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European Commission decides to take Portugal to European Court of Justice 
over discriminatory taxation of foreign banks

In December 2005, the Commission issued a Reasoned Opinion to Portugal in order 
to ask for an amendment on Portuguese tax law regarding the taxation of outbound 
interest payments, which was considered discriminatory on the following grounds.

According to Article 80 (2) (c) of the Portuguese Corporate Income Tax (CIT) Code, a 
withholding tax of 20% shall apply to the gross amount of interest paid by Portuguese 
resident borrowers to non-resident lenders, as non-resident banks are not allowed to 
deduct respective funding costs. On the contrary, interest paid to resident financial 
institutions shall not be subject to withholding tax, but only to CIT, meaning that net 
interest received will be subject to Portuguese corporate income tax.

Thus, in most cases, foreign banks would pay a higher tax in Portugal than 
Portuguese institutions on the interest received in connection with loans made to 
Portuguese borrowers and the Commission pondered that the higher taxation of 
foreign banks restricts the freedom to provide services discouraging Portuguese 
borrowers from taking out cross-boarder loans. Additionally, Portuguese law on this 
matter also constitutes a restriction to the free movement of capital, as foreseen in the 
EC Treaty.

Since Portugal has neither amended its tax law nor responded satisfactorily to the 
above-referred Reasoned Opinion, the Commission decided to take Portugal to 
European Court of Justice (ECJ) over discriminatory taxation of foreign banks, under 
article 226 (2) of the EC Treaty. The Commission regards as appropriate that 
Portuguese tax rules for domestic and foreign lenders should be harmonised. A 
similar approach has been carried out by the ECJ in the Gerritse judgement of 
12 June 2003 (C-234/01), ruling that insofar as resident artists were allowed a tax 
deduction for their costs, such deduction should also be granted to non resident 
artists. Taking this into consideration it is expectable that the ECJ confirms the 
understanding of the Commission on what concerns Portuguese tax treatment of 
outbound interest payments.
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