proportionality
1. The proportionality test, as applied by the ECJ and the European Court of Human Rights, is well known: 

(1)     The legislative objective must be sufficiently important to justify limiting a fundamental right.

   (2)     The measures designed to meet the legislative objective must be rationally connected to that objective – they must not be arbitrary, unfair or based on irrational considerations.

   (3)     The means used to impair the right or freedom must be no more than is necessary to accomplish the legitimate objective – the more severe the detrimental effects of a measure, the more important the objective must be if the measure is to be justified in a democratic society.

2. In most cases, it is requirements (2) and (3) that are in issue. The legislative object in question is considered to be obvious, and is uncontentious.

3. In some cases, however, the legislative objective is not obvious, and its identification is crucial for a correct determination of the lawfulness of the legislation or other decision in question. The best example of this which is familiar to me is in the field of taxation, and relates to so-called thin cap measures.
4. As you will know, thin cap legislation, like transfer pricing control, is concerned with regulating decisions by international groups of companies that affect the tax jurisdiction in which they report their profits. In the straightforward case of transfer pricing of goods, it is in the interests of the group to arrange its transactions so that profits are maximised in a low tax jurisdiction (such as Luxembourg) and minimised in a high tax jurisdiction (such as the UK). If goods are to be supplied by a Luxembourg company to a UK company for sale by the latter, the group would want the price at which the Luxembourg company supplies its goods to the UK company to be as high as possible, even if that means that on their resale by the UK company it makes little if any profit. Transfer pricing legislation requires the UK company’s profits for the purposes of UK tax to be computed on the basis that it acquired its goods at an objectively justified price.
5. Thin cap legislation, in its narrowest form, is concerned with arrangements made by a group of companies as to the capitalisation of its subsidiaries in high tax jurisdictions. In the absence of such legislation, if virtually all the capital of a trading subsidiary of an international group based outside the UK is provided by the group as loan capital, the return on that capital, in the form of interest, will be deducted from the trading profits of the subsidiary before arriving at its taxable profits. A company with an unduly small share capital is said to be thinly capitalised: hence the expression “thin cap”. On the other hand, if the capital is provided as share capital, the return on that capital, i.e. dividends, is paid out of taxed profits. 
6. As is obvious, if, in the case of a thinly capitalised subsidiary trading profitably in a high tax jurisdiction, loan capital is provided by a company in a low tax jurisdiction, the overall tax liabilities of the group are less than they would be if the capital in question were share capital. 
7. Member States of the European Community seek to address the problem of thin capitalisation in different ways. All of them risk challenge on the ground that they infringe companies’ freedom of establishment and/or freedom of movement of capital. The difficulties of framing compatible thin cap legislation arise from the fact that it is normally discriminatory, applying to international groups of companies but not to purely national groups. Such legislation “makes it less attractive for companies established in other Member States to exercise freedom of establishment and they may, in consequence, refrain from acquiring, creating or maintaining a subsidiary in the State which adopts that measure.”

8. What are the legislative objectives that would justify interference with a company’s freedom of establishment or of capital? In the earliest cases, governments’ mainly contended that it was the avoidance of tax evasion: i.e., the prevention of fraud, or the combat of wholly artificial arrangements intended to minimise liability for tax. The governments failed, principally because the legislation in question was not confined in its effect to wholly artificial arrangements.
 

9. In later cases, however, the governments put forward a more sophisticated justification for their tax legislation. In Marks & Spencer v Halsey (HM Inspector of Taxes) (not a thin cap case), the Court, while also, following previous decisions, expressly reaffirming the principle that the preservation of tax revenues could not of itself be a legitimate objective, accepted for the first time that the preservation of the balanced allocation of the power to impose taxes between Member States is a legitimate objective. The Court said:
46 In effect, to give companies the option to have their losses taken into account in the Member State in which they are established or in another Member State would significantly jeopardise a balanced allocation of the power to impose taxes between Member States, as the taxable basis would be increased in the first State and reduced in the second to the extent of the losses transferred.

