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JUDGMENT OF THE COURT (First Chamber)

3 June 2010%

(Failure of a Member State to fulfil obligations — Free movement of capital eleésy®6 EC and 40 of
the EEA Agreement — Difference in treatment — Dividends distributed to resident anesidemt
companies)

In Case G487/08,
ACTION under Article 226 EC for failure to fulfil obligations, brought on 11 November 2008,

European Commission, represented by R. Lyal and |. Martinez del Peral, actinéggents, with an
address for service in Luxembourg,

applicant,
v
Kingdom of Spain, represented by N. Diaz Abad, acting as Agent,
defendant,
THE COURT (First Chamber),

composed of A. Tizzano, President of the Chamber, E. Levits (RapporteuQrg\BBrthet, J.-J. Kasel
and M. Berger, Judges,

Advocate General: J. Mazak,

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

Judgment

1 By its application, the Commission of the European Qamtras seeks a declaration from the Court
that, by applying different treatment to dividends distributed dmeat and non-resident shareholders,
the Kingdom of Spain has failed to fulfil its obligations under &eti56 EC and Article 40 of the
Agreement on the European Economic Area of 2 May 1992 (OJ 1994 L 1, p.3) (‘the EEA Agreement’).

L egal background
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EEA Agreement
2 Article 40 of the EEA Agreement provides:

‘Within the framework of the provisions of this Agreement, thérallde no restrictions between the
Contracting Parties on the movement of capital belonging to perssidemt in [the European
Community] Member States or [the European Free Trade Associ@dibiA)] States and no
discrimination based on the nationality or on the place of resdeithe parties or on the place where
such capital is invested. Annex XII contains the provisions necessary to implementithes’ A

European Union law

3 Under Article 4(1) of Council Directive 90/435/EEC of 28yJ1990 on the common system of
taxation applicable in the case of parent companies and subsidiéritfferent Member States (OJ
1990 L 225, p. 6), as amended by Council Directive 2003/123/EC of 22 Deceétii:(0J 2004 L 7,
p. 41) (‘Directive 90/435’), provides:

‘Where a parent company or its permanent establishment, by virtthee @gfssociation of the parent
company with its subsidiary, receives distributed profits, taéeDf the parent company and the State
of its permanent establishment shall, except when the subsidiary is liquidated, either

- refrain from taxing such profits, or

- tax such profits while authorising the parent company and imapent establishment to deduct
from the amount of tax due that fraction of the corporation tax relatduws$e profits and paid by
the subsidiary and any lower-tier subsidiary, subject to the comditat at each tier a company
and its lower-tier subsidiary meet the requirements providethférticles 2 and 3, up to the
limit of the amount of the corresponding tax due.’

4 Article 5 of Directive 90/435 provides:
‘Profits which a subsidiary distributes to its parent company shall be exempt froholdihg tax.’
National legislation

5 According to Article 30(2) of the consolidated Law amporation tax (Ley del Impuesto sobre
Sociedades), adopted by Royal Decree-Law 4/2004 of 5 March 2004 (BOE No 61 of h12b24cp.
10951), (‘the Law on corporation tax’), a resident company which, tmménuous period of at least
one year, has a direct or indirect shareholding of 5% or more in the cag@tadtber resident company
may deduct from its taxable income the whole amount of the gross dividend received.

6 The dividends referred to in Article 30(2) of the Law on corporation tax are efxemphe deduction
at source, in accordance with Article 140(4)(d) of that law.

7 Article 14(1) of the consolidated Law on the tax onrtheme of norresidents (Texto Refundido de
la Ley del Impuesto sobre la Renta de no Residentes), adoptayhy Decree-Law No 5/2004 of 5
March 2004 (BOE No 62 of 12 March 2004, p. 11176, ‘the Law on tkeotathe income of
non-residents’), provides as follows:

‘The following income is exempt:
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(h) Profits distributed by subsidiaries resident in Spaitmeir parent companies resident in other
Member States of the European Union or to other permanent dutadtiss situated in other Member
States, where the following conditions are fulfilled:

1.  The parent company and the subsidiary are subject, endo&t State of the European Union, to
one of the taxes on profits of legal persons mentioned in Arti¢lg(2]] of Directive 90/435 ... and
which are not exempt, in the State in which they are situated.

