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Has the CaL of thé .ECJ on Final Losses

Reached the End of the Line?

The author traces the development of ECJ case
law on final losses beginning with Marks &
Spencer, wherein the Court held that foreign
losses only need to be taken into consideration
in exceptional cases, and culminating in a series
of cases that have so restricted loss utilization
that virtually no possibilities remain. The author
highlights the practical questions that have
arisen in this regard and suggests possible
solutions.

1. The Marks & Spencer Decision as the Origin of
ECJ Case Law on Final Losses

Almost ten years have passed since the EC] delivered its
decision in Marks & Spencer (Case C-446/03)." The deci-
sion came as a surprise at the time: until then, the EC} had
almost always ruled that advantages, the scope of which
is limited to domestic situations, must be granted across
bordersin relation to other EU Members States. This is the
only way that the requirements of the basic freedoms can
be complied with.2 Accordingly, one would have expected
the ECJ to require the UK legislator to also grant loss relief
to UK parent companies with a subsidiary in another EU
Member State, previously granted only with regard to UK
group companies. The losses suffered by the foreign sub- -
sidiary would then be deductible from the profits of the
UK parent company, regardless of whether they could also
be taken into account abroad.

Instead, the EC]J took a new approach: losses abroad only
need to be taken into account in exceptional cases. The
parent company is only able to deduct these:’

[...] where the non-resident subsidiary has exhausted the pos-
sibilities available in ils State of residence of having the losses
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taken into account for the accounting period concerned by the
claim f(or relieland also {or previous accounting periods, if neces-
sary by (ransferring those losses to a third party or by offsetling
the losses against the profits made by the subsidiary in previous
periods, and where there is no possibility for the foreign subsid-
iary’s losses (o be laken into account in its State of residence for
future periods either by the subsidiary itsel{ or by a third party, in
particular where the subsidiary has been sold to that third party.

The ECJ formulated its reasoning as follows: in an initial
step, the Court found that the domestic and the cross-bor-
der cases are comparable. Subsequently, it reviewed three
justifications: the need to safeguard a balanced allocation
of the power to impose taxes, the risk of the double use of
losses and the risk of tax avoidance. The Court regarded
the combination of these justifications as crucial. These
justifications together would justify the differential treat-
ment of domestic and foreign losses. Apparently, the
EC]J considered it too restrictive not to take into account
foreign losses at all. Therefore, the proportionality assess-
ment played an important role in the reasoning. The EC]J
wanted to ensure the single use of foreign losses but did
not consider it necessary, in the light of EU law, to deduct
the loss suffered abroad both there and in the residence
state of the parent company. Therefore, the residence state
of the parent company can introduce measures to rule out
the double use of losses, but must also step in for the resi-
dence state of the subsidiary as a substitute.

The criteria cited by the ECJ in its Marks ¢ Spencer deci-
sion raised a series of practical questions from the very
beginning:* for instance, it was not clear which require-
ments would rule out any possibility for the losses to be
taken into account in the residence state of the subsid-
iary. Marks & Spencer had ceased trading in some of the
Member States under consideration. The decision left it
open whether the mere suspension of activities would
suffice to rule out the possibility of losses being taken into
account. Afterall, a company legally still in existence may
later resume its activities and - based on the tax laws of
its residence state — offset previous losses against profits
— if such ever materialized. In the event of a sale of a sub-
sidiary to third parties, the question is not only whether
the subsidiary will generate any profits after its sale, but
also whether a deduction of losses will then be possible at
all and whether, for instance, regulations governing shell
company acquisitions rule this out. This is closely con-
nected to questions on an evidentiary level: in the event
of a sale of the subsidiary, the previous shareholder not
only has no influence over the future corporate gover-
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nance of his former subsidiary, and thus over whether it
will engage in an activity that meets the requirements of
a shell company acquisition, but the former shareholder
often has no knowledge of the course of events that follow
the sale.

Another issue that remains open is when the losses must
be taken into account.® It seems evident that this would
be in the period in which they were incurred. It is equally
conceivable, however, to deduct them in the assessment
period, in which period it becomes clear that their use in
the other Member State is not possible.

The criteria introduced by the ECJ were also subject to
criticism from a legal point of view:® if the residence state
of the parent company is obliged to take into account the
foreign lossesif the losses cannot be used abroad, the fiscal
sacrifice of the parent company’s residence state is even
greater the more restrictive the utilization of losses is reg-
ulated in the other state. Individual EU Member States
might even feel encouraged to further limit their possibili-
ties of taking losses into account, so as to thus oblige other
states to apply their group relief or similar regulations.

2. The Further Development of the Marks &
Spencer Case Law

2.1. Extending the scope of the Marks & Spencer
decision to foreign PEs

The criticism voiced immediately after the publication of
the Marks & Spencer decision, however, did not prevent
the ECJ from applying the criteria developed in Marks ¢&
Spencer to resolve other cross-border loss constellations.
In the Lidl Belgium (Case C-414/06), in an initial step, the
Court transferred its case law also to foreign permanent
establishments (PEs) subject to an exemption under a tax
treaty.” The ECJ treated the Marks ¢~ Spencer criteria like
elements of an exemption regulation that must be applied:®

In thal regard, the Court held in paragraph 55 of the judgment

+in Marks & Spencer thal a measure which restricts the freedom of
establishment goes beyond what is necessary to attain the objec-
tives pursued where a non-resident subsidiary has cxhausted the
possibilitics for having the losses incurred in the Member Slate
where it is situaled taken into account for the accounting period
concerned and also for previous accounting periods and where
there is no possibility lor that subsidiary’s losses to be taken into
account in that State for [uture periods.

These requirements were not met in this specific case:’

As regards the main proceedings, it appears from the documents
in the case transmilted to the Courl that Swedish law provides for
the possibilily of taking a Laxpayer’s losses into account in {uture
lax years for the purpose of calculating the taxable basis. [...] As
was confirmed al the hearing before the Courl, Lidl Belgium has
in fact bencfited from such an offsctting of the losses incurred
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by its permanent establishment in 1999 in a subscquent lax year,
namely 2003, in which thal enlily generated profits.