10. In effect, the Court accepted that the preservation of their tax basis is a legitimate objective of Member States. As the Court said in the later case of Oy AA
:

54. That element of justification may be allowed, however, where the system in question is designed to prevent conduct capable of jeopardising the right of the member states to exercise their taxing powers in relation to activities carried on in their territory.
11.  In addition, the Court accepted that the related objective of addressing tax avoidance (note, not evasion), is a legitimate objective.

12. Also importantly, the Court accepted that the lawfulness of the legislation in question had to be considered in the light of all of the legitimate objectives in question. It seems to me to follow that legislation cannot be held to be disproportionate because it is not tailored to any one of these objectives. It is easier to justify a greater degree of latitude where the objectives in question are several rather than single.
 This is precisely what happened in Oy AA, in which the Court upheld Finnish legislation that restricted the deductibility of financial transfers to transfers between national companies. As is apparent, the legislation was not confined to tax evasion or to artificial transactions. The Court said:
63. Even if the legislation at issue in the main proceedings is not specifically designed to exclude from the tax advantage it confers purely artificial arrangements, devoid of economic reality, created with the aim of escaping the tax normally due on the profits generated by activities carried out on national territory, such legislation may nevertheless be regarded as proportionate to the objectives pursued, taken as a whole. 

64. In a situation in which the advantage in question consists in the possibility of making a transfer of income, thereby excluding such income from the taxable income of the transferor and including it in the taxable income of the transferee, any extension of that advantage to cross-border situations would, as indicated in para 56 of this judgment, have the effect of allowing groups of companies to choose freely the member state in which their profits will be taxed, to the detriment of the right of the member state of the subsidiary to tax profits generated by activities carried out on its territory.

13. The other point I would make is that the assessment of proportionality may involve a substantial degree of subjective judgment. In Lankhorst-Hohorst, Advocate General Mischo suggested that the thin cap legislation in issue could be upheld only if it applied to financing within domestic groups as well as to international groups. Yet in his opinion in Thin Cap
 itself, Advocate General Geelhoed said:
Such an extension of legislation to situations falling wholly outwith its rationale, for purely formalistic ends and causing considerable extra administrative burden for domestic companies and tax authorities, is quite pointless and indeed counterproductive for economic efficiency. As such, it is anathema to the internal market.
14. I also think that there is something in the comment of Dr Mark Elliott: 

The courts simply reviewed the decision more thoroughly, applying the usual [Wednesbury] test with greater rigour.

I leave this question for your discussions.
Stanley Burnton 
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� Lester, Pannick & Herberg at paragraph 3.10. See too the formulation of the ECJ in Case C-446/03 Marks & Spencer v Halsey (HM Inspector of Taxes) [2005] ECR I-10837 [2006] STC 237:


Such a restriction is permissible only if it pursues a legitimate objective compatible with the Treaty and is justified by imperative reasons in the public interest. It is further necessary, in such a case, that its application be appropriate to ensuring the attainment of the objective thus pursued and not go beyond what is necessary to attain it.


� As in R (Wright) v Secretary of State for Health [2009] UKHL 3 [2009] 1 AC 739.


� Lankhorst-Hohorst GmbH v Finanzamt Steinfurt (C-324/00) [2002] E.C.R. I-11779; [2003] 2 C.M.L.R. 22 at paragraph 32 of the judgment.


� Lankhorst-Hohorst.


� [2008] STC 991 [2009] 3 C.M.L.R. 1.


� In Marks & Spencer itself, there was a third objective held to be legitimate, namely the avoidance of losses being used twice, in two tax jurisdictions. The legislation was nonetheless held to infringe Articles 43 and 48 EC.


�  (C-524/04) [2007] S.T.C. 906; [2007] 2 C.M.L.R. 31.


� Constitutional Foundations of Judicial Review, at page 210.
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