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JUDGMENT OF THE COURT (First Chamber)

6 October 2009%(

(Failure of a Member State to fulfil obligations — Free movement of capitaliele@d66 EC and Article
40 of the EEA Agreement — Direct taxation — Natural persons — Taxation of capital-gRifference

in treatment of residents and rogsidents)

In Case G562/07,
ACTION under Article 226 EC for failure to fulfil obligations, brought on 19 December 2007,

Commission of the European Communities, represented by R. Lyal and |. Martinez del Peral, acting
as Agents, with an address for service in Luxembourg,

applicant,
v

Kingdom of Spain, represented by M. Mufioz Pérez, acting as Agent, with an ssdtlve service in
Luxembourg,

defendant,
supported by:
Kingdom of Belgium, represented by T. Materne, acting as Agent,
Republic of Latvia, represented by E. Balode-Buraka, acting as Agent,
Republic of Austria, represented by E. Riedl and C. Pesendorfer, acting as Agents,
interveners,

THE COURT (First Chamber),

composed of M. llegi President of the Fifth Chamber, acting as President of itse Ghamber,
A. Tizzano, A. Borg Barthet, E. Levits and J.-J. Kasel (Rapporteur), Judges,

Advocate General: J. Kokott,

Registrar: R. Grass,

having regard to the written procedure,

having decided, after hearing the Advocate General, to proceed to judgment without an Opinion,

gives the following
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Judgment

By its application, the Commission of the European Qamtras asks the Court to declare that, by
having treated differently, until 31 December 2006, capital gaitisedan Spain according to whether
they were made by residents or by non-residents, the Kingdom of fapathto fulfil its obligations
under Articles 39 EC and 56 EC and Articles 28 and 40 of theehgent on the European Economic
Area of 2 May 1992 (OJ 1994 L 1, p. 3, ‘the EEA Agreement’).

L egal context

In Spain, the taxation of residents’ income was, until 31 December 2006, gdwethe consolidated
law on the tax on the income of natural persons (Texto Refundida Heyl del Impuesto sobre la
Renta de las Personas Fisicas), adopted by Royal Legislative DiecB22004 of 5 March 2004 (BOE
No 60 of 10 March 2004, p. 10670, and corrigendum, BOE No 61 of 11 N&@h p. 11014, ‘the
TRLIRPF). Pursuant to Articles 67 and 77 of the TRLIRR#pital gains accruing on the disposal by
the taxpayer of assets owned for more than one year were taaefiatirate of 15%. Other capital
gains were taxed according to a progressive scale laid dosnidctes 64 and 75 of the TRLIRPF, the
rates of which ranged from 15% to 45%.

Until the same date, the taxation of non-residenteimecwas governed by the consolidated law on
the tax on the income of naesidents (Texto Refundido de la Ley del Impuesto sobre la Remnta
Residentes), adopted by Royal Legislative Decree No 5/2004 ofréh\Ne®04 (BOE No 62 of 12
March 2004, p. 11176, ‘the TRLIRNR’), Article 25(1)(f) of whichbsected capital gains to a flat rate
of tax of 35%.

Under Article 46 of the TRLIRNR, non-residents attl@&%o of whose total income came, in a single
tax year, from employment or economic activity in Spain were #@bkchoose to be taxed as persons
liable to the tax on the income of natural persons. Article 46(®)jided that the personal and family
circumstances of those workers were to be taken into consideration.

That system was repealed as from 1 January 200Thaientry into force of Law No 35/2006 on the
taxation of income of natural persons and partially amending the davcorporation tax, taxation on
the income of non-residents and taxation on wealth (Ley 35/2006 gekbto sobre la Renta de las
Personas Fisicas y de modificacion parcial de las leyes denjpagestos sobre Sociedades, sobre la
Renta de no Residentes y sobre el Patrimonio, BOE No 285 of 29newe€006, p. 41734, and
corrigendum, BOE No 57 of 7 March 2007, p. 9634).

