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JUDGMENT OF THE COURT (First Chamber)

20 October 2011*|

(Failure of a Member State to fulfil obligations — Free movement of capital ele\Bi EC and
Article 40 of the Agreement on the European Economic Area — Taxation of dividends — Dividends
distributed to companies established in national territory and to companies eddahlishether
Member State or a State of the European Economic Area — Different treatment)

In Case G284/09,

ACTION under Article 226 EC for failure to fulfil obligations, brought on 23 July 2009,

European Commission represented by R. Lyal and-B. Killmann, acting as Agents, with an
address for service in Luxembourg,

applicant,
%

Federal Republic of Germany represented by M. Lumma and C. Blaschke, acting as Agetds,
Professor H. Kube,

defendant,
THE COURT (First Chamber),

composed of A. Tizzano, President of the Chamber, M. Safjan, M, [ledievits (Rapporteur) and
J-J. Kasel, Judges,

Advocate General: E. Sharpston,

Registrar: B. Fulop, Administrator,

having regard to the written procedure and further to the hearing on 9 December 2010,

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

gives the following

Judgment

By its application the Commission of the European Qamitias asks the Court to declare that, by
taxing dividends distributed to a company with its registeredeoffi another Member State or in
the European Economic Area (EEA) more heavily in economic terms than dividends @dttdoat
company with its registered office in its territory, thedEral Republic of Germany has failed to
fulfil its obligations under Article 56 EC where the thresholddgrarent company’s holding in the
capital of its subsidiary laid down in Council Directive 90/435/EEC of 23 July 199%eotoimmon
system of taxation applicable in the case of parent companiesubaiiiaries of different Member
States (OJ 1990 L 225, p. 6), as amended by Council Directive 2003/1@8822@Mecember 2003
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(OJ 2004 L 7, p. 41) (‘Directive 90/435’), is not reached, and underlé&#0 of the Agreement on
the European Economic Area of 2 May 1992 (OJ 1994 L 1, p. 3, ‘the EEA Agreemend)far as
the Republic of Iceland and the Kingdom of Norway are concerned.

Legal context
The EEA Agreement
2 Article 40 of the EEA Agreement provides:

‘Within the framework of the provisions of this Agreement, théralsde no restrictions between
the Contracting Parties on the movement of capital belonging torgerssident in [European
Union] Member States or [European Free Trade Association (FFSEAtes and no discrimination
based on the nationality or on the place of residence of the parties or on thel@eesweh capital
is invested. Annex XIlI contains the provisions necessary to implement this Article.’

European Union law
3 Article 3(1) of Directive 90/435 provides:
‘For the purposes of applying this Directive:

(a) the status of parent company shall be attributecstt e any company of a Member State
which fulfils the conditions set out in Article 2 and has a mumn holding of 20% in the
capital of a company of another Member State fulfilling the same conditions;

from 1 January 2007 the minimum holding percentage shall be 15%;

from 1 January 2009 the minimum holding percentage shall be 10%;

4 Under Article 5(1) of Directive 90/435, profits which a subsjdiistributes to its parent company
are exempt from withholding tax.

National legislation
Taxation of dividends generally

5 The German system of taxation of income from cagédalves from the Law on Income Tax
(Einkommensteuergesetz, BGBI. 2002 |, p. 4210, in the version publisiB@Bl. 2003 |, p. 179,
‘the EStG’) in conjunction, as regards the taxation of legal persutts the Law on Corporation
Tax (Korperschaftsteuergesetz, BGBI. 2002 |, p. 4144, ‘the KST®&8 relevant provisions, in the
version applicable to the present case, were those set out in paragraphs 6 to 15 below.

6 Under Paragraph 20(1)(1) of the EStG:
‘Income from capital includes:

1. profit shares (dividends) ... from shares in companies lvitlied liability, trading
cooperatives, and mining associations which have the rights of lgpksgan. Other receipts
also include covert distributions of profits. The receipts are not part of incomeanaothey
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derive from distributions by a corporation for which amounts from idealf deposit account
within the meaning of Paragraph 27 of the [KStG] are deemed to be used.’

Paragraph 43 of the EStG, ‘Income from capital with deduction of tax’, provides in subparagraph 1
first sentence, point 1, and third sentence:

‘In the case of the following domestic, and in the case of p@i@sand 8 and the second sentence
also foreign, income from capital, income tax is levied by désluétom the income from capital
(tax on income from capital):

1. income from capital within the meaning of Paragraph 20(1)(1) and (2);

The tax is to be deducted notwithstanding Paragraphs 3(40) and 8b of the [KStG].’

Under Paragraph 44(1), first to third sentenced)eoEStG, relating to the payment of tax on
income from capital:

‘The person liable to pay the tax on income from capitalherdases in Paragraph 43(1), first
sentence, [point 1] ... is the creditor of the income from capita. tax on income from capital
arises at the time when the creditor receives the income dapmal. At that time, in the cases in
Paragraph 43(1), first sentence, points 1 to 4 ... the debtor ohdbee from capital ... must
deduct the tax, on account of the creditor of the income from capital.’

