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AG opinion on the non-deductibility of foreign currency losses in respect of
foreign exempt permanent establishments: Deutsche Shell case (C-293/06)

On 8 November 2007 AG Sharpston delivered her opinion in this case. She opined that the
German treatment of currency losses from the repatriation of start-up capital to an Italian
permanent establishment (PE) is in breach of the freedom of establishment.

Deutsche Shell, a German resident company, set up a PE in Italy in 1974. The head office
allotted capital to the PE. The PE results were shown both in an Italian balance sheet as
well as in the German head office balance sheet. The allotted capital was balanced in the
respective currency (LIR/DEM). According to the Double Tax Treaty (DTT) between
Germany and Italy, Italy had the right to tax the PE income. Such income (profit and loss)
was tax exempt in Germany. In 1992, the PE was disposed of and the allotted capital was
repatriated back to Germany. In the meantime, the exchange rate for LIR had fallen and
Deutsche Shell suffered a currency loss of approx. DEM 123 million. The currency loss
could not be deducted in Italy because it did not exist there (accounting in LIR). Although
the currency loss was contained in the German profit and loss account, it was not tax
deductible, since it was treated as part of the exempt PE results. Secondly, even if the
currency loss would be included in the basis for assessment of the German tax, it can be
deducted only in so far as no exempt profits are obtained from the Italian PE, see Sec. 3c
German Income Tax Act (EStG) under which expense directly economically linked to
exempt income is disallowed for deduction. Thus, the currency losses were not deductible
anywhere. The Tax Court of Hamburg referred the case to the ECJ for decision on whether
this treatment is in breach of the freedom of establishment (EU Tax News 2006/04).

Firstly, the AG noted that the parties have a dispute about the facts and how to interpret
them. Nevertheless, in a preliminary ruling the facts must be considered as they were
stated by the referring court. It is for that court to determine that issue in its final decision.

The AG then stated that it is here difficult to identify an appropriate comparator in order to
detect a discrimination, since such currency losses appear only in cross border situations.
However, she considered that a discrimination test is not necessary and instead focused
on the restrictive effect on those who exercise their fundamental freedoms. She concluded
that Deutsche Shell was disadvantaged by the exclusion of the currency losses and that
this disadvantage arises only when a company engages in cross-border establishment, i.e.
as a consequence of exercising its right to freedom of establishment. She pointed out that
this could not be considered a result of the co-existence of two Member States' tax
systems. To the AG, it is clear that the disadvantage arose as a result of a currency loss
that only exists in Germany. Therefore it can only be taken into account by the German
fiscal authorities. She rejected the argument that this treatment is in accordance with the
DTT and opined that the restriction could neither be justified with the balanced allocation of
taxing powers nor with fiscal coherence.

Secondly, the AG stated that it is likewise in breach of the freedom of establishment if the
currency losses were not deductible under Sec. 3c EStG, because of the direct link to tax
exempt PE profits. In her view, the freedom of establishment requires such losses to be
taken into account in its entirety (as any other operating loss). Given that it was invisible in
Italy, it follows that it must be taken into account in the German tax calculation.
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