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1. JUDGMENT AND OPINION

The decision of the European Court of Justice (ECJ) in
the Marks & Spencer1 case has long been awaited. The
ECJ’s ruling of 13 December 2005, however, came as
a surprise to many tax law experts:

As Community law now stands, Articles 43 EC and 48
EC do not preclude provisions of a Member State which
generally prevent a resident parent company from
deducting from its taxable profits losses incurred in
another Member State by a subsidiary established in
that Member State although they allow it to deduct
losses incurred by a resident subsidiary. However, it is
contrary to Articles 43 EC and 48 EC to prevent the res-
ident parent company from doing so where the non-res-
ident subsidiary has exhausted the possibilities available
in its State of residence of having the losses taken into
account for the accounting period concerned by the
claim for relief and also for previous accounting periods
and where there are no possibilities for those losses to
be taken into account in its State of residence for future
periods either by the subsidiary itself or by a third party,
in particular where the subsidiary has been sold to that
third party.2

Advocate General Poiares Maduro3 had proposed that
the deductibility of losses should be the rule and the
non-deductibility the exception:

(1) Articles 43 and 48 EC preclude the tax legislation
of a Member State, such as that at issue in the main
proceedings, which prohibits a parent company
established in a Member State from benefiting from
the right to group relief on the ground that its sub-
sidiaries are established in other Member States,
whereas that relief would be granted if those sub-
sidiaries were resident in that Member State.

(2) Those provisions do not preclude national legisla-
tion from making entitlement to group relief, such
as that provided for by the Member State concerned
in the main proceedings, subject to the condition
that it be established that the losses of subsidiaries
resident in other Member States cannot be accorded
equivalent tax treatment in those Member States.4

As in most cases, the ECJ’s judgment is shorter than
the Advocate General’s Opinion. Since the ECJ’s rul-
ing deviated from what the Advocate General had sug-
gested, it could be wished that the ECJ had provided a
more detailed reasoning. The structure of the ECJ’s
decision is, however, quite traditional. Referring to its
settled case law, the ECJ confirmed that “although
direct taxation falls within their competence, Member
States must none the less exercise that competence
consistently with Community law”.5 The ECJ also took
the position that Art. 43 of the EC Treaty applied:

Even though, according to their wording, the provisions
concerning freedom of establishment are directed to
ensuring that foreign nationals and companies are
treated in the host Member State in the same way as
nationals of that State, they also prohibit the Member
State of origin from hindering the establishment in
another Member State of one of its nationals or of a
company incorporated under its legislation (see, in par-
ticular, ICI, cited above, paragraph 21).6
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The ECJ does not refer to subsidiaries and PEs as a
possible comparison. As the ECJ’s reasoning is shorter
than that of the Advocate General, this leaves room for
contradictory explanations. One is that the ECJ may
have shared the Advocate General’s view that sub-
sidiaries and PEs may be in a comparable situation.
Since, however, the legal situation under UK tax law
was ultimately not comparable in this case, the ECJ
saw no need to consider this comparison. The other
explanation is that, for the ECJ, foreign and domestic
corporations were the only possible comparison and
that the Court implicitly rejected any other compar-
isons. The judgment does not allow conclusions to be
drawn as to which explanation is correct.

There is no doubt that, under UK tax law, there are dif-
ferences between the tax treatment of subsidiaries and
branches. The differences in tax law that Advocate
General Poiares Maduro referred to are, however, in no
way dramatic. Groups are not entitled to consolidation,
as subsidiaries are treated as independent legal and tax
entities. Only the losses and not the profits are allo-
cated to the parent. For the Advocate General, these
differences are substantive enough to view the legal
situation of subsidiaries and branches as not compara-
ble. Although the legal differences between sub-
sidiaries and branches could not be ignored, it would
be wrong to conclude from these differences that the
legal situation is completely different.20 As the ECJ
repeatedly emphasizes that discrimination not only
arises through the application of different rules to com-
parable situations but through the application of the
same rule to different situations as well, it might also
be concluded that the legal treatment may only be to a
certain extent different if the legal situation is only to a
certain extent different.21 Lyal has suggested that “very
different treatment of not very different situations” can
constitute an infringement of the freedoms.22 Accord-
ingly, the ECJ could have looked at the comparison
between a subsidiary and a branch.23

Group taxation systems differ from Member State to
Member State. In some Member States not only losses
but also profits are allocated to the parent. Some group
taxation systems also differ from the UK system inso-
far as profits and losses within a group may only be
allocated to the company at the top of the group, whilst
under UK tax law allocation to other companies within
the group is possible. Accordingly, under other Mem-
ber States’ group taxation systems, it could be argued
that the legal situation of PEs and subsidiaries is more
comparable than that of foreign and domestic sub-
sidiaries. If the foreign subsidiary must be treated in
the same way as a PE, covered by a tax treaty provid-
ing for the credit method, the deduction of foreign
losses is required. There is, however, no reason not to
allocate future profits to the subsidiary as well and to
recapture the deduction of losses, at least to the extent
that the subsidiary has profits in future periods. The
double utilization of losses, which appears to be of
concern to the ECJ, is also not possible under this solu-
tion. Accordingly, it is necessary to be careful in apply-
ing the Marks & Spencer judgment to other Member
States’ group taxation systems.

It should be noted that the ECJ’s ruling deviates from
the Advocate General’s suggestion in another respect.
Whilst the Advocate General referred to “the tax legis-

lation of a Member State, such as that at issue in the
main proceedings”,24 the ECJ’s judgment does not con-
tain this reference and is phrased in a more general way:

Articles 43 EC and 48 EC do not preclude provisions of
a Member State which generally prevent a resident par-
ent company from deducting from its taxable profits
losses incurred in another Member State by a subsidiary
established in that Member State although they allow it
to deduct losses incurred by a resident subsidiary.25

It can be speculated whether or not the ECJ wanted to
express that its judgment is relevant not only for a sys-
tem like that in the United Kingdom, but also for other
Member States’ group taxation systems. The ECJ,
however, arrived at its decision having examined the
legal situation in the United Kingdom in detail.
Accordingly, the impression is given that the specific
details of UK tax law were relevant. The lack of refer-
ence to “the tax legislation of a Member State, such as
that in the main proceedings” should therefore not be
overemphasized.26

2.3. Foreign versus domestic PE

Another interesting question is whether or not the
Marks & Spencer judgment could have any effect on
the treatment of the foreign losses of PEs whose profits
are exempt under a tax treaty. The treatment of exempt
foreign losses is the main issue in the Ritter-Coulais27

