifax plc, Leeds Permanent Development Services Ltd, County Wide Property Investments Ltd, v Com-
missioners of Customs & Excise [2006] ECR I-1609. Even though this is a value added tax case it is of impor-
tance for direct taxation and will therefore be used in this thesis. 

8 Case C-255/02 Halifax plc, Leeds Permanent Development Services Ltd, County Wide Property Investments Ltd, v Com-
missioners of Customs & Excise [2006] ECR I-1609, paras. 74-75.  

9 OECD Studies in Taxation of Foreign Source Income, Controlled Foreign Company Legislation [1996], p. 11. 
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Even though the area of direct taxation falls within the competence of the Member States 
they still have to legislate in accordance with Community law.10 The ECJ ruled on the Brit-
ish CFC legislation in the Cadbury Schweppes case and the Court stated that the British CFC 
rules are contrary to EC law when they are applied on actual establishments that have 
genuine economic activity in the host State.11 Hence, where there is a “wholly artificial ar-
rangement” and the establishment is made in a Member State for the sole purpose of bene-
fiting from its tax regime, the CFC rules can be applied.12 The ECJ has made clear that es-
tablishing a “wholly artificial arrangement” to avoid tax constitutes an abuse of Community 
law, in this case Article 43 EC. This statement answers the often posed question about 
whether CFC rules are compatible with EC law or not, but the judgment also leaves us 
with new questions; what constitutes a “wholly artificial arrangement”? What is the differ-
ence between use and abuse of the freedom of establishment? These questions have also 
been referred to the Court in the pending case Vodafone 213, and the Court will hopefully 
provide for some further guidance.  

With regard to the principle of legal certainty14, it is of outmost importance that the ECJ 
establishes clear guidelines for the future since it is a subtle distinction between what con-
stitutes abuse of the freedom of establishment and what is considered to be legal use of the 
same. To date, the Member States are permitted to create anti-abusive provisions to coun-
teract abusive practices but the provisions have to be specifically designed to prevent 
“wholly artificial arrangements” aimed at circumventing the national tax legislation and be 
in line with the principle of proportionality15.16  

1.2 Purpose 

                                                

The purpose of this thesis is to analyse the difference between use and abuse of the free-
dom of establishment, and the concept of a “wholly artificial arrangement”, within corpo-
rate direct taxation, in the light of the ECJ case law. 

 
10 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 

I-7995, para. 40, Case C-311/97 Royal bank of Scotland plc v Elliniko Dimosio (Greek State), [1999] ECR I-2651, 
para. 19. 

11 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, paras. 72 and 75. 

12 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, para. 75. 

13 Case C-203/05 Vodafone 2 v Her Majesty’s Revenue and Customs, [2005] ECR I-29. 

14 The most important aspects of legal certainty are non-retroactivity and legitimate expectations. Community 
measures have to be foreseeable to those concerned. Hartley, T.C, The Foundations of European Community 
Law [2003], pp. 146-149. 

15 The restrictive measure in question ”has to be of such nature as to ensure achievement of the aim in ques-
tion and not go beyond what is necessary for that purpose”. Hartley, T.C, The Foundations of European Com-
munity Law [2003], pp. 151-152.  

16 Advocate General Léger’s Opinion, 2 May 2006, Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes 
Overseas Ltd v Commission of Inland Revenue [2006] ECR I-7995, paras. 49-50. 
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1.3 Method 

1.4 Delimitations 

                                                

To achieve the purpose of this thesis the EC law has been used in accordance with its judi-
cial value. The EC Treaty and its preamble have been used since they are the primary 
source of EC law. The EC Treaty is only a framework treaty and the institutions of the 
Community are left to fill the gaps by means of secondary legislation.17 Especially in the 
area of direct taxation, which is not harmonised within the EU, secondary legislation has an 
important function. The Community does not have exclusive competence in this area, but 
in accordance with the principle of subsidiarity its institutions are empowered to take ac-
tion if an objective can be better achieved on Community level.18  The directives used in 
this thesis are the Sixth Council Directive on value added tax19 and the Mutual Assistance 
Council Directive20. A directive is binding “as to the result to be achieved, upon each 
Member State to which it is addressed”.21 Many cases have been analysed in this thesis 
since the topic is primarily developed by the ECJ. The opinions of the Advocate Generals 
have been used when analysing the cases since the opinions often contain a more detailed 
analysis of the referred questions. Even though the opinions are not legally binding they are 
followed by the Court in most cases.22 Some cases on indirect taxation and civil law have 
also been analysed when the legal principles therein apply to the area of direct taxation. 
Doctrine, such as literature and articles, has been used as a complement to the legal sources 
and also to provide different aspects on the topic.  

The thesis will not deal with indirect taxes since they are already harmonised to a great ex-
tent and therefore of less importance for the purpose of this thesis. Personal income tax 
will be excluded since this thesis only concerns secondary establishment i.e. the establish-
ment of subsidiaries. The free movement of capital in Article 56 EC will also be excluded 
from this thesis even though it is often discussed in the same context as the freedom of es-
tablishment. The ECJ has stated that only one of the freedoms can apply in each case and 
in cases relevant for this thesis the freedom of establishment is applied.23

 
17 Steiner, Josephine, Woods, Lorna and Twigg-Flesner, Christian, EU Law [2006], p. 41. 

18 Article 5 (3b) EC. 

19 Council Directive 77/388/EEC of 17 May 1977 on the harmonisation of the laws of the Member States re-
lating to turnover taxes – Common system of value added tax: uniform basis of assessment. This Directive 
has been replaced by Council Directive 2006/112/EC of 28 November 2006 on the common system of 
value added tax but in the cases discussed in this thesis Directive 77/388/EEC has been applied and there-
fore it will be used in the thesis. 

20 Council Directive 77/799/EEC of 19 December 1977 concerning mutual assistance by the competent au-
thorities of the Member States in the field of direct taxation. 

21 Article 249 EC. 

22 Hartley, T.C, The Foundations of European Community Law [2003], p. 57. 

23 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, para. 33. 
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1.5 Outline 
In order to make it easier to follow the reasoning of this thesis, each chapter will start with 
a brief introduction and end with a concluding remark. 

In chapter 2 Articles 43 and 48 EC will be presented in order to give a general understand-
ing of the freedom of establishment and the internal market. In this chapter it will also be 
explained why it is essential that the Member States act in accordance with the freedom of 
establishment. The CFC legislation will be briefly presented in chapter 3 in order to better 
understand the purpose with this thesis. In chapter 4 the concept of abuse of the freedom 
of establishment will be presented as it has been developed through case law. The differ-
ence between use and abuse of freedom of establishment will also be analysed. Chapter 5 
will examine the concept of a “wholly artificial arrangement” in the light of case law.  

In order to analyse recent developments within this area pending cases and measures taken 
by the Member States will be presented in chapter 6. In the final chapter the conclusions of 
this thesis will be presented. 
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2 The Freedom of Establishment 

2.1 

2.2 

                                                

Introduction 
The freedom of establishment is one of the fundamental freedoms within the EU. The 
purpose to analyse the difference between use and abuse of freedom of establishment re-
quires an introduction to the freedom; what rights it provides for and when a restriction of 
the freedom can be justified. The ECJ has stated in its case law that when deciding what 
constitutes abuse of Community law, it is important to assess the measure in the light of 
the objectives of the freedom of establishment.24 This chapter will therefore present the 
general aim of the Community, since that is what motivates the upholding of the funda-
mental freedoms. Furthermore, to create an overview, Articles 43 and 48 EC and the inter-
nal market will be introduced in order to better understand the freedom of establishment 
and thus the purpose of this thesis.  

National legislation on direct taxation does sometimes restrict the freedom of establish-
ment and thereby constitute a hindrance to the creation of the internal market. Even 
though a national measure is restrictive, it can be justified on different grounds and then it 
complies with EC law. The different types of restricting measures and the grounds for jus-
tification will be presented in this chapter.  

The Internal Market 
The goals of the European Community are set out in Article 2 EC and one of the goals is 
to establish a common market. It is stated in Article 3 EC that in order to attain the goals 
there has to be “an internal market characterised by the abolition, as between Member States, of obsta-
cles to the free movement of goods, persons, services and capital”.25 The ECJ has not made any clear 
distinction between the terms “common market” and “internal market”; instead they have 
used them interchangeably.26 In this thesis the term internal market will be used. 

An internal market ensures optimal allocation of resources and therefore all Member States 
will benefit from it and be able to have a higher welfare standard.27 All national measures 
that hinder the creation of the internal market by restricting the freedom of establishment 
are prohibited and the Member States are obliged to legislate in accordance with the objec-
tives of the fundamental freedoms. If the Member States are aware of what measures that 
are considered to be obstacles to the free movement they are also aware of the scope of 
their obligations.28  

 

 
24 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 

I-7995, para. 52, Case C-436/00 X and Y v Riksskatteverket [2002] ECR I-10829, para. 42. 

25 Article 3(3) EC. 

26 Steiner, Josephine, Woods, Lorna and Twigg-Flesner, Christian, EU Law [2006], p. 309. 

27 Hilling, Maria, Free Movement and Tax Treaties in the Internal Market [2005], p. 72. 

28 Hilling, Maria, Free Movement and Tax Treaties in the Internal Market [2005], p. 73. 
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Since the aim of the Community is a functioning internal market, which requires that the 
free movement is not distorted, the importance of removing all obstacles to the freedom of 
establishment cannot be emphasised enough. The fact that Member States have national 
tax legislation which is contrary to EC law constitutes a hindrance to the internal market; 
hence these tax provisions have to be changed. It might be difficult to foresee, if a national 
measure that is aimed at, for example preventing tax avoidance will instead constitute an 
obstacle to the internal market. Therefore there have been numerous cases29 on direct taxa-
tion brought before the ECJ in this context. The fact that there are so many cases implies 
that there is legal uncertainty in the area and that there is a need for further measures for 
clarification.30  

The completion of the internal market is supposed to make it easier for companies to es-
tablish subsidiaries in other Member States. Many of the national measures that are found 
to be contrary to EC law are hindering companies from making secondary establishments 
in other Member States and to take advantage of other States’ more favourable tax regimes.  

2.3 

                                                

Articles 43 and 48 EC 
The freedom of establishment applies to both persons and companies but since this thesis 
does not deal with personal income taxes, focus is on the second part of Article 43 EC; 
companies and in particular secondary establishments. Article 43 EC states that: 

“(…) 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 (…) set up and manage undertakings, in particular companies 
or firms within the meaning of the second paragraph of Article 48, under the conditions 
laid down for its own nationals by the law of the country where such establishment is ef-
fected (…)”. 

Even though the wording of Article 43 EC only states that the host State is prohibited 
from discriminating subsidiaries incorporated in another Member State, it has also been es-
tablished in case law that the State of origin is prohibited from hindering companies to es-
tablish subsidiaries in other Member States.31  

 

 
29See Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) 

[1998] ECR I-4695, Case C-324/00 Lankhorst-Hohorst GmbH v Finanzamt Steinfurt [2002] ECR I-11779, Case 
C-9/02 Hughes de Lasteyrie du Saillant v Ministère de l’Économie, des Finances et de l’Industrie [2004] ECR I-2409, 
Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995. 

30 Dahlberg, Mattias, Direct Taxation in Relation to the Freedom of Establishment and the Free Movement of Capital 
[2005], p. 60. 