2. The distribution of profits does not result from the liquidation of the subsidiary company.

3.  The parent and subsidiary companies take one of the forms listed in théoabinective 90/435

“Parent company” means a company which has a direct shareholdingledsa 20% in another
company, the second company being therefore regarded as the suludidieryirst. That percentage
shall be reduced to 15% from 1 January 2007 and to 10% from 1 January 2009.

The aforementioned shareholding must have been held without interrfgtiome year preceding the
day on which the distributed profits fall due. If not, it mustdtained throughout the period necessary
to complete the one year required. In the latter case, theviax is repaid when the required retention
period has elapsed.

Notwithstanding the foregoing, the Minister for the Economy and Finavae declare, subject to

reciprocity, that subparagraph (h) applies to subsidiary companhies vake a legal form other than

those provided for in the annex to Directive [90/435] and to the prdiitributed to a parent company
which has a direct shareholding of at least 10% in a subsidianpany resident in Spain, so long as
the other conditions set out in subparagraph (h) are satisfied.’

Other non-resident companies having a shareholding indemesompany are subject to tax on
dividends paid by the latter.

Pre-litigation procedure

On 18 October 2005, the Commission sent to the Kingdomaih & letter of formal notice stating
that, in so far as the relevant Spanish legislation requibesresident companies to have a higher
shareholding threshold than that imposed on resident companies, mt@rdenefit from the tax
exemption on dividends, it might be incompatible with Article 56 &@ Article 40 of the EEA
Agreement.

The Kingdom of Spain replied by letter of 3 January 2006, ifiign in particular, that it is
incumbent on the Member State of residence to prevent economic doublenteesad that the relevant
Spanish legislation does not add to the tax burden on dividends deddriloubon-resident companies
since, in order to assess the tax burden on an investmeatnacoust be taken of the definitive
taxation of the transaction as a whole.
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11 Since the Commission did not regard the Kingdom of Spaiolg as satisfactory, it sent a reasoned
opinion to that Member State on 13 July 2006, requesting that thesaegeneasures for compliance
be taken within a period of two months from the date of receipt of the opinion.

12  The Kingdom of Spain replied to that opinion by letter Gictbber 2006, denying any discrimination
or restriction on the free movement of capital. The Commissioinbeing satisfied with such a reply,
decided to bring the present proceedings.

Theaction
Arguments of the parties

13 The Commission submits that, by making the exemption oded$ distributed by companies
resident in Spain subject to a shareholding threshold for recip@npanies which is higher for
non-resident recipient companies, namely, 20%, than for residgrierdccompanies, namely, 5%, the
relevant Spanish legislation infringes Article 56 EC and Article 40 of the EEA Agnate

14 The Kingdom of Spain operates a discriminatory differam¢eeatment between non-resident and
resident companies. If the shareholding of the resident recipiengacgnin the distributing company
reaches 5%, dividends distributed to it are exempted from taxeadien the case of a non-resident
recipient company, the exemption applies only where the shareholding threshold of 20% is reached.

15 According to the Commission, the case-law deriving fteenjudgment in Case-379/05Amurta
[2007] ECR 19569, in which the Court held that, as regards shareholdings not cdye@idective
90/435, Articles 56 EC and 58 EC preclude the application of a witimgpltax on dividends
distributed to nofresident companies while exempting from that tax the dividends paidstdent
companies, is clearly transposable to the situation which is the sabjee present proceedings and is
sufficient to found the latter.

16 In addition, such a difference in treatment might disuan-resident investors from investing in the
shareholdings of companies which are resident in Spain, even ifvd@y able to benefit from the
deductions provided for by the national law of their State or a conveotidghe avoidance of double
taxation.