The ECJ thus delivered a double reasoning for its opinion
that it was not a necessity to deduct the foreign loss in the
residence state of the head office. The Lid! Belgium deci-
sion made it clear that, according to the criteria developed
in Marks ¢ Spencer, it remains open whether the legal or
factual possibility of taking losses into account is relevant.
In the Lidl Belgium case, the EC] did not feel compelled to
settle this question, since, both legally and factually, the
loss suffered in the state of the PE could also be used there.

Case law then took a new turn with the decision in Kran-
kenheim Ruhesitz am Wannsee (Case C-157/07):'° here,
too, the issue was a foreign PE. The provisions of the resi-
dence state - Germany - took the foreign loss into account
but later provided for its addition. As a result, the losses
could not be deducted in the state of residence. In the state
of the PE - Austria — carrying the loss forward was not
possible, so that ultimately the loss could not be taken into
account anywhere. Based on Marks & Spencer, one would
have expected that the residence state would step in to
remedy the breach and would be obliged to take the loss
into account and must, therefore, refrain from adding the
profits. Surprisingly, the EC] reached the opposite conclu-
sion: the Member State’s power to define the criteria for
taxing income and wealth:"

[...] also implies that a Member State cannot be required Lo take
account, for the purposes of applying its tax law, ol the possible
negative results arising {rom particularities of legislation of an-
other Member State applicable to a permanent cstablishment
situaled in the (erritory of the said State which belongs Lo a com-
pany with a registered office in the first State (sec, Lo that effect,
Columbus Conlainer Services, paragraph 51, and Casc C-293/06
Deculsche Shell [28 February 2008] ECR 1-0000, paragraph 42).
{...] The Court has held that freedom of establishment cannot be
understood as meaning that a Member State is required to draw
up its tax rules on the basis of those in another Member Stale in
order to ensure, inall circumstances, taxation which removes any
disparities arising (rom national tax rules, given that the deci-
sions made by a company as to the establishment of commer-
cial structures abroad may be Lo the company’s advanlage or not,
according to circumstances (see Deutsche Shell, paragraph 43).
[...] Even supposing that the combined effect of taxation in the
State where the principal company of the permanent cstablish-
menl concerned is situated and Lax due in the State where that
establishment is situated might lead to a restriction of the [ree-
dom of establishment, such a restriction is imputable only (o the
latler of those States. [...] In such a case, that restriclion would
arisc nol from the tax system at issue in the main proceedings,
but from the allocation of lax compelences under the German-
Austrian Agreement.

The arguments are confusing: where the ECJ argues on
the basis of the allocation of taxation powers and holds
the state of the PE responsible for not taking losses into
account, one cannot deny a contradiction with the previ-
ous Marks & Spencer case law. Had the ECJ argued in the
same manner as in the Lidl Belgium case, the issue would
not be if the possibility to take losses into account exists
according to the tax law of the state of the PE, or if the losses
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were actually taken into account there. Instead, under no
circumstances would the losses need to be taken into
account in the state of the parent company. The impos-
sibility of taking the losses into account would have to be
exclusively attributed to the state of the PE. By analogy,
the EC) did not have to agonize in Marks ¢ Spencer over
whether the losses could be used in the residence states of
the subsidiaries, since it would then never have been the
task of the United Kingdom to deduct the losses.

The justification of the ECJ, however, already points to
the special situation of the case: the issue under consider-
ation was whether one is “required to take account, for the
purposes of applying its tax law, of the possible negative
results arising from particularities of legislation of another
Member State”? One of the questions referred for a pre-
liminary ruling already openly addressed the possible vio-
lation of the freedom of establishment by the provisions
of the state of the PE:"

Is the position in the State of residence affected if the limitations
on deduction of losses applicable in the other Member State
(being ;llc source State) themselves contravene Article 31 of the
[EEA] Agreement on the ground that they discriminate against a
taxpayer with income from his permanent establishment who is
subject only to limited taxation there compared with a taxpayer
who is subject to unlimited taxation there?

In the proceedings, which dealt with the taxation right of
the residence state — Germany -, the EC] did not have the
possibility of deciding on the conformity of the tax leg-
islation of the other state - Austria — with EU law. This
would have required a request for a preliminary ruling by
an Austrian court in the proceedings pending before it,
or an action by the Commission against Austria. Already,
in the wake of Marks & Spencer and Lidl Belgium, the EC]

was notoriously being criticized because, as a consequence -

of its case law, restrictive legislation in respect of losses
in the residence state of the subsidiary or in the state of
the PE would result in a situation in which the residence
state of the parent company or the state of the head office
would have to make a greater fiscal sacrifice. This led to
the impression that the ECJ did not want to oblige the
residence state to step into the breach for the source state,
possibly acting in violation of the Treaty, especially in a
constellation in which a violation of the freedom of estab-
lishment was in the air in the state of the PE.

2.2. Extending the scope of the Marks & Spencer case
law to cross-border mergers

The issue in A Oy (Case C-123/11) was a cross-border
merger of a Swedish company with its Finnish parent com-
pany.'" The EC]J had to address the question as to whether
the freedom of establishment and the Marks & Spencer
case law defining it obliged Finland to take into account
the losses suffered by the Swedish subsidiary before the
merger in the parent company in Finland. The Swedish
subsidiary disappeared as a result of the merger, so that
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taking the losses into account in this company in Sweden
was no longer an option.

Advocate General Kokott used the question referred asan
opportunity to demand the previous position in the ECJ
case law to be abandoned. '’ Foreign losses should not only
not be taken into account under the strict requirements
set by the ECJ in Marks & Spencer and endorsed in the
subsequent case law but — with a few exceptions — not at
all. She argued that, in Marks & Spencer, the proportion-
ality assessment, which resulted in the criteria described,
was based on the justification of avoiding the double use
of losses. This justification subsequently became irrele-
vant and was replaced by the justification of safeguard-
ing a balanced allocation of taxation powers. Against this
background, however, it would no longer be necessary to
oblige the state of residence of the company to - by way of
exception - step into the breach for the source state. The
extent to which losses are deductible would then lie exclu-
sively within the responsibility of the state of the PE or the
residence state of the subsidiary. In addition, the Advo-
cate General pointed to the fact that, already in X Holding,
no mention was made of the consideration of losses and,
therefore, it could be assumed that the EC] had already
implicitly abandoned the Marks & Spencer case law. «

The EC] itself, however, held firm to the Marks & Spencer

case law:'®

It follows, secondly, from the Court’s case law thal a restric-
Live measure such as that at issue in the main proceedings gocs
beyond whatis nccessary o attain the essential part of the objec-
lives pursued in a situation in which the non-resident subsidiary
has exhausted the possibilitics available in its State of residence of
having the losses laken into account (see, to that effect, Marks ¢
Spencer, paragraph 55). It is for the parent company (o show that
that is the case (see, Lo that effect, Marks ¢ Spencer, paragraph 56).

