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III.1 Charles Bradley, London* 

Compatibility of national taxation of dividends 
with Treaty freedoms 
(Test Claimants in the FII Group Litigation K Her Majesty’s Revenue
& Customs Commissioners, ECJ (Grand Chamber), 
Judgment of 13 November 2012, C-35/11)

Case C-35/11, in which the ECJ delivered judg-
ment on 13 November 2012, was the second of
(so far) three preliminary references in the long-
running «FII» group litigation, itself only one of a
number of cases concerning the lawfulness of the
UK’s advance corporation tax («ACT») regime in
force between 1973 and 1999. The case is an im-
portant development in the evolving jurispru-
dence on the interaction between national direct
tax legislation and the freedoms of establishment
and movement of capital in Articles 49 and 63
TFEU. The Court provided clarification of its earlier
judgment in the same case (C-446/04), in particular
on: the circumstances under which a dual
«exemption» and «imputation» (or «credit») me-
thod of relieving double taxation on distributed
company profits is permissible under EU law; the
application of its earlier judgment in situations in-
volving an extended chain of parent and subsidi-
ary companies; the interaction between Articles
49 and 63 TFEU; and the question whether profits
of non-resident subsidiaries which were themselves
not subject to UK corporation tax could be set off
against the ACT liabilities of UK parents. 

(1) Facts
This was a somewhat unusual case, in that the
Court’s judgment was largely concerned with
clarification of its earlier judgment on a
preliminary reference in the same national proceed-
ings. It is therefore necessary, by way of back-
ground, to give a brief summary of the relevant
aspects of the first judgment and of the provisions
of national law in question.

(a) Relevant national law1

Dividends received by a UK-resident parent com-
pany from a UK-resident subsidiary were exempt
from corporation tax. This prevented the subsidi-
ary’s profits from being subject to economic dou-
ble taxation when distributed and is referred to as
the «exemption» method. If on the other hand
the subsidiary paying the dividend was not UK-resi-
dent, the dividend was chargeable to corporation
tax in the hands of the parent company, but sub-
ject to a credit for the foreign corporation tax
which the subsidiary had suffered on the profits

out of which the dividend was paid, provided that
the credit could not exceed the UK corporation tax
rate. This is referred to as the «imputation» (or
«credit») method.

A UK-resident company paying a dividend was lia-
ble to make a payment of «advance corporation
tax» («ACT») in respect thereof. If a UK-resident
company received a dividend from another UK-re-
sident company, however, it was entitled to a tax
credit, and the sum of the dividend and the tax
credit were deemed to be «franked invest-
ment income» («FII»). The company was then
only liable to pay ACT on a dividend of its own to
the extent that the sum of the dividend and the
ACT payable thereon exceeded its FII. By contrast,
if a UK-resident company received a dividend from
a company that was not UK-resident, it was not
entitled to a credit and the dividend was not FII. It
could not, therefore, be used to reduce the UK-re-
sident company’s liability to ACT.

ACT paid by a UK-resident company
could subsequently be set off against its
liability to mainstream corporation tax
(«MCT»). If the company’s ACT liability exceeded
its MCT liability in a given tax year, this «surplus»
ACT could be carried back to earlier tax years or
forward to later tax years or surrendered to other
UK-resident companies in the same group. It
could not, however, be surrendered to non-resi-
dent group companies.

The final aspect of national law that is relevant to
understanding the Court’s judgment is that a UK-
resident group of companies could choose to
make a «group income election», under which a
dividend paid from one company within the group
to another neither generated a liability to ACT nor
qualified as FII. The effect was that payment of
ACT was delayed until there was a distribution out
of the group (usually by the ultimate parent com-
pany to private shareholders).

It may be seen that the provisions described above
had, broadly speaking, three potentially ad-
verse consequences for UK companies in re-
ceipt of foreign dividends.
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First, because double taxation on foreign-sourced
dividends was relieved by imputation rather than
exemption, tax on dividends from companies resi-
dent in countries with a lower rate of corporation
tax than the UK would effectively be «topped up»
to the UK corporation tax rate.