The pre-litigation procedure

On 18 October 2004 the Commission sent a letter mffarotice to the Kingdom of Spain, drawing
the attention of that Member State to the fact that the iwayhich natural persons who were not
resident in Spain were treated as regards the taxatiorhitth iheir employment income and their
capital gains arising in Spain were at that time subjest wwathe Commission’s opinion, contrary to
Articles 39 EC and 56 EC and to Articles 28 and 40 of thA BBreement, since the application to
non-residents’ income of taxation at a higher rate than that aplelita residents’ income could
constitute discrimination for the purpose of the EC Treaty ifetlneas no objective difference capable
of justifying a difference in treatment of the two situations.
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Since the reply of the Kingdom of Spain did not satiséy Commission, on 13 July 2005 the
Commission sent a reasoned opinion to that Member Stategcaition it to adopt the measures
necessary to achieve compliance within two months of receipt.

On 7 February 2006, the Kingdom of Spain replied to riegoned opinion stating that the
amendments necessary to put an end to the alleged failudsl tobligations were being adopted. It
appears from the observations of the parties that those amendmeatadopted on 28 November
2006 and entered into force on 1 January 2007.

Although the Commission considers that, with the entxy force of the new provisions, the
infringements which it complained of were brought to an end, the @Bsmn decided to bring the
present action.

In the course of the proceedings before the Court, the Ceimmgithdrew its action in so far as
seeking a declaration of an infringement of Article 39 EC and Article 28 of the EEArAgnte

By order of the President of the Court of 2 June 2008, the Kingdom of Belgium, the RepLdthtaof
and the Republic of Austria were given leave to intervene in support of the forms ofourgler Isy the
Kingdom of Spain.

Theaction
Admissibility
Arguments of the parties

The Kingdom of Spain, which acknowledges that it is for imarfiission to decide whether or not it
is appropriate to initiate an action for failure to fulfil iglaitions, none the less calls into question the
admissibility of this action, claiming that the Commission hasthe present case, infringed the
principles of the protection of legitimate expectations, cooperatiggood faith with Member States
and legal certainty, and has misused its powers.

As regards, first, the infringement of the principleghefprotection of legitimate expectations and
cooperation in good faith, the Kingdom of Spain states that Member Stateslynay tteose principles
against a Community institution where that institution, by a repgeand uninterrupted practice, has
caused them to have a justified expectation that the institwtdorid follow a specific line of conduct
in specific circumstances, and there is nothing to suggesthihatstitution will alter that practice. In
relation to infringement proceedings, the Commission has aestlblished practice which consists of
not initiating such an action where the Member State whichrfiasged Community law has put an
end to the failure after the expiry of the period prescribethénreasoned opinion, but before the
bringing of the action, even when the proceedings may still be relelathe present case, the
Commission infringed the abovementioned principles because it brouglctida almost a year after
the failure complained of had been brought to an end, and did notfeghénform the Member State
concerned of its intention to depart from its usual practice or have any valid grounds for doing so.

As regards, secondly, the principle of legal certaintithgdom of Spain claims that the right which
the Commission is acknowledged to have freely to choose wheititdel infringement proceedings
against a Member State should, in order not to put Member Stibea ‘serious situation of legal
uncertainty’, be restricted to cases where the offending Me8thé&z persists in the failure complained
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of. Since the Commission, in the present case, allowed aimgsir to elapse from the time when the
alleged failure was brought to an end and the bringing of thisnadkie principle of legal certainty has
been infringed.

As regards, thirdly, misuse of powers, the Kingdom of Spaims that the Commission is distorting
the purpose of infringement proceedings since it is using such proceguliagsieve two objectives
which are extraneous to that purpose. First, the Commissionrgtiartas to punish the Kingdom of
Spain because the Spanish courts and tribunals have not submitted references foinanyralimg to
the Court of Justice on the subject of direct taxation. Secondly, the Commissigrtavaintain a ruling
from the Court on this action in order to ensure that citizens ltize benefit of correctly applied
Community law, and thereby assimilates the purpose of infringepreceedings to that of the
preliminary rulings procedure.

The Kingdom of Belgium and the Republic of Austria, whoseviem¢ions in support of the forms of
order sought by the Kingdom of Spain are limited to the question dddiien’s admissibility, claim
that it is the task of the Commission to establish the engst of sufficient interest to continue
proceedings. In the present case, the seriousness of the abdlgesl iE not such as to justify the
bringing of an action, since the fact that the Spanish courtgiaoddls have not submitted references
for a preliminary ruling on the subject of direct taxation doesdeobonstrate sufficient interest to
bring the present action. Furthermore, the Commission can brimggerinent proceedings only with
the specific aim of putting an end to the alleged failuréuliil obligations. Since the Kingdom of
Spain has put an end to the failure complained of, the Commission is no londerdssess whether it
is appropriate to bring an action.

