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Abstract

Based on the court case analysis and expert interviews, we identify the key challenges in
implementing international transfer price regulation in Norway, which relate to difficulties with
the interpretation and application of the statutory wording in section 13-1 (1) of the tax act (Tax
act, 1999, section13-1). We make the following observations: A fundamental issue is if the tax
office can disclose contracts used to compare transfer prices when determining the arm’s length
price or confidentiality restrictions prevail. Transactions used in the comparison cannot be
completely comparable, the problem resides in lack of discretionary additional information
on levels, industries, and risks. Necessary calculations, tax assessment and valuation cannot
be made by using only database dumps and mathematical models. Disagreement on certain

factors occurs when determining and application of the arm’s length range.

Sammendrag

Basert pa rettssaksanalyse og ekspertintervjuer identifiserer vi de sentrale utfordringene ved
implementering av internasjonal internprisregulering i Norge, som knytter seg til tolkning og
anvendelse av lovteksten 1 skatteloven § 13-1 (1) (Skatteloven, 1999, §13-1). Vi gjer folgende
observasjoner: En fundamental utfordring er taushetsbegrensninger og hvorvidt skattekontoret
kan opplyse om kontrakter som ble brukt til sammenligning av internpriser ved fastsettelse av
armlengdes pris. Det oppstidr utfordringer ved manglende bruk av skjennsbasert
tilleggsinformasjon slik som nivéer, bransjer og risiko i transaksjoner som sammenlignes.
Nodvendige beregninger, skatteligninger og verdivurdering kan ikke anvendes ved kun
database dumps og matematiske modeller. Det oppstér uenighet omkring valg og bruk av

armlengdes intervall.
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1. Introduction

World trade is an important development tool in the national economy of each country because
it influences the economic benefits of the country. As a result of world trade, the global
economy reaches a higher level of people’s welfare and the efficient allocation of resources
(Berthou et al., 2018, p.1). Multinational enterprises find it economically advantageous to

transfer profits and costs in order to reduce their taxable income.

According to data from Statistics of Norway (Statistics of Norway, 2021) on import and export
of goods, excluded services, imports amount to NOK 762, 8 billion, and exports amount to
NOK 773,2 billion in 2020 (Statistics of Norway, 2021). It should be noted that because of the
Covid-19 pandemic, there was a global downtrend in turnover. A considerable part of those
transactions is between the multinational enterprises that own and control goods and services
in at least one country other than Norway. These companies are influential because of the
promotion of innovation and technologies transfer worldwide. At the same time, such
technological innovation has given rise to legal disputes and administrative procedures with the

tax offices.

Upon examining the transfer pricing cases from 2009 to 2016, the tax administration issued 240
decisions to increase taxable income, which amounted to NOK 57.6 billion (Auditor General
of Norway, 2018, p. 65). As the Auditor General of Norway recommends, the tax administration
should impose additional tax on its practice more often given the observance of specified terms.
As advised by the Auditor General of Norway, preventive function and due monitoring in the
sphere of transfer pricing can be achieved under the condition of more frequent impose of the
additional tax. In its practice, the examination of transfer pricing cases, tax administration was
guided by the arm’s length principle applied to domestic and cross-border transactions between

related parties.

The practical application of the arm’s length principle became an issue reflected in the State
budget draft in 2020 (Government, State Budget, 2020, p.7). In its budgetary chapter related to
the Tax Administration was prescribed that because of the importance of the transfer pricing
cases for the state budget, the tax administration will undertake further work on monitoring
transfer pricing in transactions between multinational enterprises. International trade is
important for the economy, and globalization creates challenges when multinational companies
have incentives to invest profits in the countries with the lowest tax rates. Therefore, transfer

pricing is an important political framework to ensure multinational enterprises pay taxes and
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fees under all laws, regulations, and guidelines. The determination of an appropriate price must
be in line with the arm’s length principle. This determination will affect the amount of taxable

income.

The Organization for Economic Co-operation and Development (OECD) has developed
international guidelines for their member countries (OECD, 2017, p.97). These guidelines are
recommendations from the government to all member countries as an aid to following key
transfer pricing principles (OECD, 2017, p. 97). One key principle is the arm’s length principle.
Besides, guidelines that discuss transfer pricing methods contain comparability analyses, refer
to transfer pricing documentation and administrative approaches to avoid and resolve disputes
(OECD 2017, p. 97). These guidelines were published in 1995 and revised in 2010 and 2017
(Choi et.al., 2020, p. 2).

The OECD’s guidelines for transfer pricing define two main categories of methods that should
be used when determining the arm’s length price, the traditional transaction method and the
transaction profit method. According to the OECD, it is the traditional transaction method that
is the preferred method. These methods aid in finding the appropriate arm’s length price,
whereas it is the result and the use of the methods that are important, not the method itself. The
business taxpayers are not obliged to use these five methods, but the result of the price must be

in accordance with the arm’s length principle (Bjerke, 1997, p. 157).