Secondly, because foreign-sourced dividends re-
ceived by a UK company were not FII, the UK com-
pany would have to pay more ACT on paying a di-
vidend of its own than it would have done if it had
received a dividend from a UK-resident company
(or, if it was a member of a group which had made
a group income election, the ultimate parent com-
pany would have to pay more ACT on a distribu-
tion out of the group). This resulted in a cash-flow
disadvantage, because a proportion of the com-
pany’s corporation tax would become payable
earlier than otherwise. 

Thirdly, because ACT could only be surrendered to
UK-resident group companies, a UK group deriv-
ing a high proportion of its income from non-
resident subsidiaries risked accruing substantial
amounts of surplus ACT which exceeded the total
group MCT available for it to be set off against.

(b) Judgment on the first reference
The Court held, following previous case-law, that
Member States were not entitled to treat
foreign-sourced dividends less favourably
than nationally-sourced dividends, unless
the difference in treatment concerned situations
which were not objectively comparable or was jus-
tified by overriding reasons in the general interest.
To the extent that a Member State had decided to
relieve economic double taxation of nationally-
sourced dividends, therefore, it had to afford the
same treatment to foreign-sourced dividends.2

The Court held, however, that a dual exemption
and imputation method did not lead to discrimi-
natory treatment per se. Rather, it held that such a
system would not be in breach of Article 43 EC
(Article 49 TFEU) or Article 56 EC (Article 63 TFEU)
«provided that the tax rate applied to foreign-
sourced dividends is not higher than the rate 
applied to nationally-sourced dividends and that
the tax credit is at least equal to the amount paid
in the Member State of the company paying the
dividend, up to the limit of the tax charged in the
Member State of the company receiving the 
dividends».3

With regard to the fact that foreign-sourced divi-
dends did not qualify as FII, the Court held that Ar-
ticles 43 and 56 EC «[preclude] a national mea-
sure which allows a resident company which has
received dividends from another resident compa-

ny to deduct the amount of ACT paid by the latter
company from the amount of ACT for which the
former company is liable, whereas a resident com-
pany which has received dividends from a non-re-
sident company is not entitled to make such a de-
duction in respect of the corporation tax which
the last-mentioned company is obliged to pay in
the state in which it is resident».4

With regard to the fact that surplus ACT could
not be surrendered to non-resident group
companies, the Court held that «Article 43 EC
precludes legislation of a Member State which al-
lows a resident company to surrender to resident
subsidiaries the amount of advance corporation
tax paid which cannot be offset against the liabil-
ity of that company to corporation tax for the cur-
rent period or previous or subsequent accounting
periods, so that those subsidiaries may offset it
against their liabilities to corporation tax, but does
not allow a resident company to surrender such an
amount to non-resident subsidiaries where the
latter are taxable in that Member State on the pro-
fits which they made there».5

(2) Judgment
The questions referred to the Court in the second
reference essentially concerned the interpretation
of the three passages above, plus a further
question on the applicability of Article 63 TFEU to
subsidiaries established in third countries.

(a) «Nominal» vs. «effective» tax rates
The first issue was whether, when the Court said
that a dual exemption and imputation method
was permissible «provided that the tax rate ap-
plied to foreign-sourced dividends is not higher
than the rate applied to nationally-sourced divi-
dends…», this was a reference to «nominal»
rates of tax, or to nominal and «effective»
rates of tax, or to something else. 

The distinction between «nominal» and «effective»
tax rates may be explained by way of an example.
If a company has pre-tax accounting profits of
£100, and the nominal rate of UK corporation tax
is 30%, tax of £30 is prima facie payable. How-
ever, the company may have reliefs available to it
which reduce the taxable amount (or «tax base»)
from £100 to (say) £50.The tax charged will then
be £15 and the effective rate of tax on the original
profit of £100 will be 15% rather than 30%. 