Calculation of the tax on income from capital is goegrby Paragraph 43a(1)(1) of the EStG,
which reads as follows:

‘The tax on income from capital amounts to
1. inthe cases in Paragraph 43(1), first sentence, [point 1], ...
25% of the income from capital; ...’

In the case of dividends paid by a subsidiary, Paragrap)) Btst sentence, of the KStG provides
that they are not to be taken into account in calculating the income of the parent company.

Taxation of dividends distributed to a company whose registered office is in Germany

As regards the taxation of dividends distributed to a aoynpénose registered office is in
Germany, Paragraph 31(1), first sentence, of the KStG refers to the relevanbpsowfghe EStG.

Paragraph 36(2)(2) and (4), second sentence, of thedeBilag with the arising and discharging
of income tax, reads as follows:

‘(2)  Set off against income tax are:

2. income tax levied by means of tax deduction, in sasféiris due on ... receipts which, under
... Paragraph 8b(1) and (6), second sentence, of the [KStG], at@keatinto account when
ascertaining income, and reimbursement has not been applieddamied out. The income
tax levied by tax deduction is not set off if the certificgpecified in Paragraph 45a(2) or (3)
has not been produced. ...
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(4) ... If, after the calculation, there is an excestavour of the taxpayer, this is paid to the
taxpayer after notification of the tax assessment.’

Taxation of dividends distributed to a company whose registered office is not in Germany

13 Companies which have neither their management nor theiteregi office in Germany or do not
have unlimited liability to tax in Germany are regarded, uidgagraph 2 of the KStG, as having
limited liability to tax in respect of income received in Germany.

14 Under Paragraph 32(1)(2) of the KStG, where the perseivingcthe income has limited tax
liability in Germany, corporation tax in respect of income acibjo withholding tax is definitively
paid by the withholding tax.

15 Paragraph 43b of the EStG provides that, on applicatiohebtaxpayer, tax on income from
capital will not be charged where the holding of a parent compaaplisbed in a Member State
other than the Federal Republic of Germany in the capital clultsidiary reaches the threshold
provided for in Article 3(1)(a) of Directive 90/435.

Conventions for the prevention of double taxation

16 The conventions for the prevention of double taxation concluded Wyettexal Republic of
Germany with all the other Member States and with the Repuabliceland and the Kingdom of
Norway include provisions relating to the setting off of withholding tax charg€grmany against
the amount of tax due in the Member State in which the parergasgms established. The amount
of the tax credit cannot exceed the proportion of tax, calculatedelthe setting off, which relates
to the income from Germany, and the conventions do not provide forithbureement of any
credit balance resulting from the difference between the burdetaxofn the Member State
concerned and the withholding tax in Germany.

Pre-litigation procedure

17 By letter of formal notice of 12 October 2005, the Comamsdrew the attention of the Federal
Republic of Germany to the doubts it entertained as to the cdmtipativith Article 56 EC and
Article 40 of the EEA Agreement of the German system of i@xadf dividends, in that it gave
preferential tax treatment to resident companies in recéigividends, compared to companies in
receipt of dividends established in another Member State or in a State party to tAgEEAent.

18 The German Government replied to the letter of formal notice by letter of 21 De@&@bher

19 On 27 June 2007 the Commission sent the Federal Repuldgrmobiny a reasoned opinion in
which it stated that it regarded it as incompatible with Article 6&Hat the combined effect of any
national withholding tax and national income tax for domestic dividesttisol lower taxation than
the withholding tax on dividends leaving the country.

20 By letter of 28 July 2007, the German Government pointea disgtrepancy between the letter of
formal notice, which was based on an incorrect account of Germagar ko far as it considered
that resident parent companies were not under an obligation to pawittifeolding tax on
dividends, and the reasoned opinion, which stated correctly thataBeshareholders also had to
pay the withholding tax, but concluded, differently from the letteffaomal notice, that the
infringement of the free movement of capital lay in the dischargifegt of the withholding tax for
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parent companies established in Member States other thandémlFeepublic of Germany or in
States party to the EEA Agreement.

21  Inreply to that letter, the Commission on 28 November 2007 sent the Federal RepublicanfyGerm
a supplementary letter of formal notice, in which it stated that, in its opinionylbiséastive content
of the pre-litigation procedure was not affected by the incodestription of German tax law. It
noted that, since German shareholders benefit from the setfingf @fithholding tax against
corporation tax whereas, for companies established in other Metdtes or in States party to the
EEA Agreement, the withholding tax has a discharging effect, tbhosganies are subject to a
greater tax burden on dividends.

22 As it did not accept the German Government's requesinf@axtension of time to reply to the
supplementary letter of formal notice, the Commission on 28 February 2008 issygalementary
reasoned opinion.

23 The Federal Republic of Germany replied to the supplamerasoned opinion by letter of 30
April 2008, informing the Commission that it intended to take atlessary measures to comply
with the supplementary reasoned opinion.

24  Since the Commission found that, at the end of the two-month perioddbiiothe supplementary
reasoned opinion, the Federal Republic of Germany had not amentied lasvs to comply with
the opinion and ensure equal treatment of resident and non-residentn@snpabrought the
present action.