The empirical literature shows that it has been the focus of research to investigate challenges
of determining an appropriate price after the arm’s length principle (Higinbotham & Levey,
1998, p. 235), (Dean et al., 2008, p. 9), (Schon, 2011, p. 6). In their study, Higinbotham and
Levey (Higinbotham & Levey, 1998, p. 235) mention that the relationship between controlled
transactions can differ fundamentally from potentially comparable transactions between
unrelated parties. In the search for a comparable transaction, they argue that this selection may
not be possible in specific contexts. They suggest that greater clarity of laws, regulations and
guidelines since related the party’s transactions often have unique characteristics (Higinbotham

& Levey, 1998, p. 235).

According to Borkowski, in empirical research on transfer pricing, a substantial divergence
occurs when it comes to the application of actual methods in practice and based on theoretical
approach recommendations on application of methods (Borkowski, 1988, abstract), (Ainswarth
&Shact, 2012, p. 1). It leaves the companies with the choice of the most appropriate method

rather than the recommendation on the correct use of the method based on theory (Borkowski,
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1988, abstract), (Ainswarth &Shact, 2012, p. 1). According to Borkowski, firms prefer to use

the full-cost method even when a market price is available (Borkowski, 1988, abstract).

Ainsworth and Shact (Ainswarth &Shact, 2012, p. 1) investigated if the traditional transaction
method is preferred by judges arbitrating disputes around transfer pricing methods. They
conclude that the traditional method is preferable for the courts. They have also investigated
the use of database dumps for potential comparison. They conclude that they are presented to
the tax authority “as they are”. Any further analysis is not conducted in the disputes. This
database dump is often based on a specific range. The authors refer to the OECD, which
indicates that commercial databases “should not encourage quantity over quality” (Ainsworth

& Shact, 2012, p. 31).

Pfeiffer, Schiller and Wagner (Pfeiffer et al., 2010, p.4) point out that previous research has not
managed in a good way to get the studies practically oriented enough. Therefore, we attempt to
make a practice-oriented study limited to the analysis of the traditional or non-traditional
methods and focus on detecting the challenges arising when the court makes decisions on behalf
of business taxpayers and the tax authorities. Based on those decisions, business taxpayers

apply concrete methods when determining the transfer price in their transactions.

The existing contributions show that the focus has been on the challenges between the
traditional transaction method versus untraditional methods. Several studies only focus on
challenges with one of the five methods and what challenges these methods give. Therefore,
this study takes an interesting closer look at the challenges reviewed in a court with discussion
and conclusion from the judges including discussions with a specialist who frequently works
with cases seen in the court. We directly uncover the challenges of determining an appropriate
price in a more practically oriented study in a more optimal way than the many theoretical

studies that already exist.

Because of the number of disputes, Norwegian court cases, and empirical research, there are
some challenges in finding the appropriate transfer price according to the arm’s length principle.
Challenges connected to transfer prices have long been sources of conflicts between the tax
authority and business taxpayers (Li, 2005, p. 59). By scrutinizing the parties’ arguments in the
court disputes and the conclusions of the courts of first, appeal and Supreme courts, we
demonstrate that the court has challenges in determining the arm’s length price. We discuss

these challenges during individual interviews with specialists in the transfer pricing sphere,
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both representatives of the tax office and lawyers representing international companies

appealing decisions of the tax office.

In chapter 2, we discuss the application of the arm's length principle, transfer pricing methods
recommended by OECD, provisions of the Norwegian law regulating community of interest
between the parties to transactions and reduction of income or property consequently to it.
Chapter 3 provides a methodological approach and research process. In chapter 4, we present
court cases, analyze arguments of the parties and presentation of the court’s opinion. In chapter
5, we introduce presenting and discussions with the specialists. Results of our study and
conclusions will be presented in chapter 6, including a statement of limitations, contributions

and further research.
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2. Transfer pricing theory

Because of globalization, growth in global trade, and the establishment of group corporations,
the focus on transfer pricing has increased during the last two decades. Increased integration of
national economies and technological progress brought the complex taxation issues actuality

for tax administrations and multinational enterprises (OECD, 2010, p. 17).

Pricing different transactions between enterprises associated with each other and having
common interests is one of many explanations of transfer pricing. The determination of transfer
pricing is important in taxation, especially given the importance of price, affecting the amount
of taxable income. Because of taxation issues a company can allocate profit to other associated
companies by increasing or decreasing the price for a product sold or services provided between

these companies (Prop. nr 62 (2006-2007), p. 5).

In this theoretical chapter, the theoretical framework for understanding the complex transfer
pricing area will be presented. The chapter includes references to relevant guidelines,

Norwegian Law, and research articles and literature in the transfer pricing sphere.

2.1. The OECD's arm's length principle
The OECD’s arm's length principle is the consensus on transfer pricing and must be used in

determining transfer prices for tax purposes (OECD, 2017, p. 23).

