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AG opinion in the Lidl Belgium case (C-414/06)

The German resident claimant Lidl Belgium GmbH & Co. KG conducted trade and retail
business in Luxembourg through a PE. In the year under review (1999), the PE generated
losses which the claimant sought to offset against its German profits. The German tax
authorities, however, denied this on the grounds that income of a Lux PE is exempted
under Germany's double tax treaty (DTT) with Luxembourg and, applying the so called
principle of symmetry, it is hence not possible to offset those losses against domestic
profits. The tax authorities further argued that although a previous provision of the German
Income Tax Code allowed for an offsetting of foreign losses with a recapture of subsequent
foreign profits, this provision had been abolished with effect as of 1999. The Federal Tax
Court expressed doubts as to whether the non-recognition of the Luxembourg losses is
compatible with EC law principles, in particular with those established in the Marks &
Spencer judgment, and referred the case to the ECJ.

On 14 February, AG Sharpston gave her opinion. She considered an infringement of the
freedom of establishment to be at hand, since a German company with a Lux PE is not
able to take into account its Lux losses and is thus treated less favourably than a German
company with losses from a domestic PE. In her view, the question at issue is (i) whether
such breach may be justified by the three grounds of justification established with respect
to losses of foreign subsidiaries in the Marks & Spencer case and, if so, (ii) whether the
denial of a loss offset complies with the principle of proportionality.

As the AG viewed the foreign PE loss situation to be 'clearly' analogous to the foreign
subsidiary loss scenario, she went on to test the justification arguments that were accepted
by the ECJ in the Marks & Spencer judgment, namely the balanced allocation of taxing
rights between the Member States, the danger of a double use of losses and the risk of tax
avoidance. However, she regarded only the preservation of the allocation of taxing rights
between Member States and the danger of a double utilisation of losses to be relevant in a
PE case whereas the third argument, i.e. the risk of tax avoidance does not apply, as
losses made by a permanent establishment are original losses of the taxpayer and there is
accordingly no risk that the losses will be transferred to the Member State with the highest
tax rate. Addressing the Federal Tax Court's doubts whether all three justifications must be
cumulatively fulfilled, AG Sharpston argued that recent ECJ case law shows that this is not
the case. Consequently, the non-recognition of foreign PE losses could principally be
justified by the balanced allocation of taxing rights and the risk of a double loss deduction.

However, the AG held that an outright prohibition of a loss offsetting is disproportionate,
since such prohibition causes a company to be taxed on more than its total net profits. A
less restrictive approach would be to - comparable to the above mentioned abolished
German provision - allow for immediate deduction of losses with a corresponding recapture
in case of future profits. The AG dismissed a loss carry-forward in the PE country as an
alternative to this, as this results in a cash flow disadvantage as compared to an immediate
offset with subsequent recapture. Consequently, the AG considered the current German
legislation to be disproportionate with regard to the objectives of preserving the balanced
allocation of the power to impose taxes and of avoiding the danger that losses would be
used twice. Furthermore, she did not support the limiting of temporal effects of a
forthcoming judgment that the German government has claimed subordinately.
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