The EC]J did not respond at all to the arguments of the
Advocate General.

It is interesting to review the considerations of the EC]J
with regard to the question of whether the possibility to
take losses into account generally depends on the legisla-
tion or the specific situation. The EC] first mentions the
legislation in general:'” “As regards the main proceedings,
it appears from the documents in the case transmitted to
the Court that Swedish law provides for the possibility of
taking a taxpayer’s losses into account in future tax years
for the purpose of calculating the taxable basis” The Court
then continues:'®

However, A submits that, once the merger operation has been
carried out, B will be liquidated, and A will no longer have a sub-
sidiary ora permanent establishment in Sweden. Neither of those
two companies would thus appear to have the possibility of rely-
ing in Sweden, after the merger, on the losses incurred by B in
Sweden before the merger. [...] Nevertheless, those specific cir-
cumstances are nol in themselves capable of showing that there
is no possibility of taking into account the losses that exist in the
subsidiary’s Stale of residence. [...] Thus several Member Stales
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which have inlervened in the case consider, on the contrary, that
the possibility of taking B’s losses into account in Sweden contin-
ues Lo exisL. The German Government submits that those losses
can be deducted from the income, admittedly very small, which
BB continues Lo receive in Sweden. It adds that B is still involved
in leases which could be assigned. The French Government also
submits thal Swedish law allows companices to lake losses into
account in previous lax years or on the occaston of the laxation
of capital gains made on the assels and liabilities of the merged
company. The Halian Government submits thal Sweden is en-
titled (o evaluate the asscts transferred and Lo lax the merged
company on the profit thus realised. [...] [Uis therefore for the
national court to delermine whether A has in fact proved that B
has exhausted all the possibilitics of taking account of the losses
which exist in Sweden.
On the one hand, the EC]J is less concerned with the
Swedish legislation than with the taxpayer’s actual situ-
ation. On the other hand, it points out that “these specific
circumstances are not in themselves capable [...]" It also
mentions anticipated future taxable income in Sweden,
against which the losses can then be offset. Whether, for
instance, the expressly cited lease agreements would result
in income in the coming years, however, will also depend
on the extent to which the contractual partners are capable
of meeting their payment obligations. It remains unclear
how the taxpayer will furnish the required proof that he
“has exhausted all the possibilities of taking account of the
losses”

Advocate General Kokott delivered a clear opinion on the
question of whether the losses must be calculated accord-
ing to the law of the parent company’s or the subsidiary’s
residence state." She suggested that:
[...] the losses to be laken into account must in principle be cal-
culated according to the tax taw of the receiving company’s stale
ofresidence. [...] only in that way would calculation of the losses
lead to equal treatment in cases within a single Member State and
in cross-border situalions, that is Lo say, a merger with a resident
subsidiary and a merger with a foreign subsidiary would receive
cqual treatment for lax purposcs. Equal treatment in that way
would remove the restriction of the [reedom of establishment
,which, as we have scen, arises precisely from the different treat-
ment of the two situations.

Yet, the answer of the ECJ leaves everything open.?
Although the Court first assumes that “in principle, the
calculation must not lead to unequal treatment compared
with the calculation which would have been made in a
similar case for the taking over of the losses of a resident
subsidiary’, this also suggests that the law of the receiving
company’s state of residence must be considered relevant
in determining the losses. Immediately after that, it relativ-
ized this statement: “That question cannot, however, be ad-
dressed in an abstract and hypothetical manner, but must
be analysed where necessary on a case-by-case basis"? If
the ECJ had been fully convinced by the discrimination
approach proposed by its Advocate General, this would
have left no room for a case-by-case analysis. The relativ-
ization mentioned here, however, was not included in the
tenor of the decision.
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2.3. Extending the scope of the Marks & Spencer case
law to foreign non-business income

The decision in K (Case C-322/11) further contributed to
the confusion:*? a Finnish taxpayer sold a privately owned
French property at a loss and, under French law, did not
have any opportunity to take this loss into account there.
On the one hand, French tax law does not provide for
any possibility at all to deduct such losses from private
property sales. On the other, the taxpayer no longer had
any assets in France and no other income sources against
which he could have offset the losses.

In his Opinion, Advocate General Mengozzi voiced crit-
icism against the Marks & Spencer case law.”® The fact
that the ECJ ignored the criticism previously expressed
by Advocate General Kokott did not prevent Advo-
cate General Mengozzi from basically subscribing to his
colleague’s view. He demanded that the ECJ's Marks ¢
Spencer case law be abandoned and proposed that the first
step in this direction would be to limit its scope of applic-
ation to cases in which unilateral provisions preclude the
use of foreign losses in the state of residence.

The ECJ was not impressed. It used the opportunity to
expand the scope of application of its Marks & Spencer case
law. Whereas previously the case law only covered par-
ticipations in subsidiaries and PEs held as business assets,
the issue at hand involved private assets. Accordingly, the
-subject here was not the freedom of establishment but the

“free movement of capital. This did not make any differ-
ence to the EC]J.

The ECJ's reasoning, however, probably results alto-
gether in a significant limitation of the Marks & Spencer
case law. The EC]J first refers to its previous case law, which
stipulates:**

[...] that a measurc under which a resident parent company is
denied Lhe possibility of deducting [rom ils taxable profit losses
incurred in another Member Stale by a subsidiary established in
the latter Member State, whilst the losses of a resident subsidiary
may be deducted, or under which, in the context of a merger,
a parent company established in a Member Stale is denied the
possibility of deducting from its laxable income the losscs of
- the merged subsidiary, which is established in another Member
State, may be justified by the need to preserve the allocation of
the power Lo impose Laxes between the Member States and Lo pre-
vent the risk of losses being used twice and of tax avoidance ... ],
but goes beyond what is necessary to attain the essential part of
the objectives pursued in a situation in which the non-resident
subsidiary has exhausted the possibilities available in its Member
State of residence of having the losses Laken into account (see, Lo
that elfect, Marks & Spencer, paragraph 55; and A, paragraph 49).