17 Although the Court held ismurta that it cannot be excluded that a Member State may suateed |
ensuring compliance with its obligations under the EC Treaty thrdw@lkdnclusion of a convention
for the avoidance of double taxation with another Member Statg,iit the Commission’s view, clear
from the judgment of the EFTA Court in Case E-1Fdkus BankEFTA Court Report [2004] p. 15,
paragraphs 37 and 38, that the State of the source of the income cannot justify disegirtreaiment,
even by concluding an agreement which grants a tax advantage Methleer State of residence. A
Member State cannot shift its obligation to comply with the otibga imposed on it by the Treaty to
another Member State and rely on the other State to make good the discrimination.

18 Even if it is conceded that a convention for the avoidanceuile taxation is able to neutralise
unfavourable treatment by a Member State, such neutralisatiomdbescur in the present case. The
conventions concluded by the Kingdom of Spain do not guarantee the recowdryhef tax paid in
that Member State, in particular because of the exemption fidg@pplied by the State of residence
of the recipient company to dividends in general or to those from Mbeerber States, making it
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impossible to recover all the tax paid in Spain.

In any event, a Member State cannot rely on the eeestEf a tax advantage granted unilaterally by
another Member State in order to escape its obligations undereaty TAmurtg paragraph 78).
Therefore, the Kingdom of Spain cannot in any circumstances rellgeoaxemption of dividends in
other Member States granted unilaterally by the Republic of Cyprus, becausegterk of Spain has
not concluded a double taxation agreement with that Member State.

Nor can the Kingdom of Spain rely on the argument thatfar the State of residence to eliminate
legal double taxation. While the powers of the State of the soutbe aicome must be distinguished
from those of the State of residence, neither State may sxdhat competence in a discriminatory
manner.

The Kingdom of Spain denies the alleged failure to fifibbligations under Article 56 EC and
Article 40 of the EEA Agreement.

The Kingdom of Spain contends, firstly, that the situations govbynadicle 14(1)(h) of the Law on
the tax on the income of non-residents, applicable to the distribofiatividends by companies
resident in Spain to companies resident in another Member, StateArticles 30(2) and 140(4)(d) of
the Law on corporation tax, applicable to dividends distributed bateempanies residing in Spain,
are not comparable.

Although, with respect to dividends distributed to compamgislent in Spain, Article 30(2) in
conjunction with Article 140(4)(d) of the Law on corporation tax are intended to avoidstomeuble
taxation, it is not for the Kingdom of Spain, as the Member Statehich the income is generated and
which, in accordance with generally accepted rules of intemmaltitax law, has taxation priority, to
avoid international double taxation of dividends paid to non-resident corspdiiat task is for the
State of residence of the company receiving the dividends.

The Court has confirmed, in particular, in the judgmen@ase €374/04Test Claimants in Class IV
of the ACT Group Litigatioj2006] ECR 111673, paragraph 58, and Case€&2/07 Truck Center
[2008] ECR 10767, paragraph 42, the distinction between the powers of the Stasedeince of the
recipient company and those of the State of the source of the inG@miarly, Article 4(1) of
Directive 90/435 requires the Member State of residence of temtpeompany which receives the
profits distributed by a subsidiary resident in another Member State to prevent doula taxat

Secondly, the Kingdom of Spain states that the relevamtis8pkegislation does not lead to
unfavourable treatment of non-resident companies because the definitive taxatiomasfdhetion as a
whole must be considered. That involves taking account of the tax pdigidends in the tax payable
in the State of residence of the recipient company as weheaprocedure for eliminating double
taxation. Even if the Spanish legislation granted identicatresa¢ment to the dividends received by
resident and non-resident companies, it would impossible to guariduatieéhe definitive taxation
would be the same. Therefore, the relevant Spanish legislatiennaoedy itself lead to the higher
taxation of dividends paid to non-resident companies and does not shbjéattér to discriminatory
treatment.

In addition, because the Kingdom of Spain wishes to aveéties of charges to tax on dividends
received by resident companies by means of an exemption, itsoagravided for the same advantage
in conventions for the avoidance of double taxation concluded by it wsfhece to the dividends
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received by non-resident companies. The Kingdom of Spain has concludssimagts for the
avoidance of double taxation by means of a method of deduction, whitle, etd of the period laid
down in the reasoned opinion, were in force in all the MembateS§t with the exception of the
Republic of Cyprus, and in all the EFTA States with which information exchanges exist.