The authoritative statement of the arm's length principle is found in paragraph 1 of article 9 of

the OECD Model Tax Convention. Article 9 provides:

[Where] conditions are made or imposed between the two [associated] enterprises in their
commercial or financial relationships 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 the enterprises and taxed accordingly (OECD, 2017, p. 35).

The arm's length principle implies comparing the price, margin, or profits from comparable
transactions between independent enterprises (OECD, 2010, pp. 33-34). Application of the
principle when scrutinizing the terms and conditions on the price in the contracts between

related parties implies a disregard of the community of interest between them.

It could be difficult to apply the arm's length principle in the same way for both tax
administrations and taxpayers. Difficulties arise when obtaining transactional information from

independent enterprises and then using this information for comparison with the transactions
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between associated enterprises. This information could often be incomplete, impossible to

obtain or have confidentiality concerns (OECD, 2010, p.35).

2.2. The OECD's deposition in the Norwegian tax Act, section 13-1 (4)

OECDs (2010) guidelines mention that each multinational enterprise must be seen as a separate
unit for tax purposes (OECD, 2010, p. 17). In accordance with the Norwegian Tax Act section
13-1 (4) (Tax act, 1999, section 13-1 (4)), when considering transfer pricing cases, it shall be

“taken into account” the OECD ' s guidelines for transfer pricing.

This information is specified in the legal text. This principle shall only be applied to the extent
that Norway has acceded to the guideline unless the Ministry of Finance has decided otherwise.
Because of this specification, the OECD hierarchy of transfer pricings method may have a more

important role in Norwegian law than previously (Andal &Slétta, 2007, p.1).

2.3 BEPS: Action 13

The political agenda on international tax issues has never been so high as it is today (OECD,
2015, p. 4). Current rules have shown weaknesses, which has created opportunities for Based
Erosion and Profit Shifting (BEPS). The main purpose of BEPS is to ensure that profits are
taxed where economic activity takes place and value is created (OECD, 2015, p. 4). BEPS is
developed on a series of projects that refer to a set of transfer pricing issues. It was issued and
approved by G20 and OECD in October 2015. It refers to tax planning strategies used by
multinational enterprises that exploit gaps and mismatches in tax rule to avoid paying tax
(Andrus & Oosterhuis, 2017, p. 89). The reform of transfer pricing is considered a necessity
because transfer pricing planning is the hallmark of BEPS (Brauner, 2014, p. 114). The action
plan on Base Erosion and Profit Shifting (“BEPS action plan”) identifies 15 measures to tackle

tax avoidance and to ensure a more transparent tax environment (OECD, 2020, p. 7).

Under BEPS Action 13 (OECD, 2020, p. 7) from 2017, all large multinational enterprises with
annual income above 6,5 billion NOK must prepare and submit country-by-country reports on
economic activity among tax jurisdictions and paid taxes and global allocation of income and

profit (Tax administration act, 2016, section 8-12).

2.4. Transfer pricing: A complex area from an ethical and political point of view

The concept of capitalism is primarily to increase profits and benefits. For the sake of these
benefits, companies sharpen their competitive advantages by developing new products,

services, and niches and squeeze a variety of stakeholders (Sikka & Willmot, 2010, pp. 6-7).
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With this view in societies, taxations are seen as an avoidable cost, rather than a return on

investment of social capital (Sikka & Willmot, 2010, p. 7).

In their article Sikka and Wilmot (Sikka & Willmot, 2010, pp. 6-7) cited the opinion of Ernst
& Young: “tax is the cost of doing business, so naturally, a good manager will try to manage
this cost and the risk associated with it (Irish Times, 7 May 2004). Companies are constantly

looking to save cost, and tax is a major cost” (Sikka & Willmot, 2010, p. 7).

All companies are attracted by the opportunity to reduce or eliminate taxes because this will
boost shareholder value, post-tax earnings, and returns to shareholders (Sikka & Willmot, 2010,
pp- 7-8). Because of the implications for taxations, transfer prices are not just used to estimate
the performance of corporate divisions, subunits, departments and subsidiaries. Taxations of
corporate profits collected by the authority of domestic and foreign governments will be used

for public and social investments (Sikka & Willmot, 2010, p. 8).

The political concept of transfer pricing has added new complexities in recent decades because
increased globalization. Corporations are free from the limitations of territorial jurisdiction,
joint ventures, special purpose entities and trust in geographical locations to take advantage of
taxation (Sikka & Willmot, 2010, p. 9). Global production creates new opportunities by
allowing companies to shift profits to other locations and thereby avoid taxes (Sikka & Willmot,

2010, p. 9).

Apple, Google and Amazon are all highly profitable international companies that pay very low
rates of taxation around the world. These worldwide companies have strategically taken
advantage of favorable tax conditions. This example is one of many cases when highly
profitable companies increasingly divert their profits to favorable tax jurisdictions rather than

in the countries where their value is created (Christians & Apeldoorm, 2018, pp. 2, 39).

