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AUTHOR

Dr.DanielN. Erasmus focuses on tax controversy with a general
emphasis on complex domestic and international issues and a
particular emphasis on transfer pricing issues.

His transfer pricing experience includes extensive involvement
with the identification, valuation, and movement of intangible
property in a variety of industries.

His more than 28 years’ experience includes all aspects
of income tax planning, Revenue Service administrative
proceedings, and tax litigation.

Dr Erasmus holds a PhD in tax and Constitutional law, is an
international tax adjunct professor, and author of numerous
tax textbooks.

Atthe Adademy of Tax Law Dr Erasmus’s primary responsibility
within the academic panel is to ensure that all courses are
developed and delivered professionally and that all faculty
members deliver the most up-to-date information to students.

Heis also the lead supervisor across all the MSc programmes,
sharing his +30-year experience with students.
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View Online:

View Recording:

JUDGEMENT
SUMMARY

CASE OVERVIEW

European Court of Justice (First Chamber)
C-585/22
X BV

Staatssecretaris van Financién (Netherlands Secretary of
Finance)

4 October 2024

https://tpcases.com/wp-content/uploads/EC-
JU-C-585-22.htm

https://academyoftaxlaw.com/wholly-artificial-arrange-
ment-tax-case/

https://www.youtube.com/watch?v=SUNY5NgMjs4
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JUDGMENT

SUMMARY

This case focuses on whether the
Netherlands’ national tax law, whichrestricts
the deduction of interest paid on intra-group
loans in certain scenarios, is compatible with
the freedom of establishment under Article
49 TFEU. The dispute involved X BV, a Dutch
entity, and its parent company, based in
Belgium,whichhadprovidedloanstofinance
the acquisition of shares in another entity.
The Netherlands tax authorities denied X
BV’s interest deduction, claiming the loans
were partofa“wholly artificialarrangement”
intended to avoid taxes in the Netherlands.
X BV argued that the loans were conducted
on arm’s length terms and thus should be
deductible. However, the ECJ upheld the tax

authority’s decision, emphasizing that even
if the transaction is on arm’s length terms,
it can still be considered artificial if it lacks
genuine economic substance.

The CourtruledthatArticle49 TFEU does not
prevent national legislation from denying
the deduction of interest paid onintra-group
loans, even if contracted at arm’s length,
when the loans are part of a wholly artificial
arrangement. This ruling is significant as it
expands the concept of artificiality beyond
non-arm’s length transactions, focusing
more broadly on the economic purpose
behind the transactions.
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X BV is part of a multinational corporate
group, with its parent company, A, established
in Belgium. In 2000, X BV acquired 72% of the
shares in another Netherlands-incorporated
company, F, while the parent company A
acquired the remaining 28%. To finance
this acquisition, X BV secured loans from a
related Belgian entity, C, which benefitted
from favorable tax treatment in Belgium,
particularly from its status as a “coordination
center” under Belgian tax law, allowing for
lower taxation on interest income.

The Dutch tax authorities denied X BV’s
deduction of interest on these loans, citing
Article 10a of the Netherlands Law on

Kt

°0

OF THE JUDGMENT

BACKGROUND

CorporationTax.Underthisarticle,interestpaid
on loans to related entities is not deductible
if the loan is associated with the acquisition
or extension of an interest in a related entity
unless the taxpayer can demonstrate that the
loan has commercial substance or that the
interest is taxed at a reasonable rate (at least
10%) in the hands of the recipient.

X BV challenged the tax authority’s decision,
arguing that the loans were contracted on
arm’s length terms and that the refusal to
allow the deduction infringed on its rights
under Article 49 TFEU, which guarantees the
freedom of establishment across EU Member
States.

OCTOBER 2024 :X BV vs NETHERLANDS | 7



KEY PO

OF THE JUDGMENT

CORE DISPUTE

The central issue in this case was whether
the Netherlands’ restriction on the deduction
of interest for loans between related entities,
which is part of legislation aimed at preventing
tax avoidance, violated the freedom of
establishment. X BV’s argument was that since
the loans were on arm’s length terms, they
should not be classified as artificial. The Dutch
tax authorities, on the other hand, argued
that the loans lacked genuine commercial
substance and were merely designed to erode

N TS

the Netherlands’ taxable base by shifting
profits to Belgium, where they were subject to
a lower tax rate.

