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Abstract

The preliminary ruling of the Court of Justice of the European Union in the Google Ireland case
turned on the compatibility with the rules on free movement of some of the administrative
arrangements put in place by Hungary in order to administer its controversial advertisement tax
(namely, the obligation to register and the penalties attached to the failure to comply with that
obligation). The preliminary ruling offers some interesting insights on the way in which the Court
assesses the compatibility with free movement rules of national administrative arrangements
aimed at ensuring the effective collection of taxes. This is a topical issue in the context of the
recent efforts made by Member States to tax the digital economy more effectively.

1. Introduction

On 3 March 2020, the Grand Chamber of the Court of Justice issued a preliminary ruling on the
compatibility with the free movement rules of the administrative design of the Hungarian
advertisement tax. The controversial elements of the tax were the registration obligation imposed
upon digital companies that publish advertisements in Hungarian and the harshness of the
administrative fines attached to that obligation. After reviewing the background of the case
(Section 2) and the preliminary ruling (Section 3), this case note analyses the way in which the
Court handled the clash between the administrative arrangements aimed at ensuring the effective
collection of the tax and the free movement of services (Section 4). In its preliminary ruling, the
Court did not address the compatibility of the Hungarian advertisement tax’s substantive legal
framework with the rules on free movement. However, on the same day in which the case was
decided, the Court rendered two additional rulings on the compatibility with Union law of two
other similar taxes adopted by Hungary. The case note briefly discusses both cases (Section 5)
and the implications that these developments may have from the perspective of the digital service
taxes recently implemented by other Member States (Section 6).

2. Background

The Hungarian advertisement tax was introduced in 2014. The tax was meant to be levied upon
the net turnover generated by the broadcasting or publication of advertisements in Hungary.
Newspapers, media outlets, and other traditional billposters were all subject to the tax, but so were
tech companies active in the digital advertising business. Indeed, the Act on the advertisement tax
provided that the tax would also be levied upon revenue generated by the publication of paid
advertisements on the internet where the advertisements are mainly in Hungarian or on webpages
written in that language. From a Union law perspective, two different aspects of the tax proved to
be controversial.

The first one was the design of its progressive structure, which de facto imposed a heavier burden
on foreign than on domestic taxpayers. The original design of the Hungarian advertisement tax
included six different bands, with rates ranging from 0 to 50%. However, only providers
belonging to foreign corporate groups fell within the scope of the bands subject to the highest
rates. Furthermore, while progressivity is standard in direct taxes based on profits, it is not so
common in turnover taxes. This is because revenue or turnover are traditionally not deemed to be
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good indicators to assess the taxpayers’ ability to pay, since they do not reflect the costs incurred
in the income-generating activities.! Taxing revenues rather than profits can generate situations
where loss-incurring businesses are liable to pay the tax, doing so at a potentially higher rate than
profitable entities generating smaller revenues.

The peculiar design of the Hungarian advertisement tax drew the attention of the Commission,
which censured it on the ground that it favoured small over large advertising companies and was
therefore contrary to the rules on State aid.? However, the General Court subsequently annulled
the recovery decision of the Commission, holding that there was no reason turnover taxes had to
be based on a single rate in order to escape the long shadow of the rules on State aid.> On appeal,
the Court of Justice upheld the judgment of the General Court.*

The other controversial aspect of the Hungarian advertisement tax concerned the administrative
arrangements made in order to ensure its effective collection from digital service companies with
no significant physical or legal presence in Hungary. More specifically, the Act on the
advertisement tax made it compulsory to register with the National Tax Authority for anybody
publishing online advertisements in Hungarian or on webpages written in that language, unless
already registered for the purposes of other taxes. Furthermore, the Act laid down a very severe
system of administrative sanctions in case of failure to comply with the registration obligation,
which consisted of an initial fine of HUF 10 million [€30.100], which would be tripled on a daily
basis until it reached the sum of HUF 1 billion [€3,1 million]. Finally, taxpayers subject to these
fines were not given the opportunity to contest them at the administrative stage, their only remedy
being to start judicial proceedings.

