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Judgement in the case Centro Equestre de Leziria Grande Ltd, C-345/04

Centro Equestre is a Portuguese resident corporation that tours with equestrian shows. In 1996, one tour took 
place in Germany, Ireland and the UK. Centro Equestre was taxed on the German proceeds in accordance with 
the provisions applying to non-residents, stating that income such as in the present case (where the non-
resident does not have a permanent establishment in Germany) is subject to a final withholding tax on the 
income. Provided that the expenses with a direct economic connection to the proceeds exceed 50 % of the 
proceeds, the non-resident may apply for a (partial) refund of the tax. With such application, the taxpayer 
accepts that his Residence State is accordingly notified of the deduction. In this procedure, a refund can be 
achieved as far as the tax exceeds 50 % of the proceeds less the directly related expenses. 

Centro Equestre did not meet the prerequisites for the refund procedure. In addition, it applied to have also 
indirect costs, e.g. proportionate personnel costs, write-down of horses, equipment for the horsemen etc. taken 
into account. This was rejected since the expenses did not qualify as having a direct economic connection to 
the proceeds. After court proceedings, the German Supreme Tax Court referred the case to the ECJ and asked 
whether the freedom to provide services (Article 49 EC Treaty, former Article 59) is infringed if a refund of 
withholding tax to non-residents is subject to the double condition that those expenses have a direct connection 
to that income in that State and that they exceed 50 % of the same.

In respect of the first condition of a direct economic connection between income and expenses in the source 
state, the ECJ ruled that this condition is generally not in breach of Article 49. It first stated that -according to its 
decisions in Marks & Spencer and Futura Participations- it is clear that the principle of territoriality does not 
preclude Member States to assess non-resident tax payers only with profits and losses arising from their 
activities in that State. With reference to Gerritse, it further pointed out that since residents and non-residents 
are in comparable situations concerning the deduction of operating expenses directly connected to the activity 
pursued in that Member State, those expenses must be deductible for non-residents as well if the Member 
State taxes this income. As expenses that have to be deductible for non-residents, the ECJ considers only 
costs having a direct economic connection to the provision of services giving rise to taxation in that State and 
which are therefore inextricably linked to those services, as e.g. travel and accommodation costs. Given such 
an inextricable link between costs and services, the place and the time at which the costs are incurred are 
immaterial. The ECJ then referred back the question which of Centro Equestre's claimed expenses are 
considered to be inextricably linked to its services taxed in Germany to the German Tax Court as this is a 
question of facts. 

It should be noted that in his opinion given on 22 June 2006, AG Léger had considered the condition of a direct 
economic connection as incompatible with Article 49 insofar as it applies only to non-residents whereas 
residents are allowed to deduct indirectly connected costs as well. It is now up to the referring court to decide 
whether its definition of a direct economic connection complies with that of the ECJ. 

In contrast to the first condition and in accordance with the AG's opinion, the ECJ held the second condition of 
the 50 %-threshold as an infringement of Article 49 since a company seeking repayment of tax deducted at 
source cannot automatically obtain a deduction as to the costs directly connected to the economic activity 
concerned when the income from that activity is taxed. 

The juristification put forward by the German Government that the provision intends to avoid the double 
deduction of costs was not accepted. As the German-Portuguese Double Tax Treaty provides the offsetting
method, prevention of double deduction of costs is ensured since the state of residence can check the 
operating expenses that have been taken into account in calculating the withholding tax. Moreover, the 
provision itself lays down a notification procedure with the Resident State. Finally, the ECJ referred to Council 
directive 77/779/EEC concerning mutual assistance enabling the exchange of information between the tax 
authorities concerned.

It should be mentioned that since the Gerritse judgement, the German Ministry of Finance by way of Decree 
has no longer applied the 50 % requirement, while the condition that the expenses have to be directly 
economically connected to the proceeds still applied.
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