As regards the admissibility of infringement proceedinggeimeral, the Commission contends,
principally, that the discretion which the Treaty and the Ce®wdse-law accord to it in relation to
infringement proceedings means, first, that it can decide whetheot it is appropriate to bring an
action and that it does not have to state the reasons for iggodeznd, secondly, that it is not bound to
comply with any specific time-limit as regards the variowyas of proceedings. Therefore, in its
opinion, none of the grounds of inadmissibility put forward by the Kingdom of Spain can succeed.

Findings of the Court

As regards, first, the alleged infringement of the pi@of protection of legitimate expectations, a
corollary of the principle of legal certainty, and the principlecobperation in good faith, it must be
recalled that the procedure for a declaration of failure onp#re of a Member State to fulfil its
obligations is based on the objective finding that a Member Statdahad to fulfil its obligations
under Community law and that the principles of protection of legiémexpectations and loyal
cooperation cannot, in circumstances such as those of the prasenbe relied on by a Member State
in order to preclude an objective finding of a failure on its pafulfil its obligations under the EC
Treaty, since to admit that justification would run countethi aim pursued by the procedure under
Article 226 EC (Case 623/04Commission v Netherlands [2007] ECR 3267, paragraph 28).

The fact that the Commission may, where appropriate, decided not to bring an action seeking a
declaration that a Member State has failed to fulfil oblagegtiwhere that Member State had put an end
to the alleged failure after the expiry of the time presdriimethe reasoned opinion cannot therefore
cause either that Member State or other Member States toahi@ggtimate expectation which may
affect the admissibility of an action brought by the Commission.
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Nor, it must be added, can the fact that the Commidemsinot bring an action under Article 226 EC
immediately after the expiry of the time prescribed in #&soned opinion cause the Member State
concerned to have a legitimate expectation that the infringement proceedings have éen clos

Admittedly, the excessive duration of the pre-litigapoocedure is capable of constituting a defect
rendering an action for failure to fulfil obligations inadmissiltl®wever, it is clear from the case-law
that such a conclusion is inevitable only where the conduct of the @siramhas made it difficult to
refute its arguments, thus infringing the rights of defence of thmlde State concerned, and that it is
for that Member State to provide evidence of such a difficulee,(¢o that effect, Case-&3/04
Commission v Luxembourg [2005] ECR 110629, paragraph 76 and case-law there cited).

It is however clear that, in the present case, thgddm of Spain has not put forward any specific
argument in support of the fact that the length of thelipgation procedure and, in particular, the
period of time which elapsed between its response to thengpinion and the bringing of this
action, affected the exercise of its rights of defence. Thgdtm of Spain does no more than dispute
the appropriateness, in the present case, of the Commissiorsiexgits right to initiate and continue
infringement proceedings.

As regards, secondly, the principle of legal certaihtyjust be pointed out that the Court has
consistently held that, first, the question whether there has déalure to fulfil obligations must be
examined on the basis of the position in which the Member fatatel itself at the end of the period
laid down in the reasoned opinion (see, inter alia, Ca&&3201Commission v Greece [2002] ECR
1-6129, paragraph 7, and Casé&{9/03Commission v Luxembourg [2005] ECR 3067, paragraph 18)
and, secondly, the Commission still has an interest in bringingcaon under Article 226 EC even
when the alleged infringement has been remedied after the exfpihe period prescribed in the
reasoned opinion (Case%19/03Commission v Luxembourg, paragraph 19).

It follows that, since the Kingdom of Spain was infortiedugh the prditigation procedure that the
Commission alleged that it had failed to fulfil its obligais under the Treaty, it cannot, in the absence
of any explicit statement of position by the Commission indicativag it was going to close the
ongoing infringement proceedings, validly contend that the Commissiomfniaged the principle of
legal certainty.

