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ECJ jugdment in the Lidl Belgium case (C-414/06)

On May 15, 2008, the ECJ ruled that it is not contrary to EC law that a Member State (MS)
prohibits the offsetting of losses of a PE situated in another MS if a double tax treaty
allocates the right of taxation of the PE's income to the other MS and the PE losses may be
offset in later accounting periods in that MS.

The German resident claimant Lidl Belgium GmbH & Co. KG had established a PE in
Luxembourg which generated losses in 1999. The claimant sought to offset these losses
against its German profits. However, as income of a Lux PE is exempted under Germany's
double tax treaty (DTT) with Luxembourg, the German tax authorities argued that Lux
losses cannot be offset against domestic profits. The Federal Tax Court, referring the case
to the ECJ, expressed doubts as to whether the non-recognition of the Lux losses is
compatible with EC law principles, in particular with those established in the Marks &
Spencer judgment.

In its judgment, the ECJ set out that the establishment of a PE, being an autonomous fiscal
entity as demonstrated by the provisions the OECD model tax convention, principally falls
within the scope of Art. 43 EC. The possibility to offset losses of a domestic PE by the
principal company constitutes a tax advantage which is not available where the PE is
situated in another MS. Hence, the ECJ considered a restriction of the freedom of
establishment to be present.

The ECJ viewed that the restriction may be justified by the principles that were established
in the Marks & Spencer case. Confirming the AG's view that not all three justifications must
be cumulatively fulfilled, the court found two justifications to be relevant for the case at
hand. Firstly, the court stated that it would seriously undermine the balanced allocation of
taxing rights if companies were given the right to choose in which MS their losses would be
taken into account. As the home state does not have the right to tax under the DTT, the
objective of preserving the allocation of taxing rights may thus justify the tax regime in
question as it safeguards the symmetrical treatment of profits and losses. Secondly, the
court viewed that there is clearly a danger that the same losses will be used twice as the
MS of the principal company which offset the losses might be prevented from taxing the
profits after the PE having become profitable.

The ECJ, however, did not follow the AG's considerations on the principle of
proportionality. It dismissed the recapture mechanism proposed by the AG and refrained
from further clarifying the relevance of cash flow disadvantages. Instead, the court referred
to its Marks & Spencer judgment in which it had held that a measure might be
disproportionate where a non-resident subsidiary had exhausted the possibilities for taking
losses into account in the MS where the losses were incurred. As the Lux tax legislation
provides for the possibility of a loss carry-forward, and Lidl Belgium's Lux PE had in fact
benefited from an offset with profits in 2003, the court found the claimant to have failed to
show that the conditions laid down in Marks & Spencer were fulfilled. Emphasizing the
legitimate interest of the MS to exercise their right of taxation, the court thus found the
German tax regime to be proportionate.
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