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Grupo de la muerte.  

After The Federation Internationale de Football Association (FIFA) seeded several European teams that had squeaked through 
qualification for the 2006 World Cup, we didn't think it was possible for football's governing body to further disgrace themselves by 
blatantly favoring European teams in the World Cup draw. We were wrong. FIFA has done everything possible to eliminate 
Argentina, placing it in the Group of Death, to ensure that a European team reaches the final opposite Brazil. FIFA further acted to 
ensure that England and France survive the group stage. Host country Germany has also been given an easy ride, but that 
custom ultimately does not benefit the host team.  

There's no love lost between England and FIFA, but we're wondering if there's a hidden line item in the British budget for bribing 
FIFA officials. No disrespect to Paraguay, Trinidad and Tobago, or Sweden, but the U.S. women's team could win England's 
group. England manager Sven Goran Eriksson's comment that it "could have been worse" is surely the understatement of the 
tournament. He has asked England supporters -- 3,500 of whom have had their passports confiscated for hooliganism -- not to 
taunt the locals by singing about World War II during their matches next summer.  

We now know the reason that FIFA did not seed the talented Dutch or the tenacious Czechs. Those teams were needed to knock 
out teams that FIFA would rather not see in the final. The Czech Republic has been positioned to knock out seeded Italy, which 
cannot afford the slightest lapse. Czech playmaker Pavel Nedved will be facing a large contingent of his Juventus teammates, so 
familiarity may make those matches look like Serie A. Also in that suspenseful group are the United States and Ghana, two good 
teams that the Europeans should not underestimate.  

Let's get back to the Group of Death, to which Argentina has been assigned. The other teams in the group are the Netherlands, 
Ivory Coast, and Serbia and Montenegro. After their Euro 2004 embarrassment, the Dutch are now playing "total football" again. 
Ivory Coast features attacking threat Didier Drogba of Chelsea and some excellent players from France's Ligue 1. Serbia's 
troublemaking compensates for what it lacks in skill. No team will emerge from that group without a few injuries. FIFA's apparent 
hope is that the South Americans will not emerge at all, and whichever teams survive will not be in any kind of shape to advance 
any further. Those will be the most fascinating matches of the competition.  

England was bailed out again by the European Court of Justice (ECJ) in Marks & Spencer Plc v. Halsey (C-446/03), Doc 2005-
25015 [PDF], 2005 TNT 239-16 . Like British football, the British system of group relief will muddle through as usual, and tax 
administrators will breathe a sigh of relief. European governments worried they had been placed in a Group of Death for 
residence-based corporate taxation when they saw the advocate general's taxpayer-favorable opinion in that case. The British 
government threatened to abolish group relief.  

Lawyers representing other large multinational taxpayers had anticipated massive refund claims in the wake of a Marks & Sparks 
victory. They were disappointed. The taxpayer won its case and will probably receive a much-needed multimillion-pound refund, 
but nothing about the case will improve the lot of other large taxpayers. The ECJ placed restrictions on loss claims that will make it 
very difficult for taxpayers to claim refunds, especially in Britain. The British and German governments said that the decision would 
not cost them much in lost revenue. (Financial Times, Dec. 14, 2005, p. 2.)  

Pro-business financial newspapers were apoplectic that the floodgates had not been opened to opportunistic refunds. Those 
pundits were oblivious to the potential for income shifting in their religious belief that the market should decide the level of 
business income tax rates. "Pyrrhic victory for high-tax regimes," foamed the Financial Times. "The authorities still need to 
recognize that globalization is bringing an end to high corporate taxation in any single country. . . . Companies have freedom 
about their location, and will base themselves and declare their profits where tax rates are lowest." (Financial Times, Dec. 14, 
2005, p. 14.)  

EU Taxation Commissioner László Kovács welcomed the decision in typical commission fashion, arguing that EU member 
countries should coordinate with the commission to resolve any ensuing problems. "It is clear that Member States and the 
Commission will have to work together so as to draw conclusions from this judgement with a view to ensuring clarity for 
businesses operating within the Internal Market and ensuring that Treaty obligations are respected. It is also clear that we cannot 
at this stage make any calculations on budgetary consequences for the Member States concerned," he said.  