As regards, thirdly, the plea in law based on a&gyedl misuse of powers, suffice it to state that, in
accordance with the Court’s settled case-law, the Commiskiens not have to show an interest to
bring proceedings or to state the reasons why it is bringing &mndot failure to fulfil obligations

(see, inter alia, Case-833/99 Commission v France [2001] ECR 11025, paragraph 24; Case

C-474/99 Commission v Spain [2002] ECR #5293, paragraph 25; and Case3&804 Commission v
Luxembourg, paragraphs 65 and 66). Since the subject-matter of the actibisds be found in the

application corresponds to the subjemtter of the dispute as stated in the letter of formal eatic
in the reasoned opinion, it cannot validly be maintained that the Commission has misusedr&s powe

It follows from the foregoing considerations that the present action must be declasstbédm
Substance

Arguments of the parties
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The Commission states that, under the Spanish leguségiplicable until 31 December 2006, capital
gains realised in Spain by non-resident taxpayers upon a disposskets were taxed at a flat rate of
35%, whereas those realised by residents were taxed accardingagressive scale where the assets
disposed of had been owned for one year or less and at adlaif rE5% where those assets had been
owned for more than one year. Consequently, the tax liability borneobyesidents was always
greater when they disposed of their assets one year or mare¢haftecquisition of those assets. As
regards the disposal of an asset owned for one year or less, non-sasiglenagain subject to a higher
tax liability, except when the average tax rate applieegsalent taxpayers reached or exceeded 35%,
which was the case when income was very substantial.

According to the Commission, since, in the present tasee is no objective difference between
resident taxpayers and noesident taxpayers, any difference in treatment manifessatf ib a higher
tax liability for non-residents as compared with residents ttates discrimination for the purposes of
the Treaty.

As regards the justifications put forward by the Kingdo®paiin, the Commission claims that, in the
present case, pursuit of an objective of tax cohesion cannot Vadidiglied upon. In accordance with
the Court’'s caséaw, that justification can be accepted only when there dgext link between the
granting of a tax advantage and the offsetting of that advantagéidmalacharge. In the present case,
the higher tax liability borne by neresidents was not accompanied by their enjoyment of any tax
advantage.

The Commission adds that it considers that the reasaopged by the Court in Case-1D7/94
Asscher [1996] ECR 3089 can be applied to the present case, since the Spanish tax provisisns at i
in the present action, like the provisions of national law at issiescher, provide for the application
to capital gains realised by non-residents of taxation at a higher rnatth#ttaapplicable to capital gains
made by residents. Having regard to the Court’s case-laviath¢hatAsscher relates to freedom of
establishment does not preclude the outcome of that case being apphedSpanish provisions at
issue in the present case.

The Kingdom of Spain, which does not accept that therehedailure alleged, states, first, that the
capital gain which a non-resident realises upon selling an assethehawns in Spain constitutes only
a part of his income, the latter generally consisting mainipeadme derived from his occupation. In
addition, in order to determine whether resident taxpayers andesaent taxpayers are in an
objectively comparable situation, it is necessary to take aralbweew of the activities of those
taxpayers and the income which they derive from them, and not toirexanly one single type of
transaction.

The place where the individual ability of a non-residepitotax can most easily be assessed is the
place where his personal and property interests are centredgéseral rule, that coincides with the
place where he is habitually resident. Where there are excepten&ingdom of Spain states that
taxpayers who do not reside in Spain, but who have obtained therethigonemployment and their
other economic activities, income constituting at least 75% of thalribmome, may, under the system
provided for in Article 46 of the TRLIRNR, and for as long assiestablished that they have their
domicile or habitual residence in another Member State, choose to have their iaxedhadcording to
the rules applicable to residents. The Spanish legislation tmplies with the Court’s case-law, the

Kingdom of Spain referring in that regard to Cas232/01Gerritse [2003] ECR 15933.
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In any event, since the situation of resident taxpapdra@iresident taxpayers is not comparable in
relation to the taxation of capital gains, the fact that theneot one identical body of rules which
applies to both those categories of taxpayers does not constituienisiatton. Consequently, in the
present case, there is no failure to observe the principle of free movement of capital

Next, the Kingdom of Spain states that, in accordarntetind Court's case-law, a Member State is
free to ensure compliance with its obligations under the Treaty by enteriraniaigreement to prevent
double taxation (a ‘double taxation agreement’) with another Memiag¢e. SSince the Kingdom of
Spain has entered into a double taxation agreement with althdtraber States, Spanish taxation,
the effects of which are in part eliminated, therefore doescapstitute a restriction on the free
movement of capital.