31 Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) [1998] 
ECR I-4695, para. 21, Case 81/87 The Queen v H.M. Treasury and Commissioners of Inland Revenue, ex Parte Daily 
Mail and General Trust plc, [1988] ECR I-543, para. 16. 
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Article 48 EC provides the definition of which companies and firms that are included in 
Article 43 EC: 

“Companies or firms formed in accordance with the law of a Member State and having 
their registered office, central administration or principal place of business within the 
Community shall, for the purposes of this Chapter, be treated in the same way as natural 
persons who are nationals of Member States. ‘Companies or firms’ means companies or 
firms constituted under civil or commercial law, including cooperative societies, and other 
legal persons governed by public or private law, save for those which are non-profit-
making”. 

These Articles have been applied by the ECJ in many cases concerning direct taxation since 
there are no other regulations in the Treaty that can be relied on when questioning national 
direct tax measures. The Parent-Subsidiary Directive32, the Mutual Assistance Directive33, 
the Interest and Royalty Directive34, Savings Directive35 and the Merger Directive36 are the 
only harmonised areas of direct taxation within the EU. Further analysis of these directives 
will not be made, since they are not relevant for the purpose of this thesis. Nevertheless, 
they are of importance for direct taxation and therefore their existence is worth mention-
ing.   

2.4 

                                                

Restrictions on the Freedom of Establishment 
There are different types of restrictions on the freedom of establishment such as direct or 
indirect discrimination. National measures can also be non-discriminatory restrictions that 
do not discriminate on grounds of nationality or any similar criterion.37  

When the ECJ analyses if a national measure is in compliance with the freedom of estab-
lishment in Articles 43 and 48 EC, there is no need to consider if the measure is discrimi-
natory under Article 12 EC.38 In the Avoir Fiscal39 case it was determined by the ECJ that 
even though direct taxation falls within the competence of the Member States, national leg-
islation must not be discriminatory since direct tax rules have to be in conformity with the 
EC law.  

 
32 Directive 90/435/EEC of 23 July 1990, on the common system of taxation applicable in the case of parent 

companies and subsidiaries of different Member States.  

33 Directive 77/799/EEC of 19 December 1977, concerning mutual assistance by the competent authorities 
of the Member States in the field of direct taxation. 

34 Directive 2003/49/EC of 3 June 2003, on a common system of taxation applicable to interest and royalty 
payments made between associated companies if different Member States.  

35 Directive 2003/48/EC of 3 June 2003, to ensure effective taxation of savings income in the form of inter-
est payments within the Community. 

36 Directive 90/434/EEC of 23 July 1990, on the common system of taxation applicable to mergers, divi-
sions, transfers of assets and exchanges of shares concerning companies of different Member States. 

37 Dahlberg, Mattias, Direct Taxation in Relation to the Freedom of Establishment and the Free Movement of Capital 
[2005], p. 68. 

38 Dahlberg, Mattias, Internationell Beskattning – En Lärobok [2005], p. 223. 

39 Case 270/83 Commission of the European Communities v French Republic [1986] ECR I-273, para. 24. 
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2.5 Discrimination 

                                                

Direct discrimination is based on nationality, which in the case of companies is the same as 
where they have their seat.40 An example of direct discrimination is legislation that prohib-
its companies incorporated in certain Member States from benefiting from a national pro-
vision in another Member State by setting up a subsidiary in that State. Indirect discrimina-
tion is not based on nationality or where a company has its seat but has the same effect.41 
Both forms of discrimination are most likely to occur in the host State but there can also 
be discriminatory measures taken by the State of origin.42 Therefore the ECJ has extended 
the scope of Article 43 EC to also cover discriminatory measures taken by the State of ori-
gin.43

To decide whether a provision is discriminatory or not, it has been stated in the Schumack-
er44 case, which is a personal income tax case, that there has to be an objectively compara-
ble situation between the allegedly discriminated company and other companies in the 
same Member State.45 According to settled case law discrimination arises when different 
rules are applied to comparable situations or when the same rule is applied to different 
situations.46 It has also been stated in the Schumacker case that the situation of residents and 
non-residents are generally not comparable but that in some cases where there is no objec-
tive difference in the situation of residents and non-residents they can be compared.47 The 
reasoning from the Schumacker case has been confirmed in the Royal Bank of Scotland48 case, 
thus it applies to company taxation also and not only to personal income tax cases. In most 
cases, regarding discrimination, the ECJ makes a comparison between a domestic situation 
where free movement is not exercised and a situation where a company has exercised its 
right under the freedom.49  

The traditional view is that a directly discriminatory measure can only be justified by the 
grounds set out in Article 46 (1) EC; public policy, public security, and public health, while 
indirectly discriminatory measures can be justified by any of the grounds established 

 
40 Article 48 EC. 

41 Dahlberg, Mattias, Direct Taxation in Relation to the Freedom of Establishment and the Free Movement of Capital 
[2005], p. 67.  

42 Dahlberg, Mattias, Direct Taxation in Relation to the Freedom of Establishment and the Free Movement of Capital 
[2005], p. 98. 

43 Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) [1998] 
ECR I-4695, para. 21, Case 81/87 The Queen v H.M. Treasury and Commissioners of Inland Revenue, ex Parte Daily 
Mail and General Trust plc [1988] ECR I-543, para. 16. 

44 Case C-279/93 Finanzamt Köln-Altstadt v Roland Schumacker [1995] ECR I-225. 

45 Case C-311/97 Royal bank of Scotland plc v Elliniko Dimosio (Greek State), [1999] ECR I-2651, paras. 26 and 30, 
Case C-279/93 Finanzamt Köln-Altstadt v Roland Schumacker [1995] ECR I-225, para. 30. 

46 Case C-279/93 Finanzamt Köln-Altstadt v Roland Schumacker [1995] ECR I-225, para. 30. 

47 Case C-279/93 Finanzamt Köln-Altstadt v Roland Schumacker [1995] ECR I-225, paras. 36-38. 

48 Case C-311/97 Royal bank of Scotland plc v Elliniko Dimosio (Greek State) [1999] ECR I-2651, paras. 26 and 30. 

49 Hilling, Maria, Free Movement and Tax Treaties in the Internal Market [2005], pp.86-87 
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through case law.50 The non-discriminatory measures can also be justified by any of the 
grounds established through case law.51 These different grounds for justification will be 
presented below. 

2.6 

                                                

Grounds for Justification 
The Court has found national tax provisions to be in breach of Community law in many di-
rect tax cases.52 There are certain grounds for justification in Article 46 (1) EC but the ECJ 
has been reluctant to approve these possible grounds for justification of national corporate 
tax legislation that is restricting the freedom of establishment. National measures can ac-
cording to Article 46 (1) EC be justified on grounds of public policy, public security and 
public health. Directly discriminatory measures which can only be justified on those 
grounds are therefore not likely to be justified.53 Other grounds for justification such as the 
importance of coherence in the national fiscal system and anti-tax evasion measures have 
been used, sometimes successfully, by the Member States to justify restricting corporate tax 
provisions. It has been stated by the ECJ that the fact that direct taxation is not harmo-
nised within the EU does not justify differences in treatment of companies. This follows 
from the principle that even though Member States have competence in the area of direct 
taxation, they must legislate in accordance with the freedom of establishment.54  

The ECJ has developed the Rule of Reason doctrine through case law55, in particular in the 
Gebhard56 case. Even if a restriction on the freedom of establishment cannot be justified by 
the grounds set out in the Treaty, it can still be justified by overriding reasons in the public 
interest. If a national measure is indirectly discriminatory or a non-discriminatory restric-
tion, it can be justified under the Rule of Reason. The ECJ introduced the “Gebhard test” 
which provides that measures hindering a fundamental freedom must fulfil the following 
conditions in order to be justified:  

- “they must  be applied in a non-discriminatory manner; 

- they must be justified by imperative requirements in the general interest; 

- they must be suitable for securing the attainment of the objective which it pursues;  

 
50 Dahlberg, Mattias, Direct Taxation in Relation to the Freedom of Establishment and the Free Movement of Capital 

[2005], p. 114. 

51 Hilling, Maria, Free Movement and Tax Treaties in the Internal Market [2005], p. 94. 

52 See for example, Case 81/87 The Queen v H.M. Treasury and Commissioners of Inland Revenue, ex Parte Daily Mail 
and General Trust plc, [1988] ECR I-543, Case C-446/03 Marks & Spencer plc v David Halsey (Her Majesty’s In-
spector of Taxes) [2005] ECR I-10837, Case C-167/01 Kamer van Koophandel en Fabrieken voor Amsterdam v Inspire 
Art Ltd. [2003] ECR I-10155. 

53 Panayi, Christiana HJI, Treaty Shopping and Other Tax Arbitrage Opportunities in the European Union: A Reassess-
ment – Part 2, European Taxation April 2006, p. 148. 

54 Case 270/83 Commission of the European Communities v French Republic [1986] ECR I-273, para. 24. 

55 Case C-55/94 Reinhard Gebhard v. Consiglio dell’Ordine degli Avvoccati e Procuratori di Milano [1995] ECR I-4165, 
para. 37, Case C-212/97 Centros Ltd v. Erhvervs- og Selskabsstyrelsen [1999] ECR I-1459, para. 34.  

56 Case C-55/94 Reinhard Gebhard v. Consiglio dell’Ordine degli Avvoccati e Procuratori di Milano [1995] ECR I-4165. 
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- and they must not go beyond what is necessary in order to attain it”.57

Furthermore, for a measure to be justified under the Rule of Reason it has to pass the pro-
portionality test. This test applies also to measures that could be justified under Article 46 
(1) EC. The principle of proportionality is codified in Article 5 EC and requires that a 
measure must not go beyond what is necessary to obtain the objective pursued.58 This im-
plies that there has to be a relationship between the end and the means.59 According to 
Hartley this principle leaves a great deal up to the Court to decide which makes it difficult 
to predict when a measure is proportionate in relation to the aim to be achieved.60

Grounds for justification that have been recognised by the Court under the Rule of Reason 
doctrine will be presented in the following. 

2.6.1 Coherence of the Fiscal System 
The argument that a certain tax provision is needed to ensure the cohesion of the national 
tax system has been used in the Bachmann61 case. The Bachmann case was a personal income 
tax case but the principle of justification is applicable regarding company taxation as well. 
Mr. Bachmann was a German national employed in Belgium who had paid sickness and 
invalidity insurance in Germany which he was not allowed to deduct in Belgium.62 The 
question in this case was if it was compatible with Community law that the deductibility of 
sickness and invalidity insurance contributions or pension and life assurance contributions 
is made conditional upon that the contribution is paid in Belgium.63  

The ECJ recognised that the provisions were justified by the need to ensure the cohesion 
of the national tax system but that it was up to the national courts to decide if the provi-
sions were necessary to fulfil the objective of protecting the public interest.64 To date, 
Bachmann is the only case where the ECJ has recognised this ground for justification even 
though many Member States have used this as an argument in numerous cases to justify 
their national legislation.65   

                                                 
57Case C-55/94 Reinhard Gebhard v. Consiglio dell’Ordine degli Avvoccati e Procuratori di Milano [1995] ECR I-4165, 

para. 37. 