 



Background 
 
Readers will recall that the dowdy retailer Marks & Spencer lost a packet in its foray into continental Europe, which it could not 
recover from Belgian, French, and German taxpayers. The British parent company sold its French subsidiary and liquidated its 
Belgian and German subsidiaries. It recomputed the operating losses of those former affiliates and sought to use them on its 
British group return. (For discussion, see Doc 2005-10915 [PDF] or 2005 WTD 101-9 .) 

Had the operations been foreign branches, of course, the losses would have been usable on Marks & Spencer's British return, 
and the income of the branches would have been taxable currently. British treaties with France, Germany, and Belgium ensured 
that only income from British business activity of the corporations would be taxable in Britain. Marks & Spencer's subsidiaries had 
no business activity in Britain. Britain uses a foreign tax credit to relieve double taxation of the worldwide profits of British 
companies.  

Marks & Spencer argued that Britain's failure to allow it to import losses from its European subsidiaries violated article 43 of the 
Treaty of Rome (EC Treaty), the freedom of establishment clause. It argued that article 43 guarantees the "fundamental freedom" 
to invest abroad without being at a tax disadvantage. Marks & Spencer argued that British group relief violates the EC Treaty by 
making it less attractive to establish subsidiaries in other EU countries.  

The special commissioners who decided the case ruled that the appropriate comparison was between a European subsidiary of a 
British parent and a European branch (permanent establishment (PE)) of a British subsidiary of a British parent, not between 
domestic and foreign subsidiaries, as the taxpayer would have it. A foreign subsidiary and a foreign branch were not comparable 
situations, the special commissioners held. So if the host country does not tax a branch according to a treaty with the origin 
country, but does tax a resident subsidiary, that allocation of tax jurisdiction does not raise discrimination issues under the EC 
Treaty. (Doc 2003-724 [PDF], 2003 WTD 5-15 .)  

The special commissioners refused to refer the case to the ECJ, so Marks & Spencer appealed to the High Court of Justice of 
England and Wales, which made the referral. The ECJ advocate general, Luiz Miguel Poiares Pessoa Maduro, recommended the 
court force the British government to buy back Marks & Spencer's operating losses in Europe. Group relief is a benefit, hence it 
has to be available to all comers. Poiares Maduro understood that group relief is not consolidation in that it does not treat the 
group as a single entity. (For the advocate general's opinion, see Doc 2005-7170 [PDF], 2005 WTD 67-8 .)  

It made no difference to the advocate general that foreign subsidiaries are not currently taxed in Britain while foreign branches of 
British companies are. ECJ jurisprudence does not take offsetting benefits into account. So whatever advantages the Marks & 
Spencer European subsidiaries got from being established where they were was unimportant to Poiares Maduro. What was 
important was that British group relief, when considered in isolation, put an obstacle in the way of British companies establishing 
subsidiaries in Europe.  

Poiares Maduro relied on article 43 of the EC Treaty, which guarantees freedom of movement. Article 43 has been interpreted to 
say that no disadvantage should be laid in the path of companies wishing to move or establish themselves elsewhere in the 
European Union. That is informally called the market access principle.  

Poiares Maduro concluded that denial of the benefit of group relief is a restriction that has no justification under the EC Treaty. He 
rejected arguments from intervening governments that a decision for the taxpayer would harm revenue and that governments 
should not be obliged to offer tax advantages to taxpayers who are not being taxed currently. He further rejected arguments that 
Britain's decision not to tax foreign subsidiaries currently was part of the traditional allocation of tax jurisdiction that should be 
respected. The special commissioners relied heavily on the allocation of tax jurisdiction, which they thought was beyond the reach 
of the EC Treaty.  

 
Double Dipping 

 
The ECJ was first asked whether the differential treatment of foreign and domestic subsidiaries violated article 43 of the EC 
Treaty, which guarantees freedom of movement. The court did not find any need to answer the second question posed, whether it 
should make any difference in answering the first question if the subsidiary could have obtained relief for its losses in its country of 
residence. 

Readers will appreciate that the structure of the two questions sets up the conclusion that the parent's country of residence should 
be the loss reliever of last resort. The logical answer would have been different had the court been asked whether a foreign 
subsidiary whose income recognition was deferred should be treated as comparable to a currently taxable foreign branch. The 
referring court set up the comparison between domestic and foreign subsidiaries. The British government and the other 
intervening governments unsuccessfully fought that comparison.  