The dispute at the origins of the Google Ireland case revolved around the fines the Hungarian Tax
Authority imposed upon Google Ireland Limited in 2016. Google had been carrying out activities
that were subject to the Hungarian advertisement tax ever since it entered into force. However,
Google had not registered with the Hungarian Tax Authority despite the fact that it previously did
not have any tax relevant presence in the country. The Hungarian Tax Authority noticed the
infringement and started sanctioning proceedings against Google. Given the exponential growth
of the fine attached to the infringement of the registration obligation, it only took a few days
before the Hungarian Tax Authority issued a decision imposing on Google Ireland the maximum
fine allowed under the Act [€3,1 million].

It was in the context of the action for judicial review brought against that fine that the
Administrative Court of Budapest submitted a preliminary reference pursuant to Article 267
TFEU.® The preliminary reference included seven questions. These essentially turned on the
conformity with the freedom to provide services under Article 56 TFEU of three different aspects
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of the Hungarian advertisement tax outlined above: the registration obligation, the system of
sanctions attached to that obligation, and the remedies available against those sanctions.

In her Opinion of 12 September 2019, Advocate General Kokott defended — as a preliminary point
— the compatibility of the Hungarian advertisement tax itself with Union law. Although this was
not at stake in the case, she made the point that neither the Union legislation on indirect taxation
nor the rules on free movement prevent Member States from putting in place this type of taxes.®
It is against this background that she addressed the three issues outlined earlier.

She easily disposed of the registration obligation because it involved no discrimination against
foreign providers (since Hungarian providers were also subject to that obligation) and because,
even if it were a restriction on the freedom to provide services, it would be justified on account
of the objective to ensure the effective collection of taxes.” However, as regards the system of
sanctions attached to the registration obligation for foreign providers, she argued that it was
indirectly discriminatory because it was harsher than the sanctions foreseen under the general
rules on taxation to which residents are subject. At the justification stage, she also relied on its
harshness to argue that it was disproportionate and hence unjustifiable.® Finally, she saw no
justification whatsoever for the difference in remedies foreseen under the general rules on taxation
to which residents are subject (which included administrative and judicial remedies) and under
the Act on the advertisement tax (which made no room for administrative remedies).’

Consequently, Advocate General Kokott invited the Court to rule that both ‘the specific manner
in which the Hungarian Law on the taxation of advertisements imposes coercive measures on
undertakings established outside Hungary’ and ‘the limitations of the possibilities for legal redress
with regard to the very high coercive penalty payments in connection with the Hungarian tax on
advertisements’ constituted an unjustified restriction of the freedom to provide services.*

3. Preliminary Ruling®!

On 3 March 2020, the Grand Chamber of the Court of Justice delivered its preliminary ruling.
Unlike the Advocate General, the Court did not address the compatibility of the tax on
advertisements itself with Union law.*?

The Court ruled that the obligation to register did not amount to a restriction on the freedom to
provide services enshrined in Article 56 TFEU, notwithstanding the fact that service providers
established in Hungary are not subject to that obligation. In reaching that conclusion, the Court
relied on three factors: foreign providers could also escape the registration obligation if they were
already registered for the purposes of other taxes; forcing already registered national providers to
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register again would be a useless formality; and there were no reasons to believe that the
administrative burden of the registration obligation imposed upon non-registered providers was
heavier than the registration requirements for other taxes.*®

As far as the sanctions are concerned, the Court reached the opposite result. The starting point of
the Court was the observation that, despite the seemingly neutral character of the severe system
of sanctions foreseen for the failure to comply with the registration obligation, national and
resident corporations were actually shielded from it. This is because resident corporations are
always registered for the purposes of other taxes.* The Court therefore looked at the sanctions
they could incur should they fail to respect analogous registration obligations foreseen under the
general rules on taxation to which residents are subject. These sanctions were considerably lower
than the ones laid down by the Act on the advertisement tax, which is why the Court held that the
contested measure constituted a restriction on the freedom to provide services of Article 56
TFEU.®