Although a convention for the avoidance of double taxation, subhtancluded with the Kingdom
of the Netherlands, does not enable the tax levied in the Kingdorpaoh $ be offset, since the
Kingdom of the Netherlands has put in place an exemption schemeitterdis, that results from the
exercise in parallel by two Member States of their fistalereignty. In accordance with the case-law
of the Court, the adverse consequences arising from the dispbetiesen the rules of the Member
States cannot be criticised for that reason by the law of the European UnioiC{&B3®4Kerckhaert
and Morres[2006] ECR 110967, paragraph 20, and Case€@3/05 Columbus Container Services
[2007] ECR +10451, paragraph 43).

So far as concerns the Republic of Cyprus, with whicmégetiations on the conclusion of a
convention for the avoidance of double taxation are at an advanced tsiage€ngdom of Spain
provides in its domestic law for a general exemption for dividerwds fsther Member States, so that
double taxation does not occur.

Thirdly, the case-law resulting from the judgmen®&nmurtaandFokus Bankis not applicable in the
present case in the manner alleged by the Commission.

As regardémurtg it is clear from paragraphs 79 and 80 thereof that, in gpite difference in
treatment, there is no restriction on the free movementmfatavhere the effects of the taxation of
dividends by the State of the source of the income are neutratiste@ iState of residence of the
recipient company. The procedures contained in the conventions for tldaraaiof double taxation
concluded by the Kingdom of Spain neutralise the effects of theidaxatt dividends by Spain and
should not be treated as actual or potential tax advantages in other Member States.

Nor can it be asserted that the conclusion of a convention for the avoidance of doubteitaxdvies
transferring to the Member State which is the other partheéoconvention the obligation to comply
with the obligations laid down by the Treaty, for it is an agrent between two Member States
concerning the allocation of their respective powers of taxatmomgito eliminate double taxation. It
is for the Member States to take the measures necessampoith double taxation by applying, in
particular, the apportionment criteria followed in international tax practice.

As regards the judgmenthiokus Bankcited above, it is not to be read as indicating that the sourc
State cannot, in principle, rely on the provisions of a convention for the aveidadouble taxation in
order to reduce the double taxation for which it is responsible, suelading being contrary to the
case-law of the Court and, in particularAmurta on which the Commission has based its action.

Fourthly, the refusal to take account of conventions for wbelance of double taxation would
compromise the tax sovereignty of the Kingdom of Spain with respeitte taxation of dividends
distributed to non-residents.

Findings of the Court

As a preliminary point, it must be observed that, according to consistent case-tpugstios whether
a Member State has failed to fulfil its obligations must beerdaned by reference to the situation
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obtaining in the Member State at the end of the period laid down in the reasoned opinion (sédi@, inter a
Case G173/01Commissiornv Greece[2002] ECR 16129, paragraph 7; Case319/03Commissiornv
Luxembourg2005] ECR #3067, paragraph 18; and Casé&&2/07 Commissiorv Spain[2009] ECR
[-0000, paragraph 23).

35 In the present case, that period expired two montasthé receipt by the Kingdom of Spain of the
reasoned opinion sent to it on 13 July 2006 and, in accordance etfikbd scase-law, subsequent
changes cannot be taken into account by the Court (see, in particasa €135/03 Commissionv
Spain[2005] ECR 6909, paragraph 31).

36  Therefore, the fact that, in accordance with thensesubparagraph of Article 14(1)(h)(3) of the Law
on the tax on the income of non-residents, the percentage of thénadteng required in the
distributing company was reduced to 15% from 1 January 2007 and t&rdf% January 2009 is not
relevant in this case.

Infringement of Article 56(1) EC

37 According to settled case-law, although direct tamdtlls within their competence, Member States
must none the less exercise that competence consistently withefaarUnion law (see, inter aliggst
Claimants in Class IV of the ACT Group Litigatigmaragraph 36Amurtg cited above, paragraph 16;

and Case &40/07Commissiorv Italy [2009] ECR 0000, paragraph 28).

