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Abstract: Transfer pricing and the taxation of intra-group transactions are not currently harmonized
within the Member States through EU legislative acts, and the regulation of them depends on national
laws, international tax treaties, and soft law-instruments. This regulatory environment causes prob-
lems especially with the interpretation of the Arm’s Length Principle, which is a quasi-legal instru-
ment, used to determine whether an intra-group transaction price reflects a market-based outcome.
This affects corporate income taxation within the Member States, and has led to the European Com-
mission take multiple actions against national tax rulings on the basis that they constitute state aid
within the meaning of Article 107(1) of the Treaty on the Functioning of the European Union. To
help the issues around transfer pricing, the Commission has given a Proposal for a Council Directive
on transfer pricing, COM(2023)529 final, 2023/0322(CNS).

The research approach in the thesis is the legal doctrinal method, and the main research question is
how the incorporation of the ALP into EU law through the planned Transfer Pricing Directive would
affect the current legal environment around transfer pricing and corporate income taxation within the
Union, and would it reduce the amount of state aid litigations. Other relevant themes are the Arm’s
Length Principle’s current role as a quasi-legal instrument and how it is interpreted in state aid as-
sessments regarding transfer pricing tax rulings. The aim of the thesis is to create an overall picture
of the current regulatory environment around the subject of transfer pricing within the EU and the
future of it. Throughout the thesis a European law perspective is held when approaching the topics.

The thesis concludes in finding that the current lack of unified regulation between the Member States
creates different legal issues and tax uncertainty to multinational enterprises, and presents possible
ways to prevent and remove these issues even if the planned directive is not implemented into the
national legislations of the Member States.
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1 Introduction

1.1 Background

Transfer pricing refers to the process of setting prices for transactions between associated
enterprises.! These intragroup transactions make up a significant part of global trade, con-
sisting of transfers of goods, services, intangibles, and capital.? According to different stud-
ies, it is estimated that roughly 60 % of the global trade in the world is conducted between
associated enterprises. Therefore, transfer pricing makes up approximately half of the trans-
actions executed. Although transfer pricing makes up a majority of the global trade, the topic
is less regulated than most other forms of transactions. The regulatory environment differs
between different states, and usually consists of a mix of national regulations, international
tax treaties, and soft law instruments. This forces multinational enterprises (MNEs) and na-

tional tax administrations to operate in a fragmented area.’

Most countries follow the Transfer Pricing Guidelines for Multinational Enterprises and Tax
Administrations (Transfer Pricing Guidelines) set by the Organization for Economic Coop-
eration and Development (OECD). The OECD Model Tax Convention on Income and on
Capital (Model Tax Convention) includes an important guideline for setting transfer prices
between associated enterprises called the Arm’s Length Principle (ALP), which can be found
in Article 9 of the Convention. The ALP is based on an idea that the right price would be the
price two independent parties would agree on if there was not an existing community of
interest. The right price is conducted by comparing profits, prices, and margins of controlled
transactions to similar uncontrolled transactions. The similarity of the cases is determined
by factors such as the circumstances and conditions of the transaction.* However, these
OECD regulations do not hold a binding legal value regardless of being internationally rec-

ognized. 3

Cross-border taxation of transfer pricing is an extensively complicated matter within the

European Union (EU). The field is not universally regulated by EU legislation and therefore

! Proposal for a Council Directive on transfer pricing, COM/2023/529, p. 1.

2 European Commission: Proposal for Harmonized Transfer Pricing Rules in the EU.
3 Tuominen 2018, p. 436.

4 Feinschreiber — Kent 2012, p. 12.

5 Karjalainen — Raunio 2018, p. 33.



prone to attract issues leading to expensive and time-consuming litigations. The area ties
together different national legal systems and public and private sectors, making it even more
complicated. Within the Union’s area, transfer pricing rules and taxation systems depend
heavily on each Member States’ national regulations, bi- or multilateral tax treaties, and
international principles, which often are adopted and applied inconsistently.® Because the
corporate income taxation systems differ between the Member States, there is a high risk of

double taxation.

Another issue relating to transfer pricing within the Union’s area are national tax rulings,
when they are used to accept advance pricing agreements (APAs), and if the tax base ends
up being too low compared to comparable situations without an APA, there is a possibility
that the tax ruling constitutes state aid.” State aid is prohibited within the Union’s single
market, and the prohibition can be found in Article 107 of the Treaty on the Functioning of
the European Union (TFEU). The state aid investigations have led to multiple disputes be-

tween the European Commission, Member States, and MNEs.

Additionally, besides being problematic to lawful corporations, this regulative environment
leaves space for those using transfer pricing transactions purely for tax avoidance and ag-
gressive tax planning.® There is significant proof that corporate tax evasion and base erosion
are a major problem within the EU. However, the precise amount of lost tax revenue cannot
be calculated. Reasons behind this are a lack of information and estimates in several Member
States, and the hidden nature of tax evasion. In late 2015 and early 2016, the European Par-
liamentary Research Service constituted research, where the amount of tax revenue lost due
to aggressive corporate tax planning was estimated to be around 50-70 billion euros annu-
ally. When adding other problems with tax regime, e.g., tax arrangements, inefficiencies in
tax collection, and other acts lowering the tax revenue, it was estimated that the tax revenue
loss from corporate tax avoidance was around 160-190 billion euros.” This highlights the
size of the problem and volume of the losses, as both estimates were rather conservative and
the study was conducted almost a decade ago, meaning that the true amount of tax revenue

lost annually is likely to be higher today.

¢ Karjalainen — Raunio 2018, p. 4.

" Miladinovic 2022, pp. 11-12.

8 Omari: ‘Transfer Pricing — The Inevitable Outcome of Globalisation and Trade Development’.
® European Parliament: Legislative Train 04.2025, 2019.
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The scattered regulatory environment calls for better and more unified regulation. It has been
clear for a long time that a more unified approach is needed although direct taxation is an
area where the Member States enjoy broad sovereignty. To fix this matter, the Commission
has proposed a Directive on transfer pricing (COM/2023/529) final 2023/0322(CNS) (Trans-
fer Pricing Directive). This directive would make transfer pricing regulated by EU law and
unify the rules surrounding it, and consequently, decreasing the current issues around trans-
fer pricing taxation. The directive would set the ALP and the OECD Guidelines to be legally
binding within the Member States, therefore setting a harmonized standard for transfer
prices. The directive has been accepted by the Council, and the Member States have until
the end of year 2025 to implement it into their national legal systems. However, there are
several concerns around the implementation of the directive proposal, so its entry into force

in its current form is not guaranteed.'”

1.2 Research Questions and Focus

The main research question of this thesis is how the incorporation of the ALP into EU law
through the planned Transfer Pricing Directive would affect the current legal environment
around transfer pricing and corporate income taxation within the Union, and would it reduce
the amount of state aid litigations. Other relevant themes are the ALP’s current role as a
quasi-legal'! instrument and how the ALP is interpreted in state aid assessment regarding
transfer pricing taxation. Furthermore, the major changes to the regulatory environment

brought by the planned implementation of the Transfer Pricing Directive are examined.

Throughout the thesis a European perspective will be held instead of focusing on the matter
from the perspective of specific Member States. However, to gain a better understanding
there are examples given regarding either an international setting outside of the EU or the

Member States.

The OECD Guidelines and Model Tax Convention are a topic of focus throughout the thesis
as they currently form a crucial part of the international transfer pricing rules, are the original
source of the ALP, and the proposed Transfer Pricing Directive is based on the OECD Guide-

lines.

10 KPMG Issue 553, 2024.
" Quasi-legal: soft law.



Additionally, the thesis’ overall aim is to provide a general overview of at what state the
regulative environment of transfer pricing taxation is at currently within the European Un-

ion, and to highlight some of the problems that exist in the non-unified regulative field.

1.3 Method and Sources

For the research method of the thesis, legal doctrinal, i.e. the interpretation and systematiza-
tion of the existing legal order,!? was chosen as the research focuses on the examination of
the current legal and regulatory environment, and systemizing the hierarchy between differ-
ent international and domestic regulations and guidelines. Legal doctrinal is used to find both
the ‘de lege lata’, i.e. the current state of legislation, and the ‘de lege ferenda’, i.e. the ideal
state of legislation.!* Additionally, the scope of de lege lata has been extended in time to
explain some brief history behind the regulations to gain a better understanding where the

current regulative environment originates from.

For the sources, a mix of primary and secondary EU law, international soft law instruments,
case law, and literature have been used. National legislation of certain Member States is
referred to in certain topics where necessary to understand and gain a deeper insight of the
topic. However, the emphasis of national legislation is minor as the focus is on the EU per-
spective. The relevant Case law is judgements of the Court of Justice of the European Union
(CJEU), with cases decided on by the General Court and by the European Court of Justice
(ECJ).'"* Academic literature, articles, expert reviews, and different internet sources have
been used to explain the topics further, gain a deeper understanding, and to explore different

perspectives.

Additionally, due to the nature of transfer pricing being topic that combines not only law
and taxation, but also financial sciences, sources with a business discipline approach have
been used to explain some topics further. However, the financial sciences approach and
mathematical evaluation of the topics have been left out of the scope of the thesis, as it is a

legal study and in no means tries to present insights or observations in the field of financial

12 Aarnio, 1988, p. 48.

13 Maittd 2015, p. 151.

Y4 CJEU consists of two courts: the General Court and the Court of Justice. The Court of Justice handles
appeals against judgements of the General Court, and is the apex of the CJEU as it is the highest juridical
authority in cases dealing with EU law. — Cour De Justice: General Court. Cour De Justice: Court of Justice.
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sciences. The few sources with more of a financial sciences approach are there to support

the topic of the thesis, not to take away from the legal study.

1.4 Scope and Structure

Chapter 1 offers a general introduction to the topic of the thesis and the choices regarding
method, structure, scope, and sources. Chapter 2 focuses on transfer pricing by introducing
the main terms, regulations, important related concepts, and the process itself, with also an
overview of the taxation matters related to it. Chapter 3 focuses to the Arm’s Length Princi-
ple and the legal nature of it. Chapter 4 gives an introduction to state aid and how it occurs

within the field of transfer pricing.

As Chapters 2-4 lay down the theoretical base of the thesis and the key concepts, in Chapter
5 the focus shifts to case law. In the Chapter, different cases will be first overviewed and

later analyzed together in reflection to the topic of the thesis in the last sub-chapter.

Chapter 6 introduces thoroughly the Commission’s Proposal for a Directive on Transfer
Pricing and overviews aspects such as the aim and contents of the proposed directive, and

how it would change the legal environment within the Union.

Chapter 7 includes concluding thoughts and ties together the observations presented through-

out the thesis, and provides answers and results to the research question and main themes.

The author understands that the scope of the thesis may seem broad, but thinks that to un-
derstand properly the research, it is necessary to lay down a proper foundation by defining

and examining the different areas the research topic is based on.

The topic of the thesis was chosen, as the planned transfer pricing tax reform by the Transfer
Pricing Directive Proposal makes it current. There are multiple issues and defects within the
area of transfer pricing regulation and taxation within the EU. Additionally, the relation to
state aid case law was chosen, as transfer pricing and state aid have an unexpected connec-
tion. To tie together transfer pricing and state aid can first seem from afar, as the topics are
not in direct contact or assimilated together in many contexts. However, when uncovering
the main concepts and theory necessary for the topics, a pattern can be found. In addition,
these issues and case law have been a subject of increasing public debate and interest in

recent years.



Lastly the author wants to note, that as the field of transfer pricing taxation is constantly
evolving, becoming more global, and does not have unified regulative rules, there are nu-

merous opportunities for future research.



2 Transfer Pricing

2.1 Introduction to Transfer Pricing Taxation

Transfer pricing refers to the transaction price when one division of a multinational enter-
prise provides goods, services or intellectual property to another division. In particular, it
refers to the price used in a transaction where goods or services are provided by associated
enterprises located in different countries, therefore making it a subject cross-border taxa-

tion.!?

As a term, transfer pricing can have multiple meanings based on the context but here the
term is approached from the same perspective as the European Union does. Additionally,
transfer pricing can be viewed as an act but in this context, it is viewed more as a mechanism
to price transactions between corporate entities that belong to the same company group.

These intra-group transactions are not currently harmonized by EU legislation.!¢

Member States in European Union have always had a broad sovereignty with direct taxation.
The EU has been guiding and governing the field of transfer pricing, but the Member States
have kept their right to set their own domestic legislation. Additionally, most of the Member
States follow the Transfer Pricing Guidelines for Multinational Enterprises and Tax Admin-

istrations by the OECD.!”

The Guidelines are updated on a regular basis'® and are an important guide when conducting
international intra-group transactions. They are followed by all 38 OECD Member States
and by multiple non-member countries. Multiple countries have adopted the Guidelines into
their national legislation as they are or with minor changes.!? In the non-member countries,
the extend of adopting and following the guidelines may vary.?° However, the OECD Guide-
lines are not legally binding.?! Despite this, the Guidelines have become an international

standard in transfer pricing even in non-member countries of the OECD. This highlights the

15 European Commission: Transfer Pricing in the EU.

16 European Commission: Proposal for Harmonized Transfer Pricing Rules in the EU.
17 European Commission: Transfer Pricing in the EU.

18 Proposal for a Council Directive on transfer pricing COM/2023/529, p. 1.

19 Karjalainen — Raunio 2018, p. 33.

20 OECD: Transfer Pricing Country Profiles. 2023.

2! Tuominen 2018, p. 438.



importance of the Guidelines but also the fact that they are internationally recognized and

accepted, and have become the main source of international transfer pricing rules.??

Although transfer pricing transactions can occur in a fully domestic setting, in practice the
main interest of tax administrations is on international transactions. This is due to the nature
of the distribution of tax revenue — only with international transactions tax revenue is dis-

tributed between two or more countries.?

Transfer pricing is a controversial taxation matter where national tax administrations are
forced to balance between collecting the right amount of tax revenue and remaining compet-
itive with their corporate income taxation system in the eyes of MNEs. Transfer pricing is
regulated by national laws, and bi- or multilateral tax treaties conducted between countries.
National legal rules are often more detailed than international tax treaties. However, tax trea-
ties are legally binding agreements concluded between countries, and in most cases will
overpower national legislation in case of conflict.?* This is the case for example in the Finn-
ish legal system. Most of the tax treaties between countries are based on the OECD Model
Tax Convention on Income and on Capital.?> Furthermore, although rare, some countries
outside of the Union’s area do not have transfer pricing regulations at all. For example, this

is the case in Brunei Darussalam and the Cayman Islands.?®

Because there are no common internationally binding rules for transfer pricing, the national
taxation systems are prone to problems or even failure from a fiscal point of view. Cross-
border taxation is a difficult subject to begin with, but when combined with transfer pricing,
which takes place in private corporate settings, the prices do not always reflect the real,
independent market value as there are no free-market powers that set the right price.?” This
hands MNEs an opportunity to manipulate transfer prices and enables profit shifting. In prac-
tice, tax payments can be lowered by raising the price of input materials and reciprocally
lowering the export prices to either reduce profits or create losses in the accounting of the

transaction. To help determine the right price for a transaction and therefore the right amount

22 Karjalainen — Raunio 20138, p. 33.

23 Karjalainen — Raunio 2018, p. 1.

24 Karjalainen — Raunio 2018, p. 4.

%5 Karjalainen — Raunio 2018, pp. 4-10.
26 KPMG 2014, pp. 3, 6.

27 Miladinovic 2022, pp. 40-41.



of tax revenue, most countries have adopted the ALP, which will be discussed in detail later

in the Chapter 3.28

To gain a better understanding of the transfer pricing taxation rules, it must be noted how
most national corporate taxation systems are built. They were not necessarily made for
MNEs, and are more focused on taxing corporations as individual companies. This means
that the taxation of profit is done in a way that does not take into account whether the cor-
porate entity is a standalone entity or part of a bigger corporate group, and that the taxation
is done independently on each taxpayers’ profit. Although this is not always the case, the
systems are built on an idea that works better with independent corporate entities and sort of
forgets that there are bigger groups functioning in the field as well. This creates problems as
standalone corporations are influenced by the market conditions, but associated enterprises
are not affected by them when conducting transactions as the transactions are concluded in

a closed market without market price negotiation, hence the usage of the ALP.?