case. The facts of this case do not, however, appear
ideal to obtain a decision on the question of whether or
not it accords with the freedoms to deny the deductibil-
ity of foreign losses if these are covered by a tax treaty
providing for the exemption method whilst domestic
losses may be deducted.28 Advocate General Léger
took the view that Ritter-Coulais is not a resident, but a
non-resident taxpayer.29 The Advocate General also
suggested applying the Schumacker case law on losses
and treating losses as rules regarding personal and
family circumstances.30 This does not appear to be at
all convincing.31 For all these reasons, it can be
expected that the ECJ’s decision in the Ritter-Coulais
case will not be the final word on the treatment of
losses.32
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20. See Müller, “Cross Border Consolidation and Loss Compensation:
Case C-231/05 Oy Esab”, Tax Planning International, European Union
Focus, 09/05, p. 11.
21. See Lang, “Wohin geht das Internationale Steuerrecht?”, Interna-
tionales Steuerrecht (2005), p. 291.
22. Lyal, note 14, p. 68.
23. Lang, note 14, p. 96.
24. ECJ, Advocate General’s Opinion, 7 April 2005, Case C-466/03,
Marks & Spencer plc v. David Halsey (HM Inspector of Taxes), Para. 84.
25. ECJ, 13 December 2005, Case C-446/03, Marks & Spencer plc v.
David Halsey (Her Majesty’s Inspector of Taxes), Para. 59.
26. For a different approach, see Van den Hurk, Rainer, Roels, Thömmes,
Tomsett and Weening, “ECJ Allows Limited Group Relief in Marks &
Spencer”, Tax Notes International, 19 December 2005, p. 1024.
27. ECJ, Advocate General’s Opinion, 1 March 2005, Case C-152/03,
Hans-Jürgen and Monique Ritter-Coulais v. Finanzamt Germersheim.
28. See Lüdicke, “Pending Cases Filed by German Courts I”, in Lang,
Schuch and Staringer (eds.), ECJ – Recent Developments in Direct Taxa-
tion (Vienna: Linde, 2006), p. 155 et seq.
29. ECJ, Advocate General’s Opinion, 1 March 2005, Case C-152/03,
Hans-Jürgen and Monique Ritter-Coulais v. Finanzamt Germersheim,
Para. 49.
30. Id., Para. 102.
31. Lang, note 15, p. 344; and Meussen, note 3, p. 283.
32. Concurring, see Meussen, note 3, p. 283.



The ECJ then identified UK corporations with domes-
tic subsidiaries and UK corporations with subsidiaries
in other Member States as the relevant comparison and
assumed that they were in a comparable situation7 (see
2.). The following step was the search for justification8

(see 3.). As the ECJ took the position that the restric-
tion was justified, the next issue was proportionality9

(see 4.), i.e. the ECJ examined whether or not the
restrictive measure went beyond what was necessary
to attain the objectives pursued.

2. COMPARABLE SITUATION

2.1. Foreign versus domestic subsidiary

The ECJ repeatedly used the term “restriction”. For the
ECJ, it was relevant that there was “different treatment
for tax purposes to losses incurred by a resident sub-
sidiary and losses incurred by a non-resident sub-
sidiary”.10 The ECJ emphasized that

residence is not always a proper factor for distinction. In
effect, acceptance of the proposition that the Member
State in which a company seeks to establish itself may
freely apply to it a different treatment solely by reason
of the fact that its registered office is situated in another
Member State would deprive Article 43 EC of all mean-
ing (see Case 270/83 Commission v France [1986] ECR
273, paragraph 18).11

In the Avoir fiscal12 case, to which the ECJ refers, the
Court had noted:

Even if the possibility cannot altogether be excluded
that a distinction based on the location of the registered
office of a company or the place of a natural person
may, under certain conditions, be justified in an area
such as tax law, it must be observed in this case that
French tax law does not distinguish, for the purpose of
determining the income liable to corporation tax,
between companies having their registered office in
France and branches and agencies situated in France of
companies whose registered office is abroad.13

Accordingly, residents and non-residents in them-
selves are neither always nor never in a comparable
situation, but only if their legal situation is compara-
ble.14 Except for the Schumacker15 case law, this line of
reasoning is already settled case law.16 By referring to
the Avoir fiscal case, the ECJ made it clear that this line
of reasoning also applies if resident taxpayers with
domestic income and resident taxpayers with cross-
border income are treated differently. In the Schempp17

case, however, the ECJ applied a different standard:
It follows that, ... the payment of maintenance to a recip-
ient resident in Germany cannot be compared to the
payment of maintenance to a recipient resident in Aus-
tria. The recipient is subject in each of those two cases,
as regards taxation of the maintenance payments, to a
different tax system.18

If the ECJ had also used this argument in the Marks &
Spencer case, the Court could have concluded that the
non-resident subsidiaries of the UK parent were sub-
ject to a different tax system and, therefore, domestic
losses could not be compared to foreign losses.

2.2. Subsidiary versus PE

The Advocate General had discussed if subsidiaries
and permanent establishments (PEs) were in a compa-
rable situation:

In the present case foreign subsidiaries and branches are
indeed governed by different tax regimes. However,
that difference in treatment is not due solely to the fact
that they are subject to different tax obligations but to
the United Kingdom system of corporate taxation.
Under that system the difference in tax treatment is
determined by the legal form of the secondary establish-
ment. Groups of companies are not entitled to consoli-
dation for tax purposes which applies to the income of
permanent establishments. In that connection, although
the group relief system modifies the rule of separate
taxation of group companies, it cannot have the effect of
assimilating the situation of subsidiaries to that of
branches. Under that regime the transfer of losses is
treated in a specific way. There is no consolidated joint
taxation. That is because subsidiaries are always treated
as independent legal and fiscal entities. Accordingly,
the difference in treatment of those two categories of
establishment does not merely comprise loss of a spe-
cific benefit as a result of the option being made in
favour of the establishment of foreign subsidiaries. It
stems from a difference in the tax regimes applicable to
the different types of establishment.19

Although he ultimately concluded that the legal situ-
ation of PEs and subsidiaries was not comparable
under UK tax law, the Advocate General saw at least
the possibility to compare the treatment of subsidiaries
with that of PEs.
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Fig Leaf?”, 45 European Taxation 11 (2005), pp. 482-487.
18. Id., Para. 35.
19. ECJ, Advocate General’s Opinion, 7 April 2005, Case C-466/03,
Marks & Spencer plc v. David Halsey (HM Inspector of Taxes), Para. 48.



As in the Marks & Spencer case the ECJ compared the
treatment of domestic taxpayers having foreign sub-
sidiaries with domestic taxpayers having domestic
subsidiaries, domestic taxpayers having domestic
losses could also be compared with domestic taxpayers
having foreign losses. Applying the Marks & Spencer
doctrine, the ECJ could arrive at similar solutions. The
deduction of foreign losses could be denied, unless a
taxpayer demonstrates that the loss cannot be utilized
in the source Member State.

Foreign PEs covered by the exemption method could
also be compared with foreign PEs covered by the
credit method if the residence Member State applies
both methods to the same type of income in its tax
treaty network. This comparison could lead to the
result that losses must be deducted under the exemp-
tion method as well and may be recaptured in follow-
ing years if the PE becomes profitable. The application
of the credit method leads to the same result. This is the
least restrictive measure to achieve the objective of
excluding the double utilization of losses. Even if the
ECJ did not compare foreign PEs under the exemption
and under the credit method with each other, there are,
however, good reasons to arrive at this result. If a
Member State has accepted the deductibility of foreign
losses under the credit method, this state could be
estopped from arguing that there is a need to restrict
the deductibility of the foreign losses in other situa-
tions. The ECJ referred to a similar idea in the Wie-
lockx33 case in which it concluded that a Member State
can waive the coherence of its tax systems by conclud-
ing a tax treaty.