38 It must also be noted that, in the absence of any unidyihgrmonising measures at European Union
level, Member States retain the power to define, by treaty tatewally, the criteria for allocating their
powers of taxation, particularly with a view to eliminating double taxati@s€dz336/96Gilly [1998]
ECR [-2793, paragraphs 24 and 30; Case3@Z/97 Saint-Gobain ZN[1999] ECR 16161,
paragraph 57Amurta paragraph 17; andommissiorv Italy, paragraph 29).

39 As appears particularly from the third recitalhie preamble to Directive 90/435, the aim of that
directive is, by the introduction of a common system of taxatiorglitoinate any disadvantage to
cooperation between companies of different Member States as remimpah cooperation between
companies of the same Member State and thereby to facihitgrouping together of companies at
European Union level (Case-Z94/99 Athinaiki Zithopiia[2001] ECR 16797, paragraph 25; Case
C-446/04Test Claimants in the FIl Group Litigatidg006] ECR 11753, paragraph 103; aAanurta
paragraph 18).

40 In respect of shareholdings not covered by Directive 90/435fort the Member States to determine
whether, and to what extent, economic double taxation or a ser@sanjes to tax on distributed
profits is to be avoided and, for that purpose, to establish, eitileterally or through double taxation
conventions concluded with other Member States, procedures intengedvent or mitigate such
economic double taxation or series of charges to tax. Howeverdas not of itself mean that the
Member States are entitled to impose measures that contridneefreedoms of movement guaranteed
by the Treaty (se€lest Claimants in Class IV of the ACT Group Litigatiparagraph 54Amurta
paragraph 24; an@dommissiorv Italy, cited above, paragraph 31).

41 In this case, in accordance with Article 30(2) ofLthe on corporation tax, the dividends distributed
by a company resident in Spain to another company resident in\8paim has held, for a continuous
period of at least one year, a direct or indirect shareholding ajr5#ore in the distributing company
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may be deducted in full from the taxable income of the recipempany and are, in addition, exempt
from withholding tax, in accordance with Article 140(4)(d) of thevlan corporation tax. However, as
regards the dividends distributed by a company resident in Spaircdampany resident in another
Member State, they are exempt, in accordance with Aiti¢{é¢) of the Law on the tax on the income
of nonresidents, only where the recipient company had a direct sharehatditige distributing
company of at least 20%.

Therefore, it must be observed that, as regards recipient companies haveeq B8 and 20% of the
shareholding in the distributing company, the relevant Spanish kewmislaperates a difference in
treatment between recipient companies resident in Spain aipierg companies resident in another
Member State, only the dividends paid to the former being exempt from tax.

Such a difference in treatment is capable of tawaiksg companies established in other Member
States from investing in Spain and therefore constitutestréictiesm on the free movement of capital,
prohibited, in principle, by Article 56(1) EC.

It needs to be examined, however, whether that restricti the free movement of capital may be
justified, having regard to the provisions of the Treaty.

According to Article 58(1) EC, ‘Article 56 shall bé&hout prejudice to the right of Member States ...
to apply the relevant provisions of their tax law which distinguish betwsegayers who are not in the
same situation with regard to their place of residence ...’

It must also be noted that the derogation laid downriiclé 58(1)(a) EC is itself limited by
Article 58(3) EC, which provides that the national provisions redetwen Article 58(1) EC ‘shall not
constitute a means of arbitrary discrimination or a disguisgda&on on the free movement of capital
and payments as defined in Article 56'.

The differences in treatment authorised by Articld )8 EC must thus be distinguished from the
forms of discrimination prohibited by Article 58(3) EC. The ckse-of the Court shows that in order,
for national tax legislation such as that at issue here tapmbte of being regarded as compatible with
the provisions of the Treaty on the free movement of capital, ffezafice in treatment must concern
situations which are not objectively comparable or be justifiedrbgverriding reason relating to the
public interest (Case-35/98Verkooijen[2000] ECR #4071, paragraph 43; Case319/02Manninen
[2004] ECR 7477, paragraph 2&murta paragraph 32; andommissiorv Italy, paragraph 49).