The action
Arguments of the parties

25  The Commission submits that the Federal Republic of Germany has infringed thevieesent of
capital enshrined in Article 56 EC and Article 40 of the EEA Agre@rby removing the economic
burden linked to tax on income from capital, deducted at sourckstibutions of dividends, by
granting only to parent companies whose management and registécedaddf in its territory the
possibility of having the withholding tax set off or reimbursed, withboivever, by domestic
measures or on the basis of double taxation conventions concluded watheéh&ember States of
the European Union or with the Republic of Iceland or the Kingdom oivaigrallowing parent
companies established in those States to enjoy such tax advantages.

26  Parent companies established in Germany and those established in other N&etoer & States
party to the EEA Agreement are, in the Commission’s viewnimbjectively comparable situation.
The Federal Republic of Germany has chosen to prevent a seeesraimic charges to tax on
distributed profits, but only parent companies whose registere@ @ffid management are situated
in national territory ultimately escape the economic burden limk#dthe payment of withholding
tax, since they can not only set that tax off in full agaihetrtcorporation tax but also obtain a
reimbursement if the income tax to be paid is less than itolding tax deducted, so that in
reality they do not pay any tax on the dividends distributed to.tBgneontrast, parent companies
established in other Member States or in States parthetdEEA Agreement do not have the
possibility of entirely avoiding the economic burden linked to thdalvaikding tax, which, once
deducted, is regarded as definitively paid.

27 The Commission explains that its action is limitegdyments of dividends to capital companies,
and that it is not material to compare the overall tax burdedividends received by natural
persons and partnerships in Germany and by capital companies & tiagl situations in question
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are different.

According to the Commission, where a Member Statesgeaiviantages in connection with the
taxation of dividends, including advantages such as set-off or reimiemsenvhich have the
economic effect of neutralising tax previously deducted at sotinosg advantages cannot be
limited to recipients of dividends who are established in ndtiteratory and must extend to
recipients established in other Member States or in States party to the EE&gte

As regards the possible effect of double taxation conventien§ommission submits, first, that
the mere reduction, provided for in such conventions, of the rate of withhaddirigrtpayments of
dividends to parent companies established in other Member StatesStates party to the EEA
Agreement does not in itself give rise to complete economic égadinent, as it is not equivalent
to the complete economic exemption from withholding tax enjoyed, by asdntby parent
companies established in Germany.

Secondly, the methods of set-off laid down in the doubléidaxeonventions concluded by the
Federal Republic of Germany at most contribute to mitigating ddakéion for parent companies
not established in Germany, and do not allow full economic exemiatibe obtained in all cases,
since the obligation to reduce the tax is limited to a maximum amount capable of being set off

The Commission further observes that the fact that non-resident parent coamgami¢subject to
business tax does not constitute a tax advantage, since, eveh #msadvantage existed, because
of its different character it would not suffice to compendageunfavourable tax treatment resulting
from the definitive nature of the tax on income from capital dedudteduace precisely from those
parent companies. The reason why a parent company established in another Memben Sttt
party to the EEA Agreement is not obliged to pay business téxatsit does not carry on an
economic activity in a German municipality and there is nothing to tax.

The Commission submits, finally, that the tax sysdémssue cannot be justified by the need to
maintain a balanced allocation of the power to tax betweell#meber States or on grounds of the
coherence of the German tax system.

The Federal Republic of Germany criticises the Cosionmisfor examining in isolation the
exemption of interposed capital companies even though, since 2001, Gdrasaagplied a partial
income system that divides the taxation of dividends into two stdges, in the first stage of that
partial taxation, the company distributing the dividends is subjeet definitive non-deductible
corporation tax, at the rate of 15% as from 1 January 2008, whileeisecond stage of partial
taxation the final shareholder receiving the dividend is taxeddh a way that full taxation of the
profit distributed is obtained by adding that tax to the par@adation in the first stage.
Consequently, a single whole charge to tax is obtained by means phttial charges to tax, and
the interposed shareholding companies are exempted in order tooseoihxation. The decision
not to tax dividends paid to a resident company owning a shareholdiregcordance with
Paragraph 8b of the KStG, should not therefore be regarded aisiardeot to exercise the power
to tax dividends, since that power is exercised by means of the overall multi-stage syste

That principle of a single whole tax charge on the profieigeed in Germany and distributed
applies where the profit does not leave national territory asaseti cross-border cases. However,
for the tax charge on dividends imposed by the Federal Republic oia@grto be equal in
domestic and cross-border situations, it is necessary inttee dase to bring the second stage of
taxation forward, since the distribution of dividends by the foreigemazompany to its foreign
shareholders is outside the tax jurisdiction of the Federal RepmfbGermany. Yet each Member
State has the right to tax profits generated in its teyritor accordance with the principle of
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allocation of powers and territoriality.

The Federal Republic of Germany concedes that it tresident and non-resident capital
companies differently when they receive dividends from resident aoegyasince only resident
companies may benefit from the tax exemption under Paragraph 8b of the KStG.