2.5. Requirements for comparability

The OECD's five requirements for comparability are applicable with respect to certain
transactions, and they can impact the condition in the comparison of the price. These
characteristics must be evaluated in each concrete case. It could be characteristics related to
products or services, functions such as the risk for the parties, external circumstances of the

transaction and business strategy for the companies (Bjerke, 1997, p. 189).

Product comparability can be divided into two categories, objective and subjective character.

Objective characteristics are quality, quantity, durability and availability of a product. For
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services, comparison relates to nature and scope of services, and for intangibles assets, it implies
comparability around contract type, license or purchases, knowhow, brands etc. Subjective
characteristics could be the place of the production. Handmade products rater mass production.
When comparing transactions on goods or services, is it important to take these factors into
consideration. They must be included in the analysis because these characteristics will affect

different market prices (Bjerke, 1997, pp. 189-190).

Function analysis must be done based on marketing, distribution, procurement, research and
development, management, services, financing etc. It is important to evaluate the parties'
circumstances regarding assets. All these characteristics will have an impact on the price of the

transaction because of the controlled and uncontrolled transactions (Bjerke, 1997, pp. 190-191).

Risk for the parties must also be evaluated in the analysis of the function. Differences in risk
will influence the price or profit of the product. Different types of risk must be considered, such
as market risks connected with changes in price on products or raw materials. Some
manufacturers are dependent on raw materials such as crude oil, investment in dependable
equipment can suffer from financial risk related to currency and interest rate changes. The risk
picture is wide and should also be based on other factors such as the group's risk type, company's

ability to handle risk, etc. (Bjerke, 1997, pp. 190-192).

Contract terms are agreed upon between independent parties and are written in the agreement.
These contracts and agreements must be used to compare the transaction, but with caution since
the parties could have agreed on something that independent parties would not have done

(Bjerke, 1997, p. 193).

Business strategies and market offensive. It is important to analyze the overall business, and
pay attention to the new products, the development of new solutions, and its operational profile.

These factors can influence the value of a transaction (Bjerke, 1997, pp. 194-195).
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2.6. Methods for determining transfer prices

Chapter II in the OECDs (OECD, 2010, p. 59) guidelines describes five different transfer
pricing methods to find the right arm's length prices. The first three methods are based on
traditional transaction methods such as comparable uncontrolled price method, resale price and

cost-plus. The two last methods are the transactional net margin method (TNMM) and the

transactional profit split method see figure 1 (OECD, 2010, pp. 61-63).

Traditional transaction method Transactional profit method

Comparable Transactional Transactional
uncontrolled net margin profit split

pﬁc(z':ue,')hod method method

Figure 1: The OECD's five transfer pricing methods

Sources: Own produced

These methods are established in the OECD guidelines. The Norwegian tax act section 13-1 (4)
(Tax act, 1999, section 13-1) refers to them in the OECD guidelines and in the American law
and regulations. None of these methods are absolute, but rather a recommendation to apply
when companies must find the right arm's length price or range. There is room for companies
to form and use other methods. The only thing is that the result must be in line with the arm's

length principle (Bjerke, 1997, p. 220).

The traditional transaction method is most appropriate when the commercial and financial
relations between associated enterprises are arm's length (OECD, 2010, p. 60). The price of a
controlled transaction versus the price in a comparable uncontrolled transaction can be traced
directly to the enterprises. The arm's length condition will substitute the price of comparable

uncontrolled transactions for the price of the controlled transaction (OECD, 2010, p. 60).

The traditional methods have high condition for comparability, and in some cases, this method
has proved to be unsuitable because of their high demands for comparability (Bjerke, 1997, p.

220). The transactional profit method is mostly used in cases where differences exist in the cost
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choice that should be included in the analysis. Transactional profit methods are based on net

profit instead of gross profit, for the traditional transaction methods (Bjerke, 1997, p. 293).

Hlustration of the selection of the most appropriate method to the circumstances of the case

If CUP and another method can be applied in an
equally reliable manner

= CUP

If not:

Where one party to the transaction performs —
“benchmarkable” functions (eg manufacturing, _
distribution, services for which comparables exist)
and does not make any valuable, unique contribution

(in particular does not contribute a unique, valuable
intangible)

One sided method

Choice of the tested party (seller or
purchaser): generally the one that has the
less complex functional analysis.

*The tested party is the seller (e.g contract
manufacturing or provision of services)

Cost plus

Cost-based
TNMM  (ie
testing the net
profit / cosis)

Asset-based
TNMM  (ie.
testing the net
profit /assets)

=

If cost plus and
TNMM can be
applied in an
equally reliable
manner: cost
plus

*The tested party is the buyer (e.g. marketing / v
distribution) v

Resale price
Sales  based
TNMM  (ie.
testing the net
profit/sales)

If resale price
and TNMM can
be applied in an
equally reliable
manner: resale
price

Where each of the parties makes valuable, unique
contributions to the controlled transaction (eg.
contributes valuable unigue intangibles)

=  Two-sided method

v" Transactional profit split

MNEs retain the freedom to use “other methods™ not
listed above, provided they satisfy the arm's length
principle. In such cases, the rejection of the above-

described methods and  selection of an “other
method™ should be justified.