It therefore needs to be established whether, having regard to the®bjettte national legislation at
issue, companies receiving dividends which are resident in Spdirthase established in another
Member State are in comparable situations.

The Kingdom of Spain contends that the objective of the releasional legislation applicable to
companies resident in Spain is to prevent double taxation. With regectit an objective, companies
resident in another Member State are not in a comparable@itubécause the prevention of double
taxation of dividends paid to those companies is not incumbent on the Kirgfddpain, as the State
of the source of the income, but on the State of residence of those companies.

It is to be borne in mind that the Court has already heldriithg context of measures laid down by a
Member State in order to prevent or mitigate the imposition érees of charges to tax on, or the
economic double taxation of, profits distributed by a resident compasiglent shareholders receiving
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dividends are not necessarily in a situation which is compatabtbat of shareholders receiving
dividends who are resident in another Member State (Cas@0@5 Denkavit Internationaal and

Denkavit Francg2006] ECR 111949, paragraph 3#murta paragraph 37; an@ommissiorv Italy,
cited above, paragraph 51).

51 However, as soon as a Member State, either unlilaterdy way of a convention, imposes a charge
to tax on the income, not only of resident shareholders, but alsorefesident shareholders, from
dividends which they receive from a resident company, the situattiltose non-resident shareholders
becomes comparable to that of resident sharehol@est Claimants in Class IV of the ACT Group
Litigation, paragraph 68Denkavit Internationaal and Denkavit Francearagraph 35Amurta
paragraph 38; andommissiorv Italy, paragraph 52).

52 It is solely because of the exercise by that Statts giower of taxation that, irrespective of any
taxation in another Member State, a risk of a series ofjebap tax or economic double taxation may
arise. In such a case, in order for fresident companies receiving dividends not to be subject to a
restriction on the free movement of capital prohibited, in principle, bylai6é EC, the State in which
the company making the distribution is resident is obliged to enbateunder the procedures laid
down by its national law in order to prevent or mitigate a serfdiabilities to tax or economic double
taxation, non-resident shareholder companies are subject to théreatment as resident shareholder
companies Test Claimants in Class IV of the ACT Group Litigatiggaragraph 70Amurta
paragraph 39; andommissiorv Italy, paragraph 53).

53 It must, in the circumstances of this case, bedstaat the Kingdom of Spain chose to exercise its
power of taxation over dividends distributed to companies establishemther Member States.
Non-resident recipients of those dividends thus find themselves itnagisy comparable to that of
resident companies as regards the risk of economic double taxatimdehds distributed by resident
companies, so that non-resident recipients cannot be treated differently fromtrescgeents.

54 In that regard, the reference by the Kingdom of Spaimetgudgment infruck Centeris irrelevant.
The difference in treatment between companies receiving indmone capital, established by the
legislation at issue in the main proceedings which gave risthab judgment, consisted in the
application of different taxation arrangements to companies isstedhl in Belgium and to those
established in another Member Stafeu¢k Center paragraph 41). However, under the legislation at
issue in the present case, the dividends paid to companies residanther Member State are taxed,
whereas the dividends paid to companies resident in Spain are exempt.

55  The Kingdom of Spain also submits that the relevant Spagistaten does not lead to unfavourable
treatment of companies resident in another Member State, for accourdeniaken of the treatment of
the dividends received in the Member State of residence of ¢ipger® company. First, it is clear that
any greater tax burden imposed on dividends paid to non-resident cosisandgg attributable solely
to the Kingdom of Spain, but stems from the parallel exerciseegbower of taxation by the Kingdom
of Spain and the Member State of residence of the recipient cgnfpacond, the method of deduction
established by the conventions to avoid double taxation concluded byrip@okii of Spain prevent a
series of charges to tax similar to the exemption applidablee dividends distributed to companies
resident in Spain.

56 On the first point, the Court has already ruled thadibedvantages which could arise from the
parallel exercise of powers of taxation by different Member Statéise textent that such an exercise is
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not discriminatory, do not constitute restrictions prohibited by thetyf(eae, to that effecKerckhaert
and Morres paragraphs 19, 20 and 24; Casd@92/060range European Smallcap Fufi2008] ECR
1-3747, paragraphs 41, 42 and 47; and Cad2&08Damseau¥2009] ECR 10000, paragraph 27).