58 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, paras. 57 and 60, Case C-446/03 Marks & Spencer plc v David Halsey (Her Majesty’s Inspector of Taxes) 
[2005] ECR I-10837, para. 35. 

59 Hartley, T.C, The Foundations of European Community Law [2003], p.152. 

60 Hartley, T.C, The Foundations of European Community Law [2003], pp.152-153. 

61 Case C-204/90 Hanns-Martin Bachmann v Belgian State [1992] ECR I-249. 

62 Case C-204/90 Hanns-Martin Bachmann v Belgian State [1992] ECR I-249, para. 2. 

63 Case C-204/90 Hanns-Martin Bachmann v Belgian State [1992] ECR I-249, para. 6. 

64 Case C-204/90 Hanns-Martin Bachmann v Belgian State [1992] ECR I-249, paras. 28-29. 

65 Cases where it did not recognise cohesion of the tax system as a ground for justification: Case C-264/96 
Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) [1998] ECR I-4695, 
paras. 28-29, Case C-279/93 Finanzamt Köln-Altstadt v Roland Schumacker [1995] ECR I-225, para. 42. 
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2.6.2 The Principle of Territoriality and Effectiveness of Fiscal Supervi-
sion 
The principle of territoriality means that a Member State only has competence to tax a 
company for income that has a sufficient economic link to that State.66

In the Marks & Spencer67 case the issue was if the provisions on group relief for losses were 
compatible with EC law. The UK legislation prevents resident parent companies from de-
ducting losses incurred in another Member State by a subsidiary established in that State. 
Nevertheless, they allow the parent company to deduct losses incurred by a subsidiary in 
the UK.68 The Court found that the British legislation could be justified under the principle 
of territoriality since it is the Member State where the subsidiary is established that has 
competence to tax.69 The ECJ continued by stating that the provisions where compatible 
with EC law since they constituted overriding reasons in the public interest.70 However 
there are certain conditions that have to be met before the companies can be denied the 
right to deduct losses.71 To determine if these conditions are met the ECJ made a propor-
tionality test to establish if the measure goes beyond what is necessary to attain the essential 
part of the objectives pursued. Firstly, the non-resident subsidiary must have exhausted the 
possibilities available in its State of residence of having losses taken into account. Secondly, 
there must not be any possibility for foreign subsidiary’s losses to be taken into account in 
its State of residence for future periods.72  

The ECJ did in principle approve the principle of territoriality as a ground for justification 
since there was a danger that losses could be used twice if group relief was extended to the 
losses of non-resident subsidiaries.73 In accordance with the principle of territoriality tax 
competence belongs to the state on whose territory the subsidiary is established and carries 
out economic activities.74

 

                                                 
66 Dahlberg, Mattias, Internationell Beskattning – En Lärobok [2005], p. 24. 

67 Case C-446/03 Marks & Spencer plc v David Halsey (Her Majesty’s Inspector of Taxes) [2005] ECR I-10837.  

68 Case C-446/03 Marks & Spencer plc v David Halsey (Her Majesty’s Inspector of Taxes) [2005] ECR I-10837, para. 
27. 

69 Case C-446/03 Marks & Spencer plc v David Halsey (Her Majesty’s Inspector of Taxes) [2005] ECR I-10837, para. 
36. 

70 Case C-446/03 Marks & Spencer plc v David Halsey (Her Majesty’s Inspector of Taxes) [2005] ECR I-10837, para. 
49. 

71 Case C-446/03 Marks & Spencer plc v David Halsey (Her Majesty’s Inspector of Taxes) [2005] ECR I-10837, para. 
56. 

72 Case C-446/03 Marks & Spencer plc v David Halsey (Her Majesty’s Inspector of Taxes) [2005] ECR I-10837, para. 
55. 

73 Case C-446/03 Marks & Spencer plc v David Halsey (Her Majesty’s Inspector of Taxes) [2005] ECR I-10837, paras. 
47-48. 

74 Case C-446/03 Marks & Spencer plc v David Halsey (Her Majesty’s Inspector of Taxes) [2005] ECR I-10837, para. 
36. 
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In Futura Participations75, a Luxembourg case, the Court accepted the national legislation 
providing that all income was taxable and the basis of assessment of tax was not limited to 
national activities.76 One of the conditions that had to be fulfilled before the Court ap-
proved of the Luxembourg legislation was that there was an economic link between the 
losses carried forward and the income earned in the Member State in which tax was 
charged i.e. only losses arising from the non-resident tax payer’s activities in that state could 
be carried forward.77 The Futura Participations case was the first case where the ECJ recog-
nised the fiscal principle of territoriality as a ground for justification. Another ground for 
justification that was considered in the Futura Participations case was the effectiveness of fis-
cal supervision. The ECJ has in its case law recognised the effectiveness of fiscal supervi-
sion to be a requirement of general interest justifying restrictions on the freedom of estab-
lishment.78 In this case though, the objective of the provision could be reached by means 
of the Mutual Assistance Directive and therefore the provision did not pass the propor-
tionality test.79

2.6.3 Prevention of Abusive Practices 
It has been established in case law that the mere fact that a company sets up a subsidiary in 
a Member State with lower taxes cannot set up a presumption of tax evasion.80 The ECJ 
has recognised counteraction of tax avoidance as an overriding reason in the public interest 
which can justify restrictions on the freedoms.81 Such a restrictive provision must be pro-
portionate to the aim to be achieved.82 Therefore it must not be too general in its applica-
tion since the objective to be achieved is prevention of tax evasion. If a company sets up a 
secondary establishment, where actual economic activity is conducted, for the purpose of 
benefiting from the tax regime of another Member State, it does not constitute abuse.83 
This will be further discussed in chapter 4.  

                                                 
75 Case C-250/95 Futura Participations SA and Singer v Administration des contributions [1997] ECR I-2471. 

76 Case C-250/95 Futura Participations SA and Singer v Administration des contributions [1997] ECR I-2471, para. 
20. 

77 Case C-250/95 Futura Participations SA and Singer v Administration des contributions [1997] ECR I-2471, para. 
18. 

78 Case C-250/95 Futura Participations SA and Singer v Administration des contributions [1997] ECR I-2471, para. 
31. 

79 Case C-250/95 Futura Participations SA and Singer v Administration des contributions [1997] ECR I-2471, paras. 
39-41. 

80 C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR I-
7995, para. 50, Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector 
of Taxes) [1998] ECR I-4695, para. 26, Case C-436/00 X and Y v Riksskatteverket [2002] ECR I-10829, para. 
62. 

81 Advocate General Léger’s Opinion, 2 May 2006, Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes 
Overseas Ltd v Commission of Inland Revenue [2006] ECR I-7995, para. 86. 

82 C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR I-
7995, para. 57. 

83 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, para. 37. 
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2.7 Concluding Remarks 
An internal market provides for optimal allocation of resources and all national measures 
that are hindering the creation of the internal market are prohibited. The freedom of estab-
lishment is an important means to achieve the completion of the internal market and there-
fore it is important that this freedom is protected. Member States are obliged to legislate in 
accordance with the objectives of the fundamental freedoms. Therefore Articles 43 and 48 
EC are often relied on in direct taxation cases since direct taxation is not harmonised 
within the EU. There are different ways of restricting Articles 43 and 48 EC by means of 
discriminatory national legislation. Member States can have legislation on direct taxation 
that is directly or indirectly discriminatory with the result of denying companies to exercise 
their rights under the freedom of establishment. There are different grounds for justifica-
tion that can be used by the Member States to justify national measures hindering the free-
dom of establishment. Some of the grounds that have been argued to justify national tax 
provisions are the maintenance of the fiscal coherence, the principle of territoriality, the ef-
fectiveness of fiscal supervision and the prevention of abusive practices.  In order for the 
Member States to rely on these grounds for justification the national measure must be car-
ried out on grounds of public policy, public security or public health, or otherwise be justi-
fied by overriding reasons in the public interest. Nevertheless, the ECJ has been reluctant 
in approving these justifications in several cases where the national measures apply gener-
ally to all situations.  
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3 CFC Legislation 

3.1 

3.2 

3.3 

                                                

Introduction 
This chapter will briefly present the CFC legislation and the motives behind it. CFC legisla-
tion is one of the national measures that Member States are using to prevent tax avoidance. 
In the Cadbury Schweppes case the ECJ stated that British CFC rules are not compatible with 
Community law since they were not designed to prevent “wholly artificial arrangement”.84 
This judgment will be analysed in forthcoming chapters in order to fulfil the purpose of 
this thesis. Therefore it is important for the reader to understand the motives behind CFC 
rules in order to easier follow the arguments in the thesis. The CFC rules apply when a 
subsidiary is established in a low tax state. Whether the CFC is established in a Member 
State or a non-Member State is irrelevant since it is the parent company that has to pay ad-
ditional tax. Both Member States and non-Member States have CFC legislation but in this 
thesis focus is on companies incorporated in a Member State. What constitutes a low tax 
state is defined in the national CFC rules and can be different depending on which coun-
try’s rules that are applied. In section 3.3 there is an example of what is considered to be a 
low tax state according to British CFC legislation.  

The Motives Behind CFC Legislation 
The basis of CFC legislation is the doctrine of Capital Export Neutrality which has its 
ground in the taxation in the investor’s home State. The aim of Capital Export Neutrality is 
that foreign income is treated the same way as similar income from the investors home 
State.85 Hence, CFC legislation is supposed to neutralise taxation so that income is taxed 
equally regardless of where it is earned. The principle of Capital Export Neutrality is used 
to safeguard worldwide taxation and is basically justified under the light of EC law.86  

Most Member States have CFC legislation to counteract tax avoidance and to prevent ero-
sion of the national tax base created by export of investments.87 The general purpose and 
method behind national CFC legislation is the same and the rules are also similar in most 
Member States. 88 Therefore the judgment in Cadbury Schweppes will affect not only the UK 
but most of the Member States. The British CFC legislation will be used as an example to 
explain the functioning of CFC legislation. 

The British CFC Rules 
The British CFC legislation is designed to prevent a resident company from transferring its 
taxable profits to a CFC established in another state which has a lower level of taxation 

 
84 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 

I-7995, para. 75. 

85 Dahlberg, Mattias, Internationell Beskattning – En Lärobok [2005], p. 124.  

86 Schönfeld, Jens, The Cadbury Schweppes Case: Are the Days of the United Kingdom’s CFC Legislation Numbered?, 
European Taxation, October 2004, p. 446. 

87 OECD Studies in Taxation of Foreign Source Income, Controlled Foreign Company Legislation [1996], p. 11. 

88 OECD Studies in Taxation of Foreign Source Income, Controlled Foreign Company Legislation [1996], p. 31. 

 14



 

than that in effect in the UK.89 It is irrelevant whether the subsidiary is established in a 
Member State or in a non-Member State. The CFC legislation applies if the resident com-
pany controls more than 50 % of the subsidiary established in a state with lower tax level 
than that in the resident state.90 For UK companies it is regarded to be a low tax state if the 
tax paid by the subsidiary is less than three quarters of the amount which would have been 
paid in the UK.91 If the CFC legislation is applicable the profits from the subsidiary are at-
tributed to the parent company and taxed in that company’s hands by means of a tax 
credit.92 These rules apply generally to all CFCs that fall under the provision. There is no 
consideration taken to whether there is a “real” foreign subsidiary with economic activity 
or not and this is essentially why the ECJ did not approve of the British CFC legislation.93  

3.4 

                                                

Concluding Remarks 
The general motive behind CFC legislation is Capital Export Neutrality and the national 
CFC rules are similar in most Member States because of this common motive. If the na-
tional rules that are hindering tax avoidance by taxing income from CFCs are too general in 
its application they are violating the freedom of establishment. That is why the British CFC 
rules can only be applied to CFCs that are proved to be “wholly artificial arrangements”. 
Therefore it is of importance, in the context of applying CFC rules, to clarify the difference 
between use and abuse of freedom of establishment. It is also important to note that the 
CFC rules apply even when a subsidiary is established outside the EU. 