= Diher methods

Figure 2: Selection of the most appropriate method

Sources: OECD transfer pricing methods 2010, p.16
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2.6.1. The comparable uncontrolled price method (The CUP method)
The comparable uncontrolled price method hereafter CUP is based on a comparison of a price

in the controlled transaction with the price in a comparable uncontrolled transaction (Bjerke,

1997, p. 222).
The OECD defines the CUP method as:

The CUP method compares the price charged for property or services transferred in a
controlled transaction to the price charged for property or services transferred in a comparable

uncontrolled transaction in comparable circumstances (OECD, 2010, p. 65).

The difference in these two prices may indicate that commercial and financial relations of the

associated enterprises are not arm's length (OECD, 2010, p. 63).

CUP Method

Controlled transaction

Associated
enterprise B

Uncontrolled transaction .
Associated

enterprise C

Figure 3: CUP method

Sources: Own adjustment based on OECD transfer pricing methods (OECD, 2010, p.3)

The CUP method is described as the most reliable because the arm's length principle in
situations where there are possibilities to identify comparable uncontrolled transactions. The
method is especially reliable if the product is traded between related companies and sold by

independent companies (Prop. nr 62 (2006-2007), pp. 21-22).

In the early US regulations of 1968, the CUP method was seen as the most prioritized method.
In both the American regulations and the OECD's guidelines, this method is equal to other
transaction methods. The choice of method shall just be based on which method is most suitable
(Bjerke, 1997, p. 224). But, according to Bjerke (Bjerke, 1997, p. 224) the Norwegian courts
and tax practices prefer the direct comparison method even with adjustment (Bjerke, 1997, p.

224).
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The choice of methods requires different comparability. The CUP method, where direct
comparison methods compare transaction prices, require a higher degree of comparability in
quality and scope because we must examine all factors that may affect the price (Bjerke, 1997,

p. 225).

2.6.2. Resale price method

The resale price method is also one of the traditional transaction methods (Bjerke, 1997, p.

252).
According to the OECD, the resale price methods is defined as:

The resale price method begins with the price at which a product that has been purchased from
an associated enterprise is resold to an independent enterprise. This resale price is then
reduced by an appropriate gross margin on this price. This price represents the amount out of
which the reseller would seek to cover its selling and other operational expenses and an

appropriate profit (OECD, 2010, p. 65).

Resale price method (illustration):

Tested in the resale
price method;

Sales price to independent customers 1,000 determined from

L// uncontrolled
Resale margin (i.e. gross margin) (e.g. 40%) 400 comparables
Cost of goods sold: transfer price (600)

“~.__ (i.e. purchase price from
Sellingand other operating expenses (300) associated enterprise)
Operating profit 100

Figure 4: Resale price method

Sources: OECD transfer pricing methods 2010, p.4

According to Bjerke (Bjerke, 1997, p. 252) the resale price method is based on the price of a
product or service purchased form an associated company and resold to an independent

company. Out of this price, it is possible to pull out an appropriate gross profit margin that
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corresponds with the price the independent resellers achieve. The gross profit margins shall
cover the reseller's cost in addition to the purchase price and a profit for the resellers. Any fees,
special taxes and duties will be deducted. This calculation will be the correct arm's length price

for the associated transaction (Bjerke, 1997, p. 252).

The resale price method needs less adjustment for product differences since the gross margin is
less sensitive than the product price. The guidelines tell us to see more after performed function
and economic circumstances. The method fits best for marketing activities (Prop. nr 62 (2006-

2007), p. 22).

The method should be used in those cases where it will give the most reliable answer to the
arm's length price, not just the resale method's reliability. It will also depend on choice related
to other available methods. It is important to ask the question of some factors that could
influence the gross profit margins. It is also important to define who is responsible for the
marketing. The risk will also be an important connection, for example, currency risk and unsold

products (Bjerke, 1997, pp. 251-255).
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2.6.3. Cost plus method
The cost-plus method is the last of the three traditional transaction methods. This method is
based on the actual cost which the seller has, and by adding a gross profit margin, which will

give us the arm's length price (Bjerke, 1997, p. 258).
The OECD defines the cost-plus method as:

This method starts with the costs incurred by the supplier of property (or service) in a controlled
transaction for property transferred or service provided to an associated purchaser. An
appropriate cost-plus markup is added to this cost to make an appropriate profit in light of the
Sfunctions performed and the marked conditions. What is arrived at after adding the cost plus

mark up to the above cost may be regarded as an arm's length price of the original controlled

transaction (OECD, 2010, pp. 70-71).

