Tax Rulings and EU State Aid Law: Lessons for Croatia

Zunié Kovacevi¢, Natasa; Gadzo, Stjepan

Source / Izvornik: Economic and Social Development (Book of Proceedings) : 26th
International Scientific Conference on Economic and Social Development "Building
Resilient Society", 2017, 544 - 554

Conference paper / Rad u zborniku

Publication status / Verzija rada: Published version / Objavljena verzija rada (izdavacev
PDF)

Permanent link / Trajna poveznica: https://urn.nsk.hr/um:nbn:hr:118:540055

Rights / Prava: In copyright /Zasti¢eno autorskim pravom.

Download date / Datum preuzimanja: 2025-01-02

PrAV(

Pravni fakultet Faculty of Law Repository / Repozitorij.

il ‘ Repository of the University of Rijeka, Faculty of Law
- Repository University of Rijeka, Faculty of Law

sTe)) Sveutiliste u Rijeci
¥/ University of Rijeka

Bl alliEssn aoar

DIGITALNI AKADEMSKI ARHIVI [ REPOZITORLJL



https://urn.nsk.hr/urn:nbn:hr:118:540055
http://rightsstatements.org/vocab/InC/1.0/
http://rightsstatements.org/vocab/InC/1.0/
https://repository.pravri.uniri.hr
https://repository.pravri.uniri.hr
https://www.unirepository.svkri.uniri.hr/islandora/object/pravri:931
https://dabar.srce.hr/islandora/object/pravri:931

Varazdin Development and Entrepreneurship Agency
in cooperation with

Faculty of Management University of Warsaw, Poland
University North, Croatia

Economic and Social Development

26th International Scientific Conference on Economic and Social Development -
"Building Resilient Society"

| Editors:
R Vojko Potocan, Pavle Kalinic, Ante Vuletic
svssuéll.lhs

| Book of Proceedings

ISSM 1849-7535

“ H “ ““ Zagreb, 8-9 December 2017

771849'753006



Varazdin Development and Entrepreneurship Agency
in cooperation with
Faculty of Management University of Warsaw, Poland
University North, Croatia

Editors:
Vojko Potocan, Pavle Kalinic, Ante Vuletic

Economic and Social Development

26" International Scientific Conference on Economic and Social Development —
"Building Resilient Society"

Book of Proceedings

Zagreb, 8-9 December 2017



Title ® Economic and Social Development (Book of Proceedings), 26™ International Scientific Conference on Economic and Social
Development - "Building Resilient Society"

Editors B Vojko Potocan, Pavle Kalinic, Ante Vuletic

Scientific Committee M Marijan Cingula, University of Zagreb, Croatia (President); Ayuba A. Aminu, University of Maiduguri,
Maiduguri, Nigeria; Anona Armstrong, Victoria University, Australia; Gouri Sankar Bandyopadhyay, The University of Burdwan,
Rajbati Bardhaman, India; Haimanti Banerji, Indian Institute of Technology, Kharagpur, India; Alla Bobyleva, The Lomonosov
Moscow State University, Russia; Leonid K. Bobrov, State University of Economics and Management, Novosibirsk, Russia; Rado
Bohinc, University of Ljubljana, Slovenia; Zeki Atil Bulut, Dokuz Eylul University, Turkey; Adnan Celik, Selcuk University - Konya,
Turkey; Angelo Maia Cister, Federal University of Rio de Janeiro, Brasil; Mirela Cristea, University of Craiova, Romania; Sreten
Cuzovic, University of Nis, Serbia; Oguz Demir, Istanbul Commerce University, Turkey; T.S. Devaraja, University of Mysore, India;
Onur Dogan, Dokuz Eylul University, Turkey; Darko Dukic, University of Osijek, Croatia; Gordana Dukic, University of Osijek,
Croatia; Alba Dumi, Vlora University, Vlore, Albania; Ksenija Dumicic, University of Zagreb, Croatia; Galina Pavlovna Gagarinskaya,
Samara State University, Russia; Fran Galetic, Zagreb University, Croatia; Mirjana Gligoric, Faculty of Economics, Belgrade
University, Serbia; Mehmet Emre Gorgulu, Afyon Kocatepe University, Turkey; Liudmila Guzikova, Peter the Great Saint-Petersburg
Polytechnic University, Russia; Anica Hunjet, University North, Koprivnica, Croatia; Oxana Ivanova, Ulyanovsk State University,
Ulyanovsk, Russia; Irena Jankovic, Faculty of Economics, Belgrade University, Serbia; Lara Jelenc, University of Rijeka, Croatia;
Myrl Jones, Radford University, USA; Ana Jovancai Stakic, John Naisbitt University, Belgrade, Serbia; Gorazd Justinek, Graduate
School of Government and European Studies, Slovenia; Hacer Simay Karaalp, Pamukkale University, Turkey; Grzegorz Karasiewicz,
University of Warsaw, Poland; Dafna Kariv, The College of Management Academic Studies, Rishon Le Zion, Israel; Salih Katircioglu,
Eastern Mediterranean University, Northern Cyprus, Turkey; Hilal Yildirir Keser, Uludag University, Bursa, Turkey; Sophia
Khalimova, Institute of Economics and Industrial Engineering of Siberian Branch of Russian Academy of Science, Novosibirsk,
Russia; Marina Klacmer Calopa, University of Zagreb, Croatia; Vladimir Kovsca, University of Zagreb, Croatia; Goran Kozina,
University North, Koprivnica, Croatia, Dzenan Kulovic, Univeristy of Zenica, Bosnia and Herzegovina; Robert Lewis, Les Roches
Gruyere University of Applied Sciences, Bulle, Switzerland; Ladislav Lukas, Univ. of West Bohemia, Faculty of Economics, Czech
Republic; Pascal Marty, University of La Rochelle, France; Vaidotas Matutis, Vilnius University, Lithuania; Marjana Merkac Skok,
GEA College of Entrepreneurship, Ljubljana, Slovenija; Daniel Francois Meyer, North West University, South Africa; Marin Milkovic,
Rector, University North, Koprivnica, Croatia; Gratiela Georgiana Noja, West University of Timisoara, Romania; Zsuzsanna Novak,
Corvinus University of Budapest, Hungary; Alojzy Z. Nowak, University of Warsaw, Poland; Mislav Ante Omazic, University of
Zagreb, Croatia; Vera Palea, Universita degli Studi di Torino, Italy; Dusko Pavlovic, President DIU Libertas International University,
Zagreb, Croatia; Igor Pihir, University of Zagreb, Croatia; Dinko Primorac, University North, Koprivnica, Croatia; Zeljka Primorac,
University of Split, Croatia; Miroslaw Przygoda, University of Warsaw, Poland; Nicholas Recker, Metropolitan State University of
Denver, USA; Kerry Redican, Virginia Tech, Blacksburg, USA; Humberto Ribeiro, University of Aveiro, Portugal; Robert Rybnicek,
University of Graz, Austria; Elzbieta Szymanska, Bialystok University of Technology, Poland; Katarzyna Szymanska, The State
Higher School of Vocational Education in Ciechanow, Poland; Jan Turyna, University of Warsaw, Poland; Ilaria Tutore, University of
Naples Parthenope, Italy; Rebeka Danijela Vlahov, University of Zagreb; Ilko Vrankic, University of Zagreb, Croatia; Thomas Will,
Agnes Scott College, USA; Li Yonggiang, Victoria University, Australia; Peter Zabielskis, University of Macau, China; Tao Zeng,
Wilfrid Laurier University, Waterloo, Canada; Snezana Zivkovic, University of Nis, Serbia.