 

 

 

 

 

 

 

 

 

 
89 Advocate General Léger’s Opinion, 2 May 2006, Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes 

Overseas Ltd v Commission of Inland Revenue [2006] ECR I-7995, para. 2. 

90 Section 747 of the Income and Corporation Taxes Act 1988.  

91 Advocate General Léger’s Opinion, 2 May 2006, Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes 
Overseas Ltd v Commission of Inland Revenue [2006] ECR I-7995, para. 15. 

92 Section 747 of the Income and Corporation Taxes Act 1988.  

93 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, para. 75. 
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4 Abuse of the Freedom of Establishment 

4.1 

4.2 

                                                

Introduction 
In order to achieve the purpose of this thesis this chapter will, first, define the concept of 
abuse of the freedom of establishment, in respect of secondary establishment, that has 
been developed through case law. The abuse of freedom of establishment only arises if the 
subsidiary established in a Member State does not carry out genuine economic activity i.e. 
the subsidiary is a “wholly artificial arrangement”.94 According to ECJ the reason for which 
a company has decided to establish a subsidiary in a particular Member State, does not, in 
itself, constitute abuse of freedom of establishment.95 Even though direct taxation falls 
within the Member States’ competence the national legislation has to be in compliance with 
Community law.96 In the Cadbury Schweppes case the Court stated that the British CFC legis-
lation is too general in its application and thus contrary to Community law.97 Second, the 
difference between use and abuse of freedom of establishment will be analysed in the light 
of case law i.e. a brief presentation of the development of case law will be given in order to 
better understand the concept of abuse. Since the judgement of the Cadbury Schweppes case 
is the latest in the area of abuse of freedom of establishment a more detailed presentation 
will be given of the case.  

The Concept of Abuse 
Since there is no harmonisation on direct taxation, except for some directives mentioned 
above, many cases concerning direct taxation are brought before the ECJ by the Member 
States in order to state if Community law and the freedom of establishment are abused 
when companies are establishing subsidiaries cross-border. Hence, the concept of abuse of 
the freedom of establishment is defined in the ECJ case law. The current concept that has 
been developed through case law states that “wholly artificial arrangements aimed at cir-
cumventing domestic tax law”98constitute abuse of the freedom of establishment. Con-
versely, establishing a subsidiary in another Member State to benefit from the tax advantage 
does not constitute abuse of the freedom of establishment.99  

 
94 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 

I-7995, para. 54.  

95 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, para. 37. 

96 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, para. 40. 

97 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, para. 75. 

98 See Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) 
[1998] ECR I-4695, para. 26, Case C-324/00 Lankhorst-Hohorst GmbH v Finanzamt Steinfurt [2002] ECR I-
11779, para. 37, Case C-9/02 Hughes de Lasteyrie du Saillant v Ministère de l’Économie, des Finances et de 
l’Industrie[2004] ECR I-2409, para. 50, Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v 
Commission of Inland Revenue [2006] ECR I-7995, para. 51.  

99 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR 
I-7995, para. 54. 
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The term establishment, as it has been developed through case law, means integration in 
the economic life of a Member State other than the State of origin by participating on a 
stable and continuous basis and profit therefrom.100 Therefore, the reasons for which a 
company decides to establish a subsidiary in a Member State other than the State of origin, 
even if the reasons are to obtain benefits from a more favourable tax regime, do not pre-
vent the company to take advantage of the rights under the freedom of establishment.101 
Nevertheless, the nationals of a Member State cannot use the rights created by the EC 
Treaty to improperly circumvent their national legislation. They must not improperly or 
fraudulently take advantage of provisions of Community law.102 This implies that a subsidi-
ary established in another Member State must pursue genuine economic activity; compa-
nies cannot establish “wholly artificial arrangements” for the purpose of enjoying the more 
favourable tax regime in that State. It is important to note that this limit has nothing to do 
with whether the national provision in question is in line with Community law, but con-
cerns whether the company may rely on the right of freedom of establishment.103

According to ECJ settled case law on the doctrine of abuse of rights it is on the basis of 
objective circumstances that an abusive practice must be determined.104 In the Halifax case 
the ECJ stated that a situation is abusive if, first, the transaction concerned results in a tax 
advantage which would be contrary to the purpose of the applicable provision.105 Second, 
if the essential aim of that transaction is to obtain a tax advantage and that is determined 
from a number of objectives such as the purely artificial nature of the transaction and the 
legal and economic link between the operators involved.106

4.3 

                                                

The Difference Between Use and Abuse 

4.3.1 The Development of Case Law on Abusive Practices 
As mentioned in chapter 2, companies are permitted to establish subsidiaries in other 
Member States in accordance with the freedom of establishment in Article 43 EC. Free-
dom of establishment grants nationals of Member States to move cross-border and choose 
the jurisdiction that is best suitable for their purposes, even if they do so to circumvent the 
national legislation. The Member States have created restrictive and discriminatory national 

 
100 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] 

ECR I-7995, para. 53. 

101 Advocate General Léger’s Opinion, 2 May 2006, Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes 
Overseas Ltd v Commission of Inland Revenue [2006] ECR I-7995, paras. 49-51. 

102 Case C-212/97 Centros Ltd v. Erhvervs- og Selskabsstyrelsen [1999] ECR I-1459, para. 24, Case C-196/04 Cad-
bury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] ECR I-7995, para. 35. 

103 Simpson, Philip, Cadbury Schweppes plc v Commissioners of Inland Revenue: the ECJ sets strict test for CFC legislation, 
British Tax Review, 2006, p. 679. 

104 Advocate General Léger’s Opinion, 2 May 2006, Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes 
Overseas Ltd v Commission of Inland Revenue [2006] ECR I-7995, paras. 117-118. 

105 Case C-255/02 Halifax plc, Leeds Permanent Development Services Ltd, County Wide Property Investments Ltd, v 
Commissioners of Customs & Excise [2006] ECR I-1609, para. 74. 

106 Case C-255/02 Halifax plc, Leeds Permanent Development Services Ltd, County Wide Property Investments Ltd, v 
Commissioners of Customs & Excise [2006] ECR I-1609, paras. 75 and 81. 
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measures to prevent abuse and tax avoidance by their nationals, but the ECJ has rarely ac-
cepted such justifications.107 This chapter will present the development of ECJ case law re-
garding the abuse of freedom of establishment. 

In the Centros108case a Danish couple formed a company in the UK, Centros Ltd. The com-
pany had never traded since its formation.109 Nevertheless, the Danish couple requested to 
register a branch of Centros Ltd. in Denmark. That was refused by the Danish Trade and 
Companies Board (Erhvervs- og Selskabsstyrelsen) on the grounds that Centros Ltd. was 
not trading in the UK and the purpose of establishing in Denmark was to circumvent the 
Danish national law; the paying-up of a minimum share capital whereas the UK law im-
poses no such requirement.110 The fact that a national of a Member State chooses to set up 
a company in a Member State with least restrictive rules, in this case the UK, and to set up 
a branch in another State, in this case Denmark, cannot in itself, constitute an abuse of 
freedom of establishment. 111 This right is inherent in the single market and guaranteed by 
Articles 43 and 48 EC. According to the ECJ a Member State is permitted to take national 
measures to prevent its nationals to circumvent the national law or to take advantage of 
Community law in an improper or fraudulent way.112 The national courts may decide that 
on a case by case basis and in the light of objective evidence.113 The fact that a company 
does not conduct any business in the resident State but only in the State where the subsidi-
ary is established is not sufficient to prove the existence of abuse or fraudulent conduct and 
the latter State cannot deny the rights provided for by the freedom of establishment.114   

Moreover, the ECJ confirmed its settled case law on the Rule of Reason in the Centros case 

                                                

that Member States’ national rules on hindering the exercise of fundamental rights must 
satisfy four conditions. The rules “(…)must be applied in a non-discriminatory manner; they must be 
justified by imperative requirements in the general interest; they must be suitable for securing the attainment 
of the objective which they pursue; and they must not go beyond what is necessary in order to attain it”. 115 
Furthermore, in order for a national measure to be justified it has to have the specific pur-
pose of preventing “wholly artificial arrangements”, set up to circumvent the national legis-
lation.116 This essential statement was made by the ECJ in the Imperial Chemical Industries117 

 
107 Terra, J.M Ben and Wattel, J. Peter, European Tax Law [2005], p. 76. 

108 Even though the Centros case concerns civil matters, the Court’s reasoning therein is also relevant for direct 
taxes. 

109 Case C-212/97 Centros Ltd v. Erhvervs- og Selskabsstyrelsen [1999] ECR I-1459, para. 3. 

110 Case C-212/97 Centros Ltd v. Erhvervs- og Selskabsstyrelsen [1999] ECR I-1459, paras. 6-7. 

111 Case C-212/97 Centros Ltd v. Erhvervs- og Selskabsstyrelsen [1999] ECR I-1459, paras. 17 and 27. 

112 Case C-212/97 Centros Ltd v. Erhvervs- og Selskabsstyrelsen [1999] ECR I-1459, para. 24. 

113 Case C-212/97 Centros Ltd v. Erhvervs- og Selskabsstyrelsen [1999] ECR I-1459, paras. 25. 

114 Case C-212/97, Centros Ltd v. Erhvervs- og Selskabsstyrelsen [1999] ECR I-1459, para. 29. 

115 Case C-212/97 Centros Ltd v. Erhvervs- og Selskabsstyrelsen [1999] ECR I-1459, para. 34, See also Case C- 
55/94 Reinhard Gebhard v. Consiglio dell’Ordine degli Avvoccati e Procuratori di Milano [1995] ECR I-4165, para. 37, 
Case C-9/02  Hughes de Lasteyrie du Saillant v Ministère de l’Économie, des Finances et de l’Industrie [2004] ECR I-
2409, para. 49.  