57  However, in the present case, as was held in paragraph 53 of this judigenentavourable treatment
of the dividends distributed to recipient companies resident in and#aber State arises solely from
the exercise by the Kingdom of Spain of its power of taxation and is, therefore, attriboiible t

58 As regards the second point, it is true that the Couttdidghat the possibility cannot be excluded
that a Member State might succeed in ensuring complianceitaitbligations under the Treaty by
concluding a convention for the avoidance of double taxation with anotheb&ie®tate (see, to that
effect, Test Claimants in Class IV of the ACT Group Litigatiparagraph 71Amurta paragraph 79;
andCommissiorv Italy, paragraph 36).

59 However, it is necessary for that purpose that applicatisuncbfa convention should allow the effects
of the difference in treatment under national legislation to be compdrisat&hus, the Court has held
that the difference in treatment between dividends distributedotopanies established in other
Member States and those distributed to resident companies dadisaputear unless the tax withheld
at source under national legislation can be set off againstXftriéain the other Member State in the
full amount of the difference in treatment arising under the ndtiegsslation (seeCommissionv
Italy, cited above, paragraph 37).

60 In order to attain the objective of neutralisation ajy@ication of the method of deduction relied on
by the Kingdom of Spain should therefore enable the tax on dividendd layvithat Member State to
be deducted in its entirety from the tax due in the Membee Sfaesidence of the recipient company,
so that if the dividends received by that company were ultimdaselgd more heavily than the
dividends paid to companies resident in Spain, that heavier tax beodiEhno longer be attributed to
the Kingdom of Spain, but to the State of residence of the compaeivingc dividends which
exercised its power to impose taxes.

61 In the present case, the majority of the conventionkdaavoidance of double taxation concluded by
the Kingdom of Spain provide that the amount deducted or set off inctesfpax withheld in Spain
cannot exceed the fraction of the tax in the Member Statesafance paid by the recipient company,
calculated before the deduction, corresponding to taxable income in Spain.

62 Therefore, the difference in treatment may be n&@dabnly where the dividends from Spain are
sufficiently taxed in the other Member State. If those divideardsnot taxed, or are not sufficiently
taxed, the sum withheld in Spain or a part thereof cannot be dedlrctbet case, the difference in
treatment arising from the application of national legislatiannot be compensated for by applying
provisions of the double taxation convention (€s@nmissiorv Italy, paragraph 38).

63  That finding applies even where the conventions for the avoidance of double taxatfiotecbimyg the
Kingdom of Spain do not provide for the deduction to be limited to thetibn of the tax in the
Member State of residence paid by the company receiving dividesddslated before the deduction,
corresponding to income taxable in Spain, but provide that the taxl levipain is to be deducted
from the tax relating to that income in the Member Statesiflence. If those dividends are not taxed
or are not sufficiently taxed, the sum withheld in Spain or a part thereof cannot be deducted.

64  The choice as to whether to tax income from Spain in the other Membear $tatéevel at which it is
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to be taxed, depends not on the Kingdom of Spain but on the tax rdle®van by the other Member
State. The Kingdom of Spain is therefore wrong to argue that deductioa @it withheld at source in
Spain against the tax due in the other Member State, pursuduet poovisions of conventions for the
avoidance of double taxation, allows in all cases for the differemdeeatment arising from the
application of national legislation to be neutralised (€@mmissiorv Italy, paragraph 39).

The Kingdom of Spain also stated that it has not yetuabeatla convention for the avoidance of
double taxation with the Republic of Cyprus, but it provides in its domestic law for a getergt®n
on dividends from other Member States, so that double taxation does not occur.

First, a Member State cannot rely on the existenagtat advantage granted unilaterally by another
Member State in order to escape its obligations under the Temtyrta cited above, paragraph 78).
Second, in the present case, an exemption such as that grarttedR@ptblic of Cyprus cannot in any
event neutralise the double taxation arising from the exercideeliyihgdom of Spain of its powers of
taxation.