Review Committee B Marina Klacmer Calopa (President); Ana Aleksic; Ayuba Aminu; Mihovil Andjelinovic; Josip Arneric; Lidija
Bagaric; Tomislav Bakovic; Sanja Blazevic; Leonid Bobrov; Ruzica Brecic; Anita Ceh Casni; Mirela Cristea; Oguz Demir; Stjepan
Dvorski; Robert Fabac; Ivica Filipovic; Fran Galetic; Mirjana Gligoric; Tomislav Globan; Anita Goltnik Urnaut; Tomislav Herceg;
Irena Jankovic; Dafna Kariv; Oliver Kesar; Hilal Yildirir Keser; Tatjana Kovac; Vladimir Kovsca; Angelo Maia Cister; Vaidotas
Matutis; Marjana Merkac Skok; Josip Mikulic; Ljubica Milanovic Glavan; Daniel Francois Meyer; Natanya Meyer; Guenter Mueller;
Ivana Nacinovic Braje; Gratiela Georgiana Noja; Zsuzsanna Novak; Alka Obadic; Claudia Ogrean; Igor Pihir; Najla Podrug; Vojko
Potocan; Dinko Primorac; Zeljka Primorac; Sanda Renko; Souhaila Said; Armando Javier Sanchez Diaz; Tomislav Sekur; Lorena
Skuflic; Mirko Smoljic; Petar Soric; Mario Spremic; Ana Jovancai Stakic; Matjaz Stor; Lejla Tijanic; Daniel Tomic; Boris Tusek;
Rebeka Daniela Vlahov; Ilko Vrankic; Thomas Will; Zoran Wittine; Tao Zeng; Snezana Zivkovic; Berislav Zmuk.

Organizing Committee M Domagoj Cingula (President); Spomenko Kesina; Marina Klacmer Calopa; Erlino Koscak; Miroslaw
Przygoda; Rebeka Danijela Vlahov; Sime Vucetic.

Publishing Editor @ Domagoj Cingula

Publisher B Design B Print B Varazdin Development and Entrepreneurship Agency, Varazdin, Croatia
Faculty of Management University of Warsaw, Warsaw, Poland
University North, Koprivnica, Croatia

Printing @ Online Edition

ISSN 1849-7535

The Book is open access and double-blind peer reviewed.

Our past Books are indexed and abstracted by ProQuest, EconBIZ, CPCI (WoS) and EconLit databases and available for download in
a PDF format from the Economic and Social Development Conference website: http://www.esd-conference.com

© 2017 Varazdin Development and Entrepreneurship Agency, Varazdin, Croatia; Faculty of Management University of
Warsaw, Warsaw, Poland; University North, Koprivnica, Croatia.

All rights reserved. Authors are responsible for the linguistic and technical accuracy of their contributions. Authors keep their
copyrights for further publishing.