Given this distinction, it would be arguable that
the UK’s dual exemption and imputation system
was productive of discrimination in the following
way. Suppose that a UK holding company receives
dividends from one subsidiary also resident in the
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UK and one subsidiary resident in another Mem-
ber State. Suppose also that the corporation tax
system of the other Member State is substantially
similar to the UK’s and that both subsidiaries are in
the situation of the company described above,
that is, they have accounting profits of £100 and
pay tax at an effective rate of 15%. When the hold-
ing company receives a dividend from the subsid-
iary based in the UK, the dividend is exempt, and
no further corporation tax is payable. Accordingly,
the total corporation tax burden is £15. By con-
trast, when the holding company receives a divi-
dend from the subsidiary resident in the other
Member State, the dividend is liable to tax of £30
minus a credit for the £15 paid in the other Mem-
ber State, and so the total tax burden is £30.

If the Court had been referring only to nominal
rates in the passage quoted above, it would effec-
tively constitute a victory for the UK Government
on this issue, since it was agreed that there was no
difference in the nominal rates of tax applying to
UK-source and foreign dividends. If it included a
reference to effective rates, on the other hand, it
would constitute a victory for the Claimants, since
it was equally clear that UK-resident companies
would in the majority of cases pay corporation tax
at an effective rate lower than the nominal rate.

In answer to this question, the Court observed
that the tax burden on foreign-sourced
dividends would as a matter of fact be
higher than that on nationally-sourced
dividends in two situations. The first was
where the resident company paying the dividend
was subject to a lower nominal rate of tax than
the resident company receiving the dividend. The
second was where the credit applied to foreign-
source dividends took account of the effective
rate of foreign corporation tax but where a resi-
dent company paying a dividend was subject to an
effective rate of tax lower than the nominal rate,
so long as this difference between the effective
rate of taxation and nominal rate of tax was not
exceptional in nature. The Court therefore held
that the words «tax rate» in the relevant passage
of its first judgment referred to both nominal and
effective rates of tax.6

Importantly, however, the Court went on to add
that a corporation tax regime which, in
applying the imputation method to for-
eign-sourced dividends, took account of
the nominal rate of foreign corporation
tax, would be permissible. While this could
still lead to the less favourable treatment of for-
eign-sourced dividends, this would simply be a re-

sult of the exercise in parallel by Member States of

their fiscal sovereignty.7

(b) Non-«water’s edge» situations

The next issue concerned the Court’s conclusion

that the relevant provisions of EU law precluded a

system in which a UK-resident company which

had received a dividend from another UK-resident

company was entitled to a reduction in its own

ACT liability «whereas a resident company which

has received dividends from a non-resident com-

pany is not entitled to make such a deduction in

respect of the corporation tax which the last-men-

tioned company is obliged to pay in the state in

which it is resident». By its terms this conclu-
sion covered only the hypothetical situa-
tion where the non-resident company paying the

dividend was also the company whose profits had

borne foreign corporation tax and where the UK

company receiving the dividend was also the com-

pany which paid ACT on an onwards distribution.

In practice, this situation was rare, since common-

ly either (i) the foreign corporation tax had been

borne not by the «water’s edge» non-resident

company paying the dividend but by one of its

subsidiaries or (ii) the ACT had been paid not by

the «water’s edge» UK-resident company but

(pursuant to a group income election) by one of its

parent companies, or both. (The term «water’s

edge» is used here as a shorthand for the last non-

resident company in the corporate chain, or the

first resident one, as the case may be.)

The Court held that the effect of its first judgment

could not be limited to the situation where both

distributing and receiving company were at «wa-

ter’s edge». In regard to the situation where the

company paying the dividend had not itself borne

the foreign corporation tax, the Court held that

«it is of little account whether the non-resident

company which pays dividends to its resident par-

ent company is itself liable for corporation tax,

provided, however, that the distributed profits

have been subject to corporation tax».8 In regard

to the situation where the ACT was paid not by

the receiving company but by another company in

the group, the Court held that «It must be found

that a group income election has the effect of pas-

sing payment of ACT up the group structure.