The Marks & Spencer case was brought because of the British government's minimalist response to ICI Plc v. Colmer (C-264/96), 
in which the ECJ held that Britain's group relief rules violated the freedom of establishment clause of the EC Treaty in denying 
group relief to currently taxable branches. Following that decision, group relief was extended to British resident branches of 



foreign subsidiaries and foreign branches of British companies. The basic requirement for group relief became economic activity in 
Britain rather than British residence. In Marks & Spencer, the ECJ cited ICI for the proposition that EU member countries could not 
do things to hinder their residents from doing business in other member countries.  

The ECJ treated British group relief as a benefit. That is accurate. Group relief is a one-sided annual election that allows British 
companies to share losses with their domestic affiliates. Group relief asks nothing of groups in return. Britain and the intervening 
governments with similar systems might have kept themselves out of trouble by forcing combined filing -- that is, having a system 
that had offsetting advantages and disadvantages for affiliated groups.  

Because British group relief only confers advantages, the court was compelled to conclude that the exclusion of a foreign affiliate 
from those advantages was perforce a restriction on a treaty freedom. The court stated:  

 
The exclusion of such an advantage in respect of the losses incurred by a subsidiary established in another Member State 
which does not conduct any trading activities in the parent company's Member State is of such a kind as to hinder the 
exercise by that parent company of its freedom of establishment by deterring it from setting up subsidiaries in other 
Member States. 

 
As such, a restriction would have to pursue a legitimate objective under the EC Treaty. A restriction would have to be justified by 
imperative reasons in the public interest. A restriction could not go any further than what would be necessary to attain that 
legitimate objective. Those are high hurdles. 

Nonetheless, the ECJ found the governments' stated objectives to be legitimate. The court noted that worldwide taxation of 
residents coupled with source taxation of PEs is an established and accepted division of tax jurisdiction in international taxation. 
Thus the court agreed with the special commissioners that what the British government called the "balanced allocation of power to 
impose taxes" should not be disturbed. But the court, like the advocate general, viewed the British decision not to tax foreign 
subsidiaries currently as a choice, a self-imposed limitation on the exercise of tax jurisdiction.  

In Marks & Spencer, the British government and the other European governments that intervened in the case made arguments 
that fall under the rubric of coherence of the tax system, an argument previously only sustained in Bachmann (C-204-90). Those 
arguments depend on the legal differentiation of branches and subsidiaries. The governments argued that because foreign 
subsidiaries were not currently taxable, symmetrical tax treatment requires that their losses not be currently usable on a British 
return. That was the mainstay of the special commissioners' opinion.  

The court allowed that "the preservation of the allocation of the power to impose taxes between Member States might make it 
necessary to apply to the economic activities of companies established in one of those States only the tax rules of that State in 
respect of both profits and losses."  

The governments further argued that there could be double dipping of losses on the British parent's return and the foreign 
subsidiary's return. They argued and fully anticipated that taxpayers would choose to use losses in the country with the highest 
rate. The court accepted the idea that member governments should be able to prevent that monkey business.  

The court characterized all three of the governments' arguments as "justifications" and "overriding reasons in the public interest" 
for the prohibition on the importation of foreign subsidiary losses. The holding is that the prohibition is justified. Not so long ago, all 
of the governments' asserted justifications, especially the last two, would have fallen under the rubric of revenue loss, an 
impermissible justification for a restriction on commerce.  

Marks & Spencer lost on principle but won in fact. The restriction went too far for the court's taste. Marks & Sparks's win consisted 
of the court limiting the extent of the general prohibition on loss importation. Even a justifiable restriction cannot go beyond what is 
necessary to achieve the stated objective. Marks & Spencer argued that the British government should be obliged to relieve 
losses that are not relieved in other countries. (Apparently there should be no uncompensated tax losses anywhere in the EU. 
Does that mean that loss expiration rules are also illegal? Losses expire unused all the time.)  