26th International Scientific Conference on Economic and Social Development —
"Building Resilient Society" — Zagreb, Croatia, 8-9 December 2017

TAX RULINGS AND EU STATE AID LAW: LESSONS FOR CROATIA"

Natasa Zunic Kovacevic
Faculty of Law, University of Rijeka, Croatia
zunic@pravri.hr

Stjepan Gadzo
Faculty of Law, University of Rijeka, Croatia
sgadzo@pravri.hr

ABSTRACT

Tax rulings and advance pricing agreements (APAs) are perceived by policymakers around the
globe as important instruments for enhancing taxpayers’ legal certainty. Croatian tax law saw
the introduction of these schemes only fairly recently. Namely, advance tax rulings have been
introduced in 2015, but hitherto there is limited practical experience with its usage. On the
other hand, other EU member states which had rich experience with tax rulings and APAs are
currently faced with new legal developments. Most importantly, administrative tax practices in
a number of countries have been put under scrutiny from the perspective of EU state aid law.
Against this background, aim of the present paper is to derive some lessons for Croatian
policymakers and taxpayers when it comes to the usage of advance tax rulings and APAs in the
future.

Keywords: tax law, tax rulings, advance pricing agreements, state aid law

1. INTRODUCTION

Tax certainty is an important topic on a global level for at least twofold reasons: first, because
of the negative impact of tax uncertainty on the economic growth (Gale, Samwick 2014;
Zangari et al. 2017) and second, because of the presumed positive correlation between tax
uncertainty and tax avoidance schemes, linked with the complex legislative framework for
taxation. Unfortunately, Croatian experience with the problem of tax uncertainty is well-
documented. Deloitte’s 2015 survey, conducted among tax professionals operating in 28
European countries, shows that only France and Italy fare worse than Croatia in terms of tax
uncertainty (Deloitte, 2015). Furthermore, one recent survey conducted among certified tax
advisors found that they recognise two biggest issues with the relationship between tax
authorities and taxpayers in Croatia: (i) lack of legal certainty and (ii) tax authorities’ prejudicial
view of the taxpayers as tax evaders (Rogi¢ Lugarié, 2016, p. 230).While there are many causes
of legal uncertainty in the substantive sphere of Croatian tax system — e.g. frequent changes,
complexity and even retrospective application of tax legislation — it is beyond doubt that the
legal framework for tax procedure and tax administration did little to alleviate the problem. For
example, a recent study issued by one business representative association pointed out that the
excessive length of tax dispute procedures adds to legal uncertainty; other vexing problems are
related to the unwillingness of the tax authorities to co-operate with taxpayers, as well as the
practice of non-uniform application of tax laws by different organizational units within Croatian
Tax Administration (Stoji¢ et al., 2016, pp. 38-41). From a comparative perspective, new
challenges for tax systems related to technological, economic and political developments led to
the creation of new instruments dealing with complex tax issues. The difficulties related to the
application and interpretation of tax law are especially noticeable in cross-border situations
where taxpayers encounter the difficulties related to the compliance with more foreign tax

* This paper has been supported in part by the Croatian Science Foundation project no. 9366 "Legal Aspects of
Corporate Acquisitions and Knowledge Driven Companies' Restructuring" and in part by the University of Rijeka
project no. 13.08.1.2.01 "Protection of beneficiary on the Croatian and European financial services market".
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systems. In this respect, important instruments for reducing tax uncertainty are advance tax
rulings and advance pricing arrangements (APAs).

2. ADVANCE TAX RULINGS AND ADVANCE PRICING AGREEMENTS IN
MODERN TAX SYSTEMS

Advance tax ruling can be defined as a statement of the revenue authority’s interpretation and
application of tax laws to an arrangement, which is binding on the revenue authority in terms
of the future application of the tax laws (James, 1999, pp. 731-747). An increasing number of
countries have introduced or formalized their rulings systems. The United States presents one
of the most developed tax rulings system in the world with a wide variety of legal instruments
of guidance to taxpayers (Romano, 2002). Policy reason underlying US rulings scheme is linked
with the complexity and technicality of tax legislation, with the role of rulings as a tool
alleviating these problems (Givati, 2009). Another well-structured and developed rulings
system is found in the Netherlands. The Dutch rulings scheme is aimed at providing certainty
to taxpayers, mainly foreign, investing in the Netherlands. Accordingly, advance rulings
became an instrument for attracting foreign investment in the Netherlands (Romano, 2002).
Other reasons for the introduction of advance rulings are related to the increased need for the
simplification of tax system, since such schemes are sometimes seen as a vehicle for
establishing some new forms of active taxpayers participation. The first forms of rulings
introduced in Italy were limited to anti avoidance legislation. France developed the so-called
protective tax rulings system, understood primarily as a new vision of legal norms and need
for evolutionary relationship between tax taxpayers and tax authorities. Such rulings present
norms aimed at improving relations between tax authorities and taxpayers with an overarching
aim of promoting legal certainty. The rulings systems are emphasized as a standards that are
recognized particularly in international law, that encourages states to develop mechanisms for
better adaptation of taxpayers to tax coercion. Accordingly, tax rulings are linked with the
"culture of negotiation", which is being developed in France through the system of rescrit and
is one of the components of the "new fiscal management" (Rogi¢-Lugari¢, Bogovac, 2012).