That difference of treatment is purely formal, howeaed does not give rise to discrimination
against parent companies established in another Member StateStateaparty to the EEA
Agreement.

First, companies established in Germany and compaitiegheir registered office in other
Member States or States party to the EEA Agreement ara aatomparable situation with respect
to the objective of Paragraph 8b of the KStG, which is to awwir-taxation of dividends in
Germany when applying the system of partial taxation of incomerd\heidends are distributed
to a company established in another Member State or a Statdqthe EEA Agreement, no risk
of over-taxation arises.

Secondly, foreign investors are not deterred by Geraxalaw from investing in the capital of
undertakings established in Germany, since, subject to a redoatithe basis of a double taxation
convention, the burden of German tax borne by dividends paid to non-restdguients is
fundamentally the same as that borne by dividends paid to resident recipients.

Additional taxation takes place, in the case of thesdroatier distribution of dividends, only by
the action of the State of residence of the recipient, that leangesult of the juxtaposition of
different fiscal legislation.

Pursuant to the conventions for the prevention of double taxate@mmmnection with income and
corporation tax concluded with all the other Member States oEtlmepean Union and with the
Republic of Iceland and the Kingdom of Norway, the Federal Republigeahany limits itself to
deducting at source a tax on dividends, at a rate usually of 10% orH#®#fg regard to those
conventions, Germany actually taxes dividends paid to non-residepiergsi much less heavily
than those paid to resident recipients.

Moreover, the double taxation conventions provide that the rddublte taxation is to be avoided
by setting off the withholding tax deducted in Germany againsntéxe State of establishment of
the company receiving the dividends.

Finally, the Federal Republic of Germany observes that, whilddigiris of dividends to resident
companies are not subject to corporation tax, those dividends areinkeccount in calculating
the business tax payable by those companies under the law on thBy teantrast, dividends
distributed to foreign companies are not subject to business tax.

In the alternative, the Federal Republic of Germany issibhat the German system of tax on
dividends is, in any event, justified by overriding reasons in theiqutterest, in particular the
need to preserve a balanced allocation of the power to taxsponding to the principle of
territoriality, and the need to maintain the coherence of the tax system.

Findings of the Court
Infringement of Article 56(1) EC

- Existence of a restriction of the free movement of capital
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According to the settled case-law of the Court, althadigdct taxation falls within their
competence, the Member States must none the less exercismri@tence consistently with
European Union law (see, inter alia, Cas&@/04Test Claimants in Class IV of the ACT Group
Litigation [2006] ECR }11673, paragraph 36; Case-3Z9/05 Amurta [2007] ECR 19569,
paragraph 16; Case-840/07 Commissionv Italy [2009] ECR 10983, paragraph 28; and Case
C-487/08Commissiory Spain[2010] ECR +0000, paragraph 37).

In particular, it is for each Member State to oigm in compliance with European Union law, its
system for taxing distributed profits and, in that context, tondefihe tax base and the tax rate
which apply to the shareholder receiving them (see, interTaish, Claimants in Class IV of the ACT
Group Litigation paragraph 50; Case-€16/04Test Claimants in the Fll Group Litigatiof2006]
ECR 11753, paragraph 47; Casel84/060range European Smallcap Fuf2008] ECR 13747,
paragraph 30; and Casel28/08DamseauX2009] ECR 6823, paragraph 25).

It must also be noted that, in the absence of any unidyil@rmonising measures at European
Union level, the Member States retain the power to definecdmyentions or unilaterally, the
criteria for allocating their powers of taxation, particulawijth a view to eliminating double
taxation (Case €336/96Gilly [1998] ECR #2793, paragraphs 24 and 30; Cas80Z/97 Saint-

Gobain ZN [1999] ECR 16161, paragraph 57Amurtg paragraph 17Commissionv ltaly,
paragraph 29; an@ommissiorv Spain paragraph 38).

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 taxatioelimainate any disadvantage to
cooperation between companies of different Member States as reahwpigh cooperation between
companies of the same Member State and thereby to facilitate the groupingrtofjetimpanies at
European Union levelTést Claimants in the FIl Group Litigatiprparagraph 103Amurtg
paragraph 18; an@dommissiorv Spain paragraph 39).

In respect of shareholdings not covered by Directive 90/43%,far the Member States to
determine whether, and to what extent, economic double taxatiosesrea of charges to tax on
distributed profits is to be avoided and, for that purpose, to estalgither unilaterally or by
conventions concluded with other Member States, procedures intenpegl/émt or mitigate such
economic double taxation or series of charges to tax. Howevedabssnot of itself mean that the
Member States are entitled to impose measures that contrédvenfreedoms of movement
guaranteed by the EC Treaty (s@est Claimants in Class IV of the ACT Group Litigation
paragraph 54Amurtg paragraph 24Commissiorv Italy, paragraph 31; an@ommissiorv Spain
paragraph 40).

