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JUDGMENT IN CASE C-471/04 (KELLER HOLDING): NON-DEDUCTIBILITY OF SHAREHOLDER EXPENSES ON
FOREIGN TAX-EXEMPT DIVIDENDS

Keller Holding, a German resident corporation, held 100 % of another German corporation, which received 
foreign tax-exempt dividends in 1994 and 1995 from its Austrian subsidiary. The dividends were 
subsequently passed on to Keller Holding and remained tax exempt in accordance with German tax 
legislation. The tax authorities rejected the deduction of shareholder expenses on Keller Holding's level due 
to a German provision, which states that expenses are in so far non-deductible, as they directly relate to 
tax-exempt income. Keller Holding took the case to the German Supreme Tax Court, which subsequently 
referred it to the ECJ. The German Supreme Tax Court pointed to the fact that dividends from a resident 
company were taxed in Germany, but that the technique of the (at that time applicable) imputation system 
compensated for the initial taxation, with the result that dividends were economically tax-exempt. Even so, 
shareholder expenses connected with dividends from German resident subsidiaries were wholly deductible. 
Therefore, the non-deductibility of expenses for intermediate foreign tax-exempt dividends was 
questionable. Upon referral, the Court asked whether it is contrary to Art. 43, 48 and Art. 56 EC if 
shareholder expenses, which directly relate to tax-exempt income from a holding in a company residing in 
another Member State, are only deductible as business expenses as far as no profits are distributed on a 
tax-free basis. 

In its judgment of February 23, 2006, the ECJ confirmed that the freedom of establishment in Art. 43 EC
and Art. 31 EEA (as Austria only joined the EU in 1995, the Agreement on the European Economic Area 
applied to Austria in 1994) preclude such national legislation.

The ECJ pointed out that as far as the taxation of dividends received is concerned, parent companies 
subject to unlimited tax liability in Germany are in comparable positions regardless of whether they receive 
intermediate dividends from a second-tier subsidiary established in Germany or from a second-tier
subsidiary in Austria. In both cases, the dividends received by the parent company are in reality exempt 
from taxation. 

The ECJ stated that the situation of a German company having a second-tier subsidiary in another Member 
State is less favourable than the one of a German company having a second-tier domestic subsidiary, as 
only in the latter case, shareholder expenses in connection with the participation were deductible upon 
dividend receipt.  

In due course, the ECJ held - rejecting the German and United Kingdom Governments' opinion - that such a 
difference in treatment constitutes a restriction of the freedom of establishment that cannot be justified.

The ECJ noted that the coherence does not justify the difference in treatment, since in the case of a parent 
company receiving dividends from a second-tier subsidiary in Germany, the tax advantage consisting in the 
deductibility of shareholder expenses does not in fact correspond to any tax levy on the dividends 
distributed to that parent company.

Furthermore, the ECJ rejected any justification attempts on the grounds of the principle of territoriality as 
well as the argument that the German legislation merely implements a taxing power provided for in Article 
4(2) of the Parent-Subsidiary Directive 90/435/EEC, since such taxing power can be exercised only in 
compliance with the fundamental EC provisions.

The judgement is in line with the ECJ's previous jurisprudence in the Bosal case (C-168/01) in September 
2003 and did not come as a surprise. Germany consistently treated the receipt of tax-exempt foreign 
dividends differently in respect of the deductibility of shareholder expenses until 2003. Numerous cases are 
pending on this topic with the German courts and it is to be expected that after this clear statement by the 
ECJ in the Keller Holding judgement, these cases will be decided in favour of the tax payers. 
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