The court had to determine whether such
national legislation, which seeks to combat
tax avoidance by limiting the deduction
of interest in cases involving intra-group
loans, unjustifiably restricted the freedom of
establishment.
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The ECJ sided with the Dutch tax authorities,
ruling that the refusal to allow interest
deductions was lawful under Article 49 TFEU.
The Court acknowledged that, although
the legislation could restrict cross-border
activities, such a restriction was justified by
the need to prevent tax fraud and avoid wholly
artificial arrangements aimed at reducing
taxable income.

Kt

°0

OF THE JUDGMENT

COURT FINDINGS

Key to the Court’s decision was the notion
that simply following arm’s length terms does
not exempt a transaction from scrutiny if the
underlying arrangement is tax-driven and
lacks genuine economic substance. The Court
emphasized that national legislation must
prevent the creation of structures designed
solely to erode the taxable base in a Member
State.
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KEY PO

OF THE JUDGMENT

OUTCOME

The Court ruled that the Netherlands’
legislation, which restricted the deduction of
interest in this case, was justified under EU
law. The Court held that denying the interest
deduction in the context of a wholly artificial
arrangement, even where the loan terms are
atarm’s length, was a proportionate response
to prevent tax avoidance.

N TS

This decision confirmed that national tax
laws aimed at preventing tax avoidance
are compatible with the EU’s freedom of
establishment principles, as long as the
restrictions are justified, proportionate,
and targeted at preventing wholly artificial
arrangements.
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1P METHOD

In this case, the arm’s length principle was a
central element of the applicant’s defense.
X BV argued that the loans were provided
on arm’s length terms, meaning the interest
rates and other conditions were comparable
to those that would have been agreed upon
between independent companies.

However, the Court made it clear that even
if a transaction is priced on arm’s length
terms, it can still be deemed artificial if it is

HIGHLIGHTED (IF ANY)

structured purely to obtain tax advantages.

This ruling indicates that merely satisfying
arm’s length pricing standards is not sufficient
to ensure compliance with anti-tax avoidance
laws. Tax authorities can still challenge
transactions if the overall structure lacks
genuine commercial substance.
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PART 2

SIGNIFICANCE

MAJOR ISSUE
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AREAS OF CONTENTION

Artificial Arrangements

A significant point of contention was whether the loan
arrangements between X BV and related entities in
Belgium were part of a wholly artificial arrangement. X
BV contended that the loans were at arm’s length and
thus should not be classified as artificial. However, the
Courtruled thatarm’s length pricingaloneisinsufficient
to establish that a transaction is not artificial. It must
also have genuine economic substance.

Proportionality

X BV argued that the blanket refusal of the interest
deduction was disproportionate, as the loans were
provided at arm’s length and thus reflected legitimate
business transactions. However, the Court upheld the
tax authorities’ approach, noting that the law allowed
for interest deductions in cases where the loans were
demonstrably based on commercial considerations. In
thisinstance, the taxpayer failed to prove the economic
substance of the transactions.

Tax Avoidance vs. Freedom of Establishment

Another area of contention was whether the
Netherlands’ legislation restricted X BV’s freedom of
establishment by imposing more onerous conditions
on cross-border transactions than on domestic ones.
The Court ruled that the legislation was justified by the
need to combat tax avoidance, which is a recognized
objective under EU law.
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-XPECTED

OR CONTROVERSIAL?

This decision was largely in line with the
growing trend in EU case law to clamp down
on aggressive tax planning and artificial
arrangements. The ruling builds on prior
decisions such as Cadbury Schweppes and
Lexel, which also emphasized that anti-abuse
measures aimed at preventing tax avoidance
can justify restrictions on the free movement
of capital and freedom of establishment.

However, the decision may be seen as
controversial because it expands the
definition of “artificial arrangements” to
include transactions that are priced at arm’s
length but structured primarily for tax reasons.
The emphasis on the economic substance of
transactions over formal compliance with
transfer pricing rules signals a more stringent
approach to cross-border tax planning.
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SIGNIFICANCE

This ruling underscores the importance for
multinational enterprises (MNEs) of ensuring
that their cross-border transactions are
supported by genuine economic substance,
not merely formal compliance with the arm’s
length principle. Even if a loan or other intra-
group transaction is priced at arm’s length,
tax authorities may still deny tax benefits if
the transaction is deemed to lack economic
substanceorifitisfoundto bepartofascheme

FOR MULTINATIONALS

aimed primarily at reducing taxable income.