Surprisingly, the ECJ then claims that in a situation such
as that at issue in the main proceedings, “a taxpayer such
as K cannot be regarded to have exhausted the possibili-
ties available in the Member State in which the property is
situated of having the losses taken into account”? At first
glance, however, it is not evident why the taxpayer “did not
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exhaust” these possibilities of taking losses into account:
“Since the Member State in which the property is situated
does not provide for the possibility of losses incurred on
the sale of the property being taken into account, such
a possibility has never existed”* Hence, a non-existent
possibility cannot be “exhausted”. This leads to a paradox:
since France does not allow for the offsetting of real estate
losses against other income, Finland, as the state of resi-
dence, does not need to take the French losses into account.
The fact that the taxpayer does not have any other French
income at all is irrelevant. Were French tax law to provide
for such a possibility to take losses into account, however, a
taxpayer in the same situation would be entitled to deduct
losses in his state of residence, i.e. Finland. In such a sce-
nario, he would have exhausted the possibility of taking
losses into account in France, with the result that Finland
would have to step in.

The reasoning that followed shows that the EC]J continues
to be occupied with the objection that its case law estab-
lished in Marks & Spencer leads to a situation in which
a Member State, by introducing restrictive tax laws on
the use of losses, can indirectly impose the fiscal sacrifice
required by the principle of the single use of losses onto
the other Member State:”
In such circumstances, if it were accepted that the Member State
in which the taxpayer resides must nevertheless allow losses on
immovable property to be deducted {rom taxable profits in that
Member State, that would effectively oblige the latter Lo bear the
adverse consequences arising from the application of the tax leg-
islation adopted by the Member State in which the property is
situated.

As was already the case in Krankenheim Ruhesitz am

Wannsee, the following sentence refers to the “particular-

ities” of the source state’s tax legislation:? .
According to the Court’s case law, a Member State cannot be
required Lo take account, for the purposes of applying its tax law,
of the possible adverse consequences arising [rom particularitics
of legislation of another Member State applicable Lo a property
situated in the territory of that State which belongs to a resident
in the first State |...].

In Krankenheim Ruhesitz am Wannsee, however, the “par-
ticularity” of the legislation was that the source state treats
non-resident taxpayers more restrictively than residents,
while here the source state does not take into account
losses from the sale of private real estate at all. If, however,
the provisions of a tax law system that generally rule out
the deduction of losses for certain types of income must
be qualified as “particularities’, it remains unclear which
forms of prohibition of loss deduction must not be quali-
fied as “particularities’, but as a general rule.

2.4. The limits of the scope of the Marks & Spencer case
law

At least as interesting as the decisions in which the EC]
invoked the Marks & Spencer reasoning, are those deci-
sions in which, although the case involved losses, the EC]
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did not even consider basing its decision on the principles
developed in Marks ¢ Spencer. An early example of this is
the decision in Deutsche Shell (Case C-293/06).” This case
involved exchange losses in the conversion of Italian PE
profits from Lira to Deutsche Mark for the purposes of the
German parent company. In this case, the EC] deemed it
proper to take the losses into accountin Germany, although
such losses from fluctuations in foreign exchange rates are
not even possible in respect of domestic PEs. In truth, the
issue was not the equal treatment of similar situations but
the — also necessary — unequal treatment of different situ-
ations.* The ECJ did not bother with any possible limita-
tions on the use of losses. There was no risk of a double use
of the losses. The single use of losses was guaranteed by the
deductibility of losses demanded by the EC].

The ECJ also had to give its decision in cases such as Papil-
lon (Case C-418/07), where the issue was the offsetting
of the sub-subsidiary’s losses against profits of the parent
company in the same state.” The French legislator did not
allow the use of losses because the parent company was
established in another Member State. Had all entities been
resident in the same state, they would have been allowed
to take the losses into account. The ECJ] demanded that
the offsetting of profits and losses from the same $tate
should be admissible. The Court deemed it legitimate for
the national legislator to ensure that the same losses are not
taken into account in the same state twice, for instance by
depreciating the participation held by the parent company
in the subsidiary company, which may become necessary
due to the sub-subsidiary continuing to suffer losses. Inter-
estingly, the EC] was not worried about the possibility of
a repeated use of this loss in another Member State - for
example, by way of depreciation of the loss-making partic-
ipation in the sub-subsidiary by the subsidiary company.
The Court did not see any problem in the possible double
use of the sub-subsidiary’s losses in two different Member
States.

Conversely, there are cases in which losses in the state of
residence cannot be deducted, although it is by no means
ensured, or in which it is even ruled out that they can be
taken into account in the other state. In such cases, the EC]
accepts the impossibility of taking losses into account and
deems this admissible under EU law. Such cases include
the aforementioned decisions in Krankenheim Ruhesitz am
Wannsee and K, in which the ECJ applied the criteria devel-
oped in Marks & Spencer but nevertheless reached the
conclusion that there are no final losses worth taking into
account.” In other cases, the ECJ does not even apply the
proportionality assessment, because it regards the general
exclusion of the use of foreign losses as justified. In Oy AA
(Case C-231/05), for instance, the EC] accepted a limita-
tion on the application of the Finnish law on intra-group
financial transfers to domestic cases so as to avoid “allow-

D R R R R N N R Y T R PP R

29.  DE:LC], 28 Iieb. 2008, Case C-293/06, Deutsche Shell GmbH v. Finanzamt
fiir Grofiunternehmen in Hamburg, LCJ Casc Law 1BFD.

30.  See M. Lang, Recenf Case Law of the ECJ in Direct Taxation: Trends, Ten-
sions and Contradictions, 18 EC Tax Rev. 3, p. 98 ct seq. (2009).

31 FR: ECJ, 27 Nov. 2008, Casc C-418/07, Société Papillon v. Ministére du
budget, des comptes publics et de la fonction publique, ECJ Case Law 1BFD,

32, See Krankenheim (C-157/07), para. 55 and K (C-322/11), para. 83.