3. JUSTIFICATION

3.1. Protection of balanced allocation of power
to impose taxes between Member States

In its Marks & Spencer judgment, the ECJ focused on
the justification. The Court dealt extensively with three
aspects of the justification submitted by the United
Kingdom and other Member States. The initial factor
considered was:

First, in tax matters profits and losses are two sides of
the same coin and must be treated symmetrically in the
same tax system in order to protect a balanced allocation
of the power to impose taxes between the different
Member States concerned.34

The ECJ supported this argument:
the preservation of the allocation of the power to impose
taxes between Member States might make it necessary
to apply to the economic activities of companies estab-
lished in one of those States only the tax rules of that
State in respect of both profits and losses. ... In effect, to
give companies the option to have their losses taken into
account in the Member State in which they are estab-
lished 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.35

This position is difficult to understand. The ECJ appar-
ently assumes that applying UK group taxation rules to
cross-border situations “give[s] companies the option

to have their losses taken into account in the Member
State in which they are established or in another Mem-
ber State”. In the ECJ’s view, the exercise of the option
results in increasing “the taxable basis ... in the first
State” and in reducing it “in the second to the extent of
the losses transferred”.36 The ECJ is wrong. Allowing
the deduction of the loss in the parent’s residence state
does not necessarily exclude the possibility to utilize
the loss in another Member State.37 Specifically, the
introduction of deductibility of a foreign loss in the
state of residence of the parent does not prevent the
state of residence of the subsidiary from applying its
own domestic rules. There is neither an option to uti-
lize the loss in one or the other Member State nor are
the losses “transferred” in a way that they can no
longer be utilized in the other state.

Using the phrase the “allocation of the power to
impose taxes between Member States” is also mislead-
ing.38 The power to impose taxes between the Member
States is not allocated amongst the Member States.
They can impose taxes whenever there is the necessary
genuine link required by international customary law.39

In the van Hilten-van der Heijden40 case, Advocate
General Léger is, under Community law, even willing
to accept a rule that extends worldwide taxation to
non-residents if they are still citizens and left the coun-
try less than ten years ago. Not even under tax treaty
law does it appear to be problematic to apply a look-
through approach via foreign entities and to tax the
income of the entity at the level of the shareholder.41 In
any case, it is not at all a breach of international law to
deduct foreign losses.42 The only argument that the
deduction of foreign losses could endanger the “bal-
anced allocation” of the Member States’ power to
impose taxes is the possible revenue loss. In this
respect, the ECJ, however, makes it clear that

it must be borne in mind that the reduction in tax rev-
enue cannot be regarded as an overriding reason in the
public interest which may be relied on to justify a meas-
ure which is in principle contrary to a fundamental free-
dom.43
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pp. 51-58.
42 Lang, note 14, p. 97.
43 ECJ, 13 December 2005, Case C-446/03, Marks & Spencer plc v.
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3.2. Danger of double utilization of losses

The second justification submitted by the Member
States was the danger that the losses could be allowed
twice if they were taken into consideration in the par-
ent’s state. The ECJ reacted as follows:

As regards the second justification, relating to the dan-
ger that losses would be used twice, it must be accepted
that Member States must be able to prevent that from
occurring. ... Such a danger does in fact exist if group
relief is extended to the losses of non-resident sub-
sidiaries. It is avoided by a rule which precludes relief in
respect of those losses.44

The ECJ appears to accept the rules of the Member
States that ensure single taxation and avoid double
non-taxation, as in the Schempp45 case, or avoid the
double utilization of losses, even if the price is that an
intra-Community cross-border situation is treated
worse than a purely domestic situation, at least from
the viewpoint of a single taxpayer. As soon as the tax
base is harmonized within the European Union, it
makes sense to ensure that income is taxed once and
losses can be deducted once. As long as direct taxation
is not harmonized, it is not convincing to derive from
Community Law that the Member States may justify
their discriminatory measures by arguing that they
intend to ensure single taxation or exclude the double
utilization of losses. If the Member States are free to
determine their tax base and, therefore, determine the
taxable events, the consequence may be that parts of
income are taxed twice and parts of income are taxed
nowhere.46 If double non-taxation is acceptable, then
the double utilization of losses should not be a problem
either.

It should also be considered that tax treaties, whose
conclusion is encouraged by Art. 293 of the EC Treaty,
could lead to double non-taxation. If one contracting
state loses its taxing rights under a tax treaty whilst the
other refrains from exercising its taxing rights, double
non-taxation is unavoidable.47 It is difficult to argue
that the possibility of double utilization of losses must
be excluded in every case if the same state concludes a
tax treaty that leaves room for double non-taxation.
Under tax treaties providing for the credit method, the
danger of double non-taxation is reduced.48 Accord-
ingly, it may be relevant that the United Kingdom is a
credit state. A Member State that has adopted a tax
treaty policy that does not leave much room for double
non-taxation is more credible when it is concerned
with the danger of the double utilization of losses than
Member States that have implemented the exemption
method in their tax treaty network, without providing
for a subject-to-tax clause. As a result, exemption
states have an even harder time defending rules that do
not allow the deductibility of foreign losses because of
the danger of the double utilization of losses.

3.3. Risk of tax avoidance

The ECJ accepted a third and final justification:
As regards, last, the third justification, relating to the
risk of tax avoidance, it must be accepted that the possi-
bility of transferring the losses incurred by a non-resi-
dent company to a resident company entails the risk that
within a group of companies losses will be transferred to

companies established in the Member States which
apply the highest rates of taxation and in which the tax
value of the losses is therefore the highest. ... To exclude
group relief for losses incurred by non-resident sub-
sidiaries prevents such practices, which may be inspired
by the realisation that the rates of taxation applied in the
various Member States vary significantly.49

Previously, the ECJ had never accepted justifications
intended to prevent tax avoidance by general meas-
ures. The ECJ’s reasoning in the De Lasteyrie du Sail-
lant50 case is a typical example of settled case law. By
referring to other judgments dealing with companies
and using a similar wording, the ECJ makes it clear
that, in this respect, it does not distinguish between
individuals and other taxpayers:

As regards justification based on the aim of preventing
tax avoidance, referred to by the national court in its
question, it should be noted that Article 167a of the CGI
is not specifically designed to exclude from a tax advan-
tage purely artificial arrangements aimed at circumvent-
ing French tax law, but is aimed generally at any situ-
ation in which a taxpayer with substantial holdings in a
company subject to corporation tax transfers his tax
residence outside France for any reason whatever (see,
to that effect, ICI, paragraph 26, and X and Y, paragraph
61). ... However, the transfer of a physical person’s tax
residence outside the territory of a Member State does
not, in itself, imply tax avoidance. Tax evasion or tax
fraud cannot be inferred generally from the fact that the
tax residence of a physical person has been transferred
to another Member State and cannot justify a fiscal
measure which compromises the exercise of a funda-
mental freedom guaranteed by the Treaty (see, to that
effect, Case C-478/98 Commission v Belgium [2000]
ECR I-7587, paragraph 45; X and Y, cited above, para-
graph 62).51

Similar wording could have been used to reject the
danger of tax avoidance as a possible justification in
the Marks & Spencer case, without a need for further
deliberation.

In addition, previously, differences in tax rates could
not serve as a justification for the worse treatment of
cross-border situations. In the Eurowings52 case, the
ECJ was very clear:

Contrary to that what was argued by the Finanzamt, that
difference of treatment can also not be justified by the
fact that the lessor established in another Member State
is there subject to lower taxation. ... Any tax advantage
resulting for providers of services from the low taxation
to which they are subject in the Member State in which
they are established cannot be used by another Member
State to justify less favourable treatment in tax matters

© 2006 IBFD

58 EUROPEAN TAXATION FEBRUARY 2006
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given to recipients of services established in the latter
State ... As the Commission rightly observed, such com-
pensatory tax arrangements prejudice the very founda-
tions of the single market.53

The approach taken by the ECJ in the Marks &
Spencer case is completely different from that taken in
the Eurowings case.