116 Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) 
[1998] ECR I-4695, para. 26. 
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(ICI) case. The ICI was a UK company and one of its subsidiaries incurred losses in the 
UK and ICI sought tax relief for those losses by setting them of against its chargeable prof-
its. According to UK legislation, a tax relief is possible only if the subsidiary is resident in 
the UK. The Inland Revenue of the UK refused tax relief to ICI, since the majority of its 
subsidiaries were not established in the UK.118 The ECJ stated that the UK legislation ap-
plies generally to all situations in which the majority of a group’s subsidiaries are established 
outside the UK and therefore constitutes abuse of freedom of establishment. The estab-
lishment of a subsidiary outside the UK does not automatically entail tax avoidance, since 
that subsidiary will be subject to tax legislation in that particular State of establishment.119  

The ECJ confirmed this statement in the Lankhorst-Hohorst120 case. Lankhorst-Hohorst, a 
subsidiary in Germany, was granted a loan from its parent company resident in the Nether-
lands to reduce its bank borrowing. According to the German tax authority (Finanzamt) 
the interest paid by Lankhorst-Hohorst to its parent company was a covert distribution of 
profits.121 Conversely, interest paid between a resident subsidiary and a resident parent 
company is treated as expenditure and not as a distribution of profits.122 This different 
treatment between resident subsidiaries depending on the seat of their parent company 
constitutes an abuse of freedom of establishment. The legislation did not have the specific 
purpose of preventing “wholly artificial arrangement” but applies generally to any situation 
in which the parent company had its seat outside Germany.123 This deterred companies 
from establishing subsidiaries in Member States which adopts such national tax meas-
ures.124 Furthermore, paying interest to a non-resident parent company does not in itself 
entail any risk of tax avoidance, as the parent company will be subject to tax in its State of 
residence.125

To determine what constitutes abuse of freedom of establishment the ECJ came up with 
two circumstances in the Emsland-Stärke126 case. First, an objective element, conditions laid 
down by the Community provisions are fulfilled, but the object and the purpose of the 
provision relied on has not been achieved. Second, a subjective element, the intention to 
benefit from the Community rules by creating an artificial situation to meet the criteria of 

                                                                                                                                               
117 Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) 
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118 Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) 
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119 Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) 
[1998] ECR I-4695, para. 26. 

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

121 Case C-324/00 Lankhorst-Hohorst GmbH v Finanzamt Steinfurt [2002] ECR I-11779, paras. 6-11. 

122 Case C-324/00 Lankhorst-Hohorst GmbH v Finanzamt Steinfurt [2002] ECR I-11779, para. 29. 

123 Case C-324/00 Lankhorst-Hohorst GmbH v Finanzamt Steinfurt [2002] ECR I-11779, para. 37. 

124 Case C-324/00 Lankhorst-Hohorst GmbH v Finanzamt Steinfurt [2002] ECR I-11779, para. 32. 

125 Case C-324/00 Lankhorst-Hohorst GmbH v Finanzamt Steinfurt [2002] ECR I-11779, para. 37, Case C-264/96 
Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspector of Taxes) [1998] ECR I-4695, 
para. 26.  

126 Case C-110/99 Emsland-Stärke GmbH v Landwirtschaftskammer Hannover [2000] ECR I-11569. 
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the Community rule.127 In other words, the protection under the Community legislation 
does not cover abusive practices by economic operators, created solely for the purpose to 
benefit from the advantages provided for by Community law.128 It is for the national courts 
to establish the existence of those two elements in the light of Community law.129  

Moreover, a taxpayer who transfers income to another Member State, exercising the right 
of establishment, is subjected to disadvantageous treatment in comparison with a taxpayer 
who remains in the State of origin. The taxpayer becomes liable to tax on unrealised in-
come, whereas if the taxpayer remained in the State of origin the income would become 
taxable when realised.130 This was the issue in the De Lasteyrie du Saillant131 case and the ECJ 
found the national measure to hinder the freedom of establishment. The difference in 
treatment deterred nationals of a Member State from transferring the income to another 
Member State and thus prevented the nationals from exercising the right under the free-
dom of establishment.132 A national measure can be allowed, if it pursues a legitimate ob-
jective compatible with the Community rule and is justified by overriding reasons in the 
public interest. The national measure must be appropriate to the objective and must not go 
beyond what is necessary to attain it.133 The ECJ confirmed its statement from previous 
case law that a national measure with the purpose of preventing tax avoidance must be 
specifically designed to exclude from a tax advantage “wholly artificial arrangements” 
aimed at circumventing the national tax law. A national measure that is aimed generally at 
any situation cannot be justified.134

Furthermore, in the Halifax case the Court stated that when choosing between two transac-
tions the taxable person is not required to choose the one which involves paying the high-
est amount of tax.135 Advocate General Maduro observed that it is generally accepted by 
Member States that taxpayers may choose to structure their business so as to limit their tax 
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liability. There is no legal obligation to run business in order to maximise tax revenue for 
the State. In other words, the taxpayer has a freedom of choice to conduct business in a 
State with lower taxes. However, a definition or a limit between use and abuse of the free-
dom of choice has to be defined in accordance with the principle of legal certainty. 136 The 
ECJ came up with a test in the Halifax case regarding the concept of abuse. As mentioned 
in section 4.2 above this test also applies to direct taxes. Nevertheless, it is for the national 
courts to determine the real substance and significance of the transaction seeking to obtain 
a tax advantage.137 The national courts may take into account the purely artificial nature of 
the transaction concerned and the legal, economic and personal nature between operators 
involved in the construction.138  

4.3.2 The Cadbury Schweppes Case  
According to ECJ’s judgement in the Cadbury Schweppes case tax motives are legal mo-
tives.139 In other words, a company is permitted to establish a subsidiary in another Mem-
ber State in order to benefit from the more favourable tax regime without abusing the free-
dom of establishment.140 Cadbury Schweppes plc is incorporated and resident in the 
United Kingdom (UK). Cadbury Schweppes plc is a parent company of the Cadbury 
Schweppes Group and has two subsidiaries established in the International Financial Ser-
vices Centre (IFSC) in Dublin, Ireland. The business of these two subsidiaries is to raise fi-
nance and to provide that finance to subsidiaries in the Cadbury Schweppes Group. How-
ever, the two subsidiaries in Ireland were subject to a tax rate of 10%, rather than a tax rate 
of 30% in the UK.141 According to British CFC legislation, if a resident UK company has 
incorporated a CFC in another Member State with lower level of taxation, the profits of 
that CFC are attributed to the resident company. 142 In contrast, if the subsidiary has been 
incorporated and taxed in the UK or if the CFC is not subject to a lower level of taxation, 
the resident company is not taxed for the profits of the CFC. The British CFC legislation 
applies to Cadbury Schweppes plc since the subsidiaries are established in Ireland and have 
paid less than the amount of tax that would have been paid in the UK on the taxable prof-
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140 Advocate General Léger’s Opinion, 2 May 2006, Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes 
Overseas Ltd v Commission of Inland Revenue [2006] ECR I-7995, para. 40. 

141 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] 
ECR I-7995, paras. 13-15. 

142 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] 
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its.143 Therefore the Commissioners of Inland Revenue in the UK claimed, under the CFC 
legislation that the Cadbury Schweppes Group should pay corporation tax on the profits 
made by the subsidiaries established in Ireland.144 The question referred to the ECJ was 
whether the British CFC legislation was contrary to the Community law or not.  

According to Article 43 EC, the freedom of establishment, a host Member State has to give 
the same treatment to nationals from another Member State as to its own nationals. Never-
theless, case law also prohibits the Member State of origin from hindering the establish-
ment of its nationals in another Member State in accordance with that State’s laws.145 The 
difference in treatment for the UK resident company created a tax disadvantage i.e. the UK 
resident company was taxed for profits of another legal person.146 The legislation was dis-
suading companies from establishing a subsidiary in a Member State with lower level of 
taxation. Thus, the British CFC legislation was hindering the exercise of freedom of estab-
lishment.147 Such a national measure created to prevent tax avoidance can only be justified 
by overriding reasons in the public interest and must not go beyond what is necessary to 
achieve the objective.148 In other words, CFC legislation can only be justified if it is specifi-
cally designed to prevent “wholly artificial arrangements” intended to escape the national 
tax normally payable.149

According to Advocate General Léger if a subsidiary carries on genuine economic activity 
in the host State and provides genuine and actual services to the parent company, it is not 
tax avoidance or tax evasion.150 Such a transaction that result in reducing the taxable profits 
of the parent company is only regarded as tax avoidance if the establishment of the sub-
sidiary is a “wholly artificial arrangement” aimed at circumventing the national law.151 It is 
settled case law that reduction in tax revenue does not constitute an overriding reason in 
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the public interest which may justify a measure which is in principle contrary to the funda-
mental freedom.152  

With regard to previous case law the ECJ confirmed its statement that a national measure 
designed to prevent abusive practices, such as tax avoidance and tax evasion, must be cre-
ated to prevent conduct involving “wholly artificial arrangements” in order to be consistent 
with the freedom of establishment.153 The UK CFC legislation applies generally to all situa-
tions where a resident company establishes a CFC in a low tax state. Hence, the UK CFC 
legislation is contrary to the freedom of establishment.154  

There is another question of importance in the Cadbury Schweppes case; whether or not the 
establishment of subsidiaries in Ireland for the sole purpose of benefiting from the tax re-
gime constitutes abuse of freedom of establishment. According to ECJ, the fact that a 
company establishes a subsidiary in another Member State in order to benefit from the 
more favourable tax regime, does not, in itself, constitute abuse of freedom of establish-
ment.155 Otherwise that would deprive the company of the opportunity to rely on the rights 
provided by Articles 43 and 48 EC.156

Article 43 EC grants companies to set up subsidiaries, according to the requirements set 
out in Article 48 EC, in another Member States under the national legislation of that par-
ticular Member State.157 It is also inherent in the scope of the internal market to exercise 
the freedom of establishment by setting up subsidiaries in accordance with the law of that 
Member State.158 All obstacles that distort this freedom must be abolished.159  

In principle, the reason for which a company decides to establish in a particular Member 
State is not of importance for the freedom of establishment to be applied, unless it is im-
proper or fraudulent.160 The term establishment161 in Article 43 EC involves an actual es-
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tablishment of a subsidiary in the host Member State, i.e. the subsidiary concerned must 
pursue a genuine economic activity there for an indefinite period.162 In other words, the 
borderline between use and abuse is only crossed if the subsidiary does not pursue genuine 
economic activity in the host Member State, i.e. the subsidiary lacks equipment, staff, 
premises etc.163 According to ECJ the resident company must produce evidence that the 
activities of the subsidiary are genuine and it is up to the national court to decide what con-
stitutes a “wholly artificial arrangement”.164 The national tax administrations of the Mem-
ber States have the opportunity to collaborate across borders and exchange information 
about the CFC’s real situation with regard to the Mutual Assistance Directive.165 Neverthe-
less, some scholars166 argue that the burden of proof shall primarily be on the Member 
State in question and not on the resident company. Otherwise, it appears like establishing a 
subsidiary in a low tax State is abuse of Community law unless the resident company, in 
position of accused, can prove that the subsidiary is not a “wholly artificial arrangement”.167   

Considering this ruling by the ECJ, several questions arise e.g. how to define a “wholly arti-
ficial arrangement”? How to treat a holding company as it demands little physical presence 
such as staff and equipment? These questions will be discussed in chapter 5 in this thesis. 