Under such a scheme, it is in particular the obliga-

tion on the resident parent company of the group

to pay ACT when dividends are paid to the share-

holders outside the group that could, for that part

of the distributed profits corresponding to for-

eign-sourced dividends, lead to economic double

taxation».9
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(c) Applicability of Article 63 TFEU to third-country
subsidiaries
A question which had not been covered in
the first judgment was whether the Claimants
could rely on Article 63 TFEU in respect of divi-
dends received from subsidiaries resident in third
countries.

The Court noted that in an intra-EU situation,
where the national legislation in question could be
said neither to apply only to shareholdings which
enabled the holder to exert a definite influence on
a company’s decisions and activities nor to apply
only to shareholdings acquired solely with the in-
tention of making an investment, the proper
approach was to look at the facts of the
case to determine whether consideration
under Article 49 or Article 63 TFEU was
more appropriate. Where the facts indicated
that the holding of a national of one Member
State in a company resident in another Member
State was such as to enable him to exercise control
of that company, the case was to be considered
under Article 49 TFEU and not Article 63.10

In a situation concerning a third country, however,
Article 49 TFEU is not applicable. The Court held, in
essence, that in such a situation, a resident of a
Member State could not be precluded from relying
on Article 63 TFEU simply by virtue of holding a con-
trolling stake: «[w]here it is apparent from the pur-
pose of [the national legislation in question] that it
can only apply to those shareholdings which enable
the holder to exert a definite influence on the deci-
sions of the company concerned and to determine
its activities, neither Article 49 TFEU nor Article 63
TFEU may be relied upon… On the other hand, na-
tional rules relating to the tax treatment of dividends
from a third country which do not apply exclusively
to situations in which the parent company exercises
decisive influence over the company paying the divi-
dends must be assessed in the light of Article 63
TFEU. A company resident in a Member State may
therefore rely on that provision in order to call into
question the legality of such rules, irrespective of the
size of its shareholding in the company paying divi-
dends established in a third country».11

However, the Court noted that while there
was no such risk in the present case as the
relevant dividends were all ultimately received by
EU-resident companies, it would be «important to
ensure that the interpretation of Article 63(1)
TFEU as regards relations with third countries does
not enable economic operators who do not fall
within the limits of the territorial scope of freedom
of establishment to profit from that freedom».12

(d) Surrender of ACT to non-resident companies
not subject to corporation tax in the UK
In its first judgment, the Court had held that the
relevant UK legislation was in breach of Article 43
EC (Article 49 TFEU) in as much as it did not permit
ACT to be surrendered to group companies where
they «are taxable in [the UK] on the profits which
they made there». This would cover situations
such as that where a non-resident subsidiary was
subject to UK corporation tax by virtue of carrying
on business in the UK through a permanent estab-
lishment. The Claimants, however, argued further
that surplus ACT should be able to be surrendered
to non-resident subsidiaries which were not liable
to UK corporation tax (with the result that a 
repayment of ACT would be due).

The Court did not accept this argument. ACT was
an advance payment of UK corporation tax. Al-
lowing ACT to be set off against the pro-
fits of non-resident companies which were
not taxable in the UK «would in effect deny
the United Kingdom the right to levy additional
tax on foreign-sourced dividends paid out of pro-
fits which were subject to a nominal rate of tax
lower than that applicable in the United Kingdom
and would thus jeopardize a balanced allocation
of the power to impose taxes between Member
States».13

(3) Comment
(a) «Water’s edge» and ACT surrender issues
The Court’s answers to these questions are not
particularly surprising. With regard to the «water’s
edge» issues, there would not seem to be any ra-
tional justification for holding that there was no
impermissible discrimination in a non-«water’s
edge» scenario since the foreign corporation tax
and unrelieved ACT that formed the factual basis
for the Court’s first judgment are merely pushed
down or up the corporate chain. It was also un-
likely that the Court would be prepared to extend
the possibility for surrendering ACT to non-resi-
dent companies which were not subject to UK
corporation tax at all.