From a fiscal point of view, the idea behind transfer pricing is to share MNEs profits and
losses between countries similarly, as they would have if two independent enterprises had
conducted the transaction. The transfer pricing regulations prevent tax base eroding and dou-
ble taxation of profits, as tax revenue gets shared as if it would when two independent enter-
prises would be engaging in business activities.*® The planning of transfer prices requires
good knowledge of national regulations and international transfer pricing principles. In most
countries, MNEs are obliged to document, monitor, and report to national tax administra-
tions their compliance with transfer pricing guidelines and principles when executing trans-

actions.>!

2.2 History of Transfer Pricing

The history of transfer pricing dates to the time after the World War I, when transfer pricing
started to become more common. The reason behind the increased intra-group transactions
were that MNEs were looking for ways to reduce their tax burden as the taxes collected

became notably higher to fund the warfare. To prevent MNEs from taking their business to

28 Furusawa — Ishikawa — Choi 2020.
2 Miladinovic 2022, pp. 11-12.

30 Tuominen 2018, pp. 441-443.

31 Karjalainen — Raunio 2018, pp. 2-3.



countries with lower tax rates, different governments started to enter into force transfer pric-

ing regulations around that time.*?

International transfer pricing rules are fairly recent as intra-group transactions used to rely
purely on domestic regulations until the late 1970’s. In 1979, the OECD declared its Transfer
Pricing and Multinational Enterprises, which was a report by the OECD’s Committee of
Fiscal Affairs, evaluating problems faced by MNE:s in transfer pricing and taxation matters.
The report was followed by the Transfer Pricing Guidelines, published in 1995. The Guide-
lines included five different parts: the Arm’s Length Principle, transfer pricing methods,
comparability analysis, administrative approaches to avoid and resolve disputes, and guide-

lines for documentation.??

Nowadays transfer pricing transactions are an important part of global trade and make up a
major part of transactions worldwide. They form a relevant part of corporate income taxation

of international group companies.>*

2.3 Some Relevant Concepts in Transfer Pricing

2.3.1 Associated Enterprises and Independent Enterprises

Associated enterprises have different definitions within different countries’ national legisla-
tions. Usually in tax treaties they are defined as when a company takes part in the control,
management, or capital of another company or companies in a direct or indirect manner or
when all companies in the same corporate group do this in relation to other companies. A
similar definition is also adopted in the OECD Model Tax Convention in Article 9(1a). This
means that the companies influence each other’s actions and business strategy, and function
as a unified entity as multiple corporate entities function under the same standard manage-
ment, ownership, or control.>> One example of associated enterprises are corporate groups,
where one company acts as a parent company, and has subsidiary corporations either in the

same country or in different countries, which it controls on some level.*¢

32 Karjalainen — Raunio 2018, p. 2.

33 Feinschreiber — Kent 2012, p. 3.

34 Karjalainen — Raunio 2018, pp. 2-3.

35 ITAXA: Associated Enterprises.

36 Kylikallio — lirola — Kyldkallio 2024, pp. 1150.
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In the EU, the definition differs between Member States’ national legislation especially with
the notion of control. The notion of control means that an enterprise needs to hold a certain
number of shares of another enterprise to meet the control criteria and for the enterprises to
be ‘associated’. The Member States require either a 25% or 50% shareholding threshold for
the notion to be fulfilled. The non-unified notion of control leads to tax uncertainty, higher
costs, and legal disputes to enterprises but also makes cross-border transactions harder and

increases the risk of double taxation.?’

According to the OECD Transfer Pricing Guidelines, associated enterprises are not affected
by the external market forces when they conduct transactions with each other. When inde-
pendent enterprises do conduct transaction, the market forces affect and guide their financial
and commercial relations. The Guidelines do not elaborate, what is meant by terms such as

“market forces” or “financial and commercial relations”.’®

When discussing associated enterprises on an international level, the definition and notion
of control differs between states. Therefore, it is safe to assume that in the context of inter-

national corporate taxation the term should be considered with a broad meaning.

2.3.2 Competent Authority

Competent authority is a term used in international tax conventions and in the OECD Model
Tax Convention and Transfer Pricing Guidelines to refer to the correct tax authority in each
state.>* In more precise meaning, it refers to the official body in each state that is entrusted
with the enforcing and managing of tax treaties and additionally, solving tax disputes that
arise from the application of these treaties. Usually, the competent authority is the national
tax administration. It supervises the tax treaties’ proper application in practice and proper
interpretation. When there is a dispute or uncertainty in a taxation matter on how the treaty
provisions should be understood, or there is a possibility of double taxation, the competent

authority seeks to find a solution for the matter. 4

37 Proposal for a Council Directive on transfer pricing COM/2023/529. p. 2.
38 Feinschreiber — Kent 2012, p. 9.

39 Revenue Irish Tax and Customs 2024.

40 ITAXA: Competent Authority. 2024.
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2.3.3 Permanent Establishment

The concept of permanent establishment is an important factor in international business in-
come taxation as it determines the right place for taxation. The definition of permanent es-
tablishment can be found in Article 5(1) of the OECD Model Tax Convention, where per-
manent establishment is stated to be a fixed place of business from where the business ac-
tivities of the company are fully or partially operated from. According to the Article, perma-
nent establishment can be the place where the company is managed, location of a branch, an
office, a factory or workshop, or in case of companies operating with natural resources, the
place where the resources are extracted from. However, there are some exceptions where the

permanent establishment can be set elsewhere.*!

In relation to transfer pricing, determining the right place for the permanent establishment is
important as it gives the country where the permanent establishment is located the right to
tax a foreign enterprise of its profits. Because international transfer pricing involves setting
a price for a transaction between associated enterprises located in different tax jurisdictions,
the place of permanent establishment determines which countries’ tax authorities are in-
volved. The importance of permanent establishment should not be ignored because by de-
termining the right tax jurisdiction, it also sets the place for international tax litigation if

disputes arise, affects profit attribution, and tax compliance.*?

2.4 Shortly of the Different Transfer Pricing Methods and OECD’s Pre-
ferred Methods

There are multiple ways to calculate a transfer price in an intra-group transaction. To calcu-
late the price that is correct and at arm’s length, certain transfer pricing methods are used.
The different transfer pricing methods are a mechanism to determine what is the correct price
for a controlled intra-group transaction by comparing the price to comparable uncontrolled

transactions.*?

The method used should be chosen by reflecting the current situation and circumstances as

each method is not compatible with every situation. In the OECD Guidelines, there are five

4l Malmgrén — Myrsky 2017, pp. 106-107.
42 Erasmus: ‘What is a Permanent Establishment, and How is Its Significance in Transfer Pricing’. 2024.
43 United Nations 2021, p. 123.
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different methods that MNESs can use to determine whether the financial or commercial re-
lationship between the parties involved in the transaction are compatible with the Arm’s
Length Principle. However, MNEs can use different methods if they follow ALP but are

advised to use the traditional methods.**

The traditional transaction methods recognized by the OECD are the comparable uncon-
trolled price method (CUP method), the resale price method (RPM), and the cost-plus
method (CPM). These methods are the most commonly used. Methods of transactional profit
are the transactional profit split method (PSM) and the transactional net margin method
(TNMM). These las two methods are newer ones. The OECD has made a significant effort
to advance transfer pricing methods further compared to the traditional methods as they are

not the most effective for determining the correct transfer price.*

With traditional transaction methods, the price of the transaction is the subject of analyzing.
Consequently, in these methods the fixed prices set between independent enterprises and
associated enterprises are compared. With the CUP method, comparing the controlled trans-
action price with uncontrolled transactions with comparable circumstances indicates
whether the transaction price chosen by the associated enterprises is at arm’s length. Addi-

tionally, the CUP method can be suitable for calculating the interest of a loan or a royalty.*®

The RPM focuses on analyzing the price of an article charged from an independent enterprise
by another enterprise. The price determines an arm’s length gross margin that is enough to
cover the costs of sales, general and administrative expenses, and on top of that, to also make
an appropriate earning.*’ Therefore, with the RPM the element that is compared is the gross

rofit margin*® and not the price of the transaction itself.
p g p

The CPM is suitable for transactions involving a sale of tangible assets or services rendered.
The method starts from inspecting the costs set by the supplier in a controlled transaction of
property or services to a related buyer. A suitable cost-plus mark-up* is added to the cost,

and an appropriate gross profit will be calculated based on the functions performed, assets

4 Tuominen 2018, pp. 438-439, 452.

4 Feinschreiber — Kent 2012, p. 4.

46 United Nations 2021, p. 128.

47 United Nations 2021, pp. 135-136.

8 Gross profit is calculated by deducting the cost of goods sold from net sales. United Nations 2021, p. 137.
4 A cost-plus mark-up means a profit margin which is added on top of direct and indirect costs of providing
services or property. ITAXA: Cost-plus Markup. 2022.
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used, assumed risks, and market conditions. CPM evaluated the arm’s length of the transac-
tion by comparing the controlled transaction’s gross profit mark-up to a comparable uncon-

trolled transactions’ gross profit mark-up.>°

The transactional profit methods are less direct in comparison with the traditional transaction
methods. Instead of the transfer price of an individual transaction, the methods analyze the
profits earned from a controlled transaction. These methods are more suitable in situations
where there are no transactions with comparable price that are conducted between two inde-

pendent enterprises to compare to.>!

The PSM is a complex method of determining the right transfer price. With PSM, the first
step is to determine the relevant profits or losses in relation to the transaction. Next, the
profits or losses are split between the parties on an economically valid basis to reach an arm’s
length transfer price. Usually, the split reflects the amount of each parties’ contribution, i.e.

functions performed, assets used, and risks assumed.*?

The TNMM inspects the net profit margin in relation to an appropriate base, i.e. sales, assets,
costs, which the taxpayer collects from a controlled transaction. The net profit margin is
compared to a comparable net profit margin from an uncontrolled transaction. Different

profit level indicators can be used when calculating the price with TNMM. >3

The transactional profit methods are rarely used by enterprises when determining the actual
transfer price. However, they are commonly used by taxpayers due to practical reasons as it
might be easier to find comparable transactions to use with the transactional profit methods

rather than with the traditional profit methods.>*

Additionally, the methods can be categorized by how they analyze transactions from the
supply and demand perspective. The CUP method and the PSM consider both sides of the
transactions, i.e., supply and demand. The RPM, the TNMM, and the CPM take only into

consideration either supply or demand side of the transaction.>

50 United Nations 2021, pp. 146-149.
5! Tuominen 2018, pp. 438-439.

52 United Nations 2021, p. 178.

53 United Nations 2021, pp. 156-157.
54 United Nations 2021, pp. 168.

55 Tuominen 2018, pp. 438-439.
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If an enterprise sets a transfer price without using any of the transfer pricing methods, that
does not automatically mean that the price would not reflect the real market outcome and the
ALP. Additionally, in some cases when calculating the transfer price, enterprises do have
lawful reasons to report losses at arm’s length. ® An observation can be made that calculat-
ing the correct transfer price is a complex process and should be approached from the cir-

cumstances of each transaction, as the methods and their applicability are situation-specific.

2.5 Transfer Pricing Double Taxation in the European Union

2.5.1 Double Taxation

Double taxation means taxing the same income twice. The possibility of double taxation
exists because of the unharmonized taxation rules and tax sovereignty of states.>’ The risk
of double taxation relating to transfer pricing actualizes when a corporate group is conduct-

ing business in multiple countries and intra-group transactions are done across borderlines.

There are two kinds of double taxation: legal®® and economic. In legal double taxation two
or more states collect taxes from the taxpayer of the same income. With economic double
taxation the same income is taxed from two different taxpayers. In the context of transfer
pricing, economic double taxation is the possible way for double taxation to happen. The
same income can be taxed from two different companies, but also from the head office and
a permanent establishment.> Transfer pricing adjustments made by a national tax authority
increases the risk of double taxation. In that context, double taxation can occur when one tax
administration makes an upward adjustment to the taxable profits, and the other tax admin-
istration involved does not make a corresponding downward adjustment.®® States enter in-
ternational tax treaties to avoid the need for adjustments.’! However, the tax rates in the

countries involved may differ as the direct taxation is not unified within the EU.?

In most states, there is national legislation that removes the possibility of double taxation, or

the states take part in tax treaties which eliminate double taxation between two or more

56 United Nations 2021, p. 123.

57 Haase 2024, p. 7.

58 Also known as juridical double taxation.

39 The Danish Customs and Tax Administration: C.D.11.15.1, 2024.

80 ITAXA: Economic Double Taxation. 2022.

6! Turner 2013, p. 46.

62 Directorate General for Internal Market, Industry, Entrepreneurship and SMEs: Double Taxation.
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states. There are two main methods that are recognized in the international treaty law for
avoiding double taxation: the exemption method and the tax credit method. The exemption
method is built on the general principle known in economics and taxation that the tax burden
affects the enterprises competitive position and therefore all enterprises functioning in the
market should be taxed under equal tax conditions. In practice it means that the domestic tax
on foreign income is not taxed. With the tax credit method, the enterprises’ country of resi-
dence exempts the foreign income in question from tax to the same extent that the other
country taxes the enterprise by reducing its own tax. In general, the EU law allows Member

States to decide themselves which method they choose to use.®?

2.5.2 Transfer Pricing Adjustment

A transfer pricing adjustment or a primary adjustment is a process where a national tax ad-
ministration can adjust the transfer price between related parties to make the price reflect the
ALP, meaning that the price is adjusted to reflect what it would have been between two
independent enterprises.®* It is an upward or downward modification of the reported profits
of an enterprise. When making a primary adjustment, the other tax authority involved may
need to perform a corresponding adjustment. This ensures that the intra-group transactions

do not end up being double taxed.®

Performing an adjustment is necessary in a situation, where the taxed income is less or losses
are greater than what they would have been if the transfer pricing process would have been
executed in accordance with the ALP. This gives national tax administrations the opportunity
to tax the transaction as if it was at an arm’s length. Tax administrations may review the
transfer price in advance, in real time or after the transaction. When the price is checked in
advance, it is usually from the initiative of the enterprise, when the enterprise asks for guid-
ance, a preliminary tax ruling or wants to conclude an advance pricing agreement (APA).

When the price is checked afterwards, it happens through a tax audit process.%

Tax audit is a procedure, where the business or individual tax will be examined by the na-

tional tax authority in order to ensure that the tax laws are being followed accordingly and

63 Haase 2024, pp. 3-4.

64 Klepacz 2024.

8 ITAXA: Primary Adjustment. 2022.

66 Karjalainen — Raunio 2018, pp. 12, 353.
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that the amount of taxes paid, and the profit reported is the real amount that needs to be

collected and taxed.®’

In conclusion, not following the ALP when setting the transfer price leads to adjustments to
the tax liability. In some cases, the consequence might be additional interest on top of the

original tax and penalties.®®

2.5.3 Dispute Resolution and Removal of Double Taxation

2.5.3.1 Arbitration Convention

The EU Member States have agreed on a Convention on the elimination of double taxation
in connection with the adjustment of profits of associated enterprises (90/436/EEC) (Arbi-
tration Convention). The Convention is a multinational tax convention between the Member
States and not part of official EU law.® The aim of the Convention is to control transfer
pricing counter-adjustments to avoid double taxation. As stated before, in practice double
taxation can occur in a situation where branches of a corporate group are located in different
EU Member States, and they are being taxed by two or more tax administrations, and one
makes an upward adjustment to the reported profits, and the other does not do a downward
adjustment to match.”? These types of adjustments are made when one of the national tax
authorities involved decides that the transfer price is not according to the ALP, and therefore
it chooses to make an upward adjustment on the taxable income. This is also known as a
primary adjustment.”! Consequently, other tax authority or authorities involved need to make

a matching downward adjustment.

When the enterprise involved notices double taxation occurring, it can present its case to the
tax authorities involved, regardless of what national laws or tax treaties allow or advice, by
invoking the Arbitration Convention. If the problem cannot be solved, the tax authorities

need to find a mutual agreement with the authorities of the EU Member State where the

7 Tax Foundation: Audit.

8 Cooper 2017, pp. 29-30.

% Karjalainen — Raunio 2018, pp. 10-12.

70 Buropean Union: Elimination of Double Taxation (Arbitration). 2017.
7 The Danish Customs and Tax Administration: C.D.11.15.1, 2024.
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enterprise is being taxed. However, if the tax authorities are unable to solve the double tax-
ation through a mutual agreement process (MAP), they can present the case to the Advisory

Commission.”?

The Advisory Commission is set up via request and consists of the tax authorities of the
Member States involved and three independent persons from a list drafted and nominated by
the EU Member States. One of those persons will act as the Chair. The authorities will agree
on Rules of Functioning and the Advisory Commission is obliged to give its opinion within
half a year. The Advisory Committee will investigate whether the transfer price taxation is

in accordance with the ALP.7?