It is necessary to distinguish advance tax rulings from other forms of guidance provided by the
tax administration to taxpayers in order to help them fulfil their tax obligations (Arbutina,
2009). There are some basic common features found in every ruling scheme: binding nature,
formality, treatment of costs etc. Differences in advance rulings regimes are consequence of
historical practice and the result of sovereign choices exercised in different states (Sawyer,
2004). Ideally, efforts could be made for development of uniform rulings schemes applicable
across national borders. For example, different domestic rules governing advance tax rulings
systems in EU Member States (hereinafter: MS) constitute an obstacle to the cross border
investments and jeopardise the EU internal market. Accordingly, there have been proposals in
the literature for the harmonization of advance tax rulings at the EU level. Romano (2002)
proposed a two-tier rulings procedure, in which a national competent authority would be the
body of first instance and a central EU authority would be second instance body. Such a central
body could function as an supervisor with respect to rulings policy, collection of certain types
of rulings requests and as a distribution centre of these requests amongst the competent offices
(Zuni¢ Kovag&evié, 2013). There are certainly some advantages of potential harmonization of
advance tax rulings systems on the EU level (Romano, 2002): (1) obtaining a higher degree of
certainty in the interpretation and application of tax law provisions; (2) greater consistency and
uniformity in the application and interpretation of the law; (3) enhancing the transparency of
the decision-making process of the tax authorities in such a way as to improve the perception
of the fairness of the tax obligations by taxpayers and thus tax compliance; (4) fostering
compliance with tax law and administrative practice; (5) improving the functioning of the self-
assessment and self-reporting systems and reducing tax litigation. It is also useful to have in
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mind that a similar harmonized system with regard to administrative practices in different MS
is found in the field of customs law.

2.1. Advance pricing agreements (APAs)

According to the OECD (2017, p. 214), an advance pricing arrangement (APA) is “an
arrangement that determines, in advance of controlled transactions, an appropriate set of criteria
(e.g. method, comparables and appropriate adjustments thereto, critical assumptions as to future
events) for the determination of the transfer pricing for those transactions over a fixed period
of time.” The arrangement usually covers a certain number of years upon the its adoption. In
essence, APA is a mechanism aimed at preventing future disputes between tax authorities and
taxpayers in the specific field of transfer pricing, which is extremely important for multinational
companies (MNCs). While APAs may, to some extent be considered as a sub-type of advance
tax ruling, there are some important differences. Most importantly, APAs normally entail very
detailed analysis of pertinent factual issues, whereas traditional tax rulings tend to be limited to
addressing legal questions based on facts presented by a taxpayer (OECD, 2017, p. 216). There
are other key differences between APAs and advance tax rulings (Romano, 2002, p. 486).
While APAs may be bilateral or even multilateral, advance tax rulings are unilateral and
generally do not cover foreign jurisdictions. Advance rulings and AP As also differ in their legal
nature since APAs are regarded as agreements whereas advance rulings are considered as one-
sided statements of the tax administrations. APA may not be implemented without the approval
of the taxpayer, whereas advance rulings are valid without considering the consent of the
taxpayer as applicant. The participation of the taxpayer in an advance rulings procedure is
limited only to the initial level of the process.

As a consequence of different legal natures, APAs should be differed from advance rulings on
the basis of their effect since APAs are binding for the tax authorities, sometimes for taxpayers
whereas advance rulings may have binding effects on tax authorities and almost never for
taxpayers. Irrespective of the differences between advance rulings and APAs, there is a
significant degree of similarity that justifies their joint consideration (Sawyer, 2004). A growing
number of states has introduced provisions on APAs in their tax systems, mainly in accordance
with OECD’s suggestions. For example, in the United Kingdom (UK) a taxpayer may propose
a methodology for transfer pricing and supply documentation that confirms or shows that the
result of such treatment is fair and neutral. If the tax authorities accept the proposed
methodology (proposed by the taxpayer), after checking all the “accompanying” documents
and materials, the parties conclude an APA. UK tax law also allows for bilateral and multilateral
APAs, which entail participation of tax authorities of other states (Sawyer, 2004). UK rules
give taxpayers a choice, before applying for an APA, to opt for some kind of discussion or
meeting “pre-filing conference”. This may help taxpayers in assessing whether an agreement is
appropriate vehicle for resolving pertinent tax issues. The same pre-filing stage as part of APA
is known in US procedure (Boidman, 1992). The Italian tax authorities published in 2010 the
first report on the successful adoption of APAs. These practices refer to the period of the first
five years after the entry into force of APA rules. The report reveals that during a specified five-
year period, 52 requests were submitted and 19 agreements were concluded. The average time
needed for the procedure was 20 months (Zuni¢ Kovagevié, 2010). The above mentioned
bilateral and multilateral APAs, where two or more countries are involved, are more efficient
in providing legal certainty. In the cases of a bilateral or multilateral advance pricing agreement
there is always a second agreement that is concluded between the competent authorities of
countries which are affected by the covered transaction, based on the mutual agreement
provision of tax treaties.
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3. CROATIAN LEGISLATIVE FRAMEWORK