Lastly, the Kingdom of Spain states that in paragrapif €ase €376/03D. [2005] ECR #5821 the
Court held that Articles 56 EC and 58 EC do not preclude natiauasldtion which denies
nonresident taxpayers who hold the major part of their wealth irfStaee where they are resident
entitlement to allowances which that legislation grants widemt taxpayers. The Spanish tax
legislation at issue in the present case does no more thanthgpliase-law by introducing, into the
tax system, a distinction based on the objectively differeénaitson in which resident taxpayers are
placed as compared with noesident taxpayers.

Alternatively, in the event that the legislationsatie is deemed to constitute a restriction on the free
movement of capital, the Kingdom of Spain claims that that céstni was justified by the need to
safeguard the cohesion of the Spanish tax system.

In that regard, the Kingdom of Spain states that,gasd® short-term capital gains (one year or less),
those realised by non-residents were taxed on a transdgtibansaction basis, while those realised
by residents were taxed according to the progressive scaleadghplio income tax, the rates of which
ranged from 15% to 45%. It cannot therefore be held that residenessystematically afforded a tax
treatment which was more favourable that that afforded teresidents.

In any event, the existence of distinct rates forakeoh residents and the tax on non-residents is
justified by the very nature of each of those taxes. The takemcome of natural persons who are
resident is levied periodically and adjusted to the person aweatsrability to pay by means of
applying a progressive scale to the worldwide income received bypénson during the taxation
period.

The tax on the income of non-residents is, on the other &aaxi which is immediately payable by
taxpayers who receive income in Spain and have no permanentséstednit there. Those taxpayers
are taxed only on income which they receive in Spain, incomehwgjcby definition, one-off and
sporadic. It is therefore impossible to tax that income accordingtogaessive scale. The only way of
achieving the taxation of that income is to levy a tax on @s#@tionby-transaction basis by the
application of a flat rate.

Under the legislation applicable to natural persons wheeardent, capital gains made over the long
term (more than one year) were taxed at rates the samelawer than those at which short-term
capital gains (one year or less) were taxed. The objective pursagetb avoid the cumulative effects
of a progressive scale on capital gains generated over a numbearsf which, rather than being
subject to annual taxation as they arise, are taxed wheratbegalised. There was therefore a direct
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economic link between the granting of a tax advantage to resident taxpayeasontat a reduced rate
— and the harm which they would suffer in the absence of thehanesm to eliminate excessive
progressivity, or another mechanism with the same effects. vowihere is no reason to apply to
nonresident taxpayers a more favourable taxation rate in the everthélyarealise long-term capital
gains. In fact, through the application of a flat rate of 15%; Have received a favourable treatment
intended to offset the effects of a progressive scale which is not applicable to them.

Findings of the Court

First, it must be recalled that Article 56 EC prohibits restrictions anakiement of capital, subject to
the provisions of Article 58 EC. It is clear from Article 58€I)d (3) EC that Member States may, in
their tax law, distinguish between resident and non-resident tacspayso far as the distinction drawn
does not constitute a means of arbitrary discrimination or a dexfjuestriction on the free movement
of capital.

It must be added that Article 58(1) EC, which, as aga¢ion from the fundamental principle of the
free movement of capital, must be interpreted strictly, cabednterpreted as meaning that any tax
legislation making a distinction between taxpayers by referemtlee place where they invest their
capital is automatically compatible with the Treaty (see, todffiett, Case €315/02Lenz [2004] ECR
[-7063, paragraph 26).

In the present case, it is common ground that until 3énilser 2006 the Spanish legislation provided
for a difference in treatment of resident taxpayers andrasident taxpayers as regards the rate of
taxation to which were subject capital gains accruing on tlhposhs of assets, either fixed assets or
other kinds of assets, owned in Spain.

As regards capital gains realised further to the dibmdsassets owned for more than one year,
non-residents were systematically subject to a higher taditjathan that borne by residents, the
capital gains realised by the latter being taxed at therdéied of 15% while those realised by
non-residents were taxed at 35%.

Admittedly, because of the application to them of the essigre scale, residents were not
systematically entitled to a more favourable taxation tze honresidents in relation to the taxation
of capital gains realised upon the sale of assets owned for an®iyéess. Nevertheless, given that
non-residents were subject to a flat rate of 35% irrespectitteecdmount of the capital gain realised,
whereas residents were subject to that rate only when theallomeome reached a certain threshold,
non-residents were subject, at least in some circumstancadax liability greater than that borne by
residents.