According to Article 12(1) of the Arbitration Convention, national authorities will make
their decision based on the opinion of the Advisory Committee. However, if they are still
unable to reach an agreement, they shall be obliged to follow the opinion given by the Ad-

visory Committee.

The Arbitration Convention has its defects but the main problem with it has been the long
timeframes it takes to resolve tax disputes as the Convention has no set deadlines for actions
taken to solve a dispute. A taxpayer may be deemed to lose the right to arbitration under the
Arbitration Convention if it has manipulated or attempted to manipulate taxable profits in

different Member States.”*

2.5.3.2 Directive on Tax Dispute Resolution Mechanisms in the European

Union

To help resolve disputes within taxation, the Council adopted the Directive 2017/1852 on
Tax Dispute Resolution Mechanisms in the European Union (Tax Dispute Directive). The
Tax Dispute Directive is built on the Arbitration Convention, as its scope is broader than the
Convention’s, and it was supposed to replace the Convention. However, currently the Arbi-
tration Convention is still in force. The Tax Dispute Directive applies to all taxpayers that
are subject to income taxes and capital taxes that fall under the scope of bilateral tax treaties

and the Arbitration Convention, meaning that it applies to businesses and individuals. The

2 European Union: Elimination of Double Taxation (Arbitration). 2017.
73 Karjalainen — Raunio 2018, pp. 10-12.
74 Karjalainen — Raunio 2018, pp. 10-12.
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directive covers mainly double taxation issues.” This may reduce the need for the Conven-

tion, as the directive is more effective in removing and preventing double taxation.”®

In the directive, dispute resolution can be divided into three different stages: the complaint
stage, the MAP stage, and the dispute resolution stage. The stages are quite similar with the
Arbitration Convention and therefore further discussion of them has been excluded from the

scope of the thesis.

2.5.3.3 Mutual Agreement Procedure

A mutual agreement procedure is the first step of a dispute settlement procedure within the
EU Member States when a transfer pricing dispute arises.”” MAP originates from the OECD
Model Tax Convention’s Article 25, and is also part of the Arbitration Convention and the

Dispute Resolution Directive as stated earlier.

According to Article 25 of the Model Tax Convention, when a taxpayer considers that the
income is being double taxed, they can present the case to the national tax authorities in-
volved regardless of what is written into the national legislation. This needs to be done dur-
ing the next three years following the first notification of the act in taxation that is not com-
patible with the Convention. If the tax authority notices that there is in fact a problem with
the taxation and is unable to solve it by themselves, they need to solve the problem together
with the other foreign tax authority or authorities involved. The authorities will seek for a
mutual agreement on removing the double taxation. The authorities can either communicate
directly or through a joint commission, that includes the authorities or their representatives,

in order to find an agreement.

According to Article 25 of the Model Tax Convention, if an agreement between the tax au-
thorities is not reached within two years after collecting all the relevant information, the
problem can become a subject of arbitration if the taxpayer requests so in writing. However,

arbitration procedure is not possible if the issue has already been decided on by a court or an

75 Buropean Commission: Dispute Resolution Mechanism.
76 European Union: Elimination of Double Taxation (Arbitration). 2017.
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administrative tribunal from either country. A mutual agreement which implements the ar-
bitration decision becomes binding for all states involved unless if the taxpayer does not

accept the decision.

2.6 Advance Pricing Agreements

An advance pricing agreement is an agreement between the taxpayer and the national tax
authority of transfer price methods used in an intra-group transaction within the corporate
group. APAs can be bilateral or multilateral and are usually initiated by the corporate en-
tity.”® An APA gives certainty in advance on the transfer pricing methodology used, and

reduces the possibility and need for tax audits of such transactions.”

In an APA, the criteria for the transfer pricing process of a certain business enterprise’s intra-
group transactions are determined for a specific period in the future. An APA is agreed upon
by the taxpayer, and the criteria may determine the transfer pricing method, comparable data,
and different adjustments and critical assumptions.’> An APA needs to be exact enough to
solve the transfer pricing question. However, in an APA the price of a certain transaction is
rarely set, and the APA needs to be general and broad enough to be applicable for the time
period of multiple years. Bilateral APAs are usually based on the OECD Model Tax Con-
vention’s guide for the mutual agreement process, especially on Article 25(3) of the Con-
vention, and additionally on the possible tax treaties between countries involved. There are
no specific instructions for multilateral APAs but they can also get their basis from Article
25 of the Convention, and from tax treaties, if there is international tax treaty provisions on

the mutual agreement procedure between the countries involved.®!

With all kinds of expected controlled transactions, it is possible for the corporate group to
seek for a bilateral or multilateral APA within the European Union. When applying for an
APA, the application needs to clarify to the right tax authorities that the transfer price that
has been proposed on the application is accordingly to the ALP. As APAs can be bilateral
or multilateral, the scope and nature of the agreement may vary from case to case. The
needed information is dependent on the right authorities involved and the complexity and

scope of the transaction itself. In a pragmatic setting, the tax authority and the applicant may

78 Karjalainen — Raunio 2018, pp. 410-411.

7 Buropean Commission: Statistics on Pending APAs and MAPs in the EU.
80 The Danish Customs and Tax Administration: C.D.11.15.3.1, 2024.
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decide together on the necessary documentation and information needed. In cross-border
transactions, the tax authorities may require different information as the transfer pricing sys-

tems vary from country to country.®?

In the application seeking for an APA, the information needed is the following: the enterprise
and market needs to be described, the controlled transaction needs to be explained in detail
including comparability analysis®} and functional analysis®*, the proposed transfer pricing
method and how it will be implemented, the critical assumptions, and an annual report on
compliance with the conditions of the arrangement. The amount of information needs to

reflect the size of the enterprise and the complexity of the transaction.

The application process can be closed if the enterprise wants to withdraw from it. The with-
drawal can be done at any time by the applicant, even after the tax authorities involved have
reached an agreement on the APA draft. After accepting the draft, the tax authorities will
discuss it with the applicant. If the applicant at this point approves the APA proposal, the
APA will enter into force. After the APA enters into force and is signed, the applicant is
obliged to follow the terms and conditions of the APA.8¢

There are no general rules on for how long an APA is valid. However, usually they are valid
for five years at a time. When the time period, that APA is in force, is coming to an end and
the MNE wants to extend it, they should contact the correct authorities to negotiate whether
the APA can be extended. This is usually possible in practice if the circumstances have not

changed radically.?’

An APA needs to be done beforehand as it can only be done before conducting a controlled
transaction, meaning that if a transaction has already been carried out, it usually cannot be
the subject of an APA. However, there is a possibility for a so-called roll back, where the
APA is used for tax purposes of previous years that have not yet been taxed. A roll back can

only be done if there is not significant change in circumstances of the corporate entity.3® The

82 The Danish Customs and Tax Administration: C.D.11.15.3.5, 2024.

8 Comparability analysis: A systematic evaluation of whether the terms and conditions of the intra-group
transaction are comparable with an uncontrolled transaction conducted at arm’s length. ITAXA: Compara-
bility Analysis. 2022.

8 Functional analysis: An examination of the functions that are performed, assets used, and risks assumed in
the intra-group transaction. Erasmus: ‘Guide to Functional Analysis in Transfer Pricing’. 2024.
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retroactive effect may be suitable in situations, where the MNE or the tax authorities in-
volved view the APA and the transfer pricing models planned for the future more fit for past
income assessments as well. In such cases, all the tax authorities involved need to agree on
using the APA retroactively for this time period and additionally, to agree on the amount of

profit in question.®

The main advantage of an APA is the avoidance of double taxation as it ensures that the
national tax authorities accept the transfer pricing principles during the timeline when the
APA is applied, and therefore the outcome, i.e. the taxable profits. Another benefit from an
APA is the tax certainty it gives to the corporate group as usually the transactions covered

by it will not end up being the subject of tax audit and therefore, there is less work involved.*

From the perspective of the corporate group involved, APAs require more resources. To be
beneficial and worth the input, an APA should be done for the time period of several years,
and it should solve multiple questions around the transfer pricing process.”! However, com-
pared to the benefits, security, and reliability an APA gives to the corporate group, this is
usually not an issue. Although APAs are valid only for a certain time, the time can usually

be extended rapidly if the conditions have not changed in a significant way.*?

Although they come with multiple advances, not all countries are willing to take part in
APAs as they demand a lot more from the national tax authority. In some States, APAs are
limited to only interpretative and substantive issues. APAs are widely recognized, and within
the European Union, the European Commission encourages to use bilateral APAs within the
single market to avoid double taxation. Furthermore, not all states have national legislation
regarding APAs, but this does not prevent them from entering APAs. For example, this is

the current situation in Finland.”3

2.6.2 Critical Assumptions in Advance Pricing Agreement

Critical assumptions are the facts that are necessary for the continued validity of an APA.

They can be, for example, any facts or circumstances relating to the applicant, their industry,

89 The Danish Customs and Tax Administration: C.D.11.15.3.11, 2024.
90 Karjalainen — Raunio 2018, pp. 410-411.
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third parties, or the general economic conditions going on within the markets. These form

the foundation of an APA as they need to be thoroughly planned.

For example, a critical assumption related to the applicant can be the structure of the MNE
or the broadness of the transaction. A critical assumption relating to other aspects can be
changes in interest rates, new legislation, or unexpected change in business volume. Usually,
an APA will include terms on that the enterprise needs to inform the tax authorities if there
is a change in the state of the critical assumptions or that they are no longer met during the
period. The effect the changed critical assumptions have on the continuity of an APA varies
from situation to another, but usually after changes in circumstances, the tax authorities will
negotiate more and aim for a new agreement. A change in critical assumptions does not
affect the continuity of an APA itself but for an APA to be changed and carried out further

in the future, all parties need to be interested in adjusting it to fit the new circumstances.”

2.7 Tax Havens and Loss of Tax Revenue to non-Member States

From a fiscal point of view, transfer pricing is about sharing tax revenue between two or
more states and to do this in a way that avoids double taxation. This makes tax treaties be-
tween countries extremely important. As aforementioned, there are rules for transfer pricing
in national laws in most countries. The national rules are also applicable when there is trans-
fer pricing process conducted between two or more states that do not have a tax treaty. This
makes the process easier, but the rules are there to also ensure that the national tax revenue
is not lost to tax havens and other countries with a lower-than-average corporate income

tax.”?

The term ‘tax haven’ was first used for states that offer low-tax regimes to attract more
business into the country. Later, the term has been used for states where the jurisdiction does
not function accordingly to the tax good governance principles and other jurisdictions. This
is due to the country’s aim to attract investment and tax bases.”® Although there is no ex-
haustive definition for a tax haven, they have similarities that can be used to determine

whether a state is one.

%4 The Danish Customs and Tax Administration: C.D.11.15.3.8, 2024.
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Typical for tax havens is that they do not have a corporate income tax or that the tax is
significantly lower compared to most other countries. Other factors tax havens have in com-
mon can be lack of international cooperation when it comes to taxation and secrecy jurisdic-
tions. The terms tax haven, offshore financial centre, and secrecy jurisdiction are often mixed
and used together as they all have similarities such as nonexistent or low taxation, tax secrecy
and even fictitious residences. However, each of these emphasize a particular characteristic:
low-tax countries emphasize the fact that there is no tax or a minimal tax, secrecy jurisdic-
tions emphasize the anonymity of financial deals and assets ownership, and offshore centres
emphasize the foreign location. The main elements making country a tax haven is the lack
of exchanging information of their taxpayers with other tax administrations and govern-
ments, minimal or non-existent reporting on the owners of assets or financial deals, minimal
or no taxation on income and assets of non-residents, tax advantages to non-residents, and

not upholding minimum standards of corporate governance and accountability.”’

European Union is constantly working to promote and establish tax good governance mech-
anisms, global tax transparency, and fair taxation to fight tax evasion and avoidance, and tax
fraud. The EU has fixed a list of non-cooperative jurisdictions for tax purposes. The listing
criteria was fair taxation, tax transparency, and measures against base erosion and profit
shifting. The list was adopted by the Council in October 2024, and currently includes 11
countries: American Samoa, Anguilla, Fiji, Guam, Palau, Panama, Russia, Samoa, Trinidad
and Tobago, US Virgin Islands, and Vanuatu. There is also a list of countries that cooperate
with the EU but have pending commitments. These countries are under the EU screening

process, but once a country meets all its commitments, EU will remove it from the list.”®

2.8 Customs Law and Transfer Pricing

When discussing transfer pricing within the European Union, it is impossible to ignore the
customs law in the Union. The EU was built on the idea, that within its area, there is a well-
working internal market.”® Therefore, the four freedoms were established. The four freedoms

are the freedom to move freely goods, services, capital, and labour within the Union’s area.

7 Buropean Parliament: PE 621.872 — May 2018.
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These four freedoms have their legal basis in the Founding Agreements of the EU and can

be found in multiple articles of said treaties, for example in Article 26 of the TFEU.

Another important legal regulation is the right of establishment, which in some contexts is
also known as the freedom of establishment. The right of establishment is a key factor in the
working internal market. Its legal basis is in Article 49 of the TFEU. The right of establish-
ment means, that all restrictions against nationals of another Member State on the freedom
to establish in another Member State are prohibited. This includes restrictions to establishing
agencies, branches or subsidiaries, and being self-employed, setting up or managing under-
takings in another Member State. There are several other articles illustrating the same rule
or creating space for it in the TFEU, which are Article 55 (similar treatment to all Member
State nationals besides their nationality in another Member State), Article 26 (internal mar-

ket), and Article 56 and Article 62 (freedom to provide services).

These regulative rules create basis for all business activities conducted within the Union and
make establishing and running different kinds of business branches or subsidiaries possible.
Giving citizens the right to do business more freely is essential for the internal market. An-
other necessity is removing tariffs within the Union when goods cross border from one Mem-
ber State to another. This allows goods to move freely throughout the Union. The tariff rules
also include common legislation for when trade goes beyond the Union’s borders, and for

such situations, there is a common customs tariff.!?°

However, from a legislative perspective custom law in the EU and transfer pricing are not
in contact. The customs law is not a tax measure, but a trade policy measure. It differs from
transfer pricing, as transfer pricing is not regulated by the EU law and is based on national
legislations of the Member States, whereas customs law is regulated by the EU.!%! Further-
more, the goal with customs law and transfer pricing rules may be seen as somewhat similar
— intercompany cross-border transactions are based on internationally recognized objective
principles, and both recognize that the price should not be affected by the relationship of the
parties.!?? The functioning behind the EU customs law is to ensure that the EU has a working
and competent internal market, and that trade between the Member States is treated similarly.

Reaching this state would be impossible without common regulations within the EU.
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3 Arm’s Length Principle

3.1 Introduction to the Arm’s Length Principle

The Arm’s Length Principle is an internationally recognized pricing standard originating
from the OECD Model Tax Convention.!® In short, the principle means that the financial
gains derived from a controlled transactions of the corporate enterprises involved should
have the same value as if the enterprises did not have a community of interests.!** Therefore,
the price set for the transaction needs to be identical to transaction prices that would be used
when conducting similar transactions between enterprises that are not part of the same cor-

porate group or in any relation outside of the transaction.

Article 9 of the Convention is built around ALP.!%° In the Article, the ALP is defined as:
“where an enterprise of a Contracting State participates directly or indirectly in the manage-
ment, control or capital of an enterprise of the other Contracting State, or the same persons
participate directly or indirectly in the management, control or capital of an enterprise of a
Contracting State and an enterprise of the other Contracting State, and in either case condi-
tions are made or imposed between the two enterprises in their commercial or financial re-
lations which differ from those which would be made between independent enterprises, then
any profits which would, but for those conditions, have accrued to one of the enterprises,
but by reason of those conditions, have not so accrued, may be included in the profits of that
enterprise and taxed accordingly”. The ALP views group companies through the separate
entity approach, meaning that each of the enterprises are viewed to be separate actors and

independent of the group.!%

The ALP is in no means a new principle and can be dated all the way to the OECD’s publi-
cations from 1979. ALP is based on market forces, at least in theory. These forces being
supply and demand, making the transfer price acceptable to each party involved. The taxa-
tional point of the ALP is that it ensures that the taxable compensation of the transaction is

set accordingly to the real market price.!?’
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The right price that is compatible with the ALP can be determined by examining financial
indicators.! This can be done by comparing markups of cost, net profit indicators, and the
gross margin data collected from transactions with identical or relatively similar situations
both from controlled and uncontrolled transactions.!?” To depict that the intercompany trans-
action has been made with a real market price, i.e. the price of the transaction reflects what
the price would have been if the transaction was conducted by independent enterprises, and
that the situation and circumstances around the transaction did not affect how the price was
set, the taxpayer has various transfer pricing methods available to depict that the transfer

price and the following taxable profit are at ‘arm’s length’.!!?