3.1. Advance rulings

Croatian academic literature considers advance tax rulings as an affirmation and
implementation of the tax procedural principle of good faith. The principle of good faith and
fair dealing was for the first time introduced in Croatian tax law by the General Tax Act
(hereinafter: GTA) of 2001, but did not contain provisions which would define the content of
notion or criteria to apply rulings or APA’s. The enactment of the new GTA in 2008 indicated
that certain alterations would be made with the aim to more precisely and more clearly regulate
the principle of good faith, but legislator again failed to recognize the role of tax rulings. It was
onlyin 2015, by way of amendments to the GT A, when advance rulings became part of Croatian
tax system, apparently under the influence of developments of EU framework on information
exchange (Zuni¢ Kovacevié, 2016, p. 282). According to Art. 10 GTA, tax authorities may
issue an advance ruling upon the explicit request of the taxpayer with regard to a limited number
of tax-related issues. Namely, the objective scope of the rulings is limited to the following: (i)
apportionment of the input VAT; (ii) application of tax laws related to investment projects
carried on in Croatia and value of which exceeds EUR 2.66 million; (iii) assessment of the
corporate tax base related to corporate restructurings; (iv) application of tax treaty provisions;
and (v) tax treatment of business activities which are deemed “unusual”. Further elucidation on
the advance ruling scheme, particularly as to procedural aspects, is provided in the relevant by-
law. It is certainly too early to assess the efficiency of Croatian advance rulings system. On the
one hand, it certainly represents a step forward with regard to modernization of tax procedure
law. On the other hand, doubts remain regarding limited objective scope of the scheme. Namely,
until late 2016 tax authorities have dismissed over 50 ruling requests for rulings on the grounds
of their inadmissibility under pertinent law.

3.2. APAs

Turning our attention to APAs, it first has to be noted that the arm’s length standard (ALS) was
first introduced in Croatian domestic law in 2004." Over the last decade or so, tax authorities
have gained more specialized expertise in transfer pricing enforcement, both in tax treaty
context and in circumstances where only relevant domestic provisions apply. Consequently, the
focus on transfer pricing has intensified in recent years. This may be evidenced by a marked
increase in the number of tax audits specifically related to transfer pricing (PwC, 2016, p. 61).
While in the past, the tax authorities tended to focus on intra-group services — sometimes even
without necessary substantiation — in recent years a higher degree of sophistication pervades
transfer pricing audits. It is important to note how domestic transfer pricing legislation has been
clearly developed under the influence of international standards, embodied primarily in Art. 9
OECD Model Convention and in OECD’s Transfer Pricing Guidelines. Even if direct reference
to OECD Guidelines is not found anywhere in domestic law, Croatian tax authorities heavily
rely on its recommendations in transfer pricing enforcement. Unfortunately, official guidance
on the proper application of transfer pricing rules is extremely limited. In contrast to the practice
of many other countries, Croatian tax authorities have hitherto not issued a comprehensive,
publicly available soft-law instrument comprising more detailed explanations and practical
examples. Moreover, domestic case law on application of transfer pricing rules is still rather
scarce and did not involve sophisticated substantive issues, e.g. intangibles, intra-group
allocation of risk etc. However, Croatian tax authorities have on two separate occasions — first
in 2009, then in 2014 — commissioned the printing of a special “Manual on transfer pricing
audit”, i.e. with the aim to serve as a general guidebook for tax inspectors engaged in transfer
pricing enforcement. The latest edition of this internal manual is generally based on the OECD

! Current version of Art. 13 Profit Tax Act, codifying the ALS, is for the most part identical to the original one,
adopted in 2004.
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Guidelines and it even includes an unofficial translation of the Guidelines in Croatian
(Tucakovié et al., 2014). While the 2016 amendments to the Profit Tax Act (hereinafter: PTA)?
introduced the concept of APAs, full usage of this instrument was not possible until the
amendments were made to the relevant by-law in 2017. % APA is defined in first paragraph of
14a PTA as an arrangement between the taxpayer and Ministry of Finance, Tax Administration,
and tax bodies from other countries in which associated parties are residents or perform business
activities through a business unit, through which, for transactions between associated parties,
before their commencement, an appropriate set of criteria is determined, such as methods,
comparative criteria, appropriate harmonisation, or key suppositions related to future events, in
order to determine transfer pricing for these transactions during a given time period. It is
prescribed as obligatory for the taxpayer and for the tax authorities for the time in which it is
concluded. Costs for concluding the APA are borne entirely by the taxpayer. The APA
procedure starts with a request of the taxpayer and it ends with an agreement between the
taxpayer and the tax authority. Such an agreement is binding for the tax period in which the
agreement has been entered and for the four subsequent periods, unless changes occur in the
relevant factual or legal circumstances. The issues regarding detailed procedure for the
conclusion of an APA, its contents, validity deadlines and costs of concluding APAs are
prescribed by the Minister of Finance in a special by-law.