In the light of the Marks & Spencer judgment, it may
be much easier for the Member States to defend con-
trolled foreign companies (CFC) legislation in the
cases pending before the ECJ.54 Almost the same
wording could be used as the ECJ did in the Marks &
Spencer case, but replacing “losses” with “profits” to
justify CFC legislation:

As regards, ... the ... justification, relating to the risk of
tax avoidance, it must be accepted that the possibility of
transferring the profits realised by a resident taxpayer
to a non-resident company entails the risk that within a
group of companies profits will be transferred to com-
panies established in the Member States which apply
the lowest rates of taxation ... To exclude the transfer of
profits to non-resident subsidiaries prevents such prac-
tices, which may be inspired by the realisation that the
rates of taxation applied in the various Member States
vary significantly.55 (Author’s changes in italics)

3.4. Three justifications “taken together”

Having dealt with the three justifications discussed in
3.1. to 3.3., the ECJ drew its conclusion:

In the light of those three justifications, taken together,
it must be observed that restrictive provisions such as
those at issue in the main proceedings pursue legitimate
objectives which are compatible with the Treaty and
constitute overriding reasons in the public interest and
that they are apt to ensure the attainment of those object-
ives.56 (Emphasis added)

For the ECJ, it is relevant that these three justifications
had to be “taken together”. What this means is not
completely clear. Obviously, each one of the justifica-
tions is not sufficient for accepting different treatment.
Having considered more closely each of the justifica-
tions, it becomes clear that none of these justifications
is as such very convincing.57 Neither is it, however,
very convincing that the three justifications “taken
together” may justify different treatment. The impres-
sion is that the ECJ did not want to admit formally that
it had changed its case law.

The uncertainty has grown. The ECJ has already
rejected many different justifications in its previous
case law. Each of these justifications could, however,
“taken together” with one or two other justifications
that had been rejected in the past, come into play
again.58 The ECJ is now in a position that it may
change its case law in any way without admitting
doing so. Nevertheless, the new approach that more
than one reason “taken together” could serve as a justi-
fication is a change. It should be noted that the ECJ has
quite often rejected several justifications put forward
by the Member States in a single case, without exam-
ining whether or not these justifications “taken
together” could lead to a different result.

3.5. Territoriality

The Advocate General discussed at length as to
whether or not the principle of territoriality could be a
justification. The ECJ also touched on this issue:

In a situation such as that in the proceedings before the
national court, it must be accepted that by taxing resi-
dent companies on their worldwide profits and non-res-
ident companies solely on the profits from their activi-
ties in that State, the parent company’s Member State is
acting in accordance with the principle of territoriality
enshrined in international tax law and recognised by
Community law (see, in particular, Futura Participa-
tions and Singer, paragraph 22). ... However, the fact
that it does not tax the profits of the non-resident sub-
sidiaries of a parent company established on its territory
does not in itself justify restricting group relief to losses
incurred by resident companies.59

The reasoning of the ECJ in this respect is very short.
The ECJ is, however, right in rejecting the principle of
territoriality as a possible justification. Although the
ECJ had discussed this principle several times already,
its meaning is not at all clear.60 In the Marks & Spencer
case, the ECJ assumed that the principle of territorial-
ity is “enshrined in international tax law and recog-
nised by Community law”. By referring to its decision
in the Futura61 case, the ECJ gave the impression that
it is either already settled case law that this principle is
“enshrined in international tax law” or that the Court in
the Futura case presented its reasoning for this posi-
tion. Neither assumption is true. In the Futura case, the
ECJ did not express this thought at all.

This discussion appears to originate from the Advocate
General’s Opinion. Advocate General Poiares Maduro,
however, presented the issue slightly differently:

In accordance with the requirements of international
law the exercise of the fiscal competence of any Mem-
ber State necessitates connection either to the national-
ity of the taxable person or to the localisation of taxable
income in its territory. It follows that, although a State is
entitled to make taxpayers resident on its territory liable
to unlimited tax obligations, it can only charge foreign
taxpayers to tax on income arising on its territory.62

Whilst the ECJ found the principle of territoriality
“enshrined in international tax law”, Advocate General
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Poiares Maduro referred to the “requirements of inter-
national law” (emphasis added). The Advocate Gen-
eral apparently assumed that, under international law,
taxes may only be levied if the taxpayer is a citizen of
the country levying the tax or the income is localized in
its territory. This approach appears to be very narrow.
Under international law, a “genuine link” between the
state, on the one hand, and the taxpayer or the taxable
event, on the other, is sufficient to levy tax.63 Accord-
ingly, in addition to citizenship, domicile, habitual
abode and other criteria can give rise to unlimited taxa-
tion. The taxation of non-residents is not limited to the
territory. It is not disputed that customary international
law does not prevent states from taking into account
foreign income to determine the tax rate or, as can be
seen in the Saint-Gobain64 decision of the ECJ, even
the tax base of non-residents. CFC legislation is also
accepted under international law.65 Under CFC legisla-
tion, the only link between the taxing state and the
income is usually the shareholder’s residence. This is
considered to be sufficient to levy tax. These examples
illustrate that the position taken by the Advocate Gen-
eral was too narrow.66

In the author’s view, it would have been difficult for
the ECJ to give reasons why this principle should be
“enshrined in international tax law” as well (emphasis
added). By concluding tax treaties, contracting states
agree to restrict themselves in exercising their taxing
rights. As a result of a bargaining process, contracting
states try to achieve a balance between source and resi-
dence taxation. The rules contained in tax treaties vary
greatly between different types of income and are,
understandably, as their contents depends on the nego-
tiation power of the contracting states, not really based
on principles at all. As far as losses are concerned, tax
treaties usually do not impose any obligation on con-
tracting states not to allow a deduction.67 Contracting
states are always free to be more generous than they
have to be under their tax treaty obligations. From the
debate regarding whether or not CFC rules are compat-
ible with tax treaties, it can be learnt that there are good
reasons to assume that tax treaties do not prevent con-
tracting states from taxing even the foreign profits of
non-resident companies.68 For all these reasons, the
ECJ was wise not to accept the principle of territorial-
ity as a justification.

3.6. Cohesion

The Advocate General’s Opinion also contained a
lengthy discussion on the principle of cohesion. Advo-
cate General Poiares Maduro took the position that the

concept of fiscal cohesion performs an important cor-
rective function in Community law. It serves to correct
the effects of the extension of the Community freedoms
to the tax systems whose organisation is in principle a
matter for the sole competence of the Member States. In
fact, the application of the freedoms of movement has to
be prevented from giving rise to unwarranted interfer-
ence with the internal logic of national tax regimes.69

He suggested redefining or “relaxing” the criteria
developed by the ECJ so far70 to conclude that “justifi-
cation based on cohesion of the system of relief can be
accepted only if the foreign losses may be accorded
equivalent treatment in the State in which those losses
arise”.71

The ECJ came to a similar solution, although it
avoided using the term “cohesion”. A possible reason
for avoiding cohesion could be that the ECJ was con-
vinced by the Advocate General’s argument that the
use of cohesion as a justification would require the
Court to make the change in its case law explicit.
Although the concept of “cohesion” has never been
clear, it was apparent that it was not broad enough to
take into account the tax situation of another taxpayer
in another state.72 The ECJ has, however, never hesi-
tated to change its case law whenever the Court found
it appropriate to do so. Recent case law, in particular,
gives the impression that the ECJ is about to make a
“u-turn”. Nevertheless, the ECJ apparently dislikes
making such a change explicit.