In the present case, it is common ground that the @deygslation levies withholding tax on
dividends distributed by a company established in Germany eitheortgppanies resident in
Germany or to companies established in another Member Statevidr, dividends distributed to
companies established in Germany are not taken into accoumdcuating those companies’
income, in accordance with the first sentence of Paragraph &i{ig¢ KStG, and have the benefit
of a tax credit relating to the withholding tax deducted. Moreaweaccordance with Paragraph
36(2) and (4) of the EStG, that tax credit is reimbursed ttatkgayer to the extent that the amount
of income tax to be paid is less than the amount of the tdx.dtefollows that resident companies
receiving dividends suffer no tax burden as a result of the withholding tax.

On the other hand, as regards dividends paid to comparielsbst in another Member State,
where the parent company’s holding in the capital of the subsidiaryrmbagach the threshold
provided for in Article 3(1)(a) of Directive 90/435, the withholding ta regarded by German tax
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law as definitively levied.

It is not disputed that the German tax legislation titess dividends differently, depending on
whether they are distributed to resident or non-resident companies.

The Federal Republic of Germany submits, however, thabthpanies receiving dividends are
not in a comparable situation from the point of view of the taslatipn at issue, and that the tax
burden on dividends paid to companies established in another MerabeisSto greater than that
on dividends distributed to resident companies.

First, it must be ascertained whether, having reggafte aim of that legislation, which, according
to the Federal Republic of Germany, is to prevent over-taxati@@ermany of distributed profits,
companies in receipt of dividends are in comparable situations depending on whether graret the
resident in Germany.

It is clear that the objective of preventing over-taxaitioGermany of distributed profits is
achieved by removing the application of a series of chargesxtontadividends distributed to
resident companies, in the manner described in paragraph 49 above.

It follows from the case-law that, from the point of view ohsuees laid down by a Member State
in order to prevent or mitigate the imposition of a series ofgesato tax on, or the economic
double taxation of, profits distributed by a resident company, residemipanies receiving
dividends are not necessarily in a situation which is compatahileat of companies receiving
dividends which are resident in another Member State (seeatteffect, Case @70/05Denkavit
Internationaal and Denkavit Franc006] ECR +11949, paragraph 34#murtg paragraph 37;
Commissiorv Italy, paragraph 51; andommissiorv Spain paragraph 50).

However, as soon as a Member State, either uniilateraoy way of a convention, imposes a
charge to tax on the income not only of resident companies but also of non-resident esrinpani
dividends which they receive from a resident company, the situatiothose non-resident
companies becomes comparable to that of resident companie® (thed, dffect,Test Claimants in
Class IV of the ACT Group Litigatipparagraph 68)enkavit Internationaal and Denkavit France
paragraph 35Amurtg paragraph 38Commissiorv Italy, paragraph 52; an@ommissiornv Spain
paragraph 51).

It is solely because of the exercise by that Stats pbwer of taxation that, irrespective of any
taxation in another Member State, a risk of a series ofjebdp tax or economic double taxation
may arise. In such a case, in order for-nesident companies receiving dividends not to be subject
to a restriction on the free movement of capital prohibited in principlrtigle 56 EC, the State in
which the company making the distribution is resident is obligeénsure that, under the
procedures laid down by its national law in order to prevent ogaidt a series of liabilities to tax
or economic double taxation, non-resident companies are subject tortbdrsatment as resident
companies (se&est Claimants in Class IV of the ACT Group Litigatiparagraph 70Amurta
paragraph 39Commissiorv Italy, paragraph 53; andommissiorv Spain paragraph 52).

In the present case, the Federal Republic of Germany clearly choseiseatepower of taxation
over dividends distributed to companies resident in other MembeasShbn-resident companies
in receipt of those dividends thus find themselves in a situabamparable to that of resident
companies as regards the risk of a series of charges to tdiwidands distributed by resident
companies, so that non-resident recipient companies cannot be tdéteehtly from resident
recipient companiesSommissiorv Spain paragraph 53).
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59 That finding is not invalidated by the argument of the FeBepublic of Germany that resident
and non-resident companies in receipt of dividends are not in a cdogaitaiation, in that only
profits redistributed by the former are liable to suffer oegation in Germany, since Germany can
tax only the income of the shareholders of those companies who reside in that Member State.

60  Apart from the fact that it cannot be ruled out that a company resident in a Mémbdertigr than
the Federal Republic of Germany may have shareholders who @ientes Germany, comparing
the tax burden on dividends paid to non-resident companies with thell d@egréburden on
dividends where a resident company in receipt of dividends redistrithees to its resident
shareholders amounts to comparing systems and situations whiobtaremparable, namely, on
the one hand, natural persons in receipt of national dividends andnitming tax arrangements
and, on the other, capital companies in receipt of dividends lednengpuntry and the withholding
tax levied by the Federal Republic of Germany (see, to ffeiteCommissiorv Italy, paragraph
43).

61 Secondly, in order to show that the tax burden on dividendstgp&iompanies established in
another Member State is no greater than that on dividends didritoutesident companies, the
Federal Republic of Germany refers to the double taxation converd@mrduded with all the
Member States and to the fact that, unlike non-resident compegseent companies are subject
to business tax in Germany.

