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ECJ Judgment (C- 105/07) – Recharacterisation of interest as dividend

On 17 January 2008, the European Court of Justice (hereafter “ECJ”) issued its judgment on a
reference for a preliminary ruling by the Court of First Instance of Antwerp (Belgium) in a case
concerning the recharacterisation of interest as dividends.

According to a specific Belgian thin capitalisation rule, i.e. article 18 of the Belgian Income Tax
Code (hereafter “BITC”), interest is recharacterised as a dividend and consequently is not tax-
deductible, if the interest is paid on a loan granted by a person to a company in which the lender
holds a position of director, liquidator or any similar position. This recharacterisation applies if and
to the extent that either the interest exceeds the market rate or the loan exceeds the sum of the
taxed reserves at the beginning of the year and the paid-up capital at the end of the year.

In the case at hand it concerned a Belgian subsidiary of a Dutch parent company that appointed
three directors, amongst which the Dutch parent company itself. Pursuant to a claim of the Dutch
parent company, the Belgian subsidiary paid interest to it. Based on article 18 (1) BITC, the
interest was recharacterisation as a dividend by the Belgian tax authorities.

The Court of First Instance of Antwerp referred the matter for a preliminary ruling to the ECJ to
clarify whether this specific Belgian thin capitalisation rule, which does not apply to interest
payments made to directors being Belgian resident companies, is compatible with the EC Treaty
(freedom of establishment and/or freedom of capital).

Based on the fact that the interest payments made by the Belgian subsidiary were reclassified as
dividends because they related to a loan granted by a non-resident company which is a director of
that subsidiary, the national law infringes the freedom of establishment.

The ECJ mentioned that this regulation could be justified for reasons of preventing abusive
practices. However, given the fact that the limits of the Belgian capitalization rule apply to
transactions or loans regardless of whether they are to be considered as purely artificial
arrangements or not, the ECJ considered that the Belgian regulation goes in any event beyond
what is necessary to attain that objective.

Therefore, the ECJ concluded that the present Belgian thin capitalisation rule breaches the
freedom of establishment.
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