4. EU STATE AID LAW ASPECTS OF TAX RULINGS

While the usage of tax rulings and APAs is not without its drawbacks from a tax policy
perspective (amplius supra), the designers of EU member states' tax systems have to be
particularly wary of the potential conflict between these instruments and EU state aid law.
Namely, recent years, beginning with 2013, witnessed an unprecedented wave of investigations
into the legality of EU member states’ (hereinafter: MS) tax ruling practices, from the state aid
law perspective. The investigations were carried out by the European Commission (EC) as a
body competent for state aid enforcement within the EU. According to the information provided
by high-level EC officials, more than 1000 tax rulings issued by the tax authorities in a number
of MS were put under scrutiny (Fort, 2017, p. 381). While the investigations in some cases are
still on-going, EC has already issued several so-called negative decisions, i.e. decisions
declaring the pertinent measure as incompatible with the EU internal market, which entail the
obligation of a MS in question to fully recover the aid from its beneficiary (Luja, 2003, p. 96-
97). These EC decisions have made global headlines, since the beneficiaries of the aid declared
illegal included some of the biggest multinational companies in the world, like Amazon, Apple,
McDonalds and Starbucks. Moreover, the amount of recovery provided by the EC in its decision
regarding Apple reaches a quite staggering number of 16 billion EUR, which the Republic of
Ireland is supposed to recuperate from the US-based tech giant. Important legal caveat applying
in this and other similar cases (e.g. Fiat, Starbucks) is that the legality of EC decisions will be
tested before the European Court of Justice (ECJ), since interested parties have brought an
action for the annulment of respective decisions (Fort, 2017, p. 381). It is important to underline
that EC investigations in “tax rulings cases” have become much more extensive after the so-
called LuxLeaks affair broke out, bringing attention to the wider public of blatant tax avoidance
schemes utilized by large MNCs and sanctioned by tax authorities of some EU MS (Wattel,
2016, p. 791). Accordingly, this new activism of the EC may be linked with other important
developments on the EU and global level aimed at curbing international tax avoidance, such as
the OECD/G20 project against “base erosion and profit shifting (BEPS), launched in 2013, or
the adoption of a new EU directive against tax avoidance in 2016 (Fort, 2017, p. 370).

2 Profit tax Act, Official Gazette, nos. 177/04, 90/05, 57/06, 146/08, 80/10, 22/12, 148/13, 143/14, 50/16, 115/16.
3 Ordinance on the procedure for adopting advance pricing agreements, Official Gazette, No. 42/2017.
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4.1. On the interaction between EU state aid law and member states’ tax systems

Before we delve deeper into the analysis of state aid implications for tax ruling schemes in EU
MS, it seems worthwhile to briefly address the fundamentals of EU state aid control and
particularly its influence for tax policy of individual MS. The foundations of EU state aid law
are set in primary EU law, more precisely in Art. 107(1) of the Treaty on the Functioning of the
EU (TFEU), which reads: “Save as otherwise provided in the Treaties, any aid granted by a
Member State or through State resources in any form whatsoever which distorts or threatens to
distort competition 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.”
According to the settled case-law of the ECJ, there are four cumulative conditions embedded
in the notion of state aid under Art. 107(1) TFEU (Kronthaler, Tzubery, 2013, p. 94-95): (1) a
measure has to be granted by a MS or financed through state resources; (2) an economic
advantage has to be conferred on the recipient, relieving him from the burden normally borne;
(3) the advantage conferred is “selective or specific”, i.e. it favours only certain undertakings
or the production of certain goods; (4) the measure in question has an effect on competition and
trade between EU MS. Only if each of these cumulative conditions is met, there is a state aid
incompatible with the internal market (Fort, 2017, p. 375). The rationale of state aid control
within the EU is related to the overarching goal of ensuring level playing field in the internal
market (Kronthaler, Tzubery, 2013, p. 94). Hence, state aid law may be perceived as a subpart
of a much wider area of the EU competition law. Against the background of a wide notion of
state aid, prescribed in the TFEU, it seems self-evident that elements of MS tax systems may
also bring about state aid concerns. This holds in particular as regards to the so-called “tax
expenditures”, i.e. instruments by virtue of which a state fails to collect a part of tax revenue it
is normally entitled to (Luja, 2003, p. 8-10). In other words, whenever a special domestic rule
results in the non-taxation of a part of taxpayer’s economic faculty, which would be taxed in
the absence of such rule, there is a looming shadow of state aid scrutiny. In 1998 EC issued a
notice addressing the interaction between MS direct tax systems and state aid law (European
Commission, 1998). In essence, this document laid down the analytical framework for assessing
compatibility of domestic direct tax measures with EU state aid law. First, it was explained that
there are three main ways how a tax measure leads to economic advantage for undertakings:
(1) reduction in the tax base (e.g. special deductions, special or accelerated depreciation
arrangements or the entering of reserves on the balance sheet); (2) total or partial reduction in
the amount of tax (such as exemption or a tax credit); (3) deferment, cancellation or even special
rescheduling of tax debt (European Commission, 1998, para. 9). Second, the EC clarified that
any loss of tax revenue, including that resulting from the administrative practice of tax
authorities, is equal to consumption of State resources. Third, it has been made clear that the
criterion of “effect on EU competition and trade” would be satisfied very easily, since it suffices
that the beneficiary of a tax advantage exercises an economic activity. Finally, regarding the
criterion of selectivity, the EC explained that selective tax measure may derive from an
exception to the tax provisions of a legislative, regulatory or administrative nature or from a
discretionary practice on the part of the tax authorities. However, such measures may be
justified by “the nature or general scheme of the system” (European Commission, 1998, para.
12). As has been hinted already in the 1998 Notice by the EC, the subsequent ECJ jurisprudence
confirmed that the crux of applying state aid rules to domestic tax measures lies at the analysis
of selectivity. The EC and the ECJ use a three-step derogation test in evaluating whether
pertinent tax measure is selective (Micheau, 2011, pp. 201-204). In the first step, one has to
identify the system of reference, i.e. the collection of tax rules that are generally applicable to
the undertakings in question. In the second step, one should determine whether a given measure

