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On 13 July 2016, the CJEU rendered its 
Judgment in a case referred by the 
Portuguese Supreme Administrative Court 
(STA) regarding the potential 
discriminatory elements of the Portuguese 
withholding tax on interest paid to a foreign 
(Irish) financial institution (case C-18/15).  

Applicable legislation 

In Portugal non-resident financial 
institutions are subject to withholding tax 
on the gross amount of interest received, 
with no possibility of deducting business 
expenses directly related to the financial 
activity carried out. On the other hand, 
interest received by resident financial 
institutions is subject to corporate income 
tax on its net amount, with deduction of 
expenses related to the activity pursued.  

As the STA was not certain whether non-
resident financial institutions are 
discriminated against, it asked the CJEU 
whether Article 56 TFEU must be 
interpreted as precluding Portugal from 
levying withholding tax on gross interest 
income received by a non-resident financial 
institution, without the possibility of 
deducting business expenses, while interest 
income received by a resident financial 
institution would be taxed on its net 
amount, after the deduction of such 
expenses directly related to the financial 
activity carried out. Furthermore, it asked 
whether business expenses can be 
determined on the basis of average interest 
rates charged on interbank financing used 
by banks to carry out their activity. 

CJEU Judgment 

In view of the questions referred by STA, 
the CJEU first ruled that Article 56 TFEU 
does not preclude national legislation from 
withholding tax at source on income 
received by non-resident financial 
institutions, while resident financial 
institutions are not subject to such 
withholding tax, provided that such 
withholding tax is justified by an overriding 
reason in the general interest, and does not 
go beyond what is necessary to attain the 
objective pursued. 

However, the CJEU held that Article 56 
TFEU precludes national legislation from 
taxing gross interest income received by 
non-resident financial institutions, without 
allowing them the opportunity to deduct 

business expenses directly related to the 
activity concerned, whereas resident 
financial institutions are allowed to do so. 
This is irrespective of the fact that, by virtue 
of a double tax treaty, non-resident financial 
institutions may be subject to a lower 
withholding tax rate than resident financial 
institutions. Therefore, Portugal should 
grant non-resident financial institutions the 
opportunity to deduct business expenses 
directly related to the financial activity 
carried out in the Portuguese territory, in 
order to be taxed on the net amount of 
interest received.  

According to the CJEU, travel and 
accommodation expenses, legal or tax 
advice, financing costs necessary to the 
pursuit of the activity and the fraction of 
general expenses necessary for the granting 
of a particular loan supported by proper 
documentation can be qualified as expenses 
directly related to the financial activity 
carried out. Nevertheless, it is for the STA to 
determine which expenses may be regarded 
as business expenses directly related to the 
financial activity in question, and what is 
the fraction of the general expenses which 
may be regarded as directly related to that 
activity. Average rates charged in the 
context of interbank financing cannot be 
taken into account for the determination of 
these expenses, as they do not correspond to 
the financing costs actually incurred. 

Takeaway 

The CJEU Judgment can potentially be 
interpreted as providing new possibilities to 
taxpayers, who are currently subject to 
withholding taxes on gross interest income 
received within the EU, to argue in favour of 
withholding tax on the net interest received, 
after the deduction of business expenses 
directly related to the activity carried out. In 
addition, it could be possible to recover 
withholding taxes incurred in the past years. 

Furthermore, the CJEU Judgment may also 
provide opportunities to EU entities, other 
than financial institutions, as well as 
opportunities relating to other types of 
income, e.g. dividend income. Interestingly, 
the CJEU did not refer to its previous 
Judgment in the Miljoen, X and Société 
Générale cases (C-10/14, C-14/14, and C-
17/14), where it applied a restrictive 
interpretation of deductible expenses 
relating to dividend income.  
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