(b) «Nominal» vs. «effective» tax rates
This issue, by contrast, involves considerably
more difficulty, something which appears
from the fact that, as in the first FII reference, the
Advocate General (Jääskinen) adopted a some-
what different approach from that taken by the
Court. The Advocate General considered first of
all that the approach of Advocate Gener-
al Geelhoed on the first reference (which,
contrary to the Court’s judgment, had been that
dual exemption and imputation systems would in-
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evitably result in discrimination between national-
ly-sourced and foreign-sourced dividends) was in
principle to be preferred.14 If the Court did
not wish to revisit its earlier conclusion, however,
Advocate General Jääskinen considered that the
answer to the question ought to be that the com-
parison was between nominal rates of tax, since
effective tax rates would be different for each
company in each tax year and could only be car-
ried out with full knowledge of the fiscally rele-
vant properties of the companies to be compared
and their activities. A system which compared a
combination of nominal and effective rates would
therefore be «difficult or even impossible to apply
objectively».15

The Advocate General also rejected a
third option proposed by the Commis-
sion, which was that «the Member State must
ensure that the tax credit [in respect of foreign-
sourced dividends] is equivalent to the relief grant-
ed in respect of [nationally-sourced] dividends, by
calculating the credit on the basis of the nominal
rate of tax applicable in the state from which the
dividends originate».16 Interestingly, this pro-
posal of the Commission’s is closest to
what the Court eventually decided. It will
be recalled that the Court held that the reference
to rates of tax in its first judgment was to both no-
minal and effective rates of tax but added that a
system which granted a credit in respect of for-
eign-sourced dividends which took into account
the nominal rate of the relevant foreign corpora-
tion tax would also be permissible. At first sight,
this appears to be an amalgam of the answers
suggested by the Claimants and the Commission.
However, when one takes into account that in
most corporation tax systems effective tax rates
lower than nominal rates will usually not be ex-
ceptional (due to the availability of reliefs, etc.), it
is arguable that the practical effect of the Court’s
judgment is that the only dual exemption and im-
putation system that would be compliant with EU
law is one where credit is given on the basis of the
nominal rate of corporation tax which applies in
the state of residence of the company paying the
dividend.

The attraction of this solution is that it
addresses the central discriminatory fac-
tor identified in the present case – i.e., that a divi-
dend received from a resident company could 
benefit from a difference in nominal and effective
corporation tax rates whereas a dividend received
from a non-resident company could not – without
systematically favouring dividends originating in
states with low corporation tax rates or necessitat-

ing a detailed calculation of the effective rates of
tax applicable in each state. In principle this seems
preferable to the extremes of either (i) holding
that a dual exemption and imputation system is
incompatible with EU law per se or (ii) holding that
all that is needed for compatibility is that the same
nominal rate applies to nationally-sourced and 
foreign-sourced dividends and thus avoiding the
problem altogether.

Nevertheless, this solution inevitably gives rise to
difficulties of its own. Indeed, it might be said that
it simply pushes the problem back one level, since
less favourable treatment of foreign dividends
would now arise where the state of the company
paying the dividend has effective rates that are
close to nominal rates and the state of the compa-
ny receiving the dividend combines high nominal
rates with low effective rates. It is not immediate-
ly obvious why this difference should be thought
to be an acceptable consequence of the parallel
exercise by Member States of their fiscal sover-
eignty when the difference arising from a dual
exemption and imputation system taking account
only of the actual tax borne in respect of foreign
dividends should not; it may be that all one can
say is that this is simply the most convenient place
to draw the line.

Perhaps of more concern is the opposite
situation, i.e., where the state of the company
paying the dividend combines high nominal rates
with low effective rates and the state of the com-
pany receiving the dividend has effective rates
that are close (or at least closer) to nominal rates.
In that case, the Member State in which the com-
pany receiving the dividend is resident is obliged
to give credit for foreign tax which has not in fact
been paid and which would have been paid had
the foreign company been resident in that Mem-
ber State. Amongst other things, this opens up
the possibility of abusive tax competi-
tion whereby a Member State (or third country)
engineers a large gap between nominal and effec-
tive rates of tax, which would in turn require safe-
guarding provisions in the Member State of resi-
dence’s imputation system.