The Court then considered the justification for the restriction. After admitting that the need to
ensure the effective collection of taxes constitutes a legitimate overriding reason in the public
interest,*® the Court went on to assess its proportionality. The system of sanctions did not pass
muster. The Court concluded that it was ‘suitable’ but not ‘necessary’ to achieve the objective of
ensuring the effective collection of taxes for the following reasons: there was no connection
between the exponential increase in the fine and the amount of the tax whose payment was at
stake;!" the exponential increase took place within days, hence without providing the taxpayer
with sufficient time to comply;*® and, finally, even if the Hungarian Tax Authority had the power
to reduce the amount of the fine, the purely discretionary character of this power could not save
the lack of proportionality of the measure.®

Consequently, the Court concluded that the system of sanctions attached to the registration
obligation for the purpose of the Hungarian tax on advertisements was contrary to Article 56
TFEU. This conclusion made it unnecessary for the Court to consider the remedial aspects of the
tax.?

4, Comment

As already noted, the Google Ireland case does not deal with the compatibility of the Hungarian
tax on advertising itself with Union law. The referring court did not raise this question and, unlike
the Advocate General, the Grand Chamber deemed it unnecessary to address it. It follows that the
case only deals with the institutional aspects of the Hungarian advertisement tax — namely, the
registration obligation that it imposes upon unregistered taxpayers and the sanctions foreseen in
order to promote compliance with that obligation.
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It could be tempting to downplay the importance of this issue as a peripheral problem, one of little
relevance from the perspective of the broader debate on the taxation of the digital economy.
However, there is more to this issue than what one could initially think. This is because the
institutional design of the Hungarian advertisement tax was clearly motivated by the specific
difficulties that the collection of taxes raises in the digital economy. The reason Hungary included
a specific registration obligation within the Act on the advertisement tax was that the tax targeted
an economic activity that can be carried out without any actual physical or legal presence in
Hungary. Similarly, the Act attached such a harsh system of sanctions on the registration
obligation because of the belief that digital advertising companies without any presence in
Hungary would be tempted to resist that obligation and that, given their size and deep pockets,
only a harsh system of sanctions could have some deterrent effect.

If one looks at the case from this angle, it becomes a test on the limits that the free movement
rules impose upon Member States in their attempts to shore up their taxing authority vis-a-vis
foreign digital companies. In this sense, the preliminary ruling confirms that Member States’
margin of manoeuvre is broad when it comes to imposing formal obligations such as the
registration obligation — even if they represent an additional administrative burden. However, it
also confirms that in Union law ‘all roads lead to proportionality’,?* and that the compatibility of
the instrumental sanctions attached to those formalities ultimately depends on their conformity

with this principle.

As is well known, the Court normally uses a two-step version of the proportionality test when
Member States invoke a public interest reason to justify free movement restrictions.?” The purpose
of the first step (suitability) is to verify that the contested measure actually serves the legitimate
purpose alleged by the Member State. In this case, Hungary relied on the effectiveness of fiscal
supervision and the effective collection of taxes in order to justify the system of sanctions attached
to the registration obligation. As it had already done in previous cases, the Court accepted that the
deterrent effect of administrative fines makes them suitable to promote compliance with this type
of obligations. The purpose of the second step (necessity) is to verify that the contested measure
is the least restrictive means to achieve the goal. This is where Hungary’s defence failed, because
the Court deemed the system of sanctions foreseen in the Act on the advertisement tax to be
excessive.

It is further important to note that, in free movement cases where national administrative sanctions
are at stake, the proportionality test does not only consider the balance between the fine amounts
and the gravity of the infringement that they seek to punish. Needless to say, the fact that a
sanction is out of proportion with the gravity of the underlying infringement may be a strong sign
that there are less restrictive means to achieve the same result. 2 However, there are other factors
to consider. On the one hand, it is not possible adopt a myopic view and to focus exclusively on
the specific rule protected by each sanction. This is because seemingly minor rules may play an
important role within the broader regulatory framework to which they belong. Arguably, this is
true of formal duties such as the registration obligation that was at stake in the Google Ireland
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case. The registration obligation may seem trivial, but it serves a crucial purpose, which is to
provide Member States with the information they need to effectively exercise their tax authority.