An illustrative example of this approach is the
Schempp decision. The ECJ was willing to justify a
different treatment of a cross-border alimony payment
because the person receiving the payment, who was no
longer related to the taxpayer, was taxed by another
Member State. The traditional concept of cohesion
would never have been sufficient as a justification in
this case. The ECJ avoided making its deviation from
its previous case law explicit by declaring the taxation
of alimony payments made to domestic taxpayers and
foreign taxpayers to be not comparable.73

The author does not miss the use of cohesion at all, as
this justification always has an arbitrary element to it.74

Although the ECJ has rarely accepted cohesion to date,
it has never formally given it up as a possible justifica-
tion. The ECJ has often insisted that, in principle, a dif-
ferent treatment may be justified by cohesion. In the
Marks & Spencer case, the ECJ replaces cohesion by
three other justifications that must be “taken together”.
The fact that the ECJ arrived at similar results to the
Advocate General by replacing cohesion with three
justifications “taken together” speaks for itself. A well-
reasoned decision should neither be based on a justifi-
cation like cohesion nor on an unclear combination of
three other reasons.75
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4. PROPORTIONALITY

4.1. Less restrictive measures

The question of proportionality is discussed in the
Marks & Spencer judgment at greater length. Specifi-
cally, the ECJ

considers that the restrictive measure at issue in the
main proceedings goes beyond what is necessary to
attain the essential part of the objectives pursued if:
– the non-resident subsidiary has exhausted the possi-

bilities available in its State of residence of having
the losses taken into account for the accounting
period concerned by the claim for relief and also for
previous accounting periods, if necessary by trans-
ferring those losses to a third party or by offsetting
the losses against the profits made by the subsidiary
in previous periods, and

– there is no possibility for the foreign subsidiary’s
losses to be taken into account in its State of resi-
dence for future periods either by the subsidiary
itself or by a third party, in particular where the sub-
sidiary has been sold to that third party.76

The ECJ makes its line of reasoning clear:
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 objec-
tive thus pursued and not go beyond what is necessary
to attain it (see, to that effect, Case C-250/95 Futura
Participations and Singer [1997] ECR I-2471, para-
graph 26, and Case C-9/02 De Lasteyrie du Saillant
[2004] ECR I-2409, paragraph 49).77

There is no risk in predicting that proportionality will
play a greater role in the future. To date, the ECJ has
been very cautious in accepting justifications as over-
riding reasons in the public interest. If the ECJ changes
its attitude and continues to be willing to accept justifi-
cations more readily, the question of “whether the
restrictive measure goes beyond what is necessary to
attain the objectives pursued” will arise more often.

In the Marks & Spencer case, the ECJ did not, how-
ever, explain why it did not require the Member States
to adopt an even less restrictive measure. To avoid
double non-taxation and to prevent tax avoidance, it
would be sufficient to allow the deduction of losses
and to combine this with the introduction of a recap-
ture rule for future profitable periods.78 This method is
also applied to PEs covered under the credit method in
a tax treaty. The ECJ appears to have been interested in
arriving at a solution that is easier to accept for the
Member States. Whilst the Advocate General had
taken into consideration the fact that “the budgetary
equilibrium of the States concerned” should not be
threatened,79 the ECJ did not refer to this factor. This
does not, however, necessarily mean that the ECJ was
not influenced by such deliberations.

The Advocate General’s Opinion had been heavily
criticized because he suggested that the freedoms

do not preclude national legislation from making enti-
tlement to group relief ... subject to the condition that it
be established that the losses of subsidiaries resident in
other Member States cannot be accorded equivalent tax
treatment in those other Member States.80

The Advocate General failed to define the term “equi-
valent tax treatment”. Instead, he gave the example of
a loss carry-forward.81 The economic value of a loss
that is deductible in a following year, however, never
equals the value of the same nominal amount of a loss
deductible in the year in which it was incurred.82 The
later a loss carry-forward is utilized, the less its value.
The Advocate General apparently accepted that the
deductibility of a loss in a following period could be
considered as “equivalent tax treatment”. In the X and
Y83 case, the ECJ decided that even refusing “the bene-
fit of deferring capital gains tax, thus depriving the
transferor of a cash flow advantage” can be an
infringement of the freedoms.

The Marks & Spencer judgment does not refer to the
requirement of “equivalent tax treatment”. For the
ECJ, it is sufficient that there is the possibility of uti-
lizing the loss in the subsidiary’s state of residence.
The ECJ ignores that neither a loss carry-forward nor
an immediate offset of a loss with other profits in a
jurisdiction that levies a lower tax rate can be an equi-
valent substitute for granting group relief in the par-
ent’s state of residence.84 Nevertheless, as the ECJ had
already accepted that group relief can be refused in
general and must only be granted in exceptional cases,
it saw no reason to demand that, in such an exceptional
case, “equivalent tax treatment” must be accorded.
This reversal of rule and exception prevented the ECJ
from getting into the delicate problem of explaining
how a loss carry-forward could be considered to be
“equivalent tax treatment” to an immediate deduction
of the loss.

4.2. Utilization of loss by subsidiary in its state of
residence

The ECJ decided that a loss had to be deducted, but did
not define what is meant by “loss”. A loss could arise
either under the domestic law of the parent’s residence
state or the subsidiary’s. The ECJ did not take a posi-
tion of its own, but referred only to that taken by the
parties:
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It is clear from the file before the Court that both parties
to the main proceedings agree that the losses must be
computed on a United Kingdom tax basis. At the tax
authority’s request, Marks & Spencer therefore recom-
puted the losses on that basis.85

Considering that the situation of UK companies with
foreign and domestic subsidiaries is compared, it is
apparently convincing that UK law should provide the
same treatment in both situations. There are, therefore,
good reasons to compute the loss under UK law.86

The ECJ requires the taxpayer to demonstrate that the
loss cannot be utilized by the subsidiary or a third party
in the subsidiary’s residence state. The mere existence
of loss carry-back or loss carry-forward rules in the
subsidiary’s residence state does not exclude the enti-
tlement to group relief in the United Kingdom. The
losses must be deducted if the taxpayer demonstrates
that they cannot be utilized in the actual situation.87

Otherwise, it would not have been necessary to trans-
fer the burden of proof to the taxpayer.88 Gaining suffi-
cient knowledge of the existence of loss carry-back
and carry-forward rules in 24 other Member States
should not be that difficult.89

There can be many different situations in which a par-
ent may demonstrate that it cannot utilize the loss in a
subsidiary’s residence state. An example is a situation
in which a loss arises only under the tax law rules of
the parent’s residence state. If the application of the tax
rules in the subsidiary’s residence state results in the
subsidiary realizing a profit in the same period, the
“loss”, computed under the law of the parent’s resi-
dence state, would not be utilized. The same would be
true if the subsidiary is tax exempt or the relevant
income of the subsidiary is not included in the tax base
in the subsidiary’s state of residence.90 A utilization of
the loss in the subsidiary’s residence state would not be
possible in this situation. If, however, there is a low tax
rate in the subsidiary’s state of residence, it could, if
the other requirements are fulfilled, be possible to uti-
lize the loss there, although their value would be very
low.91

