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Energy security and energy prices have become one of the biggest economic challenges for the
world right after the global pandemic. Commodity prices for coal, oil and gas increased sharply in
2022.[1]

The soaring prices have generated abnormally high profits in the energy sector. In response, in
September 2022, the European Union (EU) has agreed to implement a windfall tax on the record
profits of energy firms as an emergency measure. The EU Council Regulation on an emergency
intervention to address high prices of 6 October 2022, laid down the temporary rules for taxing
‘surplus profits generated by Union companies and permanent establishments with activities in the
crude petroleum, natural gas, coal and refinery sectors’. This measure also includes a price cap on
market revenues for certain electricity producers.

What is a windfall tax?

In general, a windfall tax is a tax on abnormal returns of companies that arise not due to the actions
and decision of an investor, but from an unanticipated event like, for example, the COVID-19
pandemic or the Russian invasion of Ukraine.[2] History shows that similar taxes were introduced,
for instance, also during the First and Second World Wars in the United States to “syphon off war
profits”.[3]

The EU Council Regulation defines the surplus profit, or the ‘windfall profit’ as the profit
calculated under national tax rules that is above a 20% increase of the average of the taxable profits
starting on or after January 2018.[4] The applicable rate for the windfall tax is left to the
consideration of Member States, but should be at least 33%.[5] Some Member States went far
beyond this minimum rate.[6]

Why windfall profits are peculiar from a transfer pricing perspective?

Since the proceeds from the windfall tax will be used to provide financial support for households
and energy security projects, it is fair to expect that for governments the following question
becomes important: Which entity or permanent establishment (PE) in large multinational groups
accumulate the windfall profits and hence which jurisdiction will be entitled to tax it at an
extraordinarily high rate?
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For example, let us assume that for Multinational Enterprise A, a natural gas field, facilities and
production are located in Norway. However, key-management people who  are responsible for
strategic decision-making including purchasing additional production equipment and concluding
long-term sales agreements, are located in Denmark and the United Kingdom (UK). Which
jurisdiction should in such a case be entitled, from a transfer pricing perspective, to tax the excess
profit in 2023: Norway, where the gas reserve, facilities, and production with personnel are located
or Denmark and the UK, where the key decision-makers are based?

What the OECD Transfer Pricing Guidelines have to say about the allocation of windfall profits?

The current practice of many jurisdictions following the 2022 OECD transfer pricing guidelines
(OECD TPG) is to follow the approach of significant people functions for profit allocation: people
perform functions, people use assets, people assume and control risks – hence people are
considered to generate profit. For legal entities, under this practice the ones that are entitled to most
of the profit are those who take strategic decisions and control risks.[7] In this respect, the OECD
TPG distinguish between (i) policy setting and (ii) actual decision making[8], but the way that this
distinction should be applied in practice is in our view far from clear.

For attribution of profits to a PE a similar approach is often applied in many jurisdictions. First
significant people functions have to be determined: assets and risks will then be considered
following these people functions. Such an approach increasingly relies on an evaluation of
decision-making by individuals and their ability to be on top of every risk factor that affects the
profitability.[9] In our example, it would mean that Denmark and the UK, in principle, under this
approach should be entitled to tax the residual profit, which includes the windfall profit, since
significant people functions are performed there.

The question is though whether this is a correct application of the arm’s length principal and that
indeed these high profits can be attributed to strategic key decision-making. Could the key
decision-makers in our example anticipate the COVID-19 pandemic and the Russian invasion of
Ukraine? This question is of course theoretical, since hardly anyone could have predicted this in
advance. Yet, the question demonstrates that there are many issues that are outside the control of
key decision-makers that can dramatically affect the profitability of a business.

What assets tend to generate economic rents incl. windfall profits?

The name and the very nature of windfall profits suggest that such profits are unexpected and
sudden – blown down by the wind. The EU Council Directive explains that ‘those profits do not
correspond to any regular profit that Union companies or PEs with activities in the crude
petroleum, natural gas, coal and refinery sectors would or could have expected to obtain under
normal circumstances, had the unpredictable events in the energy markets not have taken
place’.[10] Baunsgaard and Vernon in an IMF Policy Note also highlight that ‘windfall profits
arise from an unanticipated event unaffected by the actions or decisions of an investor’.[11] Hence,
if windfall profits are not a direct result of the functions performed or risks assumed by an investor,
the question of where these profits have to be attributed remains open.

 Natural resources belong to the group of economic rent, or economic profit, generating assets.
Economic rent refers to the profit that is above the normal rate of return.  Economic rent is not the
same as windfall profits since economic rents can also arise in normal market conditions not
affected by unexpected economic conditions. However, economic rents, in principle, should
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comprise windfall profits if the methodology for their determination is appropriate.[12] Rent-
generating assets is the category of assets  that has the potential to generate excess returns beyond
the normal return on factors of production (functions, assets and normal risk) when there are
certain structural abnormalities in the market conditions.[13]  Besides extractives and other natural
resources, intellectual property, for example, also belongs to this category.

When economic rents including windfall profits materialize and how to deal with them under the
OECD TPG?

It is important to highlight several considerations regarding economic rents. First, they materialize
not only when unpredictable events trigger windfall profits, but also due to a number of other
factors that result in an imbalance between supply and demand in the market and the scarcity of a
rent-generating asset, e.g., (i) political interventions; (ii) natural monopolies; (iii)  anti-competitive
behaviour and market monopolization; (iv) control over the access to consumers’ markets by
digital gatekeeper platforms.[14] Hence, the problem of addressing the transfer pricing treatment of
excess profits is not limited only to windfall profits in the energy sector.

Second, in transfer pricing terms, as suggested by Hebous et al., the category of economic rents can
conceptually be deemed equal to residual profits, but not always technically equal. In this regard,
the OECD Pillar One Project has recognized that the residual profit can arise not only due to
functions, assets and risks but also due to other factors, such as the consumer market. However, the
current OECD TPG, Pillar One and Pillar Two projects operate similar terminology, i.e. residual
profit, but attribute different meaning to the term creating potential disparities.

It is time now to develop a conceptual understanding of what residual profits indeed are and the
factors besides functions performed, assets used and risks assumed, that lead to the ability to
accumulate them.

Where to allocate the windfall profit now in the absence of OECD guidance?

For the present financial period and the energy sector, a question for the excess income allocation
would be the location of the rent-generating assets, since it can be considered one of the main
sources and cause of economic rents. Of course, a case-by-case analysis may result in a different
assessment depending on the actions performed by the key personnel, for example, to hedge risks
or conclude certain contracts, as well as depending on the timing of these actions. Nevertheless,
there would be solid arguments to take the position that the location of the asset is to be considered
a key factor for allocating windfall profits in the energy sector.

What about ‘windfall losses’?

Finally, unpredictable events can result both in a profit or loss situation for the business, which was
clearly evident during the COVID-19 pandemic when the same energy sector suffered losses due to
a rapid decrease in demand – we could call them then ‘windfall losses’. In this regard, any solution
for allocating windfall profits in transfer pricing has to apply coherently both for profit and loss
situations.
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