On the other hand, it is important to bear in mind that the retributive dimension of administrative
sanctions is not necessarily their main function. The main purpose of administrative sanctions is
to ensure compliance with the rules that they serve. Consequently, it is not possible to assess the
proportionality of sanctions without somehow considering the circumstances in which they
project themselves and the optimum level of deterrence required in those circumstances. This
means that, in the Google Ireland case, the difficulties raised by the collection of service taxes in
the digital context could be relevant to assess the proportionality of the sanctions attached to the
registration obligation. In her Opinion, Advocate General Kokott hints at this idea when she
discusses the amounts of the fines foreseen under the Hungarian Act on advertisements: ‘Lower
amounts would be a less onerous means, but would not be equally appropriate as they would
reduce the financial pressure” and hence call into question ‘the objective of ensuring effective and
uniform taxation.’?*

It is true that, in the preliminary ruling, the Court censures the Hungarian system of sanctions
without a fully-fledged analysis of these issues. However, this is probably because some of the
features of the contested sanctioning scheme were so draconian that they could not be justified
under any circumstances (in particular, the automatic and exponential increase of the fine’s
amount, which left no time for good-faith infringers to comply). The point to note is that the Court
took issue with these features, but not with the existence of a specific sanctioning regime for non-
resident taxpayers. Indeed, in order to assess the suitability and necessity of the sanctions foreseen
under the Act on the advertisement tax, the Court did not give any weight to the fact that they
were considerably higher than the sanctions foreseen for the same type of infringements under
the general law on taxation. This asymmetry was obviously relevant to assess the discriminatory
character of the scheme and to establish that it constitutes a prima facie restriction on the rules on
free movement. However, it was not fatal at the justification stage, because the whole point of the
justification stage is to verify whether there are good reasons behind the asymmetry.

This observation is important, because it goes to show that Union law does not prevent Member
States from adapting the institutional design of digital taxes to the special challenges that they
raise. The effective collection of digital taxes may require a tailor-made set of institutional
arrangements. Union law does not object to that, so long as the principle of proportionality is
respected. Less drastic or draconian arrangements may be acceptable even if they primarily or
exclusively target digital companies established abroad. However, a more ‘proportionate’ case
will have to reach the Court before we can get more detailed guidance on the topic.

5. Other Related Cases

On the same day in which the Google Ireland case was decided, the Court of Justice rendered two
additional preliminary rulings on the compatibility with Union law of the substantive framework
of two other Hungarian turnover taxes: the tax on turnover of telecommunication operators, which
was at stake in Vodafone,? and the tax on turnover of store retail trade operators, which was at
stake in Tesco.”® Like the advertisement tax, these two turnover taxes also featured a progressive
rate structure, as a result of which all companies in the lowest tax bracket (0% tax rate) were
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Hungarian, while most — if not all — of the companies in the highest tax brackets (subject to a
6,5% and 2,5% top marginal rate) belonged to foreign corporate groups.?’

The preliminary references at the origin of Vodafone and Tesco went to the core of the problem.
They essentially asked the Court whether turnover taxes imposing most or all of their burden on
undertakings controlled by individuals or entities established in other Member States were
precluded by Article 49 TFEU on freedom of establishment and Article 54 TFEU on equal
treatment.

However, the Court reformulated the inquiry. Instead of adhering to and starting its analysis from
the postulation that all of the taxable entities in the lower brackets are domestic and those in the
upper brackets are foreign, the Court framed the inquiry around the issue of progressivity of the
tax rates. Specifically, the Court stated that

the referring court considers that it is necessary in order to resolve the dispute in the main
proceedings, to determine whether the progressive scale, using bands, of the special tax
may constitute, in itself [...] indirect discrimination vis-a-vis taxable persons that are
controlled by natural persons or legal persons of other Member States, who bear the actual
tax burden, and, therefore, be contrary to Articles 49 and 54 TFEU.?®

By redefining the case as one challenging the progressive nature of the tax — rather than the
discriminatory crafting of thresholds — the Court rapidly came to the conclusion that such
progressivity was admissible. Indeed, the Court recognized that ‘Member States are free [...] to
establish the system of taxation that they deem the most appropriate, and consequently the
application of progressive taxation falls within the discretion of each Member State’.?It also
recognized that

in that context, and contrary to what is maintained by the Commission, progressive
taxation may be based on turnover, since, on the one hand, the amount of turnover
constitutes a criterion of differentiation that is neutral and, on the other, turnover
constitutes a relevant indicator of a taxable person’s ability to pay.®