The subsidiary’s losses must be deducted in the United
Kingdom if “there are no possibilities for those losses
to be taken into account in its State of residence for
future periods”.92 The ECJ does not say when the tax-
payer must demonstrate that these requirements are
met. Timing can, however, make a significant differ-
ence.93 Assume that, in the subsidiary’s residence state,
the possibility to carry forward losses expires after five
years. The amount of information available to the par-
ent regarding the utilization of losses in the other state
may differ over time. At the end of the tax year for
which the group relief is claimed, the parent may be
unable to demonstrate that the losses cannot be utilized
in the subsidiary’s residence state, as it is possible that
the subsidiary will realize profits in the five-year
period. When the parent files its tax return, or, if
required, is assessed by the tax authorities, the loss-
making subsidiary may have already been liquidated,
so that the taxpayer can demonstrate that the loss can-
not be utilized. If the subsidiary remains in business for
the whole five-year period but fails to be profitable, the
parent can demonstrate after the expiry of the five-year
period that the losses have not been utilized. In this
situation, the question arises as to whether or not it is

too late to provide the necessary evidence at this stage.
If, however, the parent is precluded from demonstrat-
ing that the loss cannot be utilized at a certain stage, it
could be the case that the group relief is neither granted
nor the loss utilized in the other state. Although the
ECJ appears to be more concerned with the interest of
governments than that of taxpayers, this does not
appear to accord with the object and purpose of the
judgment.

If, however, the parent can demonstrate that no loss
utilization is possible in the subsidiary’s residence
state, the period for reopening the assessment in the
parent’s residence state may already have expired. The
question arises as to whether or not the parent’s resi-
dence state must, under Community law, provide for a
taxpayer’s claim in this situation. One option could be
to assume that the parent’s residence state must grant
group relief for a later tax year. This could, however,
lead to arbitrary results if the parent had profits in the
tax year when the subsidiary incurred the loss, whilst it
has a loss in the later tax year. Granting group relief for
the later tax year could, in this situation, practically
exclude the offsetting of the loss. The more appropriate
solution is to assume that the parent must reopen the
assessment for the tax year in which the loss was
incurred.

The ECJ has already elaborated on the relationship
between the exercise of Community rights, on the one
hand, and domestic procedural rules, on the other:

It has consistently been held that in the absence of
Community rules on the recovery of national charges
levied though not due, it is for the domestic legal system
of each Member State to lay down the detailed proce-
dural rules governing such actions for repayment, pro-
vided, however, that they are not less favourable than
those governing similar domestic actions (principle of
equivalence) and that they do not render impossible in
practice or excessively difficult the exercise of rights
conferred by the Community legal order (principle of
effectiveness) (see, in particular, Metallgesellschaft and
Others, paragraph 85, and Case C-255/00 Grundig 
Italiana [2002] ECR I-8003, paragraph 33).94
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It is, therefore, possible that it is insufficient to reopen
the assessment under the same conditions as in merely
domestic situations. The exercise of rights conferred
by the Community legal order must not be made
“impossible in practice or excessively difficult”.
According to Scheunemann, in 11 Member States the
loss carry-forward is limited from five to fifteen years,
whilst in 13 Member States there is no limitation.95

Accordingly, it may very often take time until it is clear
whether or not a loss can be utilized. Consequently,
there are good reasons to believe that a claim for a
reopening of an assessment in the subsidiary’s resi-
dence state cannot be rejected just because a short
period of a few years has expired. It is even possible to
go so far as to consider whether or not the parent’s resi-
dence state must allow the reopening of an assessment
until it is clear whether or not the loss can be utilized.
If the introduction of such procedural rules were too
burdensome for the parent’s residence state, it could
quite easily avoid the situation by allowing the deduc-
tion of losses irrespective of the possibility of utilizing
the loss in the subsidiary’s residence state and combin-
ing this with a recapture rule.

4.3. Utilization of loss by third party in
subsidiary’s state of residence

One of the requirements imposed by the ECJ is that the
loss may not be utilized “by the subsidiary itself or by
a third party, in particular if the subsidiary has been
sold to that third party”.96 The ECJ was explicitly
asked by the High Court of Justice of England and
Wales

what significance, if any, is to be attached to the fact that
... a subsidiary resident in another Member State has
been sold to a third party and, although there is provi-
sion under the law of that State for the losses to be used
under certain conditions by a third party purchaser, it is
uncertain whether they were so used in the circum-
stances of the case.97

If there is also a group taxation system in the sub-
sidiary’s residence state, it could be that the subsidiary
can transfer its loss to its sub-subsidiary or another
company within the group. If the loss could be utilized
by one of the other group companies, no group relief
can be claimed in the parent’s residence state. In this
situation, it might be expected that the parent would
provide the necessary information.

This is, however, very difficult if the subsidiary is sold
to an unrelated company and if the parent must demon-
strate that the loss cannot be utilized. After the shares
have been sold, the former parent does not have any
right to obtain information regarding the future fate of
the subsidiary. How could the former parent know if,
for example, the new parent plans to merge with its
subsidiary to utilize the losses? Even if the former par-
ent has that knowledge and the transfer of a loss in the
case of a merger is not generally excluded, the utiliza-
tion of the loss depends on whether or not the new par-
ent has sufficient profits against which the losses can
be offset. Again, this offsetting of losses may not take
place at once but only in future years if sufficient
profits exist. If the purchaser is a competitor of the for-
mer parent, the purchaser may not be interested in
sharing knowledge regarding its profitability with the

former parent. The utilization of the losses may also
depend on the fact that the merger of the subsidiary
into its new parent is not classified as an abuse of tax
law, which might be established by the tax authorities
in an audit many years later to deny all the tax benefits
that were envisaged.98

4.4. Utilization of loss by parent in subsidiary’s
state of residence

Interestingly, the ECJ imposed the requirement that the
loss may neither be utilized by the subsidiary nor by a
third party, but did not explicitly refer to the situation
in which the loss is utilized by the parent. This situ-
ation could arise if the subsidiary is merged with its
parent. Consequently, the former subsidiary that was a
resident of the other state is transformed into a PE
located in that state. If this country’s tax law allows the
loss to be transferred to the PE of the parent, the loss
could be utilized at the level of the PE. The parent,
nevertheless, could claim group relief, as the loss could
neither be utilized by the subsidiary nor by a third
party, but by the parent itself.

Initially, it is apparently puzzling that the loss utiliza-
tion by the parent in the PE state does not jeopardize
the loss utilization in the parent’s residence state. Nev-
ertheless, at least within the scope of the credit method,
losses incurred by PEs may also be deducted at the
level of the head office in the other state. Under the
exemption method, many countries allow the deduc-
tion of the loss in the head office state, despite the fact
that they cannot tax the profits of this PE under tax
treaty law. If these countries have adopted measures to
ensure that a loss cannot be utilized twice, this measure
also applies in this situation. If, however, these coun-
tries are not concerned about a possible double utiliza-
tion of a loss in the head office state and in the PE state,
there is no reason to require that the double utilization
does not occur if a subsidiary has been transformed
into a PE.