© IBFD



Has the Case Law of the ECJ on Final Losses Reached the End of the Line?

ing groups of companies to choose freely the Member State
in which the profits of the subsidiary are to be taxed”* In
X Holding (Case C-337/08), the same argument prompted
the ECJ to compare foreign subsidiaries and PEs as part
of the proportionality assessment and to ultimately reject
their comparability, yet without even examining the pro-
portionality of the provisions.” In both cases, however,
it would have been, by all means, logical to consider the
transfer of losses in the state of residence as imperative
once the use of losses was ruled out in the residence state
of the other group company, thus making the losses final.
In Oy AA the scope of the Finnish group contribution rule
could be extended to cross-border situations in which one
of the subordinated group companies suffers a final loss.
The argument put forward by the ECJ, according to which
it did not want to create a situation in which “parent com-
panies would be allowed to choose freely the Member State
in which the losses of their non-resident subsidiary are to
be taken into account’* would not apply in these cases.
Therefore, Advocate General Kokott convincingly - albeit,
in retrospect, not correctly — drew the conclusion from X
Holding that the Court had already implicitly abandoned
the Marks & Spencer line of reasoning.*

3. The Fundamental Problems of the Marks &
Spencer Line of Reasoning

3.1. The relevant tax regime for determining the losses

The above description of the development of the case law
since Marks & Spencer already reveals its shortcomings:
The Marks & Spencer decision has raised a number of
issues that are difficult to resolve. Subsequently, the ECJ
has increasingly narrowed the scope of the criteria devel-
oped in Marks & Spencer, creating the impression that its
case law continues to be based on the key decision taken
atthat time. In the meantime, however, the contradictions
have become palpable. In addition, the ECJ does not even
consider the Marks & Spencer criteria in other decisions on
foreign losses, without even mentioning a justification for
doing so. In some of these decisions, it tacitly or expressly
accepts losses being taken into account twice, as well as the
exclusion of any use of losses.

Some of the difficulties mentioned are based on the
shortcomings of this case law, which existed from the
very beginning and should be subsequently addressed in
greater depth. The ECJ regularly refers to the “losses” suf-
fered by the foreign company or foreign PE as such, which
must be taken into account under certain circumstances.
Thus, the ECJ is acting as if these losses had a clear pre-
defined value. The amount of a loss, however - just as that
ofa profit - is merely the result of an arithmetic operation.
This result will depend on the respective relevant provi-
sions defining what is taxable at all and how the assess-
ment is to be addressed, as well as which deductions will be
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taken into account in which period. The profits and losses
established for tax law purposes may, therefore, consid-
erably differ from those determined, for instance, under
corporate, social or other provisions of different jurisdic-
tions. A loss is never a factual value but depends on the rel-
evant provisions of positive law. Since the tax assessment
basis is not harmonized within the European Union, the
amount of a loss from the same economic activity can be
completely different depending on the applicable legisla-
tion. What may appear as a loss under one piece of legis-
lation may even prove to be a profit according to another.

The reasoning given by the ECJ for its case law on final
losses does not make it easier to answer the question as
to whether the tax law of the residence state or that of
the source state applies. If one refers to the character of
the basic freedoms as discrimination prohibitions, it is
obvious that the tax law of the state of residence or of the
parent company should be considered relevant: the foreign
situation should not be treated worse than the domestic
situation. Therefore, the result of the economic activity
carried out in the other state should be taken into account
only if and to the extent that the application of the tax law
provisions of the residence state results in a loss.

[f one, however, places emphasis on the idea of the single
use of losses, which is also considered fundamental by
the ECJ, this would constitute an argument in favour of
referring to the law of the source state. The losses estab-
lished according to the latter’s provisions would have to be
deducted in the residence state if they cannot be used in
the source state. Only then will these losses be taken into
account at least in one state.

Similar considerations can be made with regard to the rel-
evant assessment period in which the losses must be taken
into account. Those who emphasize that the basic free-
doms are the legal basis of the Marks & Spencer case law,
in the sense of being in the nature of a prohibition against
discrimination, will demand that the losses be taken into
account in the period in which they occurred. Those who
want to ensure that only final losses - no matter how these
are defined - can be used, for example, the German Federal
Tax Court (Bundesfinanzhof), will look to the assessment
year in which the requirements apply that allow for the
characterization of these losses as final.?”’

In A Oy, at least the question as to which tax law system
has to be considered relevant for the determination of the
losses was expressly addressed by the referring court. Here,
Advocate General Kokott clearly argued in favour of a dis-
crimination approach.*® The EC], too, revealed a prefer-
ence for the use of the tax law system of the residence state
of the parent company, but then subsequently relativized
this by requiring a case-by-case analysis, thus leaving the
issue open as to which situations would qualify for a dif-
ferent consideration.”” The ECJ obviously became aware
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that the discrimination approach - imperative according
to the basic freedoms — cannot go hand in hand with the
concept of ensuring the single use of losses and giving the
Member States means to rule out their double use. This
conflict of objectives could only be avoided if the pro-
visions on the assessment basis for direct taxation were
to be harmonized, which is far from being achieved. Not
even acommon consolidated corporate tax base (CCCTB)
applied throughout the European Union, would remove
the disparities between the tax law systems; it would only
create an additional tax assessment basis parallel to those
existing under the national laws of the Member States.*
The Marks ¢ Spencer reasoning, however, suffers from the
very start from the fact that it ignores this obvious conflict
between its different underlying objectives and acts as if
there were simply just one loss.

3.2. Exhausting the possibilities of taking losses into
account

As regards the Marks & Spencer decision itself, it is evident
that the criterion of the finality of losses has raised a pleth-
oraof questions. The subsequent case law has further tight-
ened these criteria, so that, today, one can hardly imagine
situations in which all possibilities for taking losses into
account are exhausted in the subsidiary’s residence state
or in the state of the PE, meaning that the residence state
of the parent company or of the head office is obliged to
treat these foreign losses as domestic losses and to fill in
for the other state.

Since Lidl Belgium, the ECJ has made a distinction between
the legal and factual possibilities of taking losses into
account and has, for the moment, left it open as to which

of these two criteria is most relevant.” The case law of the -
German Federal Tax Court opted to consider losses final

when possibilities to take losses into account do not exist
due to actual circumstances.” An analysis of this case law,
however, reveals how problematic it is to focus on factual
possibilities: if losses can be carried forward for five years
in the state of the PE and the PE is abandoned in the sixth
year, the losses cannot be taken into account in the state
of residence. If, however, the PE is abandoned prior to the
expiry of this period, this actual circumstance leads to the
finality of the losses and is, therefore, considered relevant
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for the exceptional deduction of losses.” It is difficult to
understand, however, why the abandonment of a PE is
treated completely differently in the fourth and sixth year
after the loss was incurred, although the loss cannot be
taken into account in the state of the PE in either of the
two cases. The German Federal Tax Court itself maintains
that, even though it seemingly focuses solely on the actual
circumstances, it takes into account the “legal framework
in the source state”. The fact that the possibility to carry the
loss forward for five years, based on the law of the source
state, leads to a different treatment also clearly shows that
the relevant legal provisions can never be dismissed.