As the Court has already held, in relation to ditaxes, the situations of residents and of
non-residents within a State are generally not comparable, bebauseome received in the territory
of a Member State by a non-resident is in most cases onlyteofphis total income, which is
concentrated at his place of residence, and because -eesidant’s personal ability to pay tax,
determined by reference to his aggregate income and his personal and if@nihstances, is easier to
assess at the place where his personal and financial interestentred, which in general is the place
where he is habitually resident (Cas€?9/93Schumacker [1995] ECR #225, paragraphs 31 and 32,
andGerritse, paragraph 43).
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Thus, the fact that a Member State does not gramidn-eesident certain tax benefits which it grants
to a resident is not, as a rule, discriminatory, having reggattle objective differences between the
situations of residents and of noesidents, from the point of view both of the source of their income
and of their personal ability to pay tax or their personal angilyfacircumstances Schumacker,
paragraph 34, an@erritse, paragraph 44).

In the present case, it is therefore necessaexamine whether there is an objective difference
between the situation of residents and that of non-residents wiaghallow the discriminatory
character of the legislation at issue to be disregarded and may bring thatidegigittin the exception
provided for in Article 58(1) EC.

As regards the argument that the difference in taxntent resulting from the application of that
legislation to non-residents must be examined together with theayj@msome tax system applicable
to residents and non-residents, and that non-residents cannot be cbiopasdents, because they
have in their State of residence other income which, unlike that of residentstakerointo account in
Spain, it must be observed that, first, at least in resgdbe taxation of capital gains accruing on the
disposal of assets owned for more than one year, only that typenagdargeted by the legislation in

guestion, whether the taxpayers are resident oiresident.

Secondly, the State in which the source of the incorsueted is in both cases the Kingdom of
Spain, since the legislation at issue targets only capital gaorsing on the disposal of assets owned
in Spain.

As regards the argument that, in relation to cagatials accruing on the disposal of assets owned for
more than one year, the purpose of the legislation at issu¢aiset@ccount of the personal situation of
the taxpayer in respect of payment of the tax, suffice it te skt the legislation contains nothing
capable of supporting that argument, since it concerns taxation leviedlat rate which is solely
dependent on the status of the taxpayer as resident oesaient.

Nor can that argument be supported by an applicatiGeroitse by way of analogy, as relied on by
the Kingdom of Spain. It has neither been demonstrated nor everedl#iat the legislation against
which the present action is directed, as distinct from th#&sae inGerritse, pursued, by means of
granting an advantageous tax treatment to residents, a social purpose. Ittfedipuwscontrast to what
the Court decided in paragraph 48G#rritse, it cannot, in the present case, be regarded as legitimate
to reserve the grant of that advantageous treatment to personeeeiverthe greater part of their
taxable income in the State of taxation, that is to say, as a general rule, residents.

As regards the double taxation agreements on which the Kingdommof&jes, it must be observed,
first, that the Kingdom of Spain has not claimed to have eniatecany double taxation agreement
with the States which are parties to the EEA Agreemeskt,Nas the Kingdom of Spain itself
acknowledges, a double taxation agreement has not been enteredtlintdl wther Member States.
Lastly, it is common ground that the double taxation agreements that are icatae€out only in part
the tax liability of non-residents in Spain.

It is clear moreover from the Court’s case-law tiratexistence of a double taxation agreement does
not mean that the income which a taxpayer receives in a\@t&iee he is not resident and which is
exclusively liable to tax in that State may not neverthdbestaken into consideration by the State of
residence when calculating the amount of the tax on the remanaioige of that taxpayer in order, in
particular, to reflect the principle that taxes should be apglregressively. It cannot therefore be
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validly argued that the fact that a taxpayer is non-resident erfa@bie® escape the application of that
rule. It follows that, in such circumstances, the two categoof taxpayers are in a comparable
situation with regard to that rule (see, to that effasicher, paragraphs 47 and 48).

In those circumstances, it must be concluded thatlation to the taxation of capital gains accruing
on the disposal of assets owned for more than one year, thetlegiglaissue does not correspond to
any difference in situation, for the purposes of Article 58(1) E&Sed on the taxpayers’ place of
residence (see, to that effelcenz, paragraph 33).

The same conclusion must be drawn as regards the taxation ofgap#akalised after no more than
one year.