The ECJ agreed that use of losses in Britain should be conditioned on their not being relieved elsewhere, or restricted by 
something comparable to American separate return limitation year rules. The court said that Britain would have to allow use of the 
losses if there was no remaining possibility that the taxpayers of the subsidiary's country of residence might be stuck with the bill. 
The court gave comfort to member governments by stating that they should have the power to deny relief in cases of "wholly 
artificial arrangements whose purpose is to circumvent or escape national tax law."  

The court stated:  

 
It is contrary to Articles 43 EC and 48 EC to prevent the resident parent company from [deducting nonresident subsidiary 



losses] where the nonresident subsidiary has exhausted the possibilities available in its State of residence of having the 
losses taken into account for the accounting period concerned by the claim for relief and also for previous accounting 
periods and where there are no possibilities for those losses to be taken into account in its State of residence for future 
periods either by the subsidiary itself or by a third party, in particular where the subsidiary has been sold to that third party. 

Refund Claims 
 
Well, what about those refund claims? The Marks & Spencer decision requires that taxpayers show they cannot recover losses 
from the source country. Britain's group relief election is annual, allowing only the use of the current year's losses, so the stars 
have to line up precisely for the losses to have expired in the source country and be usable in Britain. 

A question for the British High Court, to which the Marks & Spencer case will be returned, is whether losses should be 
compensated when the taxpayer acted affirmatively to make source-country losses expire, for example by selling or liquidating the 
loss-making unit, as Marks & Sparks did. Moreover, there was a Dutch holding company between the British parent and the 
continental subsidiaries, so there may be a question whether the Netherlands should also be on the hook for loss compensation.  

Paul Farmer of Pump Court Tax Chambers, who represented Marks & Spencer, is feeling more cheerful about the decision than 
many other taxpayers' representatives. "I think the Court has struck an appropriate balance between the interests of taxpayers 
(and the single market) and the Revenue. Generally, I feel we are moving into a more mature phase of the case law, which is 
good all round," he said.  

Refunds do not strike Farmer as all that difficult to obtain. "It depends on the facts. In a case (like Marks & Spencer) where there 
is little if any use and little if any prospect of it, it is relatively simple: there is a claim," he said. "By contrast, in a case where there 
is immediate local use, there is no claim (and quite rightly so in my view). The same applies where there is a realistic prospect of 
future use within a reasonable period, for example in the next year or two."  

The fun part comes when the taxpayer is unable to show that it cannot absolutely, positively ever use the losses, but their 
probable use is too remote for them to be worth much. In those situations, Farmer hopes that residence-country governments will 
grant loss relief. "I do not believe that the theoretical possibility of use in later years will be sufficient to deny a claim. I think what 
the Court will say, when it is put to it, is that there has to be a practical or realistic prospect of use within a reasonable period," 
Farmer commented. "In the real world, of course, there is likely to be partial but not full use in many cases."  

 
Capital Import Neutrality 

 
We hate to subject readers to academic phrases, but what's going on here is that the established policy of "capital export 
neutrality" is being gradually replaced by "capital import neutrality." 

Capital export neutrality is yet another piggy policy of the developed, OECD-member, capital exporting countries, chiefly the 
United States and Britain. (They are now net capital importers, but empires don't let facts get in the way of established policy.) 
Capital export neutrality says that the multinational business taxpayer pays tax to its country of residence at the rate prevailing in 
that country no matter where it invests and earns income. That is accomplished by taxation of the resident's worldwide income 
with relief from double taxation through a foreign tax credit. When the source country's rate is lower than the residence country's 
rate, this credit mechanism neutralizes the effect of the lower rate.  

Capital import neutrality says that all investors coming into a particular country should be subjected to the same treatment, 
regardless of the investor's residence. The ECJ's early decisions, which prevented discrimination against nonresident investors, 
sustained capital import neutrality. Capital import neutrality would make tax rate competition plain because there would be no 
residence-country addition to source-country tax. (For discussion, see Doc 2005-20814 [PDF], 2005 WTD 200-4 .)  

In Marks & Spencer, the various governments argued that residence is a legitimate basis for differentiating among taxpayers. Not 
so fast, answered the ECJ. Residence might not be a proper factor for differentiation, the court observed:  

 
Acceptance of the proposition that the Member State in which a company seeks to establish itself may freely apply to it a 
different treatment solely by reason of the fact that its registered office is situated in another Member State would deprive 
Article 43 EC of all meaning. 