4.5. Utilization of loss in third country

The ECJ is also silent on whether or not the utilization
of losses in third countries is relevant. Assume that the
subsidiary of the UK parent is a resident of Member
State A and that all of its income is derived from a PE
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located in Member State B. It is possible that the loss
of the subsidiary cannot be utilized in State A, for
example because the loss carry-forward period is lim-
ited, whilst the loss can be utilized in State B in which
the loss can be offset against a later year’s profit of the
PE.

This situation could arise both if the income of the PE
is exempt and if State A credits the tax levied in State
B. Under the credit method, State A is in no way pre-
vented from deducting a loss incurred by the PE.
Under the exemption method, it is doubtful if the
deduction of a foreign loss can be rejected because of
the freedom of establishment. Many countries, how-
ever, grant the loss deduction even without feeling
obliged to do so.

A literal interpretation of the ECJ’s ruling could lead to
the result that the utilization of a loss in a third country
does not jeopardize group relief. The ECJ refers exclu-
sively to the tax treatment in the subsidiary’s residence
state. It could, however, also be assumed that the only
reason why the ECJ did not touch on the third country
issue is that it was not asked to do so by the referring
court.

It is difficult to see why the utilization of a loss in
another Member State, other than the subsidiary’s resi-
dence state, should not exclude granting group relief
there. Of course, the underlying assumptions of the
Marks & Spencer decision could be challenged. If,
however, the relevance of the tax law in the sub-
sidiary’s residence state as a requirement for granting
group relief in the parent’s state of residence is
accepted, the tax law of the PE’s state should also be
considered.99

The situation in which the third country is a non-Mem-
ber State, however, deserves more thought. If non-
Member State losses must be ignored, it could be asked
why groups with PEs outside the European Union
should obtain preferential treatment. One of the under-
lying assumptions of the ECJ’s reasoning in the Marks
& Spencer case is that tax planning should be less
attractive. Practices, “which may be inspired by the
realisation that the rates of taxation applied in the vari-
ous Member States vary significantly”,100 must be pre-
vented. There is no reason to believe that tax planning
with the PEs of non-Member States should be encour-
aged.

Conversely, one of the other underlying ideas of the
judgment is solidarity between the Member States. The
ECJ explicitly referred to “the preservation of the allo-
cation of the power to impose taxes between Member
States”.101 A “balanced allocation of the power to
impose taxes between Member States” may not be
jeopardized.102 The ECJ saw no need that the loss must
be utilized in two Member States. Within the European
Union, only one Member State must bear the burden of
a reduction in tax revenue. Focusing more on this
aspect, the position could be taken that the Member
States should not be too concerned regarding a pos-
sible reduction in the tax revenues of a non-Member
State. If the loss were not incurred in the PE of a non-
Member State but in a PE of a Member State, the loss
must also be taken into account in one Member State.
Accordingly, the balanced allocation of taxing powers
between the Member States is not jeopardized if a tax-

payer can utilize the loss not only in a Member State,
but also in a non-Member State.

4.6. Burden of proof

The ECJ appears to take the position that the burden of
proof lies exclusively with the taxpayer:

Where, in one Member State, the resident parent com-
pany demonstrates to the tax authorities that those con-
ditions are fulfilled, it is contrary to Articles 43 EC and
48 EC to preclude the possibility for the parent company
to deduct from its taxable profits in that Member State
the losses incurred by its non-resident subsidiary.103

The Advocate General, however, articulated a more
balanced position:

It may perhaps be objected that it will be excessively
difficult for the United Kingdom to ascertain that there
is a possibility of group relief in another Member State.
In that connection it should be recalled that the Member
States have available to them instruments of enhanced
cooperation under Council 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. Under those provisions the competent
authorities of one Member State have the power to
request the competent authorities of another Member
State to provide them with all information enabling
them to establish the correct amount of corporation tax.
In fact that instrument of administrative cooperation
“provides for ways of obtaining information compara-
ble to those existing between tax authorities at national
level”. Nor does it seem to me to be ruled out that the
Member State concerned may impose on a company
claiming group relief a duty of information as to the tax
situation of the group to which it belongs and in partic-
ular the possibility of dealing with the losses of the sub-
sidiaries in the State in which they are established. In
such a case it will none the less be necessary to ensure
that those requirements do not exceed what is necessary
in order to attain the objective of securing the informa-
tion sought.104

The position taken by the ECJ in the Marks & Spencer
case apparently contradicts previous case law. In the
past, the ECJ acknowledged that mere procedural pro-
visions can jeopardize the Internal Market and that an
infringement of the freedoms can also be constituted
by moving the burden of proof to the taxpayer in cross-
border situations. In the Bent Vestergaard105 case, the
ECJ observed
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that, by making the right to deduct costs relating to
participation in professional training courses held in an
ordinary tourist resort abroad conditional upon the
rebuttal, by the taxpayer, of a presumption that such
courses involve such a significant tourism element that
the costs cannot be treated as deductible operating costs,
while such a presumption does not exist for courses held
in ordinary tourist resorts located in the said Member
State, those rules subject the provision of services con-
stituted by the organisation of professional courses to
different tax arrangements depending on whether the
services are provided in other Member States or in the
Member State concerned. ... Rules of a Member State
which, like those in question in the main proceedings,
make it more difficult to deduct costs relating to parti-
cipation in professional training courses organised
abroad than to deduct costs relating to such courses
organised in that Member State involve a difference in
treatment, based on the place where the service is pro-
vided, prohibited by Article 59 of the Treaty.106

In this case, the ECJ also made statements that appar-
ently make it possible to transfer the burden of proof to
the taxpayer:

In that regard, it should be remembered that Council
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 (OJ 1977 L
336, p. 15) can be invoked by a Member State in order
to obtain from the competent authorities of another
Member State all the information enabling it to ascer-
tain the correct amount of income tax. In addition, there
is nothing to prevent the tax authorities concerned from
requiring the taxpayer himself to produce the proof
which they consider necessary to assess whether or not
the deduction requested should be allowed (see Bach-
mann and Commission v. Belgium, cited above, at
respectively paragraphs 18 and 20 and paragraphs 11
and 13).107

The reference to the Bachmann108 and Commission v.
Belgium109 cases, however, makes it clear that evidence
may be demanded from the taxpayer if the tax author-
ities are prevented from carrying out inquiries or from
collecting information. Transferring the burden of
proof to the taxpayer is only possible if there are no
other means of providing information:

As regards the effectiveness of fiscal controls, it should
be observed that Council 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 (Official Journal 1977 L 336, p. 15,
hereinafter referred to as “the Directive”) may be
invoked by a Member State in order to check whether
payments have been made in another Member State
where it is necessary, as in the main proceedings in this
case, for those payments to be taken into account in
order correctly to assess the income tax payable (Article
1(1)). ... However, the Belgian Government points out
that certain Member States have no legal basis for
requiring insurers to provide the information needed to
monitor payments made within their territory. ... it
should be noted in that regard that Article 8(1) of the
Directive imposes no obligation on the tax authorities of
Member States to collaborate where their laws or
administrative practices prevent the competent author-
ities from carrying out enquiries or from collecting or
using information for those States’ own purposes. How-
ever, the inability to request such collaboration cannot
justify the non-deductibility of insurance contributions.
There is nothing to prevent the tax authorities concerned
from demanding from the person involved such proof as

they consider necessary and, where appropriate, from
refusing to allow deduction where such proof is not
forthcoming.110

In the light of these decisions, it is not at all clear if the
ECJ in the Marks & Spencer case really wanted to
transfer the burden of proof completely to the taxpayer.
It should be noted that the ruling in itself does not refer
to the burden of proof. When the ECJ stated in its rea-
soning that if

the resident parent company demonstrates to the tax
authorities that those conditions are fulfilled, it is con-
trary to Articles 43 EC and 48 EC to preclude the possi-
bility for the parent company to deduct from its taxable
profits in that Member State the losses incurred by its
non-resident subsidiary,111

the Court could have tried to emphasize the active role
of the taxpayer, but did not want to rule out that there
are situations, in which proof has to be established in
another way.