Finally, the Court concluded that ‘by means of the application of a progressive scale based on
turnover, the aim of that law is to impose a tax on taxable persons who have an ability to pay that
exceeds the general obligation to pay tax’,* and that ‘the fact that the greater part of such a special
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categorisation as discrimination. [...] Accordingly, that situation is an indicator that is fortuitous,

if not a matter of chance’.®

By focusing exclusively on the legitimacy of progressivity through apparently neutral turnover
thresholds, the Court missed the opportunity to conduct an in-depth and complete analysis of the
concrete effects of this type of tax design. In other words, the Court avoided the real issue at stake,
which is whether the use of a supposedly neutral criterion such as the turnover threshold may in
fact lead to covert discrimination on the basis of nationality.*® In so doing, the Court partially
deviated from the reasoning advanced by Advocate General Kokott, who had argued that the
assessment of indirect discrimination should have been based on a combination of quantitative
and qualitative criteria, and that the intention of the legislature should have been taken into
consideration.

6. Final Remarks

The Hungarian advertisement tax is just one of the numerous new taxes that Member States have
adopted in recent years, with the aim of tackling the ‘base erosion and profit shifting’ (BEPS)
issue and to collect an amount of tax revenue from the so-called digital economy that is consistent
with the market size of such industry.* The Commission has tried to articulate a coordinated
response to this issue. However, its 2018 proposal for the adoption of a common digital service
tax (DST) did not gather the unanimous support of Member States, and was therefore placed on
hold.*® As a result, various Member States have unilaterally set in place taxes of this sort.

As of March 2021, Austria, France, Italy, Poland, and Spain have adopted a DST, while other
Member States — such as Belgium, the Czech Republic, and Slovakia — have published proposals
for the adoption of a DST.*” Although these unilaterally adopted levies differ in their respective
scope, rate, and administrative arrangements, most of them mirror the essential features of the
Commission’s proposal. In particular, all of these levies are imposed on the gross revenues — net
of VAT - originating from enumerated types of digital services rendered by businesses meeting
certain quantitative requirements.

The Google Ireland case and the other Hungarian cases discussed above are relevant from this
perspective, because the compatibility of DSTs with Union law is likely to be questioned in the
near future. The preliminary ruling of the Court in Google Ireland suggests that the registration
duties imposed by Member States on foreign service providers are unlikely to raise any problems.
The challenge lies in the design of the sanctions attached to those duties, which shall not run afoul
of the proportionality requirements so cherished by the Court, even if some Member States may
feel like they are in a David vs Goliath position vis-a-vis large tech corporate groups.
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The preliminary rulings in the Vodafone and Tesco cases could suggest that the Court will refrain
from striking down these types of taxes on discrimination grounds. However, the Hungarian
turnover taxes analyzed in those cases are not identical to all the DSTs adopted or proposed thus
far by Member States. In particular, most DSTs do not provide for a system of progressive rates,
but rather for an exception threshold and a single flat rate applicable to any taxable base.
Moreover, while the applicable rate of the Hungarian taxes was determined using in-country
turnover, the applicability threshold of DSTs refers not only to the amount of domestic revenue,
but also to worldwide group revenue.® This may appear to be a distinct source of national
discrimination that the ECJ should not ignore and for which additional justifications may be
needed. Consequently, the reasoning of the Court in the Hungarian cases cannot be automatically
transplanted to DST cases.

Thus, the preliminary rulings of the Court in Google Ireland and in the other Hungarian tax cases
cannot be entirely used to make reliable forecasts on the compatibility of the substantive aspects
of DSTs with Union law — and, in particular, on the treatment that their quantitative thresholds
deserve from a free movement perspective. In any event, a preliminary reference on DSTs could
grant the Court a renewed opportunity to provide clear guidance and standards for the assessment
of covert tax discrimination through turnover taxes.*
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