3.2 The OECD Transfer Pricing Guidelines and Legal Nature of the
Arm’s Length Principle

The OECD Transfer Pricing Guidelines target the issue of comparability in transfer pricing.
This is done by following the transfer pricing methods when setting the right price for an
intra-group transaction. Additionally, the Guidelines aim for a balance between setting the
task of finding the right transfer price and tax revenue between the taxpayer and national tax
administration. The Guidelines set Article 9(1) to be the basis of comparability analysis,

therefore making the ALP the foundation principle in the process.'!!

Globally, the ALP is a recognized and an accepted standard, especially in international tax
treaty law. It could even be argued that the principle has a placement in customary interna-
tional law.!!? Despite this, within the EU, the legal emphasis of the principle is not binding.
The ALP has not been written into EU law, which makes it more of a soft law instrument in
the EU area regardless of it being internationally recognized. The principle is limited to pro-

vide a direction to the right result, but nothing more.

Therefore, the ALP is not an autonomous principle and in order to be applied in a tax ruling,
it needs to exist in the national tax system. Consequently, if it does exist in the national tax
system, it will be interpreted as it is defined there.!!? Although the Member States agree to

some extent on how the ALP should be interpreted in transfer pricing taxation, only the
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national tax system can be taken into consideration when giving tax rulings, as there are no
common legal rules on the ALP on the EU level that have been referred into the national tax
systems and laws. Even the CJEU has confirmed this approach in its judgements on certain
state aid cases, for example the joined Cases C-451/21 P and C-454/21P (Engie), and the

Case C-457/21 P (Commission v Amazon and others).

Because of the ALP’s nature of being a quasi-legal instrument, the definition and application
of the principle may vary as there is no detailed guidance on how it should be applied in
practice. There is a difference between how government officials, such as tax administrative
bodies, view the principle compared to how private organizations and corporate entities view
it. Additionally, from the European Union’s point of view, the biggest problem with the
utilization of the ALP in action is how the interpretation differs between the EU and the
Member States.!'* However, especially in the OECD Member States, the ALP is usually
defined as it is written into the OECD Guidelines.!!>

The OECD Guidelines do not set specific demands on what should or should not be included
in a transfer pricing process between two or more associated enterprises. This leads to a
situation, where the ALP becomes a very subjective standard of valuation, rather than an
objective guideline. Additionally, the OECD takes into account that the outcome of transfer
pricing may not reflect market forces and consequently market forces may not reflect the
ALP. To satisfy the ALP, the OECD Member States have agreed that they are able to adjust
the reported profits, which taxation is based on, when taxing associated enterprises by mak-

ing transfer pricing adjustments. !¢

In practice, because the OECD Guidelines do not include a theory on how to form transfer
prices between associated enterprises, a guidance of the interpretation and application of the
ALP is much needed. Currently, the interpretation of the ALP is done in a way, where MNEs
apply one of the transfer pricing methods and then give reasons to why the specific method

got chosen and justify the outcome, i.e. the price.!!’

A conclusion can be made, that the ALP is more of a guiding tool or a frame for the right

outcome, and not something that is applied in a literal form as the ALP is a principle and not

114 Navarro 2017, p. 25.

115 Sander — Scherer — Schmiel 2024.

116 Tuominen 2018, pp. 438-439.

17 Sander — Scherer — Scmiel 2024, pp. 1, 9.
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a regulative norm. The ALP is used to guide for the juridically right outcome when finding
the right taxable price. Although legally a quasi-legal instrument, the ALP is not only a use-
ful tool, but rather the backbone of the current transfer pricing tax system in most countries.
It embodies the basic rule, which needs to be followed for taxation to be effective, fair,

transparent, and accurate.

3.3 Disadvantages of the Arm’s Length Principle and the OECD Guide-

lines

The ALP is not immune to errors. There are certain compensation issues that rise from the

usage of the principle, although the principle was first set in order to avoid such issues.

First of all, the OECD acknowledges that in certain situations it is harder to set the right
price. For example, tax administrations and taxpayers may have trouble with determining
the right transfer price when the transaction is between MNEs that deal with integrated pro-
duction of very specialized goods or with unique immaterial. Additionally, a difficult situa-
tion may arise when the transaction is between MNEs that provide services as the nature of
the object of the transaction is harder to price. In such cases, the OECD recommends using

the transactional profit split method.!!®

In addition, the OECD Transfer Pricing Guidelines suggest that the contribution analysis and
residual analysis are used as an alternative way to determine whether the transaction is at
arm’s length. Some transactions may have such a unique nature that they cannot be subject
to the comparability analysis. For such situations, the Guidelines suggest, that when there is
a limited or no amount of data available, making the comparison difficult, the associated

enterprises will consider the assets they use and predicted risk.!!

According to some, the ALP lacks theoretical foundation to begin with, which causes prob-
lems in practice. It can be viewed as a tool in a mix of other instruments.'?° However, in this

thesis the economic theory of the ALP has been excluded from the topic. An observation can

118 Feinschreiber — Kent 2012, pp. 12-15.
119 Feinschreiber — Kent 2012, pp. 12-15.
120 Sander — Scherer — Schmiel 2024.
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be made, that the ALP has its shortcomings as it is heavily based on the comparability anal-
ysis in a field where finding a comparable transaction can turn out to be hard or sometimes

even impossible.

Furthermore, under oligopolistic conditions the ALP works poorly for its indented use. An
oligopolistic market occurs in a situation, where the competition is limited to only a few
sellers providing the same or similar goods or services, and which are unable to ignore the
actions of the other party or parties operating on the market as all of them take up a high
percentage of the market.!?! It is acknowledged by the OECD that under such circumstances
the application of the ALP in transfer pricing is complicated, and it sees it as a possible
situation to excuse tax administrations and MNEs from using the ALP as there is no compa-

rable transaction or transactions which could be used to determine the right transfer price.!??

In international public conversation on transfer pricing, NGOs have criticized how the ALP
enables MNEs to move profits to countries with low tax rates as the principle does not take
sufficient account of the fundamental characteristic of a group, i.e. its functioning as a single
economic entity.!?* This can be considered a major flaw with the principle, as it fails to notice
the basic nature of MNEs by not considering them as a group and therefore treating associ-
ated enterprises as independent enterprises. Consequently, the principle is seen as a signifi-

cant cause and driver of tax avoidance.'?*

The ALP imposes an administrative burden on MNEs, increasing the workload coming from
the transaction. It forces the MNE to collect and provide vast amounts of data and reports,
sometimes overlapping with their interest of confidentiality as such data is usually for inter-

nal use and not public.!®

Overall, the OECD Guidelines lack examples forcing all parties to operate just based on the
concise information provided. However, the outcomes are not considered to be unexpected,
although the MNEs are often not prepared for the outcome. The ALP can be seen as a prin-
ciple that is not very flexible. Although the ALP is not a new principle, there is not a suffi-

cient amount of case law on it.

121 Monash University: Monash Business School, Marketing, Marketing Dictionary: Oligopolistic Competi-
tion.
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Despite the critique the ALP faces, the OECD defends the principle and still views it as the
best guiding principle when determining transfer pricing rules and reasons this through the

international recognition and effectiveness of the principle.!?®

In relation to state aid cases, the scattered interpretation of the ALP has led to numerous tax
disputes between the European Commission and the Member States’ national tax admin-
istrations. The ALP causes problems with its open-ended nature of interpretation as it is a
legal principle and not a set legal rule with a highly definitive meaning. As the ALP is the
most used indicator to determine whether a transfer price is correct and consequently leads
to the calculation of the correct amount of tax, the interpretation of the principle is the main
cause of legal disputes when it comes to the state aid cases on transfer pricing tax rulings.
To be competent in attracting businesses to their area, countries sometimes accept transfer
prices that are not in accordance with the ALP and consequently may end up granting a
selective aid in the form of a lower tax ruling to an MNE. However, this is probably not
going to be the legal environment forever, as making ALP a regulative and legally binding
principle is under works.!?” This topic will be discussed later in greater detail in the Chapters

5 and 6.

126 K arjalainen — Raunio, 2018. pp. 46-48.
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4 State Aid

4.1 Introduction to State Aid

The European Union has adopted competition law rules and principles prohibiting actions
that favour a certain corporate entity or a business over others within the Union’s economic
area. Any aid granted by a Member State directly or through any state resource in any form
that distorts competition within the area of the Union by favouring a certain corporate entity
or the production of certain goods is prohibited in the internal market.!?® One of these rules
is the prohibition of Member States giving out state aid, which may lead to uncertain and
unfair outcomes in the internal markets by giving one entity distortive advantage over the
others competing in the same field.!?° The definition of state aid comes from Article 107 of
the TFEU. According to Article 107(1) of the TFEU, “any aid granted by a Member State or
through State resources in any form whatsoever which distorts or threatens to distort com-
petition by favouring certain undertakings or the production of certain goods shall, in so far

as it affects trade between Member States, be incompatible with the internal market”.

The wording of the Article hints, that it should be interpreted broadly as it prohibits “any aid
granted” and includes the state but also different state resources as well. For example, these
state resources can include tax administrations, making it prohibited to give out selective tax
benefits and tax deductions, or to complete taxation of certain companies with a lower tax
rate than average. Therefore, state aid that is not compatible within the internal markets can
occur with taxation. These are indirect measures, as no direct aid is granted but the tax bur-

den is made lighter.!3°

For an advantage to be considered state aid, it needs to fulfill a certain criterion. First, there
needs to be an intervention by the state itself or through resources of the state, which can be
done by various different forms, e.g. tax reliefs, grants, government holdings of the com-
pany, guarantees, or even by providing goods and services on better terms than to others.
Second, the governmental intervention gives the receiver and advantage on a selective basis,
resulting to a competition that has already or may be manipulated in the future. Third con-

dition for an action to be considered state aid is that the intervention conducted affects or is

128 European Union: Notion of State aid. 2019.

129 Buropean Commission: State Aid Overview.
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likely to affect trade between Member States.!*! When determining whether a benefit is state
aid, a key factor is whether it is selective or not.!3? According to these conditions, it is clear,
that for a governmental intervention to be considered state aid it does not need to affect the
trade within the Union’s internal market but only the possibility for that to happen is enough.

This indicates that the Article should have a broad interpretation.

However, there are exceptions to the state aid rules, which can be found in Article 107(2)
and (3) of the TFEU. The exceptions include e.g., a governmental aid having a social char-
acter, an aid to help in situations where damage has occurred by an unexpected factor such
as a natural disaster, or an aid to promote execution of important projects of common Euro-
pean interest are allowed. It is certain that either the aid needs to have basis in promoting
common good and common interests or in something abnormal and exceptional, such as the
occurrence of a natural disaster or a pandemic. For example, during and after the coronavirus
pandemic, the Member States supported citizens and corporate entities by giving out differ-
ent governmental aids due to the viruses’ effect on the economic area.!** The European Un-
ion recognizes, that in some situations and circumstances, governmental interventions are
necessary in order to keep up a functioning and fair economy. Therefore, the EU has left

space for the type of state aid that is compatible with the internal markets.

4.2 The Commissions Procedure with State Aid Cases

The European Commission is responsible together with the CJEU on ensuring that the EU
law is applied properly and followed in each Member State.!3* Additionally, the Commission
governs that the Member States interpret and enforce legal norms in a way that is compatible
with the EU legislation. If a Member State fails to respect these obligations, the Commission

can take the case to be decided in front of the ECJ under the Article 258 of the TFEU.!33

Each case will be reviewed by the Commission together with the Member State in question,
according to Article 108(1) of the TFEU. The state aid control requires a beforehand notifi-

cation of every new aid that is to be given, and any aid given out without the authorization

131 European Commission: State Aid Procedures.

132 Miladinovic 2022, pp. 11-12.

133 Buropean Commission: State Aid Rules and Coronavirus.
134 European Union: European Commission.

135 Raitio — Tuominen 2020. pp. 107, 110-111.
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given by the Commission is deemed to be unlawful. Member States must wait for the Com-
mission's decision before granting aid.!*® An investigation by the Commission can be also
sparked by the Commission’s own initiative or by a complaint made by a third-party. In the
investigation, there are three possible outcomes: a positive decision, a conditional decision,
and a negative decision. A positive decision means, that the Commission does not consider
there to be any prohibited aid or aid of any kind. A conditional decision is made in a case,
where the circumstances make giving the aid compatible with internal markets but without
these circumstances the aid would be deemed illegal state aid. A negative decision is for
situations, where the aid fulfills the state aid criteria. Each Commission decision is evaluated
by the General Court, and if an appeal is made, the competent court is the ECJ.!3” However,
there is a possibility that no decision will be reached if the case is closed by the Member

State withdrawing the notification.

When suspecting state aid, the Commission will use a method called the ‘three-step analysis’
to determine the selectivity of the measure. For example, in the Case C-465/20 P (Commis-
sion v Ireland and Apple), the three-step analysis was described in a following way: “(i)
identification of the appropriate reference system; (ii) assessment as to whether the measures
at issue constituted a derogation from that system; and (iii) assessment as to whether such a
derogation is justified by the nature and general scheme of that system”.!3® A similar defini-
tion can be found in the Commission’s Notices'3, indicating that the Commission is keen to

use the analysis system to determine the selectivity of an aid.

There is no legal timeframe or deadline for the investigation executed by the Commission,
and the investigation comes to an end once the Commission acquires its final decision. The
length of the investigation is based on many factors as the objective is to be as thorough as
possible. The time taken by the investigation depends on how complex and webbed the case
itself is, the provided information’s nature and how well the Member State involved operates

to help to solve the case.!*

136 European Commission: State Aid Procedures.
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If a payment has already been made and the Commission reaches a negative decision, the
Commission demands the Member State to recollect the benefit with interest from the re-
ceiver of the benefit. In such circumstances, the commission opens a ‘recovery case’ to en-
force the decisions implementation. Therefore, if the Member State involved does not coop-
erate like demanded on the decision before the deadline, the Commission can refer the case
to the ECJ without conducting any punitive action under Article 258 of the TFEU. The ob-
jective of the recovery action is to take back the advantage or benefit received by the com-
pany to re-establish the internal market to its original state before the aid. The recovery of

the aid can take up to maximum of ten years.'*!

4.3 State Aid in Transfer Pricing

In transfer pricing, a situation where taxation leads to prohibited state aid usually occurs
when a tax ruling is used to confirm a transfer pricing arrangement, such as an APA. Because
transfer pricing includes the act of allocating taxable profits between subsidiaries of a cor-
porate group, it can easily lead to tax rulings where state aid rules apply. If a tax authority of
a state accepts a calculation of taxable basis provided by a company, where the compensation
of a subsidiary does not reflect the normal conditions of competition, the tax treatment is

considered to be state aid as it is favourable to the receiver.!4?

Based on the various decisions given by the Commission on cases regarding transfer pricing
taxation and state aid, the relevant aspect from the state aid perspective was that the tax
ruling at issue was prone to endorse an outcome that would unlikely be reached when apply-
ing the national law, and that it can be considered a selective benefit, especially if it lowers
the taxpayer’s tax responsibility when comparing to other companies with an identical legal
or factual position.!** This unlikeliness of the tax ruling’s endorsed outcome was deemed to
be the key factor when determining where the line between regular taxation and state aid is
to be drawn. Therefore, a conclusion can be made that with transfer pricing tax rulings for
the ruling to be considered to fulfil the state aid criteria, the most important factors are a

selective nature of the ruling and an unexpected outcome in taxation.

