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Judgment in the Deutsche Shell case (C-293/06): Non-deductibility of currency losses from
foreign exempt permanent establishments restricts the freedom of establishment

Deutsche Shell GmbH had a PE in Italy. The allotted capital and PE results were shown in DM in the
German books and in Italy, in Lire. In 1992, the PE assets were sold and the amount obtained was
repatriated to Germany. Thereby, Deutsche Shell suffered a currency loss of roughly DM 123 million.
This was not deductible, as Germany attributed it to the PE, which was exempt under the tax treaty.
Further, even if the loss had been included in the tax base, it had been deductible only insofar as it
exceeded the exempt PE income, due to a rule under which expense directly economically linked to
exempt income is not deductible. In Italy, the loss naturally did not show. Thus, the loss was not
deductible anywhere. The Tax Court of Hamburg referred the case to the ECJ (see NA 2007 -039).

In its judgment from 28 February, 2008, the ECJ firstly stated that the facts are disputed between the
parties but it is for the national court to decide if there was a true economic loss or not. The ECJ
answers the referral based on the questions referred, i.e. if there were a currency loss constituting an
economic loss, does the non-deductibility infringe the freedom of establishment.

The ECJ assessed that the German system increases the economic risk for a company that sets up a
body in a Member State with a different currency than Germany, as it faces an additional fiscal risk.
Deutsche Shell suffered a loss that was deducted nowhere for tax purposes, due to that it set up an
Italian PE. This constitutes an obstacle to the freedom of establishment.

Germany argued that the system is coherent, since neither currency losses nor gains are considered.
Further, the allocation of taxing powers justifies the system. Member States may divide taxing rights
in double tax treaties: Germany and Italy agreed to exempt income from a PE in the other State, so
that a deduction of currency losses as in the present case is excluded.

The ECJ dismissed these arguments. Regarding coherence, the comparison between currency
losses and gains is irrelevant: The non-deductibility of the loss was not offset by a tax advantage for
Deutsche Shell. To the allocation of taxing powers, the ECJ held that Member States' competence to
decide taxation criteria e.g. through tax treaties also implies that they do not have to deduct negative
foreign PE results solely because these cannot be deducted in the PE State, a Member State must
not ensure that all disparities between tax systems are removed. However, here the tax disadvantage
relates to a loss that can only be deducted in Germany. It is unacceptable to exclude losses from the
head office's tax base which, by nature, can never be suffered by the PE.

The ECJ also held it contrary to the freedom of establishment to allow loss deduction only insofar as
the foreign PE does not make tax exempt profits. This is equally liable to dissuade a company from
pursuing cross border activities. Germany argued that the system avoids losses being deducted
twice: If the currency loss were deducted, Deutsche Shell would enjoy a double advantage since the
positive PE income is exempt in Germany and the loss cannot be deducted in Italy. The ECJ stated
that a Member State that has waived its powers in a tax treaty cannot rely on its lack of power to tax
the PE to justify a refusal of deducting expenditure which by its very nature cannot be deducted in the
PE Member State. It is further irrelevant for Deutsche Shell's right to deduct the currency loss that the
PE made profits. Otherwise the currency loss could not be deducted either in the head office Member
State or in the PE Member State.

The ECJ thus found it contrary to the freedom of establishment both to exclude currency losses on
repatriation of capital from a PE in another Member State as well as to allow a currency loss to be
deducted only insofar as the PE in the other Member State does not derive profits that are tax
exempt in Germany.
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