Taking account of the foregoing, it must be held, first, ttieatdifference in treatment to which the
Kingdom of Spain subjects dividends paid to companies resident in another Member Stat@aasctcom
with dividends paid to companies resident in Spain cannot begdshyi the difference in the situation
of those companies and, second, that the disadvantages arising frodifféhahce in treatment of
companies resident in other Member States is not neutralistee lppnventions for the avoidance of
double taxation concluded by the Kingdom of Spain.

Since the Kingdom of Spain has not put forward any overridagpn relating to the public interest
justifying the restriction on the free movement of capital thataldished, it must be held that the
complaint relating to the infringement of Article 56(1) EC is well founded.

It is clear from all the foregoing that, by makingakemption of dividends distributed by companies
resident in Spain subject to a level of holding by the recipiemipanies in the distributing companies
which is higher for recipient companies residing in another Mei@tage than for recipient companies
resident in Spain, the Kingdom of Spain has failed to fulfil its obligations under Articlg B[

Infringement of Article 40 of the EEA Agreement

As a preliminary point, it must be recalled thatGbart may of its own motion examine whether the
conditions laid down in Article 226 EC for bringing an action failuire to fulfil obligations are
satisfied (Case 362/90 Commissionv lItaly [1992] ECR 12353, paragraph 8; Case-439/99
Commissionv Italy [2002] ECR #305, paragraph 8; Case-98/04 Commissionv United Kingdom
[2006] ECR #4003, paragraph 16; and Casel@5/04 Commissionv Finland [2007] ECR #3351,
paragraph 21).

By virtue of Article 21 of the Statute of the Court o$tite and Article 38(1)(c) of the Rules of
Procedure of the Court, the application must contain the subjetrnuditthe dispute and a brief
statement of the pleas in law on which the application ischa@ssordingly, in any application lodged
under Article 226 EC, the Commission must indicate the spemfigplaints upon which the Court is
called to rule and, at the very least in summary formJefel and factual particulars on which those
complaints are based (see, inter alia, Cas@9@07 Commissionv United Kingdom[2009] ECR
[-0000, paragraph 339).
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72 In the present case, when it alleges infringemerttdbKingdom of Spain of Article 40 of the EEA
Agreement, the Commission merely refers to the differemdeeatment arising from Article 14(1) of
the Law on the tax on the income of non-residents as comparethwitteatment of dividends paid to
companies resident in Spain.

73 It must be held, as is clear from the very wording atlari4(1) of the Law on the tax on the income
of non-residents, that that provision applies only to dividends distriiatedmpanies established in
other Member States.

74 Since the Commission has failed to provide informatating to the legislation on dividends
distributed to companies established in the EFTA State€db& does not have sufficient evidence to
enable it to determine precisely the scope of the infringemeArtmie 40 of the EEA Agreement
allegedly committed by the Kingdom of Spain and thus to determhether there is a breach of
obligations as claimed by the Commission.

75 Accordingly, the complaint relating to the infringemenfuicle 40 of the EEA Agreement must be
dismissed as inadmissible.

Costs

76  Under Article 69(2) of the Rules of Procedure, the unsduatessty is to be ordered to pay the costs,
if they have been applied for in the successful party’s pleaduhgder Article 69(3) of the Rules of
Procedure, the Court may, where each party succeeds on sorf@lsand other heads, or where the
circumstances are exceptional, order that the costs be shatteat tne parties bear their own costs.
Since the Commission’s application has been upheld only in part, eagimpattbe ordered to bear its
own Costs.

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

1 Declares that, by making the exemption of dividends distributed by companies resident in
Spain subject to a level of holding by the recipient companies in the distributing companies
which is higher for recipient companiesresiding in another Member State than for recipient
companies resident in Spain, the Kingdom of Spain has failed to fulfil its obligations under
Article56(1) EC.

2. Dismissestheaction asto the remainder.
3.  Ordersthe European Commission and the Kingdom of Spain to bear their own costs.

[Signatures]

**Language of the case: Spanish.
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