141 BEuropean Commission: State Aid Procedures.
142 Miladinovic 2022, p. 12.
143 Miladinovic 2022, pp. 55-57.
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A decision in an intra-group transfer pricing case which is not in line with the ALP is deemed
to be a selective measure leading to benefits others would not gain under similar circum-
stances.!** Because intra-group transactions are not guided by the market powers, the ALP
is used to determine a market price in a situation where there is no proper market. The ALP’s
aim is to ensure that all corporate entities are getting the same treatment. Therefore, it can
almost be seen as a certain implementation of Article 107(1) of the TFEU, where uneven
treatment of corporate entities is prohibited through positive or negative actions. Conse-
quently, this leads to a juridical situation where even if the Member State has not adopted
the ALP, it almost becomes indirectly incorporated to its national system through the TFEU
Article 107(1).!% This is an interesting phenomenon because as stated before, the ALP is
not a legally binding principle, but rather a guideline. However, this can be seen as an indi-
cator of two things; first, the implementation of the ALP to the national jurisdiction of Mem-
ber States through the Transfer Pricing Directive would not necessarily be a major change,
and secondly, it has been long-overdue that the principle gets to be a part of written and

legally binding legislation.

According to the European Commission, the ALP is not a need but a necessity for a well-
functioning and state aid preventable corporate income tax system. The high value of the
ALP as a principle in the Commission’s eyes may be due to the similarities with the state
aid criterion. Possibly this is causing the Commission to view ALP as an important instru-
ment when identifying state aid cases. The Commission’s view on transfer pricing taxation
and state aid cases adds to this, as it also highlights the selectivity criteria in state aid identi-

fication which is in line with ALP.!46

The Commissions interest on fiscal state aid can be considered recent as it has been increas-
ing over the last decade. It challenges the Member States’ tax measures in direct taxation,
which has always been an area of broad sovereignty for the Member States. States around
the world are constantly trying to attract businesses and get them to invest in the country as
this is necessary for their economy. The most attractive investors are MNEs, which can be
attracted to establish business operations in the state by low tax rates. This race between

states on which states can provide the best tax conditions for MNEs has raised concerns in
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the Commission. To discard such concerns, the Commission has given different conclusions
where certain tax treatment or suspiciously low tax rates in tax rulings given by Member

States to international corporate entities are deemed to be illegal state aid.

However, these Commission decisions have sparked controversial responses from both
Member States and MNEs. The most common argument against these state aid decisions is
that the Commission is acting in a manner that is both one-sided and without proper author-
ity.!*” As indicated before, the Member States have always had a broad sovereignty when it
comes to their direct taxation rules. This is an area, where two different interests collide, and
adjustments need to be made in order to maintain competent tax levels in Member State but

to also establish equal and functioning trade withing the Union.!#®

147 Bobby 2017, p. 186.
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5 Case Law

5.1 Introduction

The Court of Justice of the European Union has given several judgments on whether a tax
ruling in the context of transfer pricing constitutes state aid in the past years. The importance
of these judgements does not only come from the case law perspective, but also the publicity
they gained and the responses they sparked. Some of the judgements were not only deemed
to be important and gained a vast amount of attention in Europe, but outside of Europe as
well, especially in the United States. The reason why the United States became so interested
in the Commission decisions was that there are multiple multinational enterprises originating

from the United States that are doing business within the European Union’s area.!#’

Therefore, the international weight of fiscal decision-making, legislation, and ruling does
not only affect the EU but the whole global market. Taxation is a powerful way to control
the market and the corporate world, and to steer them to different directions. The interna-
tional tax law seems to be on the verge of change with new regulations being set,'** and the
CJEU’s rulings support that observation. However, the current legal situation gives a lot of
weight to case law as the regulatory environment lacks common guidelines. Reviewing the
case law around the matter can reveal multiple trends and concepts that can help other en-

terprises and Member States to avoid litigation.!>!

Next, four different cases of the newer case law will be overviewed briefly and then analyzed
together. From a group of multiple cases, the following were chosen as they demonstrate the
issues presented and to support the observations and findings of this thesis. There will be
short introductions and overviews of the cases. However, the descriptions are not intended
to be exhaustive, as only the most relevant points have been covered in the overviews. The
economic and numerical evaluation of the cases, for example with transfer prices, has been
limited outside the scope of the thesis, as the point is to review the case law from a legal
point of view. After the brief case overviews, observations of the cases and case law in gen-

eral will be presented and discussed in detail in the last sub-chapter.

149 Bobby 2017, pp.186, 215.
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5.2 Fiat Chrysler Finance Europe v European Commission

Joined Cases T-755/15 and T-759/15 (Luxembourg and Fiat v Commission), became one of
the major cases on the Commission’s usage of the ALP as a tool in a state aid assessment,
ruled by the General Court. In the Case, Ireland intervened in support of the Grand Duchy
of Luxembourg. The Case gained a significant amount of publicity and later was taken in
front of the ECJ. The ECJ gave its final ruling on the joined Cases C-885/19 P and C-898/19
P (Fiat Chrysler Finance v Commission, later the ‘Fiat Case’) in November 2022.

The tax ruling at issue was related to Fiat Chrysler Finance Europe’s!? (later ‘FFT”) in-
tragroup transactions, where it was providing financing and treasury services to the
Fiat/Chrysler automobile group (later ‘Fiat/Chrysler Group’) companies in Europe, which it

was part of. FFT’s head office was in Luxembourg, where it operated from at the time. !

The tax ruling leading to the court dispute was given in September 2012, when a tax adviser
of FFT requested a tax ruling from the Luxembourg tax authorities for an approval of an
APA. The Luxembourg tax authorities then issued a favourable decision to FFT, stating in
their decision that they accept a method for determining the FFT’s compensation for provid-
ing financial services to other Fiat/Chrysler group companies. This enabled FFT to calculate
its corporate income tax liability in Luxembourg. The agreement was set to be binding for

five years.!>

In June 2013, the European Commission asked the Grand Duchy of Luxembourg for infor-
mation on its national tax rulings practice. Later, the Commission decided on starting an
investigation procedure regarding the tax ruling at issue under Article 108(2) of the TFEU.
The Commission gave its contested Decision,!>®> where it stated that the tax ruling at issue
was incompatible with the internal market as operating aid, and met the definition of state
aid within the meaning of Article 107 of the TFEU. Additionally, the Commission noted that

the Grand Duchy of Luxembourg had failed to notify it of any plan to grant such aid like

152 At the time of the tax ruling the company was called ‘Fiat Finance and Trade Ltd’, but for clarity and
consistency in the text, the name of the company at the time of the judgement will be used with the abbreviation
‘FFT".
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Article 108(3) of the TFEU obligates it, nor had followed the standstill obligation. The Com-
mission ordered to recover the full aid. FFT and the Grand Duchy of Luxembourg brought

actions for the annulment of the Commission’s Decision.!>°

The General Court decided in its ruling to dismiss both actions, and upheld the Commis-
sion’s approach. The General Court agreed with the Commission’s approach on the reason-
ing that regardless of whether the ALP is integrated into the national law or not, when the
tax system pursues the aim of taxing the profits of all resident enterprises, the application of

ALP for the purposes of setting the reference system is justified.'>’

There were two appeals on the General Court’s judgement, made by FFT and Ireland, which
were later joined together. In the judgement, the Grand Chamber clarified further when tax
rulings given in Member States endorsing methodologies for configurating transfer prices

may fulfil the meaning of state aid according to Article 107(1) of the TFEU.

First, the Court clarified that when analyzing tax measures from the EU state aid law per-
spective, the examination of the term relating to selective advantage needs to identify the
reference system, which in case of taxation is the ‘normal’ tax system of the Member State
in question. This should be followed by a demonstration of how the tax measure is a dero-
gation from that regime, and to which extend it is different from comparable legal and factual
situations and treatment of comparable taxpayers without finding a justification within the
tax system in question. According to the Court, the determination of the reference system
must be done by exchanging arguments with the state involved and be objective. In the areas
of law which are unharmonized by EU law, it needs to be done by only referencing to the
national law of the Member State in question. Therefore, based on its competence and fiscal
autonomy, it should be the Member State concerned that determines the characteristics form-
ing the tax, which define the ‘normal’ tax regime. This tax regime forms the reference system
that is used when analyzing the condition of selectivity. The determination of the taxable

event and the basis of assessment are included.!>8

156 C-885/19 P and C-898/19 P Fiat Chrysler Finance Europe v Commission, para. 5-10, 14-24, 25.
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Therefore, the Court was left to first examine whether the General Court had made an error
when using the methodology used by the Commission in determining the reference sys-

tem 159

The Court noted, that when defining the appropriate reference system, the Commission had
failed to use the normal national tax system of Luxembourg as a reference, and it had applied
the ALP differently than how it is under the national law. According to the Court, the Com-
mission had failed to examine the tax ruling in the light of the ALP in the form it exists in

the national law, especially regarding intra-group companies. '

The Court stated that the General Court had made a mistake in applying Article 107(1) of
the TFEU by endorsing the Commission’s approach on the question of the reference system
used. According to the Court, the General Court had erred when accepting that the Commis-
sion relies on rules that are not part of the Luxembourg’s legal system, and had breached the

provisions of the TFEU, in particular of Articles 114(2) and 115.16!

The Court noted, that because there is no harmonizing EU law, the methods and criteria of
what should be considered an arm’s length outcome should be left for consideration of the
Member States. The Court added that only national regulations are relevant for whether a

transaction should follow the ALP and whether the transfer prices deviate from it.!%?

The Court noted that the Commission had failed to take into account the rules for determin-
ing whether an outcome is at an arm’s length which had been provided by the Grand Duchy
of Luxembourg. The Commission had failed to note the rules when defining the reference

system and determining whether there was a selective aid granted. !

Last, in its reasoning the Court stated that unlike the approach chosen in the joined Cases
C-182/03 and C-217/03, (Belgium and Forum 187 v Commission), the Court does not sup-
port the idea that the ALP is applicable where a national tax system taxes intra-group com-
panies and independent enterprises in the same way, regardless of whether the ALP is incor-

porated into the national law and how it is defined there.!64

159 C-885/19 P and C-898/19 P Fiat Chrysler Finance Europe v Commission, para. 85, 89-90.
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163 C-885/19 P and C-898/19 P Fiat Chrysler Finance Europe v Commission, para. 99, 122.
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The Grand Chamber set aside the General Court’s judgement and annulled the Decision at

issue.!63

5.3 Netherlands v European Commission

In September 2019, the General Court gave another important judgement on the joined Cases
T-760/15 and T-636/16 (Starbucks v Commission, later the ‘Starbucks Case’), setting an-
other important case law example. Ireland intervened in support of the Kingdom of the Neth-

erlands.!%®

The enterprise in question was Starbuck Manufacturing Emea BV (later ‘SMBV’), which
was a subsidiary of the Starbucks group, that concluded different production and distribution
activities within the Starbucks group. Starbucks Corp., which had its headquarters in the
United States, controlled the companies in the Starbucks group. In April 2008, SMBV and
the Netherlands tax authorities agreed on an APA, the purpose of which was to determine
the remuneration received by SMBYV for its activities in the Starbucks group and a royalty
SMBYV had to pay to another entity in the Starbucks group for using its intellectual property
rights. The remuneration was supposed to set annually the taxable profit of SMBV for the

purposes of corporate income tax payable in the Netherlands.'®’

In October 2015, the Commission gave its Decision,'®® where it classified the APA as state
aid measure and ordered to recover the aid. The Kingdom of the Netherlands brought an
annulment action against the Decision and so did the Starbucks Corp. together with SMBV.

The Cases were joined for the purpose of the Judgement.'®”

Like in the Fiat Case, the Court pointed out first that the Member States need to exercise
their legislation in accordance with the EU law and state aid rules even on areas that are not
harmonized by EU law such as in this case, taxation. This gave the Commission the compe-
tence to determine, whether a national tax ruling can be deemed state aid. The Court noted
that the Commission could use the ALP when examining the tax ruling’s accordance with

Article 107(1) of the TFEU. Having regards to the Netherlands national corporate income

165 C-885/19 P and C-898/19 P Fiat Chrysler Finance Europe v Commission, Judgement para. 2-3.

166 T_760/15 and T-636/16 Starbucks v Commission, para. 73-74.

167 T7-760/15 and T-636/16 Starbucks v Commission, para. 1, 12-14, 16.
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taxation laws, the ALP was part of the tools that fall under the Commission’s competence

under Article 107(1) of the TFEU as it is written into the domestic laws.!”

However, the Court stated that the Commission had failed to demonstrate that the APA had
given an advantage by reducing SMBV’s tax liability for the purposes of Article 107(1) of
the TFEU. The Court rejected the Commission’s reasoning that was given to demonstrate
that the transfer pricing method used did not have an arm’s length outcome, and therefore
resulted into an advantage on SMBV. This was on the grounds that the Commission had
failed to demonstrate further the methodological errors it had found in the APA, which led
to the Decision of the Commission that the methodology used could not lead to an arm’s
length outcome and that they led to reduced taxable profit compared to what would otherwise
be the tax burden under the national legal rules with an enterprise in a comparable factual
position operating under market conditions. Nevertheless, the Commission had failed to pro-
vide such evidence in the Court’s opinion. The Court observed that the Commission had not
demonstrated properly that the TNMM used for determining transfer pricing in the APA in

question necessarily led to an advantage in the form of a too low result. !”!

Additionally, the Court stated that the Commission’s finding of the APA not analyzing the
royalty paid by SMBYV to another enterprise in the Starbuck group for the use of its intellec-
tual property rights was not sufficient to demonstrate that the royalty was not according to
the ALP. Regarding the royalty, the Court found that the Commission had not demonstrated
that it formed an advantage within the meaning of Article 107(1) of the TFEU.!7?

At last, the Court examined the Commission’s subsidiary reasoning, where it argued that the
TNMM could be deemed to be an appropriate method to use in the transfer pricing arrange-
ment in question, but that the APA constituted an advantage to SMBV because the detailed
rules for the use of the TNMM accepted the APA were incorrect. The Court observed that
the Commission had failed to demonstrate how the various errors, that it claimed to have

found in the detailed rules of the use of the TNMM, had conferred an advantage to SMBV.!7?

Therefore, the Court annulled the Commission’s Decision.!”*

170 T7-760/15 and T-636/16 Starbucks v Commission, para. 7, 136-156,158-160, 197-199.

170 7-760/15 and T-636/16 Starbucks v Commission, para. 186-196, 206-216, 403, 501, 548-549

172 7-760/15 and T-636/16 Starbucks v Commission, para. 188, 190, 192, 200-205, 240, 359, 371-373
173 T-760/15 and T-636/16 Starbucks v Commission, para. 405-406, 432-433, 538, 548-549.
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5.4 European Commission v Amazon.com and Others

Case C-457/21 P (Commission v Amazon, later the ‘Amazon Case’) was yet another case
regarding transfer pricing taxation and state aid. Ireland intervened in the Case siding with
the Grand Duchy and Amazon Group.!”® The joined Cases T-816/17 and T-318/18 (Luxem-
bourg and Amazon v Commission), were the first stage for the dispute in CJEU ruled by the

General Court.

Amazon.com, Inc., registered in the United States, and the companies under its control
formed the ‘Amazon group’. Starting from 2006, the Amazon group had two companies in
Luxembourg, which pursued its commercial activities in Europe. The companies were called
Amazon Europe Holding Technologie SCS (later ‘LuxSCS’) and its subsidiary, Amazon EU
Sarl (later ‘LuxOpCo’). LuxSCS had the right to use specific intellectual property rights and
to sub-license the intangible assets in question through different agreements with the Amer-
ican entities. LuxSCS conducted a license agreement with LuxOpCo, where LuxOpCo was
using the intangible assets and set to pay royalty to LuxSCS in return. In 2014, the arrange-
ment became no longer applicable as the Amazon group conducted a restructuring within
the group. In 2003, the Luxembourg tax authorities gave Amazon group a tax ruling con-
firming the tax treatment of LuxSCS and LucOpCo for the purposes of corporate income tax
in Luxembourg. This was done by the request of the Amazon group. The tax ruling con-
firmed, that LuxSCS was not to pay corporate income tax in Luxembourg due to its legal
form and set a method for calculating the amount of annual royalty that was to be paid under

the license agreement by LuxOpCo to LuxSCS.!7¢

In October 2017, the European Commission gave its Decision!”’

stating that the tax ruling
and its annual implementation through the years 2006 to 2014 constituted an aid for the
Amazon group that was within the meaning of Article 107 of the TFEU. In its Decision, the
Commission stated that the method of calculating the royalty did not lead to an arm’s length

outcome as it was too high, therefore artificially reducing the tax base of LuxOpCo.!”®

The Grand Duchy of Luxembourg and the Amazon group took two actions of annulment
against the Commission’s Decision to the General Court. The General Court gave its judge-

ment in 2021, annulling the Commission’s Decision on the grounds that the Commission

175 T-760/15 and T-636/16 Starbucks v Commission, para. 6.

176 C-457/21 P Commission v Amazon, para. 2, sections 1-12

177 Commission Decision (EU) 2018/859 of 4 October 2017 on State aid SA.38944 (2014/C ex 2014/NN).
178 C-457/21 P Commission v Amazon, para. 2, sections 16-17, 49
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had failed to properly demonstrate the existence of an advantage within the meaning of Ar-
ticle 107(1) of the TFEU. The Commission appealed and the Case was brought before the

Court of Justice.!”®

The Court of Justice examined first whether the General Court had erred in its view that the
Commission had failed to demonstrate whether there was an advantage within the meaning
of Article 107(1) of the TFEU and the reasoning behind it, which was the interpretation and
application of the ALP. The Commission argued in its appeal that the General Court had
erred in the interpretation and application of the ALP, and consequently the reference system

used was not reliable and the existence of an advantage was not established.!8°

The Court recalled that the ALP cannot be applied for the purposes of examining tax
measures in the context of Article 107(1) of the TFEU if it is not recognized by the national
law. Therefore, the Court found that the General Court had erred in law with its finding
stating that the Commission could in general apply the ALP when implementing Article
107(1) of the TFEU without the ALP being incorporated into the national law. The General
Court had referred in its judgement to the OECD Guidelines as having a ‘certain practical
significance’ when examining whether the ALP had been followed. The Court of Justice
found that the General Court had made an error with this, as the OECD Guidelines are not
binding to the Member States of the OECD and as it did not examine whether the Commis-
sion had made sure if those guidelines were written into the Luxembourg tax law. Therefore,
the Court concluded that the analysis on the condition that there was a selective advantage
for the purposes of Article 107(1) of the TFEU made by the General Court was erred, as it
was based on an incorrect determination of the relevant reference system. The Court then

decided to dismiss the entire appeal by a substitution of grounds.'®!