4.4 

                                                

Concluding Remarks 
The concept of abuse of Community law has been developed through case law and prohib-
its nationals from improperly using the provisions of Community law in order to circum-
vent national legislation. According to the concept of abuse an establishment of a subsidi-
ary in another Member State, as a “wholly artificial arrangement aimed at circumventing 
domestic tax law” is abusing the freedom of establishment. Even if an establishment in an-
other State is made to avoid tax in the State of origin, it is not necessarily abuse of the free-
dom of establishment since companies are allowed to choose to establish subsidiaries in the 
Member States with least restrictive rules. Cadbury Schweppes Overseas Ltd. exercised 
their freedom of choice and established subsidiaries in a low tax State. The ECJ stated that 
establishing subsidiaries with the sole purpose to benefit from the lower tax regime do not 
constitute abuse of the freedom of establishment as long as the subsidiaries pursue genuine 
economic activity. Accordingly, even if a measure taken by a company is in line with the 
wording of the freedom of establishment it can still be contrary to the objective and pur-
pose of the same. Therefore it is difficult to define the difference between use and abuse of 
freedom of establishment.   
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5 “Wholly Artificial Arrangements” 

5.1 

                                                

Introduction 
Since it has been proved difficult to decide what falls under the freedom of establishment 
and thereby under the protection of Article 43 EC, it might be easier to define what does 
not fall under the provision. “Wholly artificial arrangements” do not enjoy protection un-
der Community law, simply because a company with no economic activity is not a com-
pany according to the definition of establishment given by the ECJ.168 CFC legislation is, 
according to the ECJ’s judgment in Cadbury Schweppes, not applicable, if the controlled for-
eign company has real substance and carries out economic activity.169 It will therefore be 
discussed how to assess economic activity in a company in order to determine whether a 
subsidiary is wholly artificial or not. Advocate General has in his opinion on the Cadbury 
Schweppes case given the criteria for how to determine if there is economic activity in a 
company, but still, defining this term is seen as a problem.170 Why the problem with deter-
mining economic activity still remains will be analysed in this chapter and also in the fol-
lowing chapter where pending cases will be presented. It is of importance to define a 
“wholly artificial arrangement” so that the principle of legal certainty is not violated. The 
principle of legal certainty will be explained in this chapter in order to emphasise the im-
portance of clear guidance from the ECJ in the area of direct taxation. Cadbury Schweppes is 
not the first case where the term “wholly artificial arrangements” is mentioned but it is the 
first direct tax case where the ECJ has provided for criteria on how to assess whether a 
subsidiary is wholly artificial or not. “Wholly artificial arrangements” has been mentioned 
in the analysis of different grounds for justification in earlier direct tax cases171 but in these 
cases there has been no discussion on what constitutes such an arrangement and therefore 
these cases will not be part of the discussion in this chapter. There is a definition of eco-
nomic activity172 in the Sixth VAT Directive which has been clarified by the ECJ in several 
VAT cases173 and which will be discussed in this chapter since it could be guiding when as-
sessing economic activity in the context of direct taxation also.  

 
168 Advocate General Darmon’s Opinion, 7 June 1988, Case 81/87 The Queen v H.M. Treasury and Commissioners 

of Inland Revenue, ex Parte Daily Mail and General Trust plc. ECR [1988] I-5483, para. 3. 

169 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] 
ECR I-7995, paras. 72 and 75. 

170 Advocate General Léger’s Opinion, 2 May 2006, Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes 
Overseas Ltd v Commission of Inland Revenue [2006] ECR I-7995, paras. 110-114. 

171 See for example Case C-264/96 Imperial Chemical Industries plc (ICI) v Kenneth Hall Colmer (Her Majesty’s Inspec-
tor of Taxes) [1998] ECR I-4695, para. 26 and Case C-436/00 X and Y v Riksskatteverket [2002] ECR I-10829, 
para 61. 

172 Council Directive 77/388/EEC of 17 May 1977 on the harmonisation of the laws of the Member States 
relating to turnover taxes – Common system of value added tax: uniform basis of assessment, Article 4(2). 

173 Case C-255/02 Halifax plc, Leeds Permanent Development Services Ltd, County Wide Property Investments Ltd, v 
Commissioners of Customs & Excise [2006] ECR I-1609, Case C-341/04 Eurofood IFSC Ltd [2006] ECR I-3813 
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To further emphasise the difficulties of legal uncertainty when determining the difference 
between use and abuse of the freedom of establishment the problem of determining if a 
holding company is wholly artificial when applying CFC rules will be discussed as an exam-
ple.  

5.2 

                                                                                                                                              

Legal Certainty 
The principle of legal certainty is an important Community law principle and the basic idea 
is that the legal consequences of an action shall be foreseeable.174 Most economic and 
commercial life is based on planning requiring that a company knows what to expect.175 
The principle of legitimate expectations is part of the principle of legal certainty and shall 
be protected. It has been stated in case law that the principle of legitimate expectations 
“forms part of the Community legal order with the result that any failure to comply with it is an infringe-
ment of this Treaty176 or of any rule of law relating to its application”.177 Therefore companies have 
the legal right to know what measures that can be taken without abusing the freedom of es-
tablishment. Legal certainty is extremely important for companies when establishing a sub-
sidiary abroad. Therefore legal certainty is the main reason for why it is crucial to try to de-
fine the difference between use and abuse of Community law. The principle has been dis-
cussed in many ECJ cases and some of them are presented in this chapter to emphasise the 
importance of being able to foresee the consequences of different actions. 

Advocate General Léger argues in the Cadbury Schweppes case that a presumption of tax 
avoidance, i.e. that a subsidiary established in a low tax state is a “wholly artificial arrange-
ment” would strengthen the legal certainty for economic operators as long as they know 
that they have to prove economic activity in their subsidiary.178 In the Halifax case the ECJ 
emphasised the importance of legal certainty and confirmed what has been stated many 
times before: “[c]ommunity legislation must be certain and its application foreseeable by those subject to 
it”.179 The ECJ continued by stating that legal certainty must be observed more strictly with 
rules that might have financial consequences so that the ones concerned are aware of pre-
cisely what obligations they have.180 In Eurofood181 the Court stated that the centre of main 

 

and Case C-354/03 Optigen, C-355/03 Fulcrum Electronics Ltd, C-484/03 Bond House Systems Ltd v Commission-
ers of Customs & Excise [2006] ECR I-483. 

174 Craig, Paul and de Búrca, Gráinne, EU law text, cases, and materials [2003], p. 380. 

175 Tridimas, Takis, The General Principles of EC Law [2006], p. 242. 

176 Treaty establishing the European Economic Community. 

177 Case 112/77 August Töpfer & Co. GmbH v Commission of the European Communities [1978] ECR I-1019, para. 
19. See also case 316/86 Hauptzollamt Hamburg – Jonas v Firma P. Krücken [1988] ECR I-2213 and joined 
cases C-31/91 to C-44/91 SpA Alois Lageder and others v Amministrazione delle Finanze dello Stato [1993] ECR I-
1761, para. 33. 

178 Advocate General Léger’s Opinion, 2 May 2006, Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes 
Overseas Ltd v Commission of Inland Revenue [2006] ECR I-7995, para. 141. 
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 26



 

interest must be ascertainable by third parties and that objectivity is necessary to ensure le-
gal certainty and foreseeability.182

The principle of legal certainty is of great importance in EC law and to be able to ensure 
legal certainty and the legitimate expectations of companies and Member States it must be 
clear when measures are in compliance with the freedom of establishment and when they 
are not. If it can be clarified what constitutes a “wholly artificial arrangement” the foresee-
ability for companies would be much improved and their cross-border transactions can be 
more efficient and secure.  

5.3 

                                                                                                                                              

Assessment of Economic Activity  
The freedom of establishment provides extensive rights for companies to move around the 
EU freely and establish subsidiaries in other Member States. It also provides for certain 
conditions under which the freedom is to be used. The ECJ has stated that the fact that a 
company establishes a subsidiary in another Member States for the sole purpose to benefit 
from tax advantages in that State does not constitute abuse of the freedom of establish-
ment. The objective of the freedom of establishment is to allow a national of a Member 
State to participate in the economic life of another State as long as the subsidiary estab-
lished there carries on genuine economic activity.183 Establishment “means integration into a 
national economy” and involves both a physical location and the exercise of an economic ac-
tivity on a permanent, or durable, basis.184  

The ECJ has stated in the Cadbury Schweppes case that a company can take advantage of the 
more favourable tax regime in another Member State, if the subsidiary established there 
pursues actual economic activity through a fixed establishment for an indefinite period.185 
In contrast, a subsidiary that is a “wholly artificial arrangement” aimed at circumventing the 
national tax legislation is in breach of Community law.186 The ECJ provides little guidance 
on how to define such an arrangement. There are some elements in settled case law187 that 
the Court is referring to; the subjective element consisting in the intention to obtain a tax 
advantage, and the objective element consisting in the objective circumstances such as par-
ticipation on a stable and continuing basis in the economic life of the Member State where 

 
181 Case C-341/04 Eurofood IFSC Ltd [2006] ECR I-3813. 

182 Case C-341/04 Eurofood IFSC Ltd [2006] ECR I-3813, para. 33.  

183 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] 
ECR I-7995, paras. 52-54. 

184Advocate General Darmon’s opinion, 7 June 1988, Case 81/87 The Queen v H.M. Treasury and Commissioners 
of Inland Revenue, ex Parte Daily Mail and General Trust plc. ECR [1988] I-5483, para. 3. 

185 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] 
ECR I-7995, para. 54. 

186 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] 
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187 See for example Case C-110/99 Emsland-Stärke GmbH v Landwirtschaftskammer Hannover [2000] ECR I-
11569, paras. 52-53, Case C-255/02 Halifax plc, Leeds Permanent Development Services Ltd, County Wide Property 
Investments Ltd, v Commissioners of Customs & Excise [2006] ECR I-1609, paras. 74-75. 
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the subsidiary is established, and profit therefrom.188 In other words, despite the existence 
of tax motives or the intention to obtain tax advantage, the establishment of a subsidiary 
that pursues genuine economic activity in the host State is not a “wholly artificial arrange-
ment”.189 Nevertheless, that finding must be based on objective factors which are ascer-
tainable by third parties.190 As Advocate General Léger observed a “wholly artificial ar-
rangement” intended to circumvent the national tax legislation can only be established on 
the basis of objective factors.191 The ECJ stated that a “letterbox” or “front” subsidiary has 
the characteristics of a “wholly artificial arrangement” and could be regarded as one.192 In 
the Eurofood case the Court observed that it is of particular importance that objective fac-
tors are ascertainable by third parties regarding letterbox companies that are not carrying 
out any business in the Member State where they have their registered office.193

According to Advocate General Léger there are three criteria in the assessment of whether 
there is a “wholly artificial arrangement” intended to circumvent the national tax legislation. 
First, the degree of physical presence of the subsidiary in the host State i.e. it has to have 
the premises, staff and equipment necessary to carry out genuine economic activity.194 Sec-
ond, the genuine nature of the activity provided by the subsidiary i.e. the competence of 
the subsidiary’s staff and the level of decision-making.195 Finally, the economic value of the 
activity provided by the subsidiary which has to have an economic substance in relation to 
the parent company.196 If these criteria are not fulfilled, the activity appears to be a “wholly 
artificial arrangement” designed to avoid tax. Thus, any economic activity that is necessarily 
involved in establishing a subsidiary, such as registration dues and proffesionals’ fees, does 
not count.197 According to the ECJ in the Cadbury Schweppes case, the resident company is 
best suited to produce evidence of whether the subsidiary is actually established and that its 
activities are genuine.198 The tax authorities in the concerned Member States can verify that 
                                                 
188 Case C-196/04 Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v Commission of Inland Revenue [2006] 
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evidence by collaboration and exchange of information between them with regard to the 
Mutual Assistance Directive.199  