62 As regards the effect of double taxation conventions, the Gasiihdeed held that it cannot be
ruled out that a Member State may succeed in ensuring conghetit its obligations under the
Treaty by concluding a convention for the avoidance of double taxatiorandtiher Member State
(see, to that effecfiest Claimants in Class IV of the ACT Group Litigatiparagraph 71Amurta
paragraph 79Commissiorv Italy, paragraph 36; andommissiorv Spain paragraph 58).

63  However, it is necessary for that purpose that the applicatsutiofa convention should allow the
effects of the difference in treatment under national legslato be compensated for (see
Commissiorv Italy, paragraph 37, anfdommissiorv Spain paragraph 59).

64  According to the information provided by the Federal Republic wh&w, pursuant to the double
taxation conventions concluded with the other Member States, Getmmtsyitself to deducting at
source a tax on dividends at the rate usually of 10% or 15%, tax deduateidcatia excess of that
limit being reimbursed to the shareholder under national law.

65 However, as the Commission rightly submits, the nestection of the rate of withholding tax
levied on distributions of dividends to companies established in aniix@ber State cannot in
itself compensate for the effects of the different treatnméraduced by national tax legislation, in
that it is not equivalent to the neutralisation of the economic bwtiére withholding tax, in the
manner described in paragraph 49 above, that companies established in Germany benefit from.

66  The Federal Republic of Germany further submits that the double taxation imorsvpravide that
the risk of double taxation is to be avoided by setting the withhotdx@ff against the tax due in
the State of establishment. According to the Commission, whater&nts are not challenged by
the defendant Member State, those conventions provide that the obligata®rrang setting off is
limited to a maximum amount that may be set off.

67 It must be observed in this respect that the applicatitre set-off method should enable the tax
on dividends deducted in Germany to be set off in full againstathepayable in the State of
establishment of the recipient company, so that, if the dividerodsvesl by that company were
ultimately taxed more heavily than the dividends paid to compasiablished in Germany, that
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heavier tax burden could no longer be attributed to the Federal Reptil@ermany, but to the
State of establishment of the recipient company which exeritss@dwer of taxation (see, to that
effect, Commissiorv Spain paragraph 60).

68 Consequently, the difference in treatment may be neattdly that method of set-off only where
the dividends from Germany are sufficiently taxed in the other Member. Sttttose dividends are
not taxed, or are not sufficiently taxed, the amount of tax deduct&kimany or a part thereof
cannot be set off (s&@ommissiorv Italy, paragraph 38, andommissiorv Spain paragraph 62).

69 It should also be pointed out that the decision to taxmedrom Germany in the other Member
State, or the choice of the level at which it is to be tadegends not on the Federal Republic of
Germany but on the tax rules laid down by the other Member &aterfissiorv Spain paragraph
64).

70 The Federal Republic of Germany cannot therefore claithie setting off of the tax paid in
Germany against the tax payable in the other Member State, putsushe double taxation
conventions, allows in every case the neutralisation of the differ@niteatment resulting from the
application of the provisions of national tax legislation or of thasesentions whose effect is to
reduce the rate of the withholding tax (see &sonmissiorv Italy, paragraph 39, andommission
v Spain paragraph 64).

71 As regards, finally, the Federal Republic of Germaasgeiment that companies in receipt of
dividends which are established in another Member State areequaited to pay business tax,
which companies in receipt of dividends established in Germangudnject to, it suffices to point
out that, in accordance with the Court's case-law, unfavouraBletrémtment contrary to a
fundamental freedom cannot be regarded as compatible with Europeam lakvi because of the
existence of other advantages, even assuming that such advantagéseexi® that effect, Case
C-35/98 Verkooijen[2000] ECR #4071, paragraph 6 8murta paragraph 75; and Case233/09
Dijkman and Dijkman-Lavaleij2010] ECR 0000, paragraph 41).

72 It must therefore be concluded, in the light of the above observations, théeteat treatment of
dividends depending on whether they are distributed to resident or md@atesompanies, as
established by the German tax legislation, is liable tor @et@panies established in other Member
States from making investments in Germany, and is also asi¢b constitute an obstacle to the
raising of capital by resident companies from companies established in other Meéatber S

73 Consequently, that legislation constitutes a restrictidhe free movement of capital, which is
prohibited in principle by Article 56(1) EC.

- Justification of the restriction of the free movement of capital

74 In accordance with settled case-law, national measures irggthet free movement of capital may
be justified by overriding reasons in the public interest, providatdthey are appropriate to secure
the attainment of the objective which they pursue and do not go beyohdswiegessary in order
to attain it (Case €112/05Commissiorv Germany{2007] ECR $8995, paragraphs 72 and 73, and
Dijkman and Dijkman-Lavaleijgparagraph 49).

