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2008ECJ Decision in the Papillon case (C-418/07): French tax group regime in

breach of the freedom of establishment

The Papillon case deals with the provision in the French Tax Code, which states
that a French parent company may not include in its tax group a French lower-tier
subsidiary held indirectly by a subsidiary established in another EU Member State,
whereas it may include in its tax group a lower-tier subsidiary held by a subsidiary
established in France. The question is whether this provision constitutes a
restriction to the freedom of establishment (Art 43 EC Treaty) and, in the latter case,
whether or not said restriction is justified.

In its ruling dated 27 November 2008, the ECJ decided that such a restriction is not
compatible with the freedom of establishment.

Justifications

The French Government put forward two arguments to justify the restriction: (i) the
need to ensure a balanced allocation of taxing powers between the Member States,
and (ii) the coherence of the French tax system. The first justification is rejected by
the Court because Papillon did not request any cross-border tax consolidation. With
respect to the second justification, the ECJ acknowledges that the neutralisation of
intra-group operations partakes in the coherence of the French tax group regime. A
double use of the same losses would consequently affect the coherence. This may
occur when a lower-tier French subsidiary suffers a loss which is taken into account
in France within the tax group, and also through the write down of shares held by
the French parent in the EU intermediate company (caused by the write down of
shares in the French below tier entity). The Court recognises the need to ensure the
coherence of the tax system, provided however that the proportionality test is met.

Proportionality

In this respect, the ECJ rules that there are alternative and less restrictive measures
which can be adopted by France, in order to avoid a double deduction of losses. Not
only could France ask the French parent to justify the rationale and origin of the
write down of shares in the intermediate EU entity in order to avoid a double
deduction of the same losses, it could also use the Mutual Assistance Directive
77/799/CEE in order to obtain financial and accounting information concerning the
intermediate EU entity.

This case may, under the present legislation, facilitate structuring opportunities,
including within an M&A context. It also opens the possibility to file claims in France
for past years back to 2005.
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