The term economic activity is defined in Article 4 (2) of the Sixth VAT Directive200 as “all 
activities of producers, traders and persons supplying services(…)”. The ECJ has reconfirmed several 
times in the case law that the scope of the term economic activity is wide and objective in 
character.201 To determine whether an activity is an economic activity the Court stated that 
“the activity is considered per se and without regard to its purpose or results”.202 That is founded on the 
principle of legal certainty which requires that the application of Community legislation is 
foreseeable to the traders and other operators of the internal market.203 In the joined case 
Optigen and others204 the Court followed the Advocate General Maduro’s opinion that a dis-
tinction shall be drawn between the intention to engage in economic activities and the pur-
pose of the intended economic activities.205 Settled case law concerns the intention and not 
the purpose of the economic activity.206 In other words, the ECJ stated that if the purpose 
of a transaction is to benefit from a tax advantage in another State that does not constitute 
abuse nor does it fall outside the scope of VAT. This statement was also made by the ECJ 
regarding direct taxes and therefore a parallel can be drawn between VAT cases and direct 
tax cases.207   

Furthermore, in the Halifax case the ECJ confirmed its previous statement that the term 
economic activity is considered per se and not with regard to its purpose or result and shall 
be interpreted widely.208 In order to decide whether or not the nature of a transaction is 
that of an economic activity it is important to objectively identify its characteristic fea-
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tures.209 The essential aim of the transaction must be to obtain tax advantage and it is for 
the national court to determine the real substance of the transaction. The national court 
shall take account of the purely artificial nature of the transaction and the links of a legal, 
economic and/or personal nature between the operators involved.210  

According to Advocate General Maduro an activity that is carried out with the sole inten-
tion of obtaining tax advantages is not deprived of its economic nature.211 Tax avoidance is 
an external circumstance and does not affect the objective nature of such transaction. Each 
transaction must be analysed individually in the light of objective circumstances in order to 
determine whether or not there is an economic activity.212    

5.4 

                                                

Holding Companies 
With regard to the concept of a “wholly artificial arrangement” it is interesting to take a 
look at holding companies. Establishing holding companies will be more difficult after the 
Cadbury Schweppes judgment since they do not always fulfil the requirements for economic 
activity as set out by the ECJ.213

There are two types of holding companies; international and national. An international 
holding company is a company that is established as a parent company in the same country 
as the subsidiary to take advantage of the possibilities of group taxation that is available in 
that Member State.214 The national holding company may be established in a country where 
there is no, or low tax on dividends, in order to own shares in companies in other countries 
with the result of paying a minimum amount of tax.215 Establishing a holding company is 
often an advantage since the company group can minimise their taxes.216 An international 
holding company which is a parent company cannot be affected by CFC rules but a na-
tional holding company which is established as a middleman in a company group could be 
regarded as a CFC with no economic activity and taxed accordingly.217 Since the main pur-
pose of a holding company is to own shares in other companies it can be questioned if 
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there is any genuine economic activity in the company. Holding companies are often set up 
for the sole purpose of avoiding tax and require little physical presence.218 When determin-
ing if there is any economic activity in an establishment the criteria are, according to the 
ECJ, if there is staff and equipment.219 These criteria are not always required in holding 
companies. A holding company owns shares in other companies and that is an activity 
from which income is derived even though there is no need for staff and equipment to the 
same extent as in other companies.220 The question is whether it shall be regarded as a 
“wholly artificial arrangement” or as a company with genuine economic activity that is just 
taking advantage of the possibilities given under EC law?221  

5.5 

                                                

Concluding Remarks 
The principle of legal certainty provides that the legal consequences of an action shall be 
foreseeable. The ECJ has stated that legal certainty must be observed more strictly with 
rules that have financial consequences and therefore it is important that the principle is up-
held in direct tax cases. A company is entitled to take advantage of more favourable tax re-
gimes in another Member States if it pursues economic activity but if there is no economic 
activity the company is abusing its rights. The criteria for what is regarded as economic ac-
tivity has been discussed in both VAT and direct tax cases. The requirements so far is that 
the subsidiary established has to be physically present in the host State on a durable basis 
and have staff and equipment to a certain degree. The ECJ has assessed the criteria simi-
larly in VAT and direct tax cases and stated that the activity has to be considered per se and 
without regard to its purpose or result. The activity also has to be based on objective fac-
tors and ascertainable by third parties. In this chapter holding companies were used as an 
example of a subsidiary that can pursue activity without the required presence of staff and 
equipment. The business in such a company does not require staff, equipment and prem-
ises to the extent that seems to be needed in order not to be regarded as a “wholly artificial 
arrangement”. Therefore, even tough it is carrying on real business activity it is likely that a 
holding company is considered to be wholly artificial and thus will fall under the CFC rules. 
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6 Recent Developments 

6.1 

6.2 

                                                

Introduction 
The difficulties with restrictions on the freedom of establishment have been pointed out in 
previous chapters. The judgments in Cadbury Schweppes, Marks & Spencer and other recent 
case law have made certain that there will have to be changes made within the area of direct 
taxation, especially regarding the CFC legislation. After the Cadbury Schweppes judgment the 
CFC rules will have to be changed in most Member States and some States have already 
begun working on proposals for new legislation or even enacted new rules. Other Member 
States, it seems, try to ignore the problem until it is inevitable for them to change their na-
tional legislation. This chapter will present national measures taken by the Member States 
so far, in order to provide possible solutions to conform to the latest ECJ case law. There 
will also be a brief introduction of pending cases which concern direct taxation within the 
context of the freedom of establishment. The purpose of this thesis is in no way to try to 
predict the future and therefore there will be no attempts to foresee how the ECJ case law 
will develop. 

Changes in National Legislation 
Some Member States have already taken action to change their legislation to comply with 
EC law. The UK has, obviously, had to change its CFC legislation after the Cadbury 
Schweppes judgment. The French CFC legislation was changed already in 2005 as a result of 
a judgment of the national court and only small changes were made in October 2006 after 
the Cadbury Schweppes judgment from the ECJ.222 Another Member State that has changed 
its CFC rules is Germany, who has provided for a list of criteria that has to be fulfilled if a 
subsidiary wants to avoid treatment as a “wholly artificial arrangement”. The UK, Germany 
and France are three of the biggest EU Member States and both the British and the Ger-
man CFC legislations are questioned in pending cases, therefore the developments of na-
tional legislation in these States will be presented in this brief overview of recent develop-
ments.  

Since the changes in the British CFC legislation, it contains a new “effectively managed” 
condition for CFCs resident in other states.223 Section 748 of the Income and Corporation 
Taxes Act 1988 (ICTA) provides for the exceptions for when a CFC shall not be taxed in 
accordance with the CFC rules in Section 747. Section 748 refers to Schedule 25 where 
there are several conditions that have to be fulfilled in order for a CFC to not be taxed in 
the UK for its foreign income; the company must have a business establishment through-
out the accounting period and it must be effectively managed in the host State. 224 The new 
condition is that the CFCs business affairs must be effectively managed in the State where 
it is established. According to the 2006 Pre-Budget Report of 6 December the changes in 
the ICTA shall be effective as from 6 December 2006. This change emphasises the impor-
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tance of having an effective management in the foreign Member States in order to have 
economic activity. The intention of these changes is to make the CFC rules applicable only 
when the controlled foreign company lacks economic activity.   

The French CFC legislation was changed in 2005 as a result of the judgment in a national 
tax case. 225 Holdings in entities located in other Member States no longer trigger the provi-
sion in section 209 B of the French Tax Code except for when it is an artificial arrange-
ment set up to circumvent French tax legislation. The French company must show that it is 
physically established in another State in terms of premises, equipment and staff and that it 
performs economic activity. The new legislation was complemented with a decree pub-
lished on 25 October 2006. The French legislation might have been in line with Commu-
nity law already but the changes made in 2006 further established the conformity with the 
Cadbury Schweppes judgment. 

After the judgment in Cadbury Schweppes the German Ministry of Finance (Bundesministe-
rium der Finanzen) has published a decree226 outlining the future application of the Ger-
man CFC rules. The decree is binding for German Tax Authorities (Finanzamt). The new 
rules do not apply to subsidiaries that have business substance i.e. subsidiaries that are not 
“wholly artificial arrangements”. For a subsidiary to have business substance the following 
criteria must be fulfilled, the company must: 

- carry out business activities in the country of the subsidiary’s residence on regular basis; 

- sufficient managing and supporting staff; 

- appropriately skilled staff that is able to perform the subsidiary’s tasks independently 
and on its own responsibility; 

- the subsidiary’s income should be earned through activities carried out by the company it-
self; and 

- if the subsidiary’s revenue is predominantly from related-party transactions, (1) the ser-
vices being provided by the subsidiary have to be value-generating for the related person 
and (2) the capital funding of the subsidiary has to be appropriate to the value being 
added.227

Looking at the Cadbury Schweppes judgment and the opinion of Advocate General Léger it 
seems like the criteria of economic activity in the new German CFC legislation fulfils the 
requirements for assessment of economic activity. One criterion that might not be in line 
with the judgment is the requirement that the business activity in the foreign subsidiary 
shall be carried out not only regularly but also on a durable basis. It has also been argued in 
doctrine that it might be doubtful that the decree’s business activity test is in full compli-

                                                 
225 Reeb-Blanluet, Sonia, France–Guidance Clarifies New CFC Rules, Tax Notes International, February 12, 2007, 

p. 549.   

226 Hinzurechnungsbesteuerung nach dem Aussensteuergesetz (AStG), 8 January 2007. 

227 Becker, Jan, Hölscher, Sebastian and Loose, Thomas, Impact of ECJ’s Cadbury Schweppes Decision on German 
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ance with the ECJ case law.228 Nevertheless, the judgment in the Cadbury Schweppes case is, 
to date, the only guidance provided. The Court will probably develop its reasoning and give 
some more guidance in future cases. Therefore it is difficult to foresee if the German crite-
ria are sufficient. 

According to some tax practitioners229 tax planning will be much more difficult with the 
new CFC rules. It is usually not necessary to staff a holding company or to have office 
space for it but in order to avoid treatment as a “wholly artificial arrangement” there might 
have to be staff and office space in the future. The judgment in Cadbury Schweppes will affect 
not only the UK but every state with which it has tax treaties and all other Member 
States.230 The reason why all Member States will be affected has already been discussed; 
they all have similar CFC rules. It has been predicted that the UK is likely to make minimal 
changes to satisfy the ECJ and then wait for the next step to be taken.231 As it seems, this is 
exactly what they have done, since their new rules only contain small changes.  