75 In this respect, the Federal Republic of Germany ssibfingt, that the German tax legislation on
the taxation of dividends, which aims to establish a single wdi@ege to tax in both domestic and
cross-border situations, is justified by the need to ensureaadeal allocation of the power to tax,
linked to the principle of territoriality, according to whicach Member State is entitled to tax
profits generated in its territory. Only the application othWolding tax enables the Federal
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Republic of Germany to ensure that dividends distributed on the dfasisome produced by an
economic activity in its territory are subject, once and in their entirety, to Gdaxa

76 The Federal Republic of Germany observes, moreovert fiolbws from the case-law of the
Court, in particular fronTest Claimants in Class IV of the ACT Group Litigatiparagraph 59, and
Case C182/08 Glaxo Wellcomg2009] ECR #8591, paragraph 83, that to require the State in
which the company making the distribution is resident to ensureptiodits distributed to a
non-resident shareholder are not liable to a series of char¢ges ¢o to economic double taxation
would in fact mean that that State would have to abandorglis to tax a profit generated by an
economic activity carried on in its territory.

77 It must be recalled here that a justification comaewtith the need to safeguard the balanced
allocation between the Member States of the power to taxomagcepted, in particular, where the
system in question is designed to prevent conduct capable of jeamparitiisi right of a Member
State to exercise its powers of taxation in relation twidies carried on in its territory (see Case
C-347/04 Rewe Zentralfinanf2007] ECR 12647, paragraph 42; Case231/050y AA[2007]
ECR 6373, paragraph 5#&murta paragraph 58; and Case303/07Aberdeen Property Fininvest
Alpha[2009] ECR 15145, paragraph 66).

78 However, it also follows from the Court’s case-lhat,twhere a Member State has chosen not to
tax recipient companies established in its territory in respect of inobthés kind, it cannot rely on
the argument that there is a need to ensure a balanced alidoetween the Member States of the
power to tax in order to justify the taxation of recipient conimgs established in another Member
State Amurtg paragraph 59, anberdeen Property Fininvest Alphaaragraph 67).

79 Although the Federal Republic of Germany submits thagRgta 8b of the KStG should not be
regarded as a materialisation of its decision not to exeltsipower to tax dividends, it is common
ground that companies established in Germany benefit, in theofadigidends distributed by
resident companies, from a complete neutralisation of the effects of the dedusbarcat

80 It is true that the Court has held that to requireStiage in which the company making the
distribution is resident to ensure that profits distributed noraresident shareholder are not liable
to a series of charges to tax or to economic double taxatibey &y exempting those profits from
tax at the level of the company making the distribution or by grarthegshareholder a tax
advantage equal to the tax paid on those profits by the company niadidgstribution, would in
fact mean that that State would have to abandon its righk ta paofit generated by an economic
activity carried on in its territory (segest Claimants in Class IV of the ACT Group Litigation
paragraph 59, an@laxo Wellcomgparagraph 83).

81 In the present case, however, the exemption from withhotdxgor the tax advantage
corresponding to the withholding tax deducted by the Federal RepulBerafany, if granted to
companies established in another Member State, would not im&aat that the Federal Republic
of Germany would have to waive its right to tax income genelategh economic activity carried
on in its territory. The dividends distributed by resident compames already been taxed in the
hands of the distributing companies as profits realised by them.

82 An exemption from withholding tax or the grant of a tax @i corresponding to the
withholding tax deducted by the Federal Republic of Germany would indeed entail a reduction of its
tax revenue.

83 However, in accordance with settled case-law oCthat, a reduction in tax revenue cannot be
regarded as an overriding reason in the public interest whighbmaelied on to justify a measure
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which is, in principle, contrary to a fundamental freedom (seer, alia, Case €319/02Manninen
[2004] ECR +7477, paragraph 49 and the case-law cited).

The Federal Republic of Germany submits, secondly, likasytstem of taxing dividends is
justified on grounds relating to the coherence of the tax systbm.tax advantage granted by
Paragraph 8b of the KStG is compensated by a tax disadvantagely rtam taxation of the
shareholders. Even where the profits are not distributed to sharehdidesscond stage of taxation
is carried out in Germany.

On this point, it should be recalled that the Court lraady acknowledged that the need to
maintain the coherence of a tax system can justify acgggirion the exercise of the freedoms of
movement guaranteed by the Treaty (Cas20@/90Bachmann1992] ECR 1249, paragraph 28;
Manninen paragraph 42; Case-€18/07 Papillon [2008] ECR 18947, paragraph 43; ar@laxo
Wellcome paragraph 77).

For an argument based on such a justification toedichewever, the Court requires there to be a
direct link between the tax advantage concerned and the compensiatingt advantage by a
particular tax levy, with the direct nature of that link ifedl to be examined in the light of the
objective pursued by the rules in questiBagillon, paragraph 44, an@laxo Wellcomgparagraph
78).

In the present case, in the context of the tax l&gislat issue, the neutralisation of the effects of
the withholding tax levied on the dividends distributed to a resiciempany is not subject to the
two conditions that the dividends are redistributed by that companyhahdheir taxation in the
hands of the shareholders of that company compensates for the exemgtomaomic terms from
the withholding tax.

As follows from the statement of reasons for thedgislation at issue, set out in the defence of
the Federal Republic of Germany, one of the aims of the systgartadl taxation of income is to
promote the reinvestment of operating profits in the undertaking amdbthéo improve the
self-financing of undertakings. Such a system of partial taxatioriesded in particular to promote
the retention of profits within the company and to avoid their bdisgibuted to shareholders in
the form of dividends.