(c) Applicability of Article 63 TFEU to third-country
subsidiaries
In its answer to this question, the Court provided
welcome clarification on a potentially confusing
aspect of the previous case law. It had been held in
a number of cases concerning intra-EU situations
that where a national of one Member State had a
holding in the capital of a company established in
another Member State which was sufficient to
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give her a definite influence over the company’s
decisions and allowed her to determine its activi-
ties, the case was to be considered under Article
49 TFEU and not Article 63.17

These cases could be taken to lay down an exclu-
sionary rule, so that where the facts indicated that
a person exercised control over the relevant entity,
he would thereby be precluded from relying on
Article 63 TFEU. This was essentially the argument
of the UK Government in the present case. Such
an argument, however, would be hard to justify as
a matter of general principle: a resident of one
state who acquires (say) a 60% stake in a compa-
ny resident in another is clearly both «establish-
ing» himself in that other state and moving his 
capital there and ought, in the absence of specific
reasons to the contrary, to be able to rely on either
one of Article 49 and Article 63 TFEU if for some
reason (for example, as in this case, because the
other state was not in the EU) the other was not
available to him.

There had been one previous case touching on
this question: Holböck K Finanzamt Salzburg-
Land. In that case the Court had held that the clai-
mant was entitled to rely on Article 56 EC (Article
63 TFEU) to question the lawfulness of an Aus-
trian tax charge on dividends received from a com-
pany in Switzerland of which he was the two-
thirds owner.18 Holböck, however, had been
decided without an oral procedure or an
opinion from the Advocate General and had not
yet been cited in any subsequent cases; it is wel-

come, therefore, that the Court has now had an
opportunity to confirm the principle after more
detailed consideration, as well as to add the caveat
that Article 63 TFEU should not be extended so as
to allow economic operators from outside of the
EU to benefit from it via the back door. This last
consideration will no doubt be the subject of 
development in future case-law. 
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III.2 Andreas Fellner, Graz*

Vorsteuerabzugsberichtigung im Falle eines Diebstahls  
(PIGI K Direktor na Direktsia „Obzhalvane I upravlenie na izpalnenieto,
EuGH (Siebte Kammer), Urteil vom 4. Oktober 2012, C-550/11)

Art. 185 Abs. 2 MwStSyst-RL steht Vorschriften

des nationalen Steuerrechts nicht entgegen, nach

denen im Fall der Feststellung des Fehlens mehr-

wertsteuerpflichtiger Gegenstände der zum Zeit-

punkt des Erwerbs dieser Gegenstände geltend

gemachte Vorsteuerabzug zu berichtigen ist,

wenn sie dem Steuerpflichtigen gestohlen wur-

den und der Täter nicht ermittelt wurde.     

(1) Ausgangsverfahren und Vorlagefragen

PIGI ist ein Einzelunternehmen bulgarischen

Rechts. Geschäftsgegenstand ist die Produktion,

der An- und Verkauf landwirtschaftlicher Erzeug-

nisse, die Produktion und der Verkauf von Geträn-

ken sowie der Handel mit Lebensmitteln.

Nach einer Steuerprüfung für den Zeitraum vom 

1. August 2005 bis zum 30. September 2010 ordne-

te die zuständige Abgabenbehörde im Oktober

2010 eine Mehrwertsteuernacherhebung für

Januar 2007 an, die durch einen Steueränderungs-

bescheid vom 14. Januer 2011 bestätigt wurde.

Demnach musste PIGI Mehrwertsteuer i. H. v. 1283

BGN und Zinsen i. H. v. 656 BGN nachzahlen.

PIGI brachte im Verfahren vor, dass jene Waren,

auf die sich die Mehrwertsteuernacherhebung