Cost plus method (illustration):

Cost of raw materials 200
Tested in the cost plus
Other direct and indirect production costs 100 method: determined
from uncontrolled

Total cost base 300 .~ comparables
Mark-up on costs (e.g. 20%) 60 _(i.e. sale price to

-~ associated enterprise)
Transfer price 360
Overheadsand other operating expenses (40)
Operating profit 20

Figure S: Cost plus method

Sources: OECD transfer pricing methods 2010, p. 5

This method is most useful in cases where semi-finished goods are sold between associated
parties, where related parties have entered into an agreement on a common facility, or on long
term purchased and delivery order, or where the controlled transaction is a service provision

(Prop. nr 62 (2006-2007), p. 23).

If this method should be appropriate as a basis for comparison after the cost-plus method, there
must not be differences between the controlled and the independent transactions that could
affect the gross profit margins (the cost-plus markup). Determine cost is also challenging in this

method (Bjerke, 1997, p. 258).
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2.6.4. Transactional net margin method (TNMM)

Both profit-based methods use the net profit in calculating the arm's length price. This method

uses the net profit on transactions for the companies. The net profit margins are based on what

the company is left with after all the costs are deducted from the income (Bjerke, 1997, p. 270).
The OECD uses this sentence to define the transactional profit method:

The transactional profit method examines the net profit relative to an appropriate base such as
costs, sales, and assets that a taxpayer realizes from a controlled transaction. This method

operates in a manner similar to the cost plus and resale price method (OECD, 2010, p. 77).

We will show two examples below to better understand how the company's financial
information will be used for finding the right arm's length price. The illustration shows the

differences between a resale price and a TNMM. See figure 6.

Difference between a resale price and a TNMM for a distributor
(illustration):

Salesrevenue (sales toindependentcustomers) 1,000
Tested in a resale
Cost of goods sold (purchases from associated enterprise)  (400) price method
-
Sellingand other operating expenses (400) Testedina TNMM
.
Financialitems +10
Exceptionalitems (30)
Pretax profit (EBT, earnings before taxes) 180
Income tax (60)
Net profit 120

Dividends/ retained earnings

Figure 6: Difference Between a resale price and a TNMM for a distributor (illustration).

Sources: OECD transfer pricing methods 2010, p. 7
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The last example illustrates the differences between a resale price and a TNMM, see figure 7.

Difference between a cost plus and a TNMM for a contract
manufacturer (illustration):

Cost of raw materials 200

Other direct and indirect production costs 100 )
Testedin a

Total cost base 300 COS?,pIUS method

Transfer price 360

Overheadsand other operating expenses (45) Testedin a TNMM

Figure 7: Difference Between a resale price and a TNMM for a distributor (illustration).

Sources: OECD transfer pricing methods 2010, p. 7

The guidelines conclude that it is preferable to use the traditional transaction method rather than
the transactional profit method. At the same time, the guidelines mention that these methods
are a good alternative in combination with the traditional transaction method (Prop. nr 62 (2006-
2007), p. 24). The transactional profit method is also preferred when the traditional methods
cannot be applied at all (Bjerke, 1997, p. 272).

2.6.5. Transactional profit split method

The transactional profit-split method is seen as a more appropriate method than the transactional
profit method. The method considers if the different assessments whether the various related
parties have been arm's length on the terms in the evaluation of the income, and if the transaction
has been reasonable contribution between them. The profit-split method looks at how the
parties performed in functions, tasks, risk levels and assets used in the transaction (Bjerke, 1997,

p. 272).
OECD define the profit-split method as:

The transactional profit split method seeks to eliminate the effects on profits of special
conditions made or imposed in a controlled transaction by determining the division of profits
that independent enterprises would have expected to realis from engaging in the transaction or

transactions (OECD, 2010, p. 93).
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Transactional profit split method

Associated enterprise A Associated enterprise B

Contribution by A to the controlled transaction:x% Contribution by B to the controlled transaction:y%o

Controlled transaction

= profit

Share of the profit from the controlled transaction attributed to A:x% Share of the profit from the controlled transaction attributed to B:y%o

Figure 8: Transactional profit Split

Sources: Own adjustments based on OECD transfer pricing methods 2010, p. 8

This method identifies profits to be split for the associated enterprises from the controlled
transaction. It is all about how the associated enterprises are engaged (OECD, 2010, p. 93). See
figure 8.

One of the biggest advantages of the profit-split method is that the method builds on a lower
extent than the traditional method in finding comparable transactions. So, when this scenario is

the case, it will be appropriate to use this method (Bjerke, 1997, p. 281).

2.6.6. Selection of transfer pricing method to the circumstances of the case

The selection of transfer pricing method is based on the valuation of the internal transaction
according to arm's length principle (Prop. nr 62(2006-2007), p. 21). The guidelines state that
no single methods fit in every situation. It is important to find the most appropriate method for
the right case. The guidelines do not operate with strong hierarchy but grading of the preferred
methods is mentioned. The guidelines express a preference for the traditional transaction

methods which is described in chapter II. The transfer pricing methods are a starting point for
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determining the arm's length price and are fundamental in setting the price (Bjerke, 1997, p.