4 See especially Case European Commission (C-106/09 P) and Kingdom of Spain (C-107/09 P) v Government of
Gibraltar and United Kingdom of Great Britain and Northern Ireland, EU:C:2011:732.
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constitutes derogation from the system of reference insofar as it differentiates between
economic operators who, in light of the objectives intrinsic to the system, are in a comparable
factual and legal situation (European Commission, 2016, para. 128). If the deviation from the
reference framework, i.e. prima faciae selectivity, is established, then, in the third and final step,
one needs to address whether such derogation is justified by the nature or the general scheme
of the (reference) system, thus falling outside the scope of Art. 107(1) TFEU. In essence, this
selectivity test amount to an analysis from the standpoint of equality between economic
operators (Lang, 2016, p. 36). If the measure in question results in unequal tax treatment of
legally and factually comparable undertakings, then the selectivity criterion is prima faciae
fulfilled (Micheau, 2011, p. 202). It is also apparent that the final conclusion on selectivity
largely depends on the selection of the system of reference. Put simply, the wider the chosen
reference system, more likely it is that the given measure constitutes a derogation (Micheau,
2011, p. 204). It is therefore vital to draw attention to EC’s view that the reference system may
be, in most cases, equated with the general system of imposing an individual type of tax
(European Commission, 2016, para. 134). According to this view, a tax advantage conferred to
corporate taxpayers should be assessed against the backdrop of the general system of corporate
income tax employed in a given country. Furthermore, for the purposes of this paper, it is
important to underline that, in assessing compatibility of APAs with EU internal market, EC
shares the view that the arm’s length principle (hereinafter: ALS) forms part of reference system
applicable to MNCs (European Commission, 2016, para. 172).

4.2. Tax rulings and APAs as incompatible state aids: the example of Apple case

Already in its 1998 Notice, the EC has issued a telling warning on how discretionary practices
of MS’ tax authorities may constitute state aid under Art. 107(1) TFEU. Of particular interest
is how the EC drew attention to the lack of transparency of tax rulings schemes, which amounts
to one of their biggest disadvantages from a general tax policy perspective (Lang, 2015, pp.
394-395). However, it wasn’t until the recent wave of EC investigations into MS’ rulings
schemes (see supra) that their potential conflict with EU state aid law drew serious attention.
As explicitly described in the 2016 EC Notice on the notion of state aid: “(W)here a tax ruling
endorses a result that does not reflect in a reliable manner what would result from a normal
application of the ordinary tax system, that ruling may confer a selective advantage upon the
addressee, in so far as that selective treatment results in a lowering of that addressee's tax
liability in the Member State as compared to companies in a similar factual and legal situation”
(European Commission, 2016, para. 170). Moreover, the EC listed three categories of cases
where a tax ruling confers selective advantage: (1) the ruling endorses a misapplication of
domestic tax law, leading to lower tax burden; (2) availability of ruling scheme is limited to
only some taxpayers; (3) the ruling endorses a tax treatment for an undertaking which is more
favourable than in respect of taxpayers who are legally and factually comparable (European
Commission, 2016, para. 174). Recent activism of the EC regarding administrative tax practices
in MS has been particularly focused on APAs. In this respect, EU state aid provisions have
played a role in curbing international tax avoidance by largest MNCs. The reasoning of the EC
in the (in)famous Apple case, decided in 2016,° will be used in this section to illustrate how
transfer pricing outcomes enshrined in APAs may be put to scrutiny from the EU level. In its
negative decision with recovery, the EC held that the two tax rulings issued by the Irish tax
authorities — first one in 1991, second one in 2007 — in favour of two Irish-incorporated
companies within the Apple group constituted illegal state aid. Factual substratum of the case
involved a rather simple international tax planning scheme employed by Apple group in order

5 Commission Decision (EU) 2017/1283 of 30 August 2016 on State aid SA.38373 (2014/C) (ex 2014/NN) (ex
2014/CP) implemented by Ireland to Apple (notified under document C(2017) 5605 (hereinafter: EC Apple
decision).

550



26th International Scientific Conference on Economic and Social Development —
"Building Resilient Society" — Zagreb, Croatia, 8-9 December 2017