Whether actual circumstances rule out the possibility of
using losses will ultimately depend on the legislation of
the source state: In the event of a transfer or abandonment
of a PE, the losses can only be final if the taxpayer who
acquires the PE is not allowed under the tax laws of the
source state to continue using the losses or when these laws
donotallow him to offset these losses against later income
from other sources or profits of another PE founded later.
Even if the legal system allows losses suffered in a business
or another investment to be offset against future profits
and other income, one cannot reliably predict the extent
to which the taxpayer will eventually earn such income.
The theoretical possibilities for establishing sources of
income allowing for losses to be taken into account are
unlimited. Nobody can predict which of these possibili-
ties the taxpayer will eventually use. Even if the taxpayer
himself follows specific plans, it is by no means certain
which of these will materialize and whether - contrary to
his own initial expectations - he will instead earn other
income, which he currently cannot anticipate. In many
instances, it is even more difficult to predict the level of
such income. Even in constellations in which payment
flows can be planned - such as interest on securities or
rental income -, the other party may default and the an-
ticipated income may never materialize. Even local gov-
ernments have defaulted on their debts. Therefore, if one
focuses solely on secured future income as “specific cir-
cumstances” for taking losses into account, every loss
would have to be regarded as final immediately after the
end of the year in which it is incurred and would have to
be taken into account in the state of residence. Completely
secured future income does not exist. If, however, all losses
must be deducted in the state of residence in any event, the
criterion of “specific circumstances” becomes irrelevant. It
is obvious that obliging the state of residence to allow for a
general deduction of foreign losses would not correspond
to the spirit of the ECJ's Marks & Spencer decision.

Inits decision in I R48/11 (5 February 2014), the German
Federal Tax Court attempted to attach further significance
to the criterion of “specific circumstances’, focusing on the
question of whether, for instance, the reopening of a PE is
“likely”* The same would have to apply, however, to all
other possible future income that, under the tax law of
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the source state, would allow for losses to be taken into
account. It is impossible to accurately predict how a tax-
payer’s life will unfold, what income he will, therefore,
obtain and what income is “rather unlikely”. Any case law
that would force the tax authorities to play the role of a
soothsayer is not very convincing.

Considering, however, all possibilities that the taxpayer
could usein the future to generate income against which the
losses suffered can be offset, the “specitfic circumstances”
obviously coincide with legal possibilities. As a result, the
requirement for factual possibilities loses its autonomous
justification in these cases. In the end, such constellations
seem to completely depend on legal possibilities. If, there-
fore, a tax law system provides for a five-year loss carry-
forward, there are legal possibilities for taking losses into
account. Those who aim to achieve a single use of these
losses, however, must regard the losses as final after the
expiry of the five-year carry forward period.

This also demonstrates, however, that one also cannot
focus on legal possibilities alone: the expiry of the five-
year time limit itself is part of a factual situation. If the
taxpayer generates income before the expiry of the five-
year period, a loss deduction will no longer be considered
in this respect. Therefore, the taxpayer’s “specific circum-
stances” must also be taken into consideration. Even those
who want to deny the deduction of losses in the state of
residence when the source state only provides for the pos-
sibility of a loss carry-forward, may find themselves com-
pelled to take the “specific circumstances” into consid-
eration. The following simple, fictitious example should
illustrate this: the tax law of the source state does notallow
corporations to carry losses forward at all, but does allow
individuals to do so for a limited time. Is it possible in
such a scenario to refuse to regard the losses of the cor-
poration as final because individuals can make use of a
loss carry-forward? Those who answer in the negative
must confess that it does, after all, depend on which “spe-
cifi¢ circumstances” a certain taxpayer finds himself in.
One would then, however, also have to answer the ques-
tion as to the “specific circumstances” that are relevant.
In respect of provisions that differentiate between unlim-
ited and limited tax liability, between non-profit and for-
profit entities, between start-ups and other companies, or
between sectors, does it make a difference to which group
the taxpayer belongs? Those who want to avoid this discus-
sion by denying the finality of losses merely because there
are taxpayers who could use the losses, will be confronted
with the unsatisfactory result that the granting of the loss
carry-forward to a single taxpayer by the tax law of the
source state — for instance, to the state itself in respect of
its commercial activities — will deprive all other taxpayers
of the possibility to deduct losses.

Resorting to the legislation, however, is also problem-
atic for another reason: both in Krankenheim Ruhesitz am
Wannsee and in K, the ECJ made a distinction between
the “particularities” of the provisions governing the use
of losses and evidently other, undesignated provisions.*
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In Krankenheim Ruhesitz am Wannsee, the “particularity”
of the legal situation in the source state was that the pro-
visions ruling out the use of losses were even suspected
of violating the basic freedoms. The ECJ, which was pre-
vented on procedural grounds from addressing the viola-
tion of basic freedoms in the other state in this case (which
was pending in the residence state), could not be blamed
for being restrained and not obliging the residence state to
take the losses into consideration. In K, however, the Court
saw it as a “particularity” that the French legal system
does not allow real estate losses to be taken into account
at all. Neither the decision in Krankenheim Ruhesitz am
Wannsee nor that in K provide any clues as to what a pro-
vision must look like in order not to be considered a “par-
ticularity” When even a general provision ruling out the
offsetting of losses is to be considered a “particularity’, it
seems that few provisions exist that should not be regarded
as a “particularity”. If, however, the ECJ, by distinguish-
ing between “particularities” and other rules, requires a
certain minimum standard for taking losses into account,
the completely diverging provisions in the Member States
make it almost impossible to establish criteria based on
which such a standard can be defined.