First, the Court stated that in order to determine the advantage for the benefit of the Amazon
group, the Commission had applied the ALP like it had been part of EU law, despite that it
is not, and that in the Fiat Case the Court specifically stated that in the EU law there is not
currently an autonomous ALP that can be applied irrespective of whether the principle is

incorporated in the national law.!%?

179 C-457/21 P Commission v Amazon, para. 3-4, 10-11.
180 C-457/21 P Commission v Amazon, para. 17-23.

181 C-457/21 P Commission v Amazon, para. 17-23, 33-51.
182 C-457/21 P Commission v Amazon, para. 53.
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Second, the Court referred yet again to the Fiat Case and stated that as the Luxembourg tax
law at the time of the original tax ruling did not explicitly refer or include the ALP, the
principle could not be the basis of determining whether there was a selective advantage
within the meaning of Article 107(1) of the TFEU. Even the Commission itself had recog-
nized that this was legal status at the time and that the ALP could not therefore be applied

retroactively.!83

Moreover, due to this the Court found that the Commission had breached the prohibition
recalled in the Fiat Case of not having the right to take into account parameters and rules
outside of the national tax system at issue, if those rules are not referenced in the tax system.

In this specific case meaning the OECD Guidelines. '8

The Court found that the Commission had failed to establish the existence of an advantage
formed to the Amazon group within the meaning of Article 107(1) of the TFEU and that the
General Court was fully entitled to its finding regarding that. The Court stated that the Com-
mission had made a mistake with the identification of the reference framework which it used
to analyze the tax ruling at issue, which depraved all of the reasoning it presented in support
of the claim that there was a selective advantage. Therefore, the Court annulled the Com-
mission’s Decision, and dismissed its appeal as whole. The Court dismissed the Commis-
sion’s appeal on the grounds, that the Commission had made an error by applying the ALP
in its Decision when the ALP was not incorporated into the Luxembourg tax law at the time

of the tax ruling.!®

5.5 European Commission v Ireland and Others

Case C-465/20 P (Commission v Ireland and Apple, later the ‘Apple Case’), was a judgement
given by the Court of Justice on another state aid transfer pricing dispute regarding an APA
in September 2024. The Republic of Poland and the EFTA Surveillance Authority intervened
to support the forms of order sought by the Commission, and the Grand Duchy of Luxem-
bourg sided with Ireland.!8¢ Before the ECJ, the Case went to the General Court, where the
Cases T-778/16 and T-892/16 (Ireland and Apple v Commission), were joined together.

183 C-457/21 P Commission v Amazon, para. 54-55.

184 C-457/21 P Commission v Amazon, para. 56.

185 C-457/21 P Commission v Amazon, para. 58-59.

186 C-465/20 P Commission v Ireland and Apple, para. 51.
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At the time of the Case, Apple Inc., established in the United States, controlled different
companies incorporated in Ireland within the Apple Group through its fully owned subsidi-
ary Apple Operations International. Apple Operations International owned the subsidiary
called Apple Operations Europe (later ‘AOE’), which owned the subsidiary Apple Sales In-
ternational (later ‘ASI’). AOE and ASI were incorporated in Ireland but were not tax resi-
dents there. Both companies had a branch in Ireland, which did not form a separate legal

personality. '8’

AOE and ASI had a cost-sharing agreement with Apple Inc, where they were granted roy-
alty-free licenses (later ‘IP licenses’) to use Apple Group’s intellectual property rights. For
example, the use consisted of the manufacture and sale of certain products concerned in all

territories, excluding North and South America.!®?

The national taxation law regarding companies in force at the time stated that non-resident
enterprises were liable to tax when it comes to trading income originating directly or indi-
rectly from an active branch located in Ireland. The Irish tax authorities received requests
from the predecessors of AOE and ASI for determination of their chargeable profits to be
clarified. The Irish tax authorities gave a first tax ruling in 1991, which was later revised at

the request of the ASI and the AOE, and a second tax ruling was given in 2007.'%

Commission started an investigation on the tax rulings in 2014, and gave its Decision.!*® The
Commission found in the Decision that the tax rulings had led to a reduction of the tax base
of both ASI and AQOE, and that the rulings had given an advantage to both companies. The
Commission proved the existence of a selective advantage caused by a derogation from the
reference framework. The Commission found that the tax rulings made it possible for AOE
and ASI to reduce their amount of tax payable in Ireland during years 1991 to 2014, and that
the reduced amount of taxes gave those two companies an advantage compared to other
enterprises in similar situation. Specifically, the Commission found that the tax rulings made
ASI’s and AOE’s annual profits in Ireland differ from a reliable approximation of what an
arm’s length outcome would be by allocating the intellectual property licenses held by ASI
and AOE outside of Ireland.!”!

187 C-465/20 P Commission v Ireland and Apple, para. 3-4, 9.

188 C-465/20 P Commission v Ireland and Apple, para. 6-8

139 C-465/20 P Commission v Ireland and Apple, para. 12-14, 34.

190 Commission Decision (EU) 2017/1283 of 30 August 2016 on State aid SA.38373 (2014/C ex 2014/NN).
191 C-465/20 P Commission v Ireland and Apple, para. 23-45.
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ASI, AOE, and Ireland brought action for annulment of the Decision in front of the General
Court. The General Court stated that the Commission was not successful in proving that
there was an advantage for the purposes of Article 107(1) of the TFEU, and annulled the
Decision. The Court stated that the Commission had the burden to demonstrate that those
tax rulings had created a selective advantage in the context of state aid control. The Court
annulled the Commission’s primary, subsidiary and alternative lines of reasoning on grounds
relating to the Commission’s assessments of what was considered normal taxation under the
national law and the assessments of the functioning within the Apple Group. The Commis-

sion appealed and the Case was taken to the Court of Justice.!*?

First, the Court of Justice pointed out that to deem a tax measure selective on the grounds of
Article 107(1) of the TFEU, the Commission must first determine a reference system, and
then demonstrate how the tax measure is a derogation from that reference system in a way
that it differs from the treatment other enterprises in a similar factual situation would have
had. Otherwise, the existence of an advantage for the purposes of Article 107(1) of the TFEU
is impossible, because an advantage that is described in the Article can only be found through
comparing it to the right reference system i.e. the ‘normal’ taxation. The determination of
the ‘normal’ tax regime is left to the competence of each Member State, as the area is not
harmonized by EU law. However, this does not mean that there could not be a possibility of
the reference framework being incompatible with the EU legislation on state aid, if the na-
tional tax system has been designed according to discriminatory parameters that escape that

law 193

The Court stated that to allocate the profit in accordance with the ALP and the separate entity
approach, the Irish tax authorities were supposed to see if the profit derived from the licenses
held by AOE and ASI did not have to be attributed to their branches in Ireland. According
to the Commission, the failure to verify those provisions led to lower tax burden and there-
fore to a selective advantage on the companies. The ALP is implemented into the Irish tax
legislation, and the Court gave the Commission a permission to challenge the way the Gen-

eral Court had established the reference framework from the Irish law.!**

192 C-465/20 P Commission v Ireland and Apple, para. 48-49, 59-64.
193 C-465/20 P Commission v Ireland and Apple, para. 74-85, 296.
194 C-465/20 P Commission v Ireland and Apple, para. 120, 170, 173-178.
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Furthermore, the Court examined whether the Commission’s Decision had been misinter-
preted in General Court, because the General Court had stated that the Commission’s pri-
mary line of reasoning was relying on the lack of employees and physical presence of the
ASI’s and AOE’s head offices on an ‘exclusion’ approach, which was conflicted with the
Irish tax rules. The Commission had based its reasoning on an idea, that the application of
the reference provisions demanded to determine the profit allocation method in advance and
that the method had to lead to an outcome compatible with the ALP. The provisions did not
define the profit allocation method. The General Court had added to this, that the ‘normal’
taxation is to be defined by the national laws and used as a reference point when establishing
whether there is an advantage. The General Court had noted, that if those national tax rules
require to treat non-resident enterprises in the same manner as resident enterprises, the Com-
mission has the right to examine, if the level of profit allocated to non-resident companies
and accepted by the national tax authorities, corresponds to what it would be under normal

market conditions.!®?

The Court of Justice stated that the Commission was correct to use the ALP as a tool to
determine whether the profit of ASI and AOE were at the same level as in normal market
conditions, especially, when it relied on the OECD’s approach for the purpose to apply those
provisions. The Commission had inspected the functions performed by the head offices and
their Irish branches in relation to the IP licenses to determine AOE’s and ASI’s taxable profit
in Ireland in relation to the ALP. The Commission had found a lack of functions in relation
to the IP licenses in the head offices, and that the Irish branches had an active role, due to
the fact that they have taken on many of the tasks and risks associated with the management
and operation of these licenses. Additionally, the Commission had found that the head of-
fices lacked in practice the capacity to perform those functions. Therefore, the Commission’s
reasoning did not only revolve around the lack of functioning from the head offices in rela-
tion to the IP licenses but also on the analysis of functions by the branches. In the Commis-
sion’s findings, the head offices did not have employees nor presence outside the branches
in Ireland. The Commission had stated that the IP licenses and profit had to be allocated to
the branches as there were no active nor critical functions performed or risks assumed on the
head offices end, and on the other hand, there were functions performed, and risks assumed

by the branches. Based on this, the Court found that the General Court had made a mistake

195 C-465/20 P Commission v Ireland and Apple, para. 110-112, 124, 128-131.
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with its founding stating that the Commission had restricted itself to an ‘exclusion’ approach
in its primary reasoning, which was an incorrect interpretation of the Commission’s Deci-

sion.!%¢

The Court found that the Commission was right in its argument on that the evidence was
insufficient on the allocation of profit from the use of the IP licenses to the Irish branches,
and that the General Court had been mistaken on comparing the functions performed by the
branches in relation to the IP licenses to the functions performed by Apple Inc. in relation to
the IP of the Apple Group, rather than to the functions performed by the head offices in

reality in connection with the IP licenses.!®’

Additionally, the Court found that the General Court had set an excessive burden of proof
for the Commission, when it required the Commission to demonstrate the existence of busi-

ness decisions which were not mentioned in the board minutes of the companies.!*®

Therefore, the Court set aside the General Court’s judgement under appeal on the parts that
upheld the objections raised against the primary argument concerning the existence of a se-

lective advantage and consequently annulled the Commission’s Decision.!*

The Court found that the Commission had succeeded in proving that the profit retrieved by
the use of Apple Group’s IP licenses should have been given to the Irish branches when
calculating ASI’s and AOE’s annual chargeable profits in Ireland. According to the Court,
the Commission had succeeded on demonstrating that ASI and AOE did in fact enjoy fa-
vourable tax treatment as the prices were not at arm’s length and incompatible with the ref-
erence system. This treatment had not been justified by the nature of the Irish tax system.
Moreover, according to the Court, the Commission was not mistaken when it found that
Ireland had given up tax revenue from AOE and ASI because the tax rulings endorsed meth-
ods that allocated profits in a way that created an outcome that differenced from what sepa-
rate entities would have had under normal market conditions. The tax rulings were deemed
to reduce the chargeable profit of AOE and ASI in order to apply the reference provisions,
and therefore reduced the corporate tax required to pay in Ireland when comparing it to com-

parable situations at an arm’s length. Because the measures lowered the charges that are

196 C-465/20 P Commission v Ireland and Apple, para. 203, 277.
197C-465/20 P Commission v Ireland and Apple, para. 206-215, 217-222.
198 C-465/20 P Commission v Ireland and Apple, para. 183-193, 243-245.
199 C-465/20 P Commission v Ireland and Apple, para. 259.
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normally included in the budget of a company, and therefore constituted an advantage
granted through state resources, they met the definition of state aid under Article 107(1) of
the TFEU .20

Lastly, the Court rejected all the pleas on breach of the principles of legal certainty and the
protection of legitimate expectations, and pleas on whether the Commission had exceeded
its power and interfered with the Competence of Member States consequently violating the

principle of their fiscal autonomy.?°!

The Court of Justice dismissed entirely the actions for annulment that were brought before

the General Court and therefore the Commission’s Decision was upheld.???

5.6 Observations of the Case Law

First and foremost, an observation must be made, that the disputes around transfer pricing
taxation and whether it constitutes state aid are utterly complicated. The cases presented
above each demonstrate the core issue which is the lack of common rules that leads to dif-
ferent interpretations of the legal norms and guiding principles. The different interpretation
and application of the ALP, national laws, and the state aid prohibition Article 107(1) of the
TFEU together constitute an environment, where even the CJEU has problem navigating.
This conclusion is supported by the fact, how in some of the cases, such as the Fiat Case and
Apple Case, the Court of Justice’s view differed from the General Court’s decision. How-
ever, these appeals and scaling the dispute in different courts leads to very important pieces

of case law, although not in a very pleasant and fast way to the parties involved.

The Commission’s approach is clearly different than the CJEU’s, as the Commission’s pur-
pose in the Union is different. The Commission’s interest is on its duty to govern that the
Member States interpret and apply their national laws in accordance with the EU law. Alt-
hough the Commission does not exceed its power by governing that, with the identification
of state aid, it has trouble determining how and on what legal rules it can base its assessment
on. However, the case law has been very clarifying on that matter for example in the Fiat

Case and Starbucks Case.

200 C-465/20 P Commission v Ireland and Apple, para. 305-311, 315-222,
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In the Starbucks Case, the General Court stated that as the ALP was written into the national
tax laws, the Commission had the right to use it as a tool under Article 107(1) of the TFEU.
However, in the Fiat Case the court found that ALP is not an autonomous principle, and it
can be only applied if its provided in the national tax laws and even then the interpretation
and application is only restricted on how the principle exists in the national law.?%* In the
case, the Court noted that the Commission had applied the ALP in a way that differed from

the interpretation of the principle in the national law of Luxembourg.?%*

Therefore, although the ALP is considered to be an important guiding principle and the in-
ternational pricing standard for transfer pricing, it does not hold an actual value in front of
the CJEU in that way. In the Fiat case, the ECJ’s decision could be seen to protect the fiscal
sovereignty of the Member States and therefore, restricts the Commission’s attempt to use
state aid investigation as a way to interfere in tax matters.?%> This obviously is an unpleasant
outcome for the Commission, as it has been more active in state aid investigations in the past
few years while trying to steer the taxation of MNEs to a more strict policy. Notably, with
transfer pricing, the Commission’s approach has been to focus on the tax treatment of trans-
actions, rather than on the tax treatment of companies.?’® This explains the Commission’s

interest to use the ALP.