 
That might be obiter dicta, but it is nonetheless a startling statement considering that prevailing systems of taxation are heavily 
based on taxpayers' residence. Prevailing systems are "territorial" in the sense that national borders and bilateral agreements 
prevent some items of income from being taxed currently or at all, based on residence, as in the PE rules. But perhaps not too 
much should be read into that statement. The shorter the opinion, the greater the disagreement among judges, is the view of ECJ 
observers. The Marks & Spencer opinion is shorter than this article. 



The statement might be a further indication on the part of the court that branches and subsidiaries are to be treated the same. 
Around here we're not too fussy about legal forms, but the prevailing tax systems and PE rules are. There is an argument that 
treating the two types of entities alike is contrary to prior ECJ jurisprudence. That would be E.C. v. France (Avoir Fiscal), C-
270/83, which said that branches cannot be discriminated against by host countries. (Doc 2005-6388 [PDF], 2005 WTD 65-15 .) 

Cadbury Schweppes Plc and Cadbury Schweppes Overseas Ltd v. Commissioners of Inland Revenue, C-196/04, SPC 00415, 
Doc 2004-14844 [PDF], 2004 WTD 141-7 , offers another challenge to residence-based taxation. The narrow legal question is 
whether Britain's current taxation of foreign-subsidiary income that was not taxed at a rate of at least three-fourths of the British 
rate is discriminatory. Cadbury had a couple of controlled finance subsidiaries in Ireland, which paid corporate tax at a 10 percent 
rate under the special Irish financial services regime. Had the subsidiaries been domestic, their income would not have been 
currently taxable to their parent.  

Cadbury argued that the imposition of current tax on its finance subsidiaries denied it freedom of establishment under article 49 of 
the EC Treaty and the free movement of capital under article 56. The special commissioners asked the ECJ whether setting up 
the companies to take advantage of the special Irish financial services regime was an exercise of those freedoms or an abuse of 
them. If it is an exercise, the special commissioners asked, is the U.K. antideferral regime a mere restriction or is it discrimination? 
If the U.K. regime is discriminatory, what are the appropriate comparisons, and is any discrimination justified? And, as in Marks & 
Spencer, is the U.K.'s credit method of double tax relief sufficient to mitigate any harm?  

The candy company is arguing that Britain's controlled foreign company (CFC) rules are an impediment to its freedom of 
movement. CFC rules are an important part of the residence system under which Britain chases its citizens around the world to 
tax them on their worldwide income. The idea is that Cadbury should pay the prevailing British rate no matter where it earns its 
income -- again, capital export neutrality.  

Cadbury is essentially arguing for capital import neutrality -- that if it managed to secure a lower rate somewhere else, it should 
have the benefit of that lower rate. And why not? Marks & Sparks received capital import neutrality. It's only fair that another big 
British household name should be entitled to the same treatment.  

Taken to its logical limit, Cadbury is arguing that residence- based taxation of worldwide income itself is a violation of the EC 
Treaty. Sound crazy? Nope. There are tax policymakers, mostly continental ones, who seriously believe that unrelieved 
residence- based taxation of worldwide income inherently violates the EC Treaty. (For discussion, see Doc 2005-21748 [PDF], 
2005 TNT 210-12 .)  

The ECJ held a hearing on Cadbury on December 13. Cadbury argued that the British CFC rules wrongfully impose the British tax 
rate on foreign profits. Because the CFC rules claw back profits but not losses of foreign subsidiaries, Cadbury argued that it is at 
a disadvantage relative to a British parent with a British subsidiary. Hence the CFC rules impede British resident parent 
companies from establishing subsidiaries in Ireland -- a restriction cognizable under the EC Treaty. That restriction is not 
ameliorated by the current exceptions to the CFC rules.  

The Cadbury case is colored by the British government's view that Irish finance subsidiaries are phony. Before the ECJ, Cadbury 
countered that its Irish subsidiaries conduct real economic activity and Britain's true complaint is against the Irish tax regime itself. 
The British government argued that Cadbury was artificially shifting profits to Ireland and that the purpose of the CFC rules is to 
counteract that sort of income shifting. The government insisted that the Irish subsidiaries have no substance and exist solely for 
the purpose of tax avoidance. Tax avoidance is an issue in that case because the British CFC rules include a motive test that, if 
passed, would prevent current taxation of foreign subsidiaries that are ineligible for other statutory exemptions.  