First, the considerations adopted in paragraphs 58 and@dbthis judgment apply equally to
taxation of that kind.

Secondly, while the possibility cannot be ruled out thatitexaccording to a progressive scale is
capable of taking account of taxpayers’ ability to pay, the Kingdoi@paiin has not advanced any
evidence sufficient to establish that, in the present cas®uat is actually taken of the personal
situation of resident taxpayers in relation to the taxationapftal gains accruing on the disposal of
assets owned for one year or less.

It follows that the Kingdom of Spain’s argument, both ipeesof short-term and long-term capital
gains, that, with regard to the taxation at issue, residarmtsnon-residents are not in an objectively
comparable situation, is unfounded and therefore cannot be accepted.

It remains however to be considered whether, as camtle alternative by the Kingdom of Spain,
that difference in treatment of those two categories of taxpayew be justified by an overriding
reason in the public interest, such as the need to safeguard the cohesion of the tax system.

In that regard, it is clear from the case-lavhef@ourt that such an objective may justify a restriction
on the exercise of the fundamental freedoms guaranteed by the Treatyefdarean argument based
on such a justification to succeed, a direct link has toskebkshed between the granting of the tax
advantage concerned and the offsetting of that advantage by a pati@ulavy (Case €19/02
Manninen [2004] ECR 7477, paragraph 42).

According to the Kingdom of Spain, the tax legislatiossate seeks to avoid penalising residents, in
the context of the taxation of capital gains, by applying a progressale. As regards the taxation of
capital gains accruing on the disposal of assets owned for morerikayear, there is a direct link, for
residents, between the tax advantage resulting from the taxétibose capital gains at the flat rate of
15% and the progressive tax scale applicable to their total incdsnegards capital gains realised in
one year or less, the advantage of not being subject to a flaifra& is offset by residents being
subject to taxation according to a progressive scale on the whole of their worldwide income.

As regards the first of those situations, it must benadxehat the income to which the flat rate of
15% is applied is not subject to income tax according to a progressive scale. Theredaretivalidly
be claimed that the granting to residents of the tax advantaigsuai namely the taxation of that
income at a flat rate of 15%, is offset by the application mfogressive scale in respect of the taxation
of income.
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64  As regards the second situation, the advantage, for ithentetsixpayer, of not being subject to a flat
rate of 35% is admittedly, as a general rule, offset by thedditage of having the capital gains
concerned added to his total income and thereby subject to tagatiording to a progressive scale.
However, the possibility cannot be ruled out that, even when taxedat way, the capital gains
realised by residents may be less heavily taxed than those realised by non-residents.

65 In those circumstances, it must be concluded that ithere direct link between the advantages
granted to resident taxpayers and any offsetting as a result of a particular tax levy.

66 Consequently, the Court must reject the Kingdom of Spagusnant that the restriction stemming
from the legislation at issue is justified by the need to safeguard the cohesion ofahal tati system.

67 Since the provisions of Article 40 of the EEA agreemerd tiee same legal scope as the provisions,
identical in substance, of Article 56 EC (see Casg&2C/07 Commission v Netherlands [2009] ECR
[-0000, paragraph 33), the foregoing considerations can be appligtsmutandis to Article 40.

68 Having regard to all of the foregoing considerations, ¢ienabrought by the Commission must be
considered well founded.

69 In those circumstances, it must be declared thatehying differently, until 31 December 2006,
capital gains realised in Spain according to whether theg wade by residents or by non-residents,
the Kingdom of Spain failed to fulfil its obligations under Arti@l® EC and Article 40 of the EEA
Agreement.

Costs

70 Under Article 69(2) of the Rules of Procedure, the unsdatessty is to be ordered to pay the costs
if they have been applied for in the successful party’s pleadsigse the Kingdom of Spain has been
unsuccessful and the Commission has applied for costs, the Kingddpaiof must be ordered to pay
the costs.

On those grounds, the Court (First Chamber) hereby:

1. Declaresthat, by treating differently, until 31 December 2006, capital gainsrealised in Spain
according to whether they were made by residents or by non-residents, the Kingdom of
Spain failed to fulfil its obligations under Article 56 EC and Article 40 of the Agreement on
the European Economic Area of 2 May 1992,

2. OrderstheKingdom of Spain to pay the costs.

[Signatures]

* Language of the case: Spanish.
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