3.3. The tightening of the Marks & Spencer criteria in
the light of changed justifications

The ECJ gave its decision in Marks & Spencer in a period

-during which other lines of case law in the field of taxa-
 tion were also given, at least, a new emphasis.* Up to that

time, the ECJ had almost always approved the compara-
bility of domestic and foreign constellations in tax cases
and accepted justifications for a differential treatment
only in exceptional cases. Therefore, the proportionality
assessment had hardly played a role. In some decisions
given shortly before and after Marks & Spencer, the EC]
had become more reluctant to accept the comparability
and to be more permissive towards justifications.”” The
Marks & Spencer decision fits into this mould:* although
the ECJ approved the comparability of domestic and
foreign situations, it then considered this distinction jus-
tified. In doing so, the Court used justifications that did
not play any part in its earlier case law or that it even had
rejected.* It explained the new line of case law by arguing
that nota single one of these justifications would have suf-
ficed to support this distinction and, as such, it was essen-
tial to look at three justifications “taken together” It thus
attempted to avoid an open contradiction to its previous
case law.

Soon afterwards, however, the discrepancy in relation
to previous case law became obvious: in Oy AA and in
Lid| Belgium, the EC] held that three justifications are not
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strictly required in order to justify a different treatment of
a foreign situation in loss cases or similar constellations:*
two out of these three would suffice. In Lidl Belgium, the
key word was the symmetry that would be established
through the equal treatment of profits and losses. The
same consideration was also pivotal in Krankenheim
Ruhesitz am Wannsee.* The justification used here by the
EC]J did not reflect the three that were considered critical
in Marks & Spencer, but relied on the idea of coherence
instead. As a result, not even a combination of two justifi-
cations is necessary to justify a distinction. Instead, it suf-
fices to invoke one justification, coherence. So, in less than
three years after Marks & Spencer, the ECJ had returned to
a single justification.

The coherence justification had played a role in Bach-
mann (Case C-204/90) at the time® but was interpreted
so narrowly in each successive case over decades that it
essentially had become irrelevant. It was not until Man-
ninen (Case C-319/02) that the term was stretched again,
breathing new life into it.>* In this respect, it is not sur-
prising that the EC]J later invoked coherence again - i.e.
in Krankenheim Ruhesitz am Wannsee.>® Having said this,
many years before - in Wielockx (Case C-80/94)% — the
EC]J had not accepted a distinction because the Member
State relinquished its own coherence with the conclusion
of a tax treaty. Therefore, the Member State was consid-
ered unable to invoke this justification for refusing to allow
the deduction. Had the EC]J followed the same approach
in Krankenheim Ruhesitz am Wannsee, it would have had
to reject this justification because, with the conclusion
of a tax treaty, the residence state gave up the otherwise
existing coherence - that is, the taxation of foreign profits

and the deduction of foreign losses. The present case law, .
which regards coherence as established by the conclusion’

of a tax treaty, is diametrically opposed to this earlier case
law. At least since the decision in Krankenheim Ruhesitz
am Wannsee, it has become evident that the EC] has actu-
ally changed its case law and has only concealed this shift
with the — superficially — new line of justification adopted
in Marks & Spencer.

This shift, however, did not take place overnight but over
along period. This also explains why it is not easy to rec-
oncile decisions like Marks & Spencer and Lidl Belgium,
on the one hand, with Krankenheim Ruhesitz, on the other.
The symmetry concept very clearly expressed by the EC]
for the first time in Krankenheim Ruhesitz am Wannsee is
based on the equal treatment of foreign profits and foreign
losses: those who do not tax foreign profits also do nbt
need to allow foreign losses to be deducted. Consequently,
however, thiswould also have to apply to final losses — what-
ever their definition may be. A case law thought through
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to the end, referring to the symmetry argument, has no
use for the consideration of final losses as still required
by Marks & Spencer. It is precisely this contradiction
that afflicts the justification put forward in Krankenheim
Ruhesitz am Wannsee and those in more recent decisions
like K. Ultimately, the ECJ attempts to achieve a break-
through in respect of the symmetry approach without for-
mally breaking with Marks ¢ Spencer altogether. There-
fore, it tries to find arguments explaining why, in a specific
case, the losses are not final, and is willing to accept that
these arguments are weak or absolutely unconvincing.

3.4. The proportionality assessment and the most
moderate means

The criteria developed by the EC) in Marks & Spencer,
however, also raise other fundamental questions: they are
the result of the application of basic freedoms and depend,
in particular, on the choice of the comparison pair and the
justifications. It was the acceptance of comparable situ-
ations and justifications that opened the way for the pro-
portionality assessment, in which the EC] then defined the
criteria according to which - at least by virtue of the key
decision in Marks & Spencer itself - the residence state of
the parent company is obliged to deduct the losses suffered
by the subsidiary abroad from its own assessment basis.

Therefore, it was at first essential that the ECJ accept the
comparability of the UK parent companies with a domes-
tic subsidiary, on the one hand, and foreign subsidiary, on
the other. This comparison pair was not the only possibil-
ity: in his Opinion, Advocate General Maduro had consid-
ered a comparison between a UK company with a foreign
PE and a UK company with a foreign subsidiary, only to
reject it again after a thorough analysis.” Subsequently, the
EC]J did not even address this comparison pair.

A comparison, however, between subsidiary and PE would
have been absolutely worth considering, particularly since
the ECJ frequently - to this day — makes it clear that it
is also willing to regard two cross-border situations as
comparable.”® The horizontal comparability assessment
has not yet acquired practical significance in the case law
because the EC]J either combines horizontal and vertical
comparison pair assessments or justifies why two cross-
border situations are not comparable after all in a specific
case. It is, however, precisely this assessment in individual
cases that reveals that the ECJ] does not universally rule out
a horizontal comparability assessment.”

Had the EC] further pursued the horizontal comparability
assessment, the proportionality assessment would prob-
ably have been different as well. Especially in respect of
the credit method - quite common in UK tax treaties —
losses in foreign PEs are first taken into account and thus
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deducted from the domestic assessment basis. The single
use of these losses is ensured and, as a rule, double use is
avoided by recapturing the loss deduction in the event of
future profits of the foreign PE in the state of residence.
This is in line with the spirit of the credit method. If the
foreign PE were seen to be comparable with the subsid-
iary, it would seem natural to apply this method to losses
of foreign subsidiaries. If profits were earned in later years,
the loss deduction would be recaptured. If there are no
profits, there would be no recapture and the deduction of
losses would remain in place.