to minimize its overall tax burden from the operations in the EMEIA area (Europe, Middle East,
Africa and India). Without going into too much detail, the sales of Apple products to EMEIA
customers were attributed for legal, accounting and tax purposes to an Irish-incorporated entity
(Apple Sales International; hereinafter: ASI). However, ASI is a classical example of a double
non-resident, i.e. a company that, due to a perfect mismatch between relevant rules of Irish and
US domestic tax law (Wattel, 2016, p. 798), is not considered to be a tax resident in any country.
Therefore, ASI had to pay taxes only with regard to profits that may be attributed to its Irish
branch, on the basis of source principle. Accordingly, this is a classical transfer pricing case
involving attribution of profits to permanent establishments (PEs). In the first tax ruling issued
in 1991, Irish tax authorities, upon negotiation with the representatives of Apple, agreed on a
specific method for attributing profits to Irish branches of ASI and its immediate parent
company Apple Operations Europe (hereinafter: AOE). Put simply, profits that would be
taxable in Ireland were calculated on the basis of operating expenses incurred by the branches,
which is very similar to the transactional net margin method (TNNM) provided in the OECD
Transfer Pricing Guidelines. With some deviations, similar method of calculating profits of
Irish branches was endorsed in the 2007 tax ruling.® The effect of applying such methodology
in calculating taxable base of Irish branches is that the vast majority of profits derived from the
sales of Apple products in the EMEIA market was taxed nowhere. This is mainly a consequence
of the fact that Irish tax authorities shared the view that Irish PEs of ASI and AOE were
performing only routine functions and economic ownership over valuable intangibles may not
be attributed to them.” The material effect of such profit attribution is that effective tax burden
of ASI amounted to less than 1% on a yearly basis. Against this factual background, the EC
held that the Irish tax rulings conferred an economic advantage to Apple, in that corporate tax
liability of ASI and AOE was lowered in comparison to what was prescribed by the “ordinary”
rules of Irish corporate income tax.® Moreover, such economic advantage is selective, since it
entails an unjustified derogation from the relevant system of reference, which is formed by the
general rules for taxation of corporate income in Ireland. Accordingly, all companies subject to
tax in Ireland — including resident and non-resident companies — are in a comparable legal and
factual situation. The fact that Irish subsidiaries of Apple group are not standalone companies
but rather part of an integrated group does not change this basic assumption, according to the
EC.° Main argument in favour of finding a selective tax advantage revolved around the
misapplication of the arm’s length standard (ALS) by the Irish tax authorities. Most remarkably,
the EC shares the view that ALS is derived directly from Art. 107(1) TFEU, since its goal is to
ensure neutrality between economic operators (European Commission, 2016, para. 172). Thus,
even if Ireland did not have domestic transfer pricing rules in place at the time of the issuance
of the first ruling, revenue bodies should have pursued an ALS outcome in profit allocation. '
This inevitably leads to the conclusion that the ALS has a new function: not only is it used to
allocate profits within MNCs, but it is also a part of competition law, aimed at preserving level
playing field in the EU internal market (Wattel, 2016, p. 792). While a more detailed analysis
of transfer pricing aspects of this case lies outside the scope of the present paper, we may
highlight two main reasons why the EC held that contested tax rulings departed from the ALS:
(1) Irish revenue bodies’ assumption that royalties related to Apple intangible property may not
be allocated to Irish PEs is uncorroborated; (2) on a subsidiary line of reasoning, Irish revenue
bodies used inappropriate methodology for attributing profits to Irish PEs of ASI and AOE.

6 See paras. 59-62 of the EC Apple decision.

7 See para. 195 of the EC Apple decision.

8 See para. 223 of the EC Apple decision.

% See para. 228-229 of the EC Apple decision.
19 See para. 255 of the EC Apple decision.
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Which conclusions may be drawn from the EC reasoning in Apple case and other cases
involving tax rulings and APAs? First, the EC has hitherto focused only on the outliers, i.e. on
the cases that constitute radical departures from international standards, such as those embodied
in the OECD Transfer Pricing Guidelines. The EC seems to acknowledge the reality of transfer
pricing: it is more an art than exact science and various ALS outcomes may be appropriate in a
given set of facts (Kardachaki, Van Hulten, 2017, p. 285). Second, APAs are not selective per
se: if tax authorities abide to the international standards in allocating profits to MNEs, there is
minimal risk of incompatibility with EU state aid provisions. Third, transfer pricing
documentation plays a significant role in proving that tax authorities gave serious thought to all
facts-and-circumstances in approximating final tax outcome.

5. CONCLUDING REMARKS

The usage of advance tax rulings and APAs seems to be a necessity in modern tax systems. In
the light of complex and often extremely technical tax legislation, coupled with the factual
intricacies related to cross-border trade and investment, these instruments provide a way to
avoid disputes between tax authorities and taxpayers even before they may arise. Accordingly,
the main rationale behind such administrative practices is found in the promotion of legal
certainty. Moreover, tax rulings and APAs are conceptually based on the new understanding of
the tax relationship, commonly branded as “enhanced relationship” or “co-operative
compliance”. While Croatian experience in this field has hitherto been severely limited, in times
ahead greater usage of rulings schemes should be expected. Namely, advance rulings became
part of Croatian tax system only in 2015, and APAs may be obtained only as of January 1%
2017. One may expect a rather cautious approach of the tax authorities in granting tax benefits
to specific taxpayers via advance rulings or APAs (Bogovac, 2016, pp. 279-282). However, in
the present paper we tried to emphasize the need for taxpayers and tax authorities to keep track
of the important developments at the EU level, i.e. new wave of EC investigations into ruling
practices in a number of states. Against this background, there are some lessons to be drawn
especially for Croatian tax authorities. First, in granting a tax ruling or an APA special
consideration has to be made to the analytical framework followed by the EC and ECJ in
assessing the compatibility of a ruling with EU state aid law. In other words, tax authorities
need to precisely identify the benefits they are potentially giving to the taxpayer, in light of the
reference system composed of general rules for a specific type of tax. If there is a derogation
from this reference system, the only way to escape conflict with state aid law is to provide a
reasonable justification. Second, the most pragmatic way to avoid potential state aid concerns,
particularly when it comes to APAs, is that all stakeholders in Croatia abide the international
standards, such as transfer pricing soft-law rules enshrined in OECD Transfer Pricing
Guidelines. In this respect, there is some optimism, since Croatian tax authorities have
traditionally followed the OECD’s approach in transfer pricing enforcement. Undoubtedly, the
focus in the future will be on reliable transfer pricing documentation proving that the chosen
methodology is appropriate for a given case. This will help to avoid state aid scrutiny, since the
alignment between EU internal market and arm’s length principle is a new mantra pursued by
the European Commission.
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