4.7. Exception for artificial arrangements

The ECJ found it necessary to state that there is an
exception to the exception. Under certain circum-
stances, group relief may be denied, although it has
been established that the losses cannot be utilized in
the subsidiary’s residence state:

It is also important, in that context, to make clear that
Member States are free to adopt or to maintain in force
rules having the specific purpose of precluding from a
tax benefit wholly artificial arrangements whose pur-
pose is to circumvent or escape national tax law (see, to
that effect, ICI, paragraph 26, and De Lasteyrie du Sail-
lant, paragraph 50).112

In the ICI113 and De Lasteyrie du Saillant cases, the
ECJ had referred to the concept of “tax avoidance”. In
the Marks & Spencer case, the ECJ referred to the “risk
of tax avoidance” as a possible justification,114 if
“taken together” with other justifications,115 and in
addition to that referred to its case law on “wholly arti-
ficial arrangements” in a rather traditional way.116 In
the Marks & Spencer case, the prevention of tax avoid-
ance serves both as one of the justifications for not
granting group relief in cross-border situations as a
general rule and as an exception to the exceptional rule
that group relief must, in any case, be granted in situa-
tions in which it is established that the loss cannot be
utilized in the subsidiary’s residence state. The context
in which “wholly artificial arrangements” are referred
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to is different in the Marks & Spencer case, compared
to the ICI and De Lasteyrie du Saillant cases. In the ICI
and De Lasteyrie du Saillant cases, the ECJ did not
accept “tax avoidance” as a justification, unless a rule
is specifically designed to exclude from a tax advan-
tage wholly artificial arrangements. In the Marks &
Spencer case, the ECJ accepted denying group relief
because of the risk of tax avoidance, “taken together”
with other justifications, in general, and, in addition,
especially in cases of wholly artificial arrangements.

There is another difference between the ICI and De
Lasteyrie du Saillant cases and the Marks & Spencer
case. In the ICI case, the ECJ noted that

the legislation at issue ... does not have the specific pur-
pose of preventing wholly artificial arrangements, set up
to circumvent United Kingdom tax legislation, from
attracting tax benefits117 (emphasis added)

and, in the De Lasteyrie du Saillant case, that the
French provision

is not specifically designed to exclude from a tax advan-
tage purely artificial arrangements aimed at circumvent-
ing French tax law118 (emphasis added)

whilst, in the Marks & Spencer case, the Court made it
clear that Member States are free to adopt or to maintain
in force rules having the specific purpose of precluding
from a tax benefit wholly artificial arrangements whose
purpose is to circumvent or escape national tax law.119

(Emphasis added)

It is possible to speculate whether the ECJ is just
unclear in its terminology or whether it wanted to
broaden the concept by adding that the harmful pur-
pose of the “wholly artificial arrangement” could not
only be to “circumvent” but also to “escape national
tax law”.

The judgment does not give any indication as to what
situations the ECJ has in mind when it talks about
“wholly artificial arrangements”. The ECJ may have
been aware of the fact that its own decision creates tax
planning opportunities. Specifically, if the tax rate in
the parent’s residence state is higher than that in the
subsidiary’s, the taxpayer would be well advised to
take the necessary measures to claim successfully
group relief in the parent’s residence state. To achieve
this, the parent would have to ensure that the loss can-
not be utilized in the subsidiary’s residence state. If the
subsidiary ceases trading, as with the Belgian and Ger-
man subsidiaries of Marks & Spencer plc,120 the parent
would be well advised to liquidate the subsidiary. If the
legal entity remains in existence, it may not be certain,
under some jurisdictions, that a loss utilization in the
subsidiary’s residence state is impossible. The liquida-
tion of a subsidiary can, however, probably, under no
circumstances, be considered to be a “wholly artificial
arrangement”.

4.8. Need for Community measures

One other paragraph of the Marks & Spencer decision
is puzzling:

Furthermore, in so far as it may be possible to identify
other, less restrictive measures, such measures in any
event require harmonisation rules adopted by the Com-
munity legislature.121

It is difficult to interpret this sentence, as there is
apparently no relation at all between this paragraph
and the other parts of the decision. The ECJ gave no
indication why the Court found it necessary to insert
the sentence. As, however, the requirement of “har-
monisation rules adopted by the Community legisla-
ture” is referred to, the statement cannot be ignored.

It is apparently clear that the ECJ does not want to rule
out that Member States may adopt less restrictive
measures, compared to the measures they may take
under the freedoms, as interpreted by the Court and
described in the decision. The ECJ simply provides the
criteria for the minimum standard the Member States
must apply. The Member States are, however, free to
be more generous. The freedoms do not prevent the
Member States from granting group relief in every
cross-border situation or in adopting less restrictive
measures.

The ECJ probably wanted to emphasize that secondary
Community law could also force the Member States to
be more generous than they have to be under the free-
doms. Harmonized rules that provide for loss deduc-
tion in a less restrictive way than elaborated by the ECJ
under the freedoms are not an infringement of the free-
doms. On the contrary, if secondary Community law
harmonized the requirements for the deduction of
losses in a more restrictive way, this would not be
acceptable under the freedoms.

5. CONCLUSIONS

Many recent Advocate General Opinions and ECJ
judgments have come as a surprise. Scholars have
argued that the ECJ is in the process of making a “u-
turn” and is about to change its case law.122 It is unde-
niable that the room for Member States’ tax policy has
grown.123 It is possible to speculate whether these
developments are the consequence of the outspoken
sensitiveness of the Member States in fiscal matters or
whether they are the result of the new composition of
the ECJ since the accession of the ten new Member
States. Worse than the changes in case law is the fact
that the ECJ does not make these changes explicit.124

The ECJ pretends that its case law is still consistent.
An analysis of judgments, such as the Marks &
Spencer case, however, illustrates that there are many
tensions, and sometimes even contradictions, between
recent decisions and previous case law. These tensions
are the price for not making changes in case law
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explicit. Consequently, future decisions of the ECJ will
be even less predictable than they have been to date.

In the Marks & Spencer case, Advocate General
Poiares Maduro’s Opinion surprised many scholars.125

The Advocate General proposed that group relief may,
in respect of foreign losses, depend on certain require-
ments. The ECJ went even further and declared non-
deductibility to be the rule and the necessity to deduct
foreign losses the exception. The ECJ arrived at a solu-
tion which came as a relief to the governments of the
Member States. Although the ECJ refused to accept the
fear of “reduction of tax revenues” as a justification,126

the impression remains that the real argument for the
Court was the Member States’ budgetary restraints. If
the ECJ had made this motive explicit, the Marks &
Spencer decision could have been a sound basis for the
start of a legal discussion on how this argument could
fit in with the Court’s reasoning in future decisions. It
is deplorable that the ECJ missed this opportunity.
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