The ECJ did have ample opportunity to consider the com-
parison with the foreign PE as falling within the scope of
the credit method, yet failed to do so: in Lid! Belgium, as
well as in Krankenhaus Ruhesitz am Wannsee, where the
ECJ had to decide on cases involving PEs exempted under
tax treaty law,® this comparison pairing would suggest
itself more than in the Marks & Spencer case. After all, in
this case, the comparison between two foreign PEs - using
the exemption method in one case and the credit method
in the other — was almost imperative. In X Holding, the EC]J
considered — as part of the proportionality assessment —
regarding the foreign PE and subsidiary as comparable,
only to ultimately reject the notion.®*

Had the EC] opted for this approach in Marks & Spencer,
taking the losses into account such that foreign losses were
immediately deducted and recaptured in the event of later
profits, many of the problems addressed herein would not
have emerged at all. The provisions of the foreign tax leg-
islation would not have been, in any way, relevant, since
foreign losses, just like foreign profits, would have to be
calculated according to the laws of the residence state of
the parent company, just as the state of the head office of
a foreign PE determines its losses and profits according
to its own tax laws for the purposes of the credit method.
The fact that this provision — against the background of
the desirable objectives of the single use of losses and the
avoidance of double use of losses — would have been the
most moderate means from the taxpayer’s perspective,
made this course impracticable at least from a political
point of view. The Marks & Spencer decision must be seen
in the context of an — albeit not dramatic — unmistakable
reversal of trend by the EC]J, as of 2005, towards a greater
understanding of the fiscal interests of the Member States
and the creation of the necessary space for this in its lines
of reasoning.® This trend has remained in place, some-
thing especially reflected in the fact that the ECJ almost
completely removed the remaining scope of application
from the requirements it itself developed, based on which
foreign losses must be taken into account.
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4. Conclusions

The Marks ¢ Spencer line of case law is not over yet, but is
in its final stages. There are at least two different reasons
for this: in the ten years since the eponymous key deci-
sion, the ECJ has further tightened the criteria according
to which itis admissible to take losses into account. Today,
one may justifiably pose the question whether these crite-
ria still have any scope atall. The ECJ, however, has glossed
over these inconsistencies in its case law and has failed to
lift the lid on them. It comes as no surprise that, in the
course of time, and in view of an ever-increasing number
of decisions, these contradictions are becoming more and
more obvious. [n addition, however, case law that a priori
aims to regard the legal situation in another state as rel-
evant for taxation in the state of residence, is doomed to
be contradictory. The significantly older Schumacker case
law, which, in its cross-jurisdictional approach, also aims
to take certain deductions into account once but rules out
their double use, and which led to extremely questionable
decisions and contradictory justifications, should have
been alesson for the ECJ.® Those who deny the lack of har-
monization in tax law systems and act as if the loss is one
and the same, which would have to be taken into account
here or there, cannot reach any convincing solutions. Har-
monization cannot be achieved through case law.

The Marks & Spencer line of case law has failed. If the EC])
does not want to change anything, or as little as possible,
about the guidelines it developed, it would be best to admit
this and generally not allow for foreign losses to be taken
into account, citing symmetry considerations. This would
seem logical, since the ECJ has recently almost completely
deprived the criteria that it developed at the time of their
significance. It would be honest to admit this and also to
formally abandon the case law. Such a step would signifi-
cantly contribute to greater legal certainty. It would remove,
once and for all, any remaining doubt as to whether there
is still room for the deduction of foreign losses in very
exceptional situations.

Though unrealistic from a political perspective, it would
be worth consideringa return to the deliberations of Advo-
cate General Maduro, expressed in his Opinion in Marks
& Spencer, and to seriously contemplate the comparison of
the foreign company and the tax treaty-exempted foreign
PE with the foreign PE falling within the scope of the credit
method. The possibility of deducting foreign losses with
a recapture in the event of profits would constitute a bal-
anced concept, which, in view of the consideration of their
fiscal interests, would not be met with enthusiasm from
the governments of the Member States that have been
spoiled by the EC]J in recent years.

A concept that is even more politically unrealistic — but
which the author finds most convincing - would be for
the EC]J to return to its case law prior to 2005 and to also
stand back from its symmetry considerations. From a legal
point of view, these considerations were never convincing
and this is also why the EC]J did not deal closer with them
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inits earlier case law. Those whose foreign losses cannot be
deducted pay the price of the foreign profitsof another tax-
payer remaining untaxed. It was not without reason that the
ECJ initially interpreted coherence so narrowly that coher-
ent treatment must also be reflected in the same individual
to be legally relevant. At first glance, case law that would
force Member States to take into account foreign losses
and accept the double use of losses at home and abroad in
situations in which domestic losses are deducted, would
not only be provocative from a fiscal point of view but
would seemingly represent a severe infringement of the
legislative jurisdiction of the national legislator. Upon
closer scrutiny, however, the contrary proves to be true.
The fact that the ECJ does not consider double taxation
per se as a violation of the fundamental freedoms should
alone prompt the Court to also regard the possibility of
the double use of losses in a relaxed manner. Above all,
the current case law results in the ECJ exerting consid-
erable influence over the legislative jurisdiction of the
Member States. After all, the Court itself has developed
the system for taking losses into account and leaves little
room for Member States to derogate therefrom. Effec-
tively, today, the EC] is thus behaving like a legislator. If,
in contrast, the ECJ were to allow for the double deduction
of losses, this would simply prompt the Member States to
act. The ECJ could prevent short-term revenue losses by
the Member States by using its competence to limit the
temporal effects of its own decisions and to rule out the

deduction of losses at least for cases that already lie in the
past.* In the medium and long term, however, the national
governments will not accept the loss of tax revenue caused
by a possible double deduction. The Member States, acting
through the Council, would then come under pressure.
They would then have to agree on rules jointly developed
by them regarding an assessment basis and implement
them as part of secondary law. In view of budgetary neces-
sity, they would likely succeed. The considerations devel-
oped in the course of the CCCTB preparations by experts
from governments of all Member States could prove useful
in this respect.®® Just as we know from a national context
that the seemingly more radical action of a constitutional
court often better serves the principle of the separation
of powers, since it forces the legislator to act,® a prima
facie far-reaching decision of the ECJ may ultimately be
the more cautious method of complying with the separa-
tion of powers.
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