281).

According to the OECD's guidelines, the selection process of finding the right method includes
four criteria. The selection process should include the evaluation regarding (OECD, 2010, p.

59):

1. Strengths and weaknesses of the methods

2. The appropriateness of the method is because of the controlled transaction, by using
functional analysis.

3. Investigate the availability of reliable information.

4. Investigate the degree of comparability between controlled and uncontrolled

transaction.
These four points are discussed below.

When identifying which method should be used, it is important to discuss the strengths and

weaknesses of the different methods.

The comparable uncontrolled price method (CUP) is one of the most recommended methods
because it is the most direct and reliable way to use the arm's length principle (OECD transfer
pricing method, 2010, p. 9). This method applies in situations where it is possible to find
comparable uncontrolled transactions (OECD transfer pricing method, 2010, p. 9). In practical
examples, this method has proved challenging. In real cases, it is difficult to find a transaction
between independent enterprises with good enough similarity to a controlled transaction

(OECD transfer pricing method, 2010, p. 9).

The resale price method is most useful in marketing operations. Compared with the CUP
method, the resale method needs fewer adjustments to account for product differences. It is
more likely to have a less material effect on profit margins than on price (OECD transfer pricing

method, 2010, p. 10).

The cost-plus method fits best where semi-finished goods are sold between associated parties,
where the parties have agreed joint facility agreements or long term buy and supply
arrangements. Because the cost-plus method might be necessary with fewer adjustments than
the CUP to account for product differences, it could be challenging to determine the cost and

differences in accounting practices in the controlled transaction versus the uncontrolled
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transaction. It is important that the same type of cost is used to ensure consistency (OECD

transfer pricing method, 2010, p. 10).

Transactional net margin (TNMM) indicators such as return on assets and operating income to
sales are less affected by transactional differences than using prices. This method also uses net
profit indicators that are more tolerant of functional differences between controlled and
uncontrolled transaction than gross profit margins. This results in a wide range of profits
margins in the operating expenses. You get a wide range of gross profit margins but still similar

levels of net operating profit indicators (OECD transfer pricing method, 2010, p. 10).

One strength of this method is the lack of clarity in public data according to the classification
of expenses in gross or operating profits. This evaluation will be difficult because of a
comparison of gross margins, while net profit indicators do not have this problem (OECD
transfer pricing method, 2010, p. 11). The TNMM is a one-sided method. This fact means that
it is necessary to examine financial indicators for only one of the associated enterprises. This
approach is important when you have complex transactions, many interrelated activities or

difficultly obtaining reliable information (OECD transfer pricing method, 2010, p. 11).

One of the weaknesses of this method is to make accurate and reliable determinations of arm's
length. Net profit indicators can give zero effects or have a less substantial or direct effect on
the price or gross margins for independent parties (OECD transfer pricing method, 2010, p. 11).
The need for information on the uncontrolled transaction may not be available at the comparison

moment.

Taxpayers could also have minimum access to specific information about profit to the
comparable uncontrolled transaction to make a valid and appropriate arm's length range (OECD
transfer pricing method, 2010, p. 11). It is challenging to determine a corresponding adjustment,
particularly when it is not possible to get back to a transfer price (OECD transfer pricing

method, 2010, p. 11).

The transactional profit split method can deliver a result that can offer a solution for highly
integrated operations. This method is the most appropriate in cases where both parties make
unique and valuable contributions to the transaction. This method offers flexibility by using

specific, unique facts and circumstances related to the arm's length approach.

This method will not be a good match where one party to the transaction performs only simple

functions and does not make unique contributions. This method depends on a difficulty
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regarding information from foreign affiliates, especially when the foreign affiliates is the parent
company or a sister company rather a subsidiary of the taxpayer. It is difficult to measure

between these related parties (OECD transfer pricing method, 2010, p. 12).

The different method tests financial indicator to check if the parties are intrinsically linked. The
appropriateness will impact if the selected transfer pricing method should be consistent with
the tested functional analysis of the controlled transaction (OECD transfer pricing method,

2010, p. 13).

e Cost-plus method: The tested party is the seller. The tested financial indicators are the
mark-up of the seller.

e Resale price method: The tested party is the buyer. The tested financial indicators are
the resale margin/gross margin.

e Transactional net margin: The tested party, either the seller or the buyer. The tested
financial indicators can be net profit on cost, net profit on assets and net profit on sales.

e Transactional profit split: The tested party is both parties on the transaction. The tested
financial indicators are the division of profit between parties (OECD transfer pricing

method, 2010, p. 13).