Multinationals should be aware that intra-
group financing arrangements, particularly
those involving entities in jurisdictions
with favorable tax regimes, will be subject
to increased scrutiny. This decision also
highlights the need for robust documentation
that clearly demonstrates the commercial
rationale behind such transactions.
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SIGNIFICANCE

FOR REVENUE SERVICES

Thedecisionempowersnationaltaxauthorities
to challenge intra-group transactions more
aggressively, even where they are structured
on arm’s length terms. The ruling allows tax
authorities to deny deductions in cases where
transactions, though formally compliant, are
found to be tax-driven and lacking economic
substance.

For revenue services, this decision provides
legal support for applying anti-abuse rules
to transactions that, on the surface, appear
compliantwith transfer pricing regulations but
are primarily motivated by tax planning. This
will likely result in more detailed examinations
of the economic substance of intra-group
financing arrangements.
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SIMILAR CASES

UKVS CADBURY SCHWEPPES (C-196/04)

This landmark case involved the application of the UK’s Controlled Foreign Company (CFC) rules and
whether they restricted the freedom of establishment. The ECJ ruled that restrictions could be justified to
prevent wholly artificial arrangements, setting a precedent for anti-abuse rules.

https://academyoftaxlaw.com/cadbury-schweppes-cfc-case

SWEDEN VS LEXEL (C-484/19)

In this case, the ECJ considered Swedish tax legislation that restricted interest deductions on intra-group
loans. The Court ruled that even transactions conducted on arm’s length terms could be restricted if part
of a wholly artificial arrangement.

https://academyoftaxlaw.com/lexel-ab-v-sweden-interest-deductions/
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PART 3

PREVENTION
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Given the complexity and increased scrutiny
surrounding cross-border transactions, it is
crucial for MNEs to engage transfer pricing
experts. These experts can help ensure that
intra-group transactions are not only priced
atarm’s length but also supported by genuine
economic substance, reducing the risk of
tax disputes. Transfer pricing experts play a
critical role in:

-NGAGING EXPERTS

Structuring transactions in a way that
complies with both transfer pricing
regulations and anti-abuse rules.
Preparing robust documentation that
demonstrates the commercial rationale
behind cross-border transactions.
Helping businesses navigate the complex
web of national and international tax laws
to avoid potential tax risks.
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PREVENTATIVE

MEASURES TO AVOID SIMILAR CASES

TAX RISK MANAGEMENT PROCESS

Implementing a comprehensive tax risk « Regularreviewsofintra-grouptransactions
management process is essential to identify, to ensure they have genuine economic
assess, and mitigate tax risks associated substance.
with cross-border transactions. This process « Proactive engagement with tax authorities
should involve: to seek clarity on the application of anti-
abuse rules.
« Thorough documentation of the business
rationale for each transaction to support

DOWNLOAD FREE BOOK

TAX INTELLIGENCE: THE 7 HABITUAL TAX MISTAKES MADE BY COMPANIES

Tax Intelligence: The 7 Habitual Tax Mistakes Made by Companies” by Dr. Daniel N. Erasmus is a must-read for
businesses seeking to navigate the intricate world of tax compliance and risk management. By highlighting
common pitfalls and offering strategic solutions, Erasmus equips companies with the knowledge to improve
their tax practices and secure financial stability.
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"REVENTATIVE

MEASURES TO AVOID SIMILAR CASES

TAXSTEERING COMMITTEE

Establishing a tax steering committee can « Review all significant cross-border

help ensure that tax policies are aligned transactions before they are executed.
with the broader business strategy and that « Ensure that tax decisions are made in the
transactions are vetted for both commercial context of overall business objectives, not
and tax implications. A tax steering committee solely for tax savings.

can: + Monitor changes in international tax laws

to ensure ongoing compliance and avoid
disputes like the X BV case.

DOWNLOAD FREE E-BOOK

DRIVING TAX COMPLIANCE: THE ESSENTIAL ROLE OF THE TAX STEERING COMMITTEE

The eBook “Driving Tax Compliance: The Essential Role of a Tax Steering Committee” by Prof. Dr. Daniel N.
Erasmus, Renier van Rensburg, and Gilbert Ferreira, emphasizes the critical importance of establishing a Tax
Steering Committee (TSC) within multinational corporations to ensure tax compliance and manage tax-related
risks effectively.
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