In some of the case overviews, for example with the Fiat and Apple cases, the importance of
the ‘normal’ tax system was highlighted, as it forms the basis of the state aid assessment,
which requires that compared to that normal tax system, the tax ruling is selective, unjusti-
fied, and a derogation from that system. This approach was set in case law in the Case C-
88/03 (Portugal v Commission).?’’ In each case the Commission used the three-step analysis
in its state aid assessment especially on whether there was an advantage or a selectivity. The
three-step analysis seems to be an effective and well-functioning way of state aid assessment,
but it must be noted, that in disputes like the ones presented here, when it is based on finding
a reference system and the if the tax ruling is a derogation from that reference system, the

additional use of the ALP in that assessment seems appropriate.
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Each national tax ruling leading to a state aid investigation was about accepting an advance
pricing arrangement. This does not necessarily mean that the APAs are the issue here, as
they come with multiple benefits as stated earlier. An APA needs to be improperly agreed
or applied to constitute state aid.?’® This can also indicate a lack of common rules in transfer

pricing.

The fragmented regulatory environment around transfer pricing causes problems, because
some group companies have subsidiaries for the sole purpose of avoiding making purchases
on the open market, if the subsidiary can produce something at lower cost or lower price.?%
Therefore, to MNEs, being able to conduct transfer pricing transactions is important. Most
areas of tax are mechanical, and quite straightforward to apply. Transfer pricing differs from
this, mainly due to the ALP. Additionally, state aid is an area that falls under competition

law as its purpose is to prohibit market distortions.?!?

With each case, at least one state intervened, which indicates an interest on behalf of the
Member States. Additionally, the litigations around whether a transfer pricing tax ruling
constitutes state aid have gained a significant amount of publicity, indicating a public inter-
est. This is in no means surprising, as the rulings interest not only the Member States and
national tax administrations, but also businesses, making it a field that unifies public and

private operators.

From a practical point of view, it should be noted, how long the disputes are. For example,
the longest time from the original tax ruling given in 1991 to the final judgement given by
the ECJ in 2024, the Apple Case took approximately 33 years to unfold. These timeframes
are not in accordance with tax certainty, when a tax ruling can be taken to court years or
even decades later. However, with the Apple case it needs to be noted that the original tax
rulings came to the Commission’s knowledge in 2013 through public information because

the national tax administration did not inform it.2!!

Additionally, the litigations end up being costly as they often take a considerable amount of
time and create administrative costs. On top of that, when state aid is determined, the national

tax administration needs to recollect the aid. Even though with MNEs the amount of state

208 Martin — Bettge 2020.
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aid that will be collected back after a ruling is often quite small compared to the profit the
business creates, it still can be a big non-predictable cost that the business will face. For
example, Apple was made to pay over 13 billion euros in unpaid tax and interest.2!? This
constitutes a huge amount of state aid but also a huge amount of funds that needs to be
collected. In the Commission’s Decision’s, if the if the main corporate enterprise would fail

to repay the aid, it required the corporate group as a whole to conclude the repayment.?!3

However, although unpleasant and costly, the litigation is not always unpredictable accord-
ing to the ECJ. In the Apple case, The ECJ stressed that according to established case law,
enterprises receiving aid cannot have a legitimate expectation that the aid is lawful unless it

214 This can be understood in a way, that

has not been granted under state aid procedures.
according to the ECJ, enterprises need to be aware as well as the national tax administrations

that a lower tax burden may lead to unpleasant surprises.

Although each case had its own setting of circumstances, they all had similarities. However,
it should be noted how the Apple case differs from the rest as it was more of a case of profit
attribution and not so much about traditional transfer pricing. Nevertheless, the Apple Case
should be included in the important case law as it is a huge win for the Commission’s state

aid agenda.?!®

One may ask whether the ALP is more of a tax law principle or a competition law principle.
The only answer is that it is definitely both as it operates in both fields. The objective of the
ALP seems more taxational at first glance but when diving deeper into the principle, an aim
with the nature of competition law can be found. These two areas of jurisdiction respect each
other in a way that is necessary for them to function together. Common taxation comes from
the aims of competition law and vice versa, as taxation can be a powerful tool to control and

steer competition.?!6

For an objective assessment, Article 107(1) of the TFEU on prohibition of state aid should
be overviewed and whether the Article itself is prone to attract problems. The history behind

the state aid prohibition is longer than the existence of the modern European Union itself, as

212 European Parliament: PE 760.501 — February 2025.
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the prohibition of aids granted by states can be found in one of the founding treaties of the
Union, the Treaty establishing the European Economic Community (EEC), also known as
the Treaty of Rome, signed in 1957. In the original 1957 version of the treaty, the state aid
prohibition can be found in Article 92(1) almost in an identical form as it is written down in
the TFEU today. Simply, the long history of the prohibition cannot itself lead to a conclusion
that it could not be problematic, but taking into consideration the history of the prohibition
of state aid, the principles of the EU, and functioning of the internal market, state aid prohi-
bition is crucial. Additionally, the general prohibition of state aid in Article 107(1) TFEU

should be quite self-explanatory to the Member States and their tax administrations.

Leaning to the fact that state aid prohibition is crucial and APAs are accepted regularly
within the Union without them leading to state aid investigations, a conclusion can be made
based on the case law, that the problem is the interpretation and application of the ALP.
When the ALP, or market-based outcome, is the basic tool in determining whether a transfer
price on an APA, which then affects the calculation of tax base, is on the right level, the
logical way to fix the issue on different tax rulings is to set common rules on how the ALP
should be interpret and applied. This can be done by setting ways on finding the market-
based outcome. This is exactly what the Commission is aiming to do with the Transfer Pric-
ing Directive. This would be within the interest of the Commission but also the Member

States and MNEs.

If something should be learnt from these cases, it is that MNE’s should consider how their
tax structures look not only to the national tax authority but also to others with the compe-
tence to analyze and question the application of national law.?!” This adds an extra burden
on MNEs, and is prone to add a lack of trust to national tax administrations and their tax
ruling, thus making operating business within the Union unattractive. This, once again, is
another example of why a more unified regulatory environment is needed. The Transfer
Pricing Directive aims to tackle these problems, giving more certainty with tax rulings and

cutting back costs around transfer pricing.

217 Anderson — Baeten — Carden — Motta — Johnson — Zukakishvili 2024.
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6 The Directive Proposal on Transfer Pricing

6.1 Background of the Directive Proposal

To clarify the transfer pricing rules within the European Union, the Council proposed a Di-
rective on Transfer Pricing COM/2023/529 in September of 2023. The directive contains a
new set of regulation with the aim to harmonize transfer pricing rules and process within the
Union. As the Commission had just taken multiple transfer pricing tax rulings to be evaluated
in front of the CJEU, which it claimed to constitute state aid, the legal circumstances were
tense around the topic of transfer pricing leading to the directive proposal. This, among other
factors, pushed further the need to unify rules around business taxation, and so came to be
the BEFIT package. The BEFIT package, or ‘Business in Europe: Framework for Income
Taxation’, is a package of different new regulations around business taxation with the inten-
tion to put forward certain common approaches within the EU. It is the second big separate
proposal with common rules for computing the tax base of major groups of companies within

the Union.2!®

The current international standard revolves around the ALP and the OECD Guidelines. The
rationalization behind the Transfer Pricing Directive Proposal comes from the fact that major
part of the EU Member States are also member countries of the OECD and therefore are
keen to follow its guidelines. Although majority of the EU Member States are partaking in
the Guidelines, they are not universally harmonized within the Union through legislative
acts. Therefore, the juridical role and interpretation of the OECD Transfer Pricing Guidelines
vary between the Member States. The main principles are approached in somewhat similar
manner, but the legislation is dependent on domestic laws, leading to a scattered interpreta-

tion.?!?

Tax certainty and clear tax base is a major concern and need for national tax administrations,
but also for businesses operating within the Union. From enterprises’ point of view, tax cer-
tainty is seen as more important than a lower tax rate, because tax certainty itself reduces
costs and enables a less-complicated environment to operate and plan transactions, business

operations, and taxation in. The issues threatening tax certainty has increased within the area

218 proposal for a Council Directive on transfer pricing COM/2023/529, p. 1.
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of the single market, as there has been multiple international tax reforms around corporate

taxation over the previous years.??°

The Member States have different control criteria, which leads to MNEs having uncertainty
with taxation, high expenses, legal disputes, and overall it makes cross-border transfer pric-
ing more complicated than necessary with high risks of over-taxation or double taxation.??!
Additionally, as the MNEs are forced to determine whether transfer prices are at an arm’s
length level by managing studies and updating relevant documentation, cross-border transfer
pricing comes with high compliance costs. When added to the risk of being double taxed,

this makes cross-border business operations expensive.???

Because transfer pricing is quite subjective compared to other areas of taxation, it is very
likely to lead to disputes between the different tax administrations involved. Tax administra-
tions do not always share a common goal or view on the interpretation of transfer pricing
rules. The most common dispute between tax administrations is when preventing double
taxation, the other tax administration needs to do a primary adjustment, and the other should
correspond to that by doing a downward adjustment. This forces the second tax administra-
tion to reduce its tax base in relation to what the first one is collecting in taxes, which is

usually an option tax administration are not very keen to take.??

In conclusion, these so-called tax barriers make operating cross-border business activities
more complicated and affect negatively the functioning of the EU single market. They de-
crease the chance to achieve the full potential and efficiency gains. Consequently, the single

market is not as competitive as it could be.?*

Additionally, the current regulative environment around transfer pricing enables profit shift-
ing and tax avoidance through aggressive tax planning schemes. In these schemes, MNEs
plan their taxation in a way where the carried taxes are not according to the real profit re-
ceived. This can be done by cycling taxes and profits through different countries and differ-

ent corporations. Due to non-unified legislation, transfer pricing is an area that can be easily

220 proposal for a Council Directive on transfer pricing COM/2023/529, p. 1.
221 proposal for a Council Directive on transfer pricing COM/2023/529, pp. 1-4.
222 proposal for a Council Directive on transfer pricing COM/2023/529, p. 2.
223 Proposal for a Council Directive on transfer pricing COM/2023/529, pp. 2-3.
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manipulated to shift profit and to serve aggressive tax planning schemes.??> However, as

stated before, the ALP is will not remove tax avoidance completely.

As Member States have considerable freedom to interpret their national legislation and in
the absence of a common approach to transfer pricing, it is possible that companies are not

treated with the same tax rules based on their location and activities in the Union.

Currently, the directive is set to become binding from 1% of January 2026 and therefore
should be implemented into the national law of each Member State by then. However, the
date can possibly be too ambitious, as the Member States need to unanimously agree on the

directive and the reception the directive proposal has so far gained has been controversial.

6.2 Aim of the Directive Proposal

The aim of the Transfer Pricing Directive Proposal is to simplify the taxational rules, in-
crease tax certainty, reduce the risk of litigation, lower high compliance costs, and reduce
double taxation. Additionally, these adjustments in the legal base will help the single market

to be more effective, competitive, and desirable area to conduct business in.?2°

Moreover, the aim is to further the common approaches in EU Member States’ tax authorities
when interpretating and applying transfer pricing rules, consequently making transfer pric-
ing taxation easier to all parties involved. This goal is set to be met through the directive’s
objective to include the ALP into EU law, unifying the most important transfer pricing rules
and additionally clarifying the OECD Transfer Pricing Guidelines role and status. Further-
more, the directive is set to enable the possibility to establish common legally binding rules
on certain transfer pricing subjects following the OECD Transfer Pricing Guidelines’ frame-
work. Additionally, common transfer pricing rules based on the OECD Guidelines is deemed
to add to business enterprises’ flexibility when operating within the single market, decrease
distortions, aggressive tax planning and tax avoidance, and add to increasing a level playing

field in the internal market.??’

225 Proposal for a Council Directive on transfer pricing COM/2023/529, p. 2.
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6.3 Changes to the Legal Environment within the European Union the

Directive Would Bring

The proposed directive has 22 articles in total, of which all of them will not fit into the scope

of the thesis and therefore only the most relevant ones will be examined in the following.

According to Article 2 of the directive proposal, the directive is set to be applied to all tax-

payers, that are either registered or subject to tax in at least one Member State.

One of the major changes to legal environment would be the implementation of the Arm’s
Length Principle into the EU law, meaning that therefore it could be interpreted and applied
like it is laid down in the directive proposal. Therefore, unlike the current perspective ad-
dressed in case law, such as in the Fiat Case, the actors in transfer pricing disputes would

not be bind to the current national interpretations of the ALP when issues arise.

The ALP is defined in a following way in Article 3(1): “the international standard that pre-
scribes that associated enterprises must transact with each other as if they were independent
third parties. In other words, the transactions between two associated enterprises should re-
flect the outcome that would have been achieved if the parties were not related i.e. if the
parties were independent of each other and the outcome (price or margins) was determined

by (open) market forces”.

Additionally, the arm’s length result is defined in Article 3(2) as “the outcome of a controlled
transaction if the conditions made or imposed between the associated enterprises in their
commercial or financial relations had been those which would have been made between
independent enterprises”. Article 3(3) has the following definition for the arm’s length range:
“a range of figures that is acceptable for establishing whether the conditions of a controlled
transaction are at arm’s length and that are derived from applying the same transfer pricing

method to multiple comparable data”.

Article 4 has the general rule on the application of the ALP. Article 4(1) sets requirements
for the Member States to ensure that “where an enterprise engages in one or more commer-
cial or financial cross-border transactions with an associated enterprise, such enterprise de-
termines the amount of its taxable profits in a manner that is consistent with the arm’s length
principle”. Article 4(2) obliges Member States to ensure that ”” where the conditions made
or imposed in commercial or financial cross-border transactions between associated enter-
prises are not consistent with the arm’s length principle, then any amount of profits that
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would have accrued to either one of the enterprises and been taxable to that enterprise in a
Member State if the conditions of the transactions had been consistent with the arm’s length
principle, but have not accrued to that enterprise due to the non-arm’s length conditions, are
to be included in the taxable profits of that enterprise and taxed accordingly”. Consequently,
these clarifications on the definition of the arm’s length outcome and how the principle itself

should be interpreted, could reduce litigations and uncertainty around the topic in general.

Article 5 lays down a full definition for associated enterprises, therefore removing the notion
of control differences between the Member States, by stating in that the threshold of 25%
shareholding is enough to meet the control criteria. Moreover, as discussed before how the
OECD Guidelines do not give an explanation to ‘independent enterprises’, Article 3(5) states

that they are “not associated enterprises within the meaning of Article 5.

As explained before, primary and corresponding adjustments in cross-border taxation cause
disputes easily. Therefore, Article 6 obligates the Member States to ensure that after a pri-
mary adjustment they make a corresponding to prevent double taxation in certain situations.
Additionally, Article 6(3) has a ‘fast-track’ procedure, ensuring that Member States can do
the corresponding adjustment within 180 days. The fast-track procedure would apply only
when certain conditions are met laid down in the Article.??® The fast-track procedure is hoped
to replace MAP under circumstances, where the primary adjustment was clearly made for
well-founded reasons.?? This would not only reduce uncertainty and disputes, but also re-

duce double taxation.

Article 8 obligates the Member States to identify the commercial or financial relations, es-
pecially with associated enterprises, thus making transfer pricing more transparent. Article
9 lays down transfer pricing methods, which are the same as the OECD’s preferred methods;
CUP-method, RPM, CPM, TNMM, and PSM. However, the Article allows the use of other
methods, when necessary, under certain exceptional conditions. Article 10 obligates to
choose the most appropriate transfer pricing method. Article 11 has rules for the compara-
bility analysis used to evaluate, whether a controlled transaction is at arm’s length. Article

12 sets the rules for determination of the arm’s length range. Article 13 sets a requirement

228 Puro 2023. p. 624.
2European Parliament: PE 760.349 — July 2024, p. 9.
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for the Member States to ensure that enterprises can confirm by providing information that

they have applied an arm’s length price in their transactions.

All these articles not only reduce uncertainty, litigation, and compliance costs, but help be-
forehand the actors in transfer pricing taxation to avoid such problems by unifying the reg-

ulative base and provisions.

Lastly, Article 14 has a provision on the application of the ALP. Article 14(1) obligates the
Member States to ensure that when implementing the directive into their national legislation,
they should include provisions which ensure that the transfer pricing rules are applied in a
manner that is consistent with the OECD Guidelines. Additionally, the directive proposal
states that when applying the ALP in the Member States, the latest version of the OECD
Transfer Pricing Guidelines is binding.?*° This does not only clarify the role of the OECD
Guidelines as an important source of guidance with transfer pricing, but also makes them

binding.