In accordance with the investigation of the availability of reliable information, will this
impact which method should be selected. The CUP method is most reliable to apply the arm's
length principle. In practice, it is difficult to find similar enough transactions to compare to find
an appropriate price. When it comes to the availability of reliable, comparable data, it could be
difficult to choose a gross profit method or a net profit method. It will not be correct to choose
a traditional transaction method based on the lack of data or if the data is difficult to obtain. All
the methods must be considered and weighted to find the most appropriate method with focus

on finding a realistic price or range (OECD transfer pricing method, 2010, p. 13).

The importance of investigating the degree of comparability between controlled and
uncontrolled transactions is discussed because it identifies the most objective, reliable,
comparable data. It is important to remember that this data will rarely be perfect, so the
professional judgment must decide whether the available data are reliable (OECD transfer

pricing method, 2010, p. 14).
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2.7. Norwegian law

Before starting to analyze Norwegian court practice in the sphere of transfer pricing, it is
advisable to scrutinize Norwegian legislation related to the taxation of multinational
enterprises. Companies residing in Norway, including companies within the international group

of companies, are obliged to observe Norwegian legislation.

In this chapter, the reader will get an introduction to the Norwegian law applied to transactions
between related parties in terms of the application of the arm’s length principle. The
transactions of Norwegian companies with international companies with a common interest are
applicable current tax act and OECD guidelines. It should be noted that Norwegian legislation
does not contain any specific reference to any specific transfer pricing method. Therefore, the

most appropriate method shall be applied to each transaction.

2.7.1. Tax Acts
The Norwegian Tax Act (LOV-1999-03-26-14) and The Company Acts (LOV-1997-06-13-44
and LOV-1997-06-13-45)

Under the Norwegian Tax Act (provisions in sections 2 and 10 of the act LOV-1999-03-26-14)

(Tax act, 1999), multinational enterprises are those which fall into the following categories:

e Norwegian companies with business units outside of Norway.

e Residing in Norway subsidiaries of foreign holding companies.

e Norwegian companies which hold at least 50 % shares in an associated foreign
enterprise.

e Norwegian companies where one foreign shareholder holds at least 50 % shares.

The Norwegian Tax Act section 13-1 (Tax act, 1999) stipulates three terms that must be fulfilled
if the tax authority could do a discretionary assessment of commercial and financial

investigations of transactions:

Revenue Reductions: reduction of welfare or income compared with the economic situation

where parties are non-related.

Community of interest: the parties involved in the transaction must have a direct or indirect

community of interest.

Causal connection: reduction of welfare or income occurs because of the relationship between

the parties (community of interest).
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Subsection 4 of section 13-1 (Tax act, 1999), added in 2007, includes the incorporated provision
of OECD guidelines. The law and guidelines are applicable when determining whether the
welfare or income of the related parties, resided in Norway and abroad are reduced. Between
these states, there are signed tax treaties. Account shall be taken of transfer pricing guidelines
for multinational enterprises together with all relevant tax acts in Norway (Prop. nr 62(2006-

2007), p. 6).

The Company Acts’ section 3-9 (Company act, 1997) is the primary legal basis for the arm’s
length principle for the public and limited companies registered and operated in Norway. It
authorizes the tax administration to estimate based on a transaction with related companies'
reduction of income of companies operating in Norway. Such assessment is calculated on tax

is payable to the state.

International companies are included in intra-firm transactions across borders, whereas
corporate tax rates differ from country to country. Considering this situation, the companies
within the group have an incentive to manipulate internal transfer prices when elaborating tax
planning. Companies tend to shift their profit from high tax countries to low tax countries (Choi
et.al., 2020, p. 3). If the governments do not control transfer pricing, many companies will shift
a large profit away from their countries to law tax or no tax jurisdictions (Choi et.al., 2020, p.

2).

Norway is one of the 134 countries (by November 2021) (OECD, newsroom, 2021) which
joined the Statement on a two-Pillar plan to reform taxation rules internationally, which will
secure those multinational enterprises pay a fair share, at least 15 per cent rate as a global
corporate tax. It is expected that tax will be imposed from 2023, and it will affect companies

with global sales above 20 billion euro and profit margins above 10 per cent (Milliken, 2021,
p.1)

Among 71 court cases in the transfer price method application category, a certain number of
disputes arose about the deduction of expenses on royalty, interest, and lease payments. From
2021 it is introduced in Norway tax rate of 15 per cent on interest, royalties and lease payments
paid by Norwegian companies to related companies within the group, which will reduce profit
shifting to low tax jurisdictions (Tax act, 1999, sections 10-80, 10-81). We assume that
withholding such tax will influence the settlement of disputes around the taxation of cross-

border transactions involving royalty, interest and lease payments to related companies.
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2.7.2. Tax Administration Act
For duly control of tax payments, it is incumbent that all taxpayers in Norway will send tax

statements on their income and welfare.

The importance of tax control in transfer pricing made reporting incumbent on transactions
between related parties. Under section 8-11 (2) of the Norwegian Tax Administration Act, (Tax
act, 1999, section 8-11) it is prescribe