6.3 

                                                

Pending Cases 
There are some pending cases that concern the same questions that have been discussed in 
this thesis. First, there is the Vodafone 2232 case where there is question about how to de-
termine if a subsidiary is a “wholly artificial arrangement” and how to determine if a meas-
ure is abusive in relation to Community law.233 One new question in Vodafone 2 is whether 
a measure that is prohibited by Articles 43 and 48 EC is acceptable if: (1) the CFC carried 
out only minimal activities in the host State, (2) only a minimal part of the profits of the 
CFC are subject to tax in the host State, (3) the CFC was established as part of an artificial 
scheme to avoid tax, and, if so, what are the criteria for such an artificial scheme. The ECJ 
is also asked to answer if the rights derived from the freedom of establishment can be de-
nied the resident company on the ground that they are abusing their rights. The case raises 
new issues regarding the grounds for justification and the concept of abuse in respect of di-
rect taxation.234 Hopefully the answer to the posed questions will give further guidance on 
how to define “wholly artificial arrangements” and the concept of abuse.  
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231 Sheppard, Lee A, Cadbury Schweppes: The ECJ Versus Tax Administration, Tax Notes International, August 7 
2006, p. 456. 
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Another case pending before the Court is the CFC and Dividend Group Litigation.235 In this 
case there are different questions about CFC legislation and its conformity with Commu-
nity law. The judgment in Cadbury Schweppes might have already answered many of the ques-
tions posed in the CFC and Dividend Group Litigation but the questions concern Articles 43, 
49 and 56 EC and a new question in this case is whether or not the protection under the 
EC Treaty applies to CFCs resident in a third country. In Cadbury Schweppes the ECJ choose 
only to answer the question under Article 43 EC but in the CFC and Dividend Group Litiga-
tion case they might find that another Article is applicable. It is for the future to show if the 
Court once again decides to rule on a CFC case under the freedom of establishment or if 
the Court chooses another path.  

In the last pending case, the Columbus Container Services236 case it is questioned whether the 
German CFC legislation is contrary to Community law or not. Since the German CFC leg-
islation is similar to the UK legislation it has already been concluded that it was contrary to 
Community law and a decree amending the rules have already been enacted. A difference 
from the UK pending cases is that, in the Columbus Container Services case, there is a question 
about if Germany can use tax rules to penalize passive investment in a Member State in or-
der to control investment in the internal market without abusing Community law.237 As 
mentioned above it is extremely important that the ECJ provides further guidance in these 
cases in order for companies to be able to plan their business transactions. These cases are 
of importance for the future development of direct taxation within EU and if the ECJ clari-
fies and further develops its position in the Cadbury Schweppes case the Member States’ CFC 
legislation might have to be further changed. 

6.4 

                                                

Concluding Remarks 
In the Cadbury Schweppes judgment the ECJ found the British CFC legislation to be contrary 
to EC law. Most Member States have similar CFC legislation and therefore this judgment 
affects not only the UK. The Member States have to make changes in their CFC legislation 
to comply with Community law and some Member States have already proposed or en-
acted new legislation. The British CFC legislation was changed shortly after the judgment 
by adding an effectively managed condition so that it only applies to “wholly artificial ar-
rangements”. The French CFC legislation might have been in compliance with EC law al-
ready but still some changes were made after the judgment. Germany published a decree 
consisting of criteria that have to be fulfilled in order to be regarded as having business 
substance. Do these changes in the national legislations do anything to further clarify the 
scope of the freedom of establishment in the corporate direct tax area? Since the Cadbury 
Schweppes judgment is the first case in the area of CFC legislation and no other cases have 
been decided by the Court to this date, it is impossible to know if the changes done so far 
will be sufficient. Furthermore the criteria given by the Court is not an exhaustive list of 
requirements for when to apply CFC legislation and this can therefore be further devel-
oped in future judgments. 

 
235 Case C-201/05 The Test Claimants in the CFC and Dividend Group Litigation v Commissioners of Inland Revenue, 
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European Taxation July 2006, p. 319. 
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There are some pending cases that will hopefully further develop the concept of a “wholly 
artificial arrangement” and the concept of abuse. In the Vodafone 2 case the Court has been 
asked how to define a “wholly artificial arrangement” and whether or not the UK resident 
company is abusing its rights under EC law. In the Columbus Container Services case similar 
questions as in the UK pending cases and Cadbury Schweppes have been asked about the 
German CFC legislation. It has already been concluded that the German CFC rules were in 
breach of Community law and they have already been changed. There are some new as-
pects on abuse of Community law that are brought up in the Columbus Container Services case 
and the ECJ’s answer to those questions will be of interest. The coming ECJ judgments on 
the three pending cases will determine if the changes made by the Member States of their 
CFC legislation are considered to be sufficient to comply  with Community law.  
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7 Conclusions 
The purpose of this thesis is to analyse the difference between use and abuse of the free-
dom of establishment regarding corporate direct taxation. The ECJ has stated that one way 
of abusing the freedom is to establish “wholly artificial arrangements” intended to escape 
the national tax normally payable. Therefore, a part of the purpose is to analyse what con-
stitutes “wholly artificial arrangements”.  

The ECJ has been consistent in their case law from Centros to Cadbury Schweppes regarding 
abuse of freedom of establishment. Even though the ECJ has stated that the freedom of                        
establishment is abused when companies establish “wholly artificial arrangements”, that 
does not limit the use of the rights under the freedom. According to the statement made by 
the ECJ in the Centros case the fact that a national of a Member State chooses to establish a 
company in another Member State with less restrictive rules does not constitute abuse of 
the freedom of establishment. This statement has also been confirmed in direct tax cases 
and most recently in the Cadbury Schweppes case where the Court extended the statement to 
cover establishment for tax purposes. A company that establishes a subsidiary in another 
Member State for the purpose of benefiting from more favourable tax legislation does not 
abuse the freedom of establishment. The current concept of abuse has been developed 
through case law to contain “wholly artificial arrangements aimed at circumventing the 
domestic tax law”. This means that a subsidiary must carry on genuine economic activity. 
Nevertheless, the ECJ has never determined whether a subsidiary is wholly artificial or not, 
but provided a list of criteria of what constitutes economic activity and left it up to the na-
tional courts to decide on a case by case basis. Because of the different nature of direct tax 
cases there is no possibility for the ECJ to make a more specific definition of abuse of 
freedom of establishment than what has already been done by defining “wholly artificial ar-
rangements”. Every case concerns different types of establishments under different cir-
cumstances and therefore each case has to be assessed individually.  

National legislation on direct taxation regarding secondary establishment has often been 
found by the ECJ to hinder the exercise of freedom of establishment. Member States have 
argued that the legislation is justified since it is enacted in order to prevent abuse. The ECJ 
has been restrictive in accepting this ground for justification and stated that the legislation 
must be specifically aimed at preventing “wholly artificial arrangements”. Only in cases 
where there is an obvious need of national legislation to prevent abusive practices the justi-
fication has been accepted. Member States have the competence to legislate in the area of 
direct taxation since it is not harmonised. This implies that Member States can apply legis-
lation that is contrary to the objective of the freedom of establishment until it has been re-
jected by the ECJ and the legislation has to be changed. The objective of the freedom of 
establishment is to allow a national to set up a secondary establishment in another Member 
State to carry on his activities there and to participate in the economic life on a stable and 
continuous basis and profit therefrom. 

In Cadbury Schweppes the British CFC legislation was found to be in breach of Community 
law because it was too general in its application. The legislation applied to all situations 
where a resident company established a CFC in a low tax State. The ECJ stated that the 
CFC rules must be aimed specifically at preventing “wholly artificial arrangements” and 
provided useful criteria for the assessment of economic activity. These criteria imply that a 
CFC must be physically present in terms of premises, staff and equipment for an indefinite 
period. Nevertheless, since this is the first case on CFC legislation and there has been no 
further guidance it is difficult for companies to be certain of when a subsidiary is consid-
ered to be wholly artificial. In the pending case Vodafone 2 the ECJ is asked for further 
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guidance concerning the British CFC legislation, such as how to determine if a subsidiary is 
a “wholly artificial arrangement”. If the ECJ answers that question by providing for a more 
specific definition of a “wholly artificial arrangement” it might restrict the competence of 
the Member States regarding direct taxation and thus take a step closer to harmonisation. 
Therefore the judgment in Cadbury Schweppes is in line with Community law since the na-
tional courts are left to decide whether a subsidiary is wholly artificial or not. Thus, the 
Member States retain the competence on direct taxation.  

As stated, the purpose of this thesis is not to define a “wholly artificial arrangement” but to 
analyse the Court’s reasoning. The assessment made by the Court in case law is a sufficient 
ground for national courts when determining if there is economic activity in a subsidiary. 
Since the assessment shall be objective and the economic activity shall be ascertainable by 
third parties, it is difficult to circumvent the criteria that have to be fulfilled in order not to 
be classified as a “wholly artificial arrangement”. The subsidiary has to be physically present 
with staff, equipment and premises so that third parties can ascertain its genuine presence 
in the host State. It has been stated in VAT cases that economic activity shall be considered 
per se and without regard to its objective or purpose and shall be interpreted widely. It is 
also important to objectively identify its characteristic features. Therefore, the purpose to 
benefit from a tax advantage in another State does not suffice to constitute abuse. The ECJ 
has made the same statements in cases on direct taxation.  

The idea is that only “wholly artificial arrangements” shall be covered by the CFC legisla-
tion but because of the scope of economic activity even holding companies which in fact 
pursue economic activity can fall under the CFC provisions. As mentioned, holding com-
panies do not require staff and equipment to the same extent as other companies even 
though they carry on economic activity. This means that holding companies do not fulfil 
the criteria provided for by the ECJ and thus can be regarded as “wholly artificial arrange-
ments” and taxed in accordance with the CFC rules. Nevertheless, this shall not create a 
problem for companies as long as they can prove economic activity in the holding com-
pany. The question is if the CFC legislation is intended to cover holding companies even if 
they carry on economic activity? 

Advocate General Léger argues in the Cadbury Schweppes case that a presumption of tax 
avoidance, i.e. that a subsidiary established in a low tax state is a “wholly artificial arrange-
ment” would strengthen the legal certainty for economic operators as long as the resident 
company knows that it has to prove economic activity in its subsidiary. Nevertheless, some 
scholars argue that the resident State shall have the burden of proof regarding the eco-
nomic activity in the subsidiary otherwise the establishment in a low tax State will be con-
sidered an abuse until the opposite has been proved. Léger’s statement is reasonable since 
the resident company is best suited to prove the economic activity. The company has all 
the information about the activity in its subsidiary and this information might be difficult 
for the resident State to attain not least if the resident company conceals sensitive informa-
tion. Consequently, if the resident State does not find sufficient information about the eco-
nomic activity of the subsidiary it will be regarded as a “wholly artificial arrangement” and 
taxed as a CFC. Hopefully, if the burden of proof lies on the resident company it will be 
deterred from establishing a “wholly artificial arrangement”. 

Some Member States have changed their CFC legislation after the Cadbury Schweppes judg-
ment to be in line with Community law. The British CFC rules have been changed so that 
they contain a new condition. In order not to be considered as a “wholly artificial arrange-
ment” the subsidiary has to be effectively managed in the host State. This implies the im-
portance of an effective management that has to be ascertainable by third parties. The 
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German and French legislation have also been changed as a result of the Cadbury Schweppes 
judgment to cover only “wholly artificial arrangements”. This judgment is the first in the 
area of CFC legislation therefore it is difficult to predict if the changes in national legisla-
tion are sufficient. There are several pending cases that further question both the British 
and German CFC legislation and the new national rules might have to be changed once 
again after the judgments in these cases.  

Finally, will a clear and further developed definition of a ”wholly artificial arrangement” 
clarify the difference between use and abuse of Community law regarding secondary estab-
lishment? Companies have to be able to plan their business activities and the legal conse-
quences of an action taken by the company shall be foreseeable in order to protect legal 
certainty. Therefore, when establishing a subsidiary in another state with lower tax, it is im-
portant to know whether the subsidiary is a “wholly artificial arrangement” or not, hence if 
the establishment is an abuse of Community law.  
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