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ECJ judgment in the case Rewe Zentralfinanz, C-347/04 - write-downs on foreign 
participations

Rewe Zentralfinanz, a German resident company, was the sole shareholder of a Dutch holding company with 
subsidiaries in other EU Member States. In 1993 and 1994 Rewe wrote the participation in the Dutch holding 
company down to fair market value because of losses incurred by its subsidiaries. The tax authorities denied a 
deduction of the write-down (for previous reporting, see NA 2006 - 014).

Under German tax law applicable at the time of the case, write-downs on domestic participations were, as a 
basic rule, immediately tax deductible. In contrast, write-downs on foreign participations were only immediately 
tax deductible if the participation was deemed to be active in the sense of the relevant section in the German 
Income Tax Act. 'Passive' negative income from write-downs on foreign shareholdings could only be set-off 
against (future) positive income from the same source and the same state.

The ECJ rendered its judgement on March 29, 2007. As expected, the Court basically followed the 
argumentation given by Advocate General (AG) Maduro in his opinion, as of May 31, 2006. At first, the Court 
held that the German provisions constitute a restriction on freedom of establishment, as parent companies with 
subsidiaries in other Member States are treated unfavourably compared to parent companies with German 
subsidiaries. Indeed, losses stemming from write-downs of shares in non-resident subsidiaries could be set-off 
against future profits relating to those shares, if any. But as losses deriving from a German subsidiary could be 
deducted immediately, the relevant provision resulted (at least) in a cash-flow disadvantage.

According to the Court, this restriction could not be justified. Noteworthy is that the ECJ dealt in depth with the 
various justification arguments asserted by the German government and covered by the AG as well. Initially, the 
Court held that the legitimate requirement of a balanced allocation of taxing rights between the Member States 
could not justify the restriction at hand. The ECJ then specified the requirements of this justification - founded in 
its decision Marks & Spencer - by stating that it could seriously undermine a balanced allocation of the power to 
impose taxes between the Member States if companies would be given the right to elect to have their losses 
taken into account in the Member State in which they are established or in another Member State. However, this 
was not the case in the situation at hand. Furthermore, a difference in tax treatment cannot be justified merely by 
the fact that a parent company has decided to carry on economic activities in another Member State, in which 
the State of residence cannot exercise its taxing powers. The Court then examined the justification of a danger of 
a double dip of losses and denied it: Since the losses arise at the level of the parent company on the one hand 
and in the foreign subsidiary on the other hand, i.e. in different tax subjects, this cannot amount to a double use 
of the same losses. Additionally, in a purely German case, loss utilisation would be accepted both in the resident 
subsidiary as well as through a write-down at the level of the parent company. Moreover, in the Courts opinion, 
the restriction could not be justified by the risk of tax avoidance, because the German provisions generally cover 
any situation with non-resident subsidiaries and are therefore not specifically aiming at counteracting purely 
artificial arrangements. Further the German legislation in question is disproportionate. Concerning these 
justification grounds, the AG had stated that a balanced allocation of taxation rights could only justify a restriction 
if it's jointly established with the risk of double dip of losses and tax avoidance. Unfortunately, the ECJ did not 
deal with the argumentation by the AG in detail, it merely affirmed that a balanced allocation of taxing rights 
could only justify a restriction in conjunction with the two other grounds. However, it then analysed all three 
justifications one after the other, though - according to its own statement - it could have ceased it's analysis after 
negating the first criterion of a balanced allocation of taxing rights.

Lastly, the Court denied the justifications of the need of fiscal control and the need to maintain fiscal coherence 
for the restriction in question. The judgement by the ECJ - as opposed to the AG's Opinion - doesn't include any 
comments on the issue of financial consequences of a decision as a justification. In the recent Meilicke decision 
(C-292/04, see NA 2007 - 008) the ECJ had denied a temporal limitation of its judgement due to alleged severe 
financial consequences as put forward by the German government.

The rule in question applies to all sorts of foreign income deemed as 'passive'. The judgement should therefore 
have consequences to other similar restrictions as well.
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