When comparing the directive proposal to the OECD Guidelines, the directive seems to be
stricter regarding the obligation of applying the most appropriate transfer pricing method
and the burden of proof when applying other methods.?*! Another difference between the
proposal and the OECD Guidelines is the language used when defining the ALP. In the
directive proposal, there are broad terms used which may lead to different interpretations.
For example, instead of the term “commercial or financial relations” used in the Guidelines,
the proposal uses the term “transactions”.?3? The directive proposal also sets more obliga-

tions to the Member States to ensure that appropriate transfer prices are being used.

In the proposed Transfer Pricing Directive, there is no problem-solving mechanism included.
However, the directive itself is aiming to reduce disputes and double taxation as whole, ad-
ditionally reducing the need to use problem solving mechanism with unified transfer pricing

rules. The Arbitration Convention is complementary to the directive proposal.>

230 proposal for a Council Directive on transfer pricing COM/2023/529, p. 17.
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If transfer pricing becomes regulated on the level of the EU law, it will give greater power
to the Commission, as it could challenge national practices that differ from the OECD Guide-
lines.?3* However, the main change would be the CJEU would become competent to deal
with cases concerning transfer pricing disputes within the Member States. The ECJ would
become the highest court to rule on matters falling under the scope of the directive, and
therefore the national courts would need to refer unclear cases to the CJEU.?*> This would

create new case law and clarify matters around transfer pricing.

New case law on the transfer pricing matters and the interpretation of the provisions set in
the proposal would be much needed, because although the proposal would clarify some mat-
ters, the interaction between existing national transfer pricing legislation within the Member
States may need clarification.?® Additionally, administrative guidance would likely be
needed. However, on the long run, a more unified approach would likely solve some existing

questions around transfer pricing rules.

With state aid and the ALP, it seems to be unclear whether the directive would immediately
help with the issues in the legal environment.?*’” However, a unified interpretation of the
ALP should help national tax administrations to overview and examine transfer prices better
and enable them to ensure that there is an arm’s length outcome when giving tax rulings and
accepting APAs. Furthermore, new case law arising from the changed legal environment

would clear the issue. On the long run, this should reduce the state aid litigations.

6.3.1 Legal Basis of the Directive Proposal and Compatibility with Other
EU Principles

The legal basis of regulatory rules on taxation can be found in Article 115 of the TFEU.
According to the article, the Council can set directives in order to approximate laws, regula-
tions and administrative provisions of the EU Member States that have a direct impact on
the establishment or functioning of the single market. However, before issuing a new di-
rective, the Council needs to consult the European Parliament and the Economic and Social
Committee. The article does not make a direct reference to taxation matters but it can be

viewed as a broadly applicable since it covers all legislation affecting the single market. The

234 Faxing — Ahtiainen 2024.
235 Helminen 2024, pp. 14-15.
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proposal for a transfer pricing reform needs to be a directive and not a regulation as the legal

basis is in Article 115 of the TFEU.238

Additionally, one of the main principles within the EU is Principle of the Primacy,** which
means that when EU law and national law of a Member State are in conflict, the EU law will
prevail. The principle is important as it ensures that the EU law is effective and applied in a
unified way within the Member States. The principle was developed through CJEU case law,
most importantly through the Cases C-26/62 (Van Gend Loos) and C-6/64 (Costa v
E.N.E.L.). In these and multiple other cases, the CJEU has stated that the primacy of EU law
is to be applied to all national legislative acts regardless of whether they were adopted prior
or after the EU act concerned. The principle only applies on areas of legislation where the
Member States have given sovereignty to the Union.?*® Therefore it applies to taxation as

well as it is a relevant topic in the single market.

According to Article 288 of the TFEU, a directive is legally binding to the Member States
but the method of how the result will be achieved has been left for the national authorities to
decide. In practice, this means that the directive needs to be implemented into national law
within a predetermined period of time, but the Member State have the opportunity to choose

how it will be done as long as the aim and content of the directive stay the same.?*!

The directive aligns with the Subsidiarity Principle, which can be found in Article 5 of the
TEU. According to the Article, the Union should interfere with areas that do not fall under
its exclusive competence only when the Member States cannot reach the sufficient level,
either in central, regional, or local level and when the proposed action can be better achieved
on EU level. Additionally, the Union should not interfere any further to the subject than
necessary. However, because transfer pricing has a cross-border nature to it, it needs to be
regulated at the Union level, and consequently it makes the proposed Transfer Pricing Di-
rective aligned with the Subsidiary Principle. According to the directive proposal, the Com-
mission sees that an individual uncoordinated individual action from the Member States will
only add fragmentation in the area of transfer pricing regulation while failing to meet the
aims indented. Moreover, the Principle of Subsidiary requires EU to only take action if it is

a more effective way to fix the lacking state of legal status than if a Member State would try

238 Proposal for a Council Directive on transfer pricing COM/2023/529, pp. 6-7.
239 Also known as ‘Precedence’ or ‘Supremacy’.
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to fix the status.?*? Therefore, a unified and common legislative act would clarify and clear

the situation more efficient and be more likely to reach the indented objective.?*?

The directive is aligned with the Principle of Proportionality, which can be found in TEU in
Article 5. According to the article, the measures of the Union need to be suitable, fair, and
necessary in order to achieve the desired objective and given the situation. The measures
taken need to be in accord with the given situation and the Union’s competences and acts
need to be within the limits of the competence it has been granted by the Member States.
The actions should not exceed the necessary level needed to achieve the aim. If the Member
States argue that this principle has been breached, they can challenge the validity of the
action taken in front of the CJEU.?** In the directive, the transfer pricing principles come
with a unified approach, and it offers specific targeted regulations for certain valuable trans-
actions. The ALP, which already is a commonly applied principle within the Member States,
and other rules creating a more unified and less-fragmented application of transfer pricing
rules in order to decrease the number of disputes and work towards other common goals
seems to be compatible with the Principle of Proportionality. The directive does not breach

this principle, as it does not go beyond what is needed.?*’

6.3.2 The Directive Proposal and Compatibility with Existing EU Legisla-
tion

Since there is no existing European Union legislation around transfer pricing, there was no
ex-post evaluation or fitness checks that were conducted during the process of drafting the
directive proposal. The impact assessment of the Transfer Pricing Directive was conducted
together with the whole BEFIT initiative, which the Transfer Pricing Directive is part of.
The Commission did consult expert sources and overviewed public information during the
proposal preparation. The Commission also consulted the OECD Secretariat as the directive

proposal is heavily dependent on the OECD Transfer Pricing Guidelines.?4¢

The directive aligns completely with the already existing policies in direct taxation and legal

framework within the European Union, as well as with the goals the Union has for the single

242 European Union: Principle of Proportionality.
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market. It is a logical progression from the Commission’s and the Union’s objectives within
tax policy to create an efficient and unified tax framework, that can deliver solid profits and
conducts to growth. The directive also aligns with the goal to establish more tax certainty
and a level playing field for businesses operating within the EU, while making sure that the
Member States have stable and equal corporate tax revenues. Additionally, the directive also
aligns with multiple EU directives, conventions, and other objectives to unify the tax base

and decrease base erosion.?*’

To assure the effectiveness of the directive, the Commission will evaluate it every five years

in the future after its implementation into national legislations.?*8

6.3.3 Conclusions on the Legal Basis and Implementation of the Transfer
Pricing Directive

When reflecting to this, it seems that the implementation of the Transfer Pricing Directive
would be considerably easy from the Union’s point of view, and would not require any major
changes within the EU legislation. A conclusion can be made, that this kind of a regulative
reform has been the aim of the Union and the Commission for years, as the necessary steps
to establish a needed base for the directive proposal have been taken already in the past. The
only concerning question regarding the matter is, whether the Member States are ready to
take this major step towards a common tax base and at the same time to hand over some of

their sovereignty in direct taxation to the European Union.

The directive proposal has not gotten a lot of feedback from the Member States, which have
been giving mainly feedback on the BEFIT package.?* As before mentioned, in practice the
problem may be the set schedule when the directive needs to be implemented. The set dead-
line is at the end of the year 2025, and some parties have expressed their concern about not
being able to implement such a big tax reform in the set time.2>* The legal systems in all of
the Member States may not be ready for a reform this big, and it may be necessary to perform

some adjustments to their national legislation, even on a constitutional level. Additionally,
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the directive proposal may contradict with other treaty provisions between the Member

States.>!

The directive proposal requires the Member States to unanimously accept it as it is on the
area of direct taxation, which the Member States have sovereignty for. To waive sovereignty
to the Union on taxation matters is still a controversial subject in most of the Member
States.?*? Furthermore, the Member States have not given sufficient support for the proposal,
especially with the potential limitations on the Member States’ tax sovereignty. Therefore,
there is some uncertainty whether the proposal will come into force at the beginning of 2026

and whether changes need to be made.??

The Member States need to provide information to the Commission of their implementation
of the directive, as well as data on the functioning of the directive annually.?>* If a Member
State fails or refuses to implement a directive in set time, there will be sanctions imposed on
them after the Commission evaluates the situation. The rules of the competence given to the
Commission on the enforcement of the EU law can be found in Article 17 of the TEU. The
Commission monitors the application of EU law, whether its primary or secondary law.
When the Commission notes that a Member State is failing to apply EU law properly, it can
send them a ‘letter of formal notice’. A letter of formal notice gives the member state the
opportunity to reply to the Commission, and present their observations of the situation. If
the Commission still thinks that there is an ongoing violation of EU rules, it will send a
reasoned opinion to the Member State in question, which has a set deadline on when the
Member State has to comply with EU law. If the Member State fails to do so, the next step
for the Commission is to bring the case before the CJEU like Article 258 of the TFEU states.
If the CJEU notices a violation and the Member State fails to comply the judgement even
after a second Court proceeding, a financial penalty may be set. If the breach is about imple-
menting a directive, the CJEU can impose a financial penalty when giving its first judge-

ment.2>?

Based on the concerns and problems with implementation and contents of the directive pro-

posal, it is interesting to see whether all the Member States want or manage to implement
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the directive in time and whether the competence of the EU will be challenged in front of

the CJEU.
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7 Concluding Thougths

The aim of the research was to provide a general overview of the state of the regulatory
environment in the EU around transfer pricing and corporate income taxation in transfer
pricing, and to highlight some of the problems that currently exist due to them not being
harmonized by EU law. The current regulatory environment is complex and outdated in a
way that does not serve its purpose in a single market context. The different levels of national
legislation, international treaties, EU law, and quasi-legal instruments form a complex web
of rules, which all the operators have trouble navigating. Clearly, the way of arranging trans-
fer pricing rules, that functions well for independent states, does not work as smoothly with
the single market. Instead, a more unified approach set by EU legislation would serve a better
purpose. Moreover, the single market would make unifying the legal environment easier

than between states that have no association with each other.

In conclusion of the transfer pricing process, after choosing the transfer pricing method, the
ALP is used as a tool to determine whether the transaction has an arm’s length outcome, i.e.
the price of the transaction is similar to a market-based result. Therefore, the chosen transfer
pricing method and the ALP affect the amount of taxable profit, which also forms the tax
base. However, if that tax base is less than what it would be with an independent enterprise,
and the national tax administration gives a tax ruling where it accepts the transfer price when
an MNE seeks for an advance approval in the form of an APA, the tax ruling may constitute
state aid within the meaning of Article 107(1) of the TFEU. Even when the ALP is used to
examine the transfer price, this may happen, because the interpretations of the ALP and
methods of calculating the transfer price differ between the Member States. It is concerning
that these outcomes are possible with APAs, as the main reason to conduct an APA is tax
certainty. Therefore, it seems almost paradoxical that an APA can lead to a state aid investi-

gation, litigation, and recovery of the state aid even after years.

Additionally, cross-border intra-group transactions are costly, and the regulatory environ-
ment makes them unnecessarily complicated as there is a lack of tax certainty, and a threat
of disputes and double taxation throughout the process. This all comes down to the different
interpretations and the general non-binding legal nature of the ALP, and the non-unified
regulatory environment within the EU. However, the probability of a state aid assessment of
a tax ruling with lawful corporations is assumed to be quite low, although it forces MNEs

and national tax administrations to be more careful when calculating the right transfer price.
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When reflecting the matter in the light of the observations made throughout the thesis, a
change in the regulatory environment is much needed not only to clarify the rules around
transfer pricing and taxation, but to also clarify the Commission’s state aid approach. Like
stated by the ECJ in the Fiat Case, the ALP is not an autonomous principle, and it can only
be applied if it is provided in the national tax laws and consequently, the interpretation and
application is restricted on how the principle exists in the national law in question. This
creates problems for the Commission, as it uses the ALP as an indicator of whether the
transfer price at issue reflects a market-based outcome in state aid investigations. This has

led to unexpected results in case law both for the Commission and the opposing side.

Consequently, the interchangeable interpretations of the ALP between the Member States
may lead to different results when used in state aid assessments, setting the Member States
and their national tax administrations, but also the MNEs at risk of getting different treat-
ment. Therefore, the Commission’s aim to implement the principle into national legal sys-
tems in a harmonized manner through the Transfer Pricing Directive Proposal would enable
it to assess possible state aid cases better. Currently, the Member States and MNEs view the
Commission’s state aid approach on transfer pricing taxation unpredictable, although the
state aid prohibition itself is not the problem. Therefore, including the ALP into EU legisla-

tion would presumably reduce state aid litigations in the future.

The ALP itself has some defects as stated earlier in the thesis, but it is currently the most
convenient tool to confirm that an intra-group transaction price reflects a market outcome.
The current issues with the interchangeable interpretation due to the quasi-legal nature of the
principle could be fixed by setting harmonized binding regulations on the transfer pricing
process and the taxation of those transactions. The main regulation needed on the EU level
would be making the ALP legally binding in a harmonized way, setting rules for the transfer
pricing methods, and the primary adjustments and counter-adjustments in taxation. The role
of the ALP and the OECD Guidelines needs to be clarified, as they form the international
standard already followed by the Member States to some extent. The issues around the scat-
tered interpretation of the ALP seem almost like a pointless struggle, as it is an internation-
ally recognized standard. Therefore, the main issue seems to be that the ALP is a quasi-legal

instrument and not a legal norm from the EU perspective.

To conclude and answer the main research question set out in the Chapter 1.2 on how the

incorporation of the ALP into EU law through the proposed Transfer Pricing Directive would
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affect the current legal environment around transfer pricing and taxation of those transac-
tions, and would it reduce the amount of state aid litigations, the answer is simple; introduc-
ing the ALP into EU legislation would clarify the legal environment and consequently, re-
duce the issues related to the current scattered regulatory environment and therefore, would

likely reduce the need for state aid litigations in the long term.

The implementation of the directive proposal could temporarily increase the amount of trans-
fer pricing cases taken to the CJEU, as new legislation often needs to be clarified through
case law and the proposal would give the CJEU power to rule on transfer pricing taxation
matters. However, in the long term it could possibly reduce the number of litigations as
unified rules would make operating in the field simpler. Additionally, because the proposal
is derived from the OECD Guidelines and Model Tax Convention, many of its concepts are

already known and therefore may not need as much clarification.

However, the implementation of the directive in its current form and in the set time seems
unlikely, although this does not remove the fact that a similar reform is needed. If the Mem-
ber States are not ready to hand some of their sovereignty over to the Union in corporate
income taxation matters, a possibility to conclude a similar reform in the field of transfer
pricing could be to modify the current directive proposal in a way, that does not interfere
with the tax sovereignty of the Member States as much. For example, this change on the
proposed directive could be reducing the amount of power the directive proposal plans on
giving to the Commission and the CJEU in taxation matters, or only setting regulations on
the transfer pricing methods used, unifying the interpretation of the ALP, and setting com-
mon rules for transfer price adjustments as there already is in international tax treaties. This
would reduce the issues around transfer pricing, taxation, and state aid cases, without inter-

fering with taxation on an extensive manner.

Although the Transfer Pricing Directive falls on an area of sovereignty of the Member States
and has its possible problems with implementation, a question can be asked, whether the
change would be so major that it outweighs the benefits that would follow from a unified
regulatory environment. As the proposal’s aim is to reduce tax uncertainty, base erosion, and
compliance costs, establish the legal status of the OECD Guidelines and the ALP into a
legally binding form, reduce double taxation, tax disputes and litigations, and overall clear
the regulative environment and make the single market a better area to operate business in,

the proposal seems fair. To establish a level playing field to all operators within transfer
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pricing and corporate income taxation, not only shared rights are needed but also shared

regulatory standards.
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