Since the second stage of taxation takes place oriye iprofit has been distributed to the
shareholders in the form of dividends, the system makes the acdomuatprofits within the
company more advantageous in tax terms than their distribution to the shareholders.

In so far as avoiding the second stage of taxatiorbmaggarded as consistent with the objective
of that tax scheme, which is to promote the accumulation oftpnefthin the recipient company
over their distribution to shareholders in the form of dividendsarinot be considered that the
advantage consisting in an exemption from withholding tax on dividentigodied to a resident
company is in all cases compensated by the taxation of thoses pnofo far as they constitute
income of the shareholders of the recipient company.

The argument of the Federal Republic of Germany that, even where pilentexmpany’s profits
are not distributed to the shareholders, the second stage of taxation nonettietepkce later, in
that a taxable transaction necessarily occurs in the futameot be accepted. Even supposing that
that is the case, possible postponed taxation is not capable dfipgsin immediate exemption
from withholding tax on dividends distributed to resident companies.

Consequently, there is no direct link within the meabninthpe case-law cited in paragraph 86
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above between the exemption from withholding tax on dividends distribmtegident companies
and the taxation of those dividends, whether as income of the sharslafldee companies or on
the occasion of a possible future taxable transaction.

93 It follows that the restriction of the free movementagital resulting from the tax legislation at
issue cannot be justified on the grounds relied on by the Federal Republic of Germany.

94 It follows from all the foregoing that, by taxing dividendstirdbuted to companies established in
other Member States, where the threshold for a parent company'sihatdihe capital of its
subsidiary laid down in Article 3(1)(a) of Directive 90/435 is not reached, more heavilgriora
terms than dividends distributed to companies established tariiory, the Federal Republic of
Germany has failed to fulfil its obligations under Article 56(1) EC.

Infringement of Article 40 of the EEA Agreement

95  One of the principal aims of the EEA Agreement isdoige for the fullest possible realisation of
the free movement of goods, persons, services and capital within the whole EEA, soititetrtak
market established within the European Union is extended toRma Btates. From that angle,
several provisions of the agreement are intended to ensure thateives as uniform an
interpretation as possible throughout the EEA (see Opinion 1/92 [1992]I-28RL). It is for the
Court, in that context, to ensure that the rules of the EEA Agrat which are identical in
substance to those of the Treaty are interpreted uniformly within the M&tdies (Case-@52/01
Ospelt and Schléssle Weissenb§Q03] ECR 19743, paragraph 29, ardommissionv lItaly,
paragraph 65).

96 It follows that, while restrictions of the free moveinaf capital between nationals of States party
to the EEA Agreement must be assessed in the light of &rd0l of and Annex Xl to that
agreement, those provisions have the same legal scope as the sllysidertitical provisions of
Article 56 EC (see Case-821/07 Commissiornv Netherlandg[2009] ECR 14873, paragraph 33,
andCommissiorv Italy, paragraph 66).

97 As found in paragraph 49 above, companies in receipt of miladestablished in Germany suffer
no tax burden as a result of the withholding tax on the dividendsbdis to them by their
resident subsidiaries.

98  As regards dividends paid to companies establishedamdcand Norway, the withholding tax is
regarded in German law as having been levied definitively.

99  Consequently, and for the same reasons as those setaunéction with the consideration of the
application from the point of view of Article 56(1) EC, it mustfband that, by taxing dividends
distributed to companies established in Iceland and Norway heareily in economic terms than
dividends distributed to companies established in its territioeyFederal Republic of Germany has
failed to fulfil its obligations under Article 40 of the EEA Agreement.

Costs

100 Under Atrticle 69(2) of the Rules of Procedure, the unsuccesstylis to be ordered to pay the
costs if they have been applied for in the successful partyesliplgs. Since the Commission has
applied for costs and the Federal Republic of Germany has beercessfut the latter must be
ordered to pay the costs.
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On those grounds, the Court (First Chamber) hereby:

1. Declares that, by taxing dividends distributed to congnies established in other Member
States, where the threshold for a parent company’s holdingn the capital of its
subsidiary laid down in Article 3(1)(a) of Council Directive 90/435/EEC of 23 July 1990
on the common system of taxation applicable in the case of parenbmpanies and
subsidiaries of different Member States, as amended byo@ncil Directive 2003/123/EC
of 22 December 2003, is not reached, more heavily in economicnts than dividends
distributed to companies established in its territory,the Federal Republic of Germany
has failed to fulfil its obligations under Article 56(1) EC;

2. Declares that, by taxing dividends distributed tacompanies established in Iceland and
Norway more heavily in economic terms than dividends distribted to companies
established in its territory, the Federal Republic of @rmany has failed to fulfil its
obligations under Article 40 of the Agreement on the European EconomiArea of 2 May
1992;

3.  Orders the Federal Republic of Germany to pay the costs.

[Signatures]

* Language of the case: German.
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