Most interesting was the argument of the European Commission, which addressed the candy company's capital import neutrality 
argument that the Irish tax should be the end of the story. The commission argued that Britain was wrong in viewing Irish taxation 
at a lower rate as the equivalent of non-taxation. The commission also argued that seeking a reduced rate of tax is not tax 
avoidance. The commission took the view that the British CFC exemptions are too narrow and the motive test is insufficient to 
mitigate the harshness of those rules.  

Nothing in the Marks & Spencer decision prevents Cadbury from going forward with its claim. Indeed, the dowdy retailer's victory 
encourages that claim and similar claims because the ECJ all too readily assumed that whatever was bothering the taxpayer must 
perforce be a restriction on freedom of movement. That means that taxpayers with a lot of tax liability at stake can easily meet the 
first hurdle of an EC Treaty challenge. The Marks & Spencer decision was, however, similarly generous on the governmental 
justification point, so taxpayers who demonstrate a restriction cannot be assured of victory.  

Farmer gave a positive prognostication on Cadbury. "There is little doubt that the CFC rules are incompatible with the single 
market and there is no reason why Cadbury should not have its finance subsidiaries in Ireland together with its chocolate 
factories," he said. "That said, I think it likely that the Court will add some general proviso about abusive structures and 
avoidance."  

 
Corporate Tax Harmonization 



 
Had Marks & Spencer been decided in an open-ended way, there would have been huge pressure on European governments to 
harmonize their corporate tax bases to prevent them from being decimated by mobile taxpayers and income shifting. The case, 
and the future of the corporate income tax in Europe, is about the preservation of residence-based taxation. For the time being the 
pressure is off, which is probably not a good thing in the long run. 

Tax Commissioner Kovács implicitly recognized the long-term problem recently when he called for greater mutual compatibility of 
national tax systems in the name of competitiveness and efficiency. He asked for greater coordination among EU countries on 
cross-border loss relief, arguing that without relief, companies tend to confine their investment to their home countries or large 
member countries. The commission will have a communication on cross-border loss relief in 2006. (Doc 2005-24900 [PDF], 2005 
WTD 237-10 .) Of course, the businesses concerned have an entirely different idea of what would contribute to their 
competitiveness -- not paying tax anywhere, and recovering losses wherever they can.  

And what about the ECJ blowing up national tax systems? Kovács's remarks came several days before the Marks & Spencer 
decision was issued. He stressed that the commission is sensitive to the budgetary effects of ECJ decisions, which only interpret 
the EC Treaty, and that forthcoming decisions would clarify the limits of the treaty. But if the court is blowing up national tax 
systems, the solution, in his view, is coordination among members:  

 
I am not happy with the fact that EU tax policy is increasingly being made as a result of Court decisions rather than as a 
result of coordinated policy actions of Member States. I am convinced that the recent developments in this area could lead 
to a situation where it will become almost impossible for Member States to protect their tax bases at national level. 

 
Which, to Kovacs, means that every member should come to the commission to be instructed in how to cooperate. He complained 
that members had dragged their feet about the commission's "soft law" initiative for cooperation to resolve the problems with exit 
taxes that were blown up by the ECJ decision in Hughes de Lasteyrie du Saillant v. Ministère de l'Economie, des Finances et de 
l'Industrie (C-9/02). 

And therein lies the rub. It's not just the antitax British, Irish, and Estonians who are resisting tax cooperation. Those countries 
don't even have exit taxes. EU countries that do have exit taxes have just seen them whacked, but they're not rousing themselves 
to do anything about this emergency. That doesn't bode well for corporate tax harmonization, an area in which the Marks & 
Spencer decision has greatly reduced any sense of urgency, and more than a handful of countries are resisting cooperation.  

The European Parliament recently adopted a commission report backing the idea of a common consolidated tax base. Members 
of the parliament reaffirmed that the adoption of a common base would not affect EU member countries' ability to set rates. (Doc 
2005- 25092 [PDF], 2005 WTD 239-18 .)  
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