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Background  International transfer pricing has been a highlighted issue during the last 

decades as country after country has revised and introduced new transfer 

pricing laws as a respond to the expanded globalization. Several countries are 

adopting similar approaches and the prime guiding principles are provided by 

the Organization for Economic Co-Operation (OECD). The international law 

as well as the laws of all 30 member countries is based on the OECD 

Guidelines. 

Purpose  The purpose of this master’s thesis is to describe differences and similarities 

regarding the transfer pricing regulations in China and Sweden and to explain 

how a Swedish multinational enterprise (MNE) have to utilize and adjust their 

transfer pricing strategy when trading with group companies in China. The 

results then conclude into a step model for strategic transfer pricing.   

Result The differences between the regulations are mainly uncovered in the definition 

of associated parties and associated interest. The differences in the regulations 

are thus of minor importance and does not affect a Swedish MNE to any major 

extent. The challenging area is instead the conflict between the tax authority 

and the customs service. To enable this study, three Swedish MNEs are used as 

a case study. We discovered that all had very different transfer pricing 

strategies even though they are within the same industry and two of them even 

within same range of products. Out of this we made the conclusion that the 

strategy chosen is not just depending on what product or service you trade with 

but also the aim and purpose, the range of products and the structure of the 

company. International transfer pricing is a very complex issue that goes into 

nearly all business operations. The concept of transfer pricing can thus be 

broken down and simplified if the demands from the company is minor.   



 

 

 

Abstrakt 

Titel  Strategisk Internprissättning – Att Prissätta Koncerninterna Transaktioner 

mellan Sverige och Kina 

Författare Ida Hjertberg & Sanna Pettersson 

Handledare  Magnus Holmström  

Sökord Transfer Pricing, OECD guidelines, Regulatory compliance, Inter-company, 

China and Sweden   

 

Bakgrund  Transfer pricing eller internprissättning, som vi ofta använder på svenska, har 

varit en omdiskuterad fråga under de senaste årtiondena. I takt med den ökade 

globaliseringen har internationell internprissättning blivit allt viktigare då land 

efter land har sett över och introducerat nya lagstiftningar gällande detta. Den 

positiva aspekten är att flertalet länder introducerar liknande regleringar som 

bygger på riktlinjer som gets ut av Organisationen för Ekonomiskt Samarbete 

och Utveckling (OECD). Den internationella lagstiftningen kring 

internprissättning, liksom lagarna i OECDs 30 medlemsländer är baserade på 

dessa.  

Syfte Syftet med denna magisteruppsats är att beskriva de skillnader och likheter 

som finns i regleringarna för internpriser mellan Kina och Sverige, liksom att 

förklara hur en svensk multinationell koncern behöver justera och utforma sin 

internprissättningsstrategi när de handlar med dotterbolag i Kina.  Resultatet 

ska sedan sammanfattas i en stegmodell för strategisk internprissättning.  

Resultat Skillnaderna i regleringarna mellan de två länderna hittas främst i definitionen 

av företag i ekonomisk intressegemenskap. På det stora hela är skillnaderna 

mellan regleringarna egentligen av mindre betydelse för svenska koncerner 

eftersom inverkan inte är särskilt stor. Ett mer utmanande område är istället 

konflikten mellan den kinesiska skattemyndigheten och tullverket. För att 

möjliggöra denna studie har tre svenska företag använts som fallstudieföretag. 

Vi upptäckte att dessa hade väldigt olika strategier när det kom till 

internprissättningen, även om de alla jobbar inom tillverkningsindustrin och två 

av dem dessutom med samma typ av produkter. Från detta kunde vi dra 

slutsatsen att strategivalet inte enbart beror på de produkter eller tjänster som 

omsätts utan också på syftet med internpriserna och urvalet av produkter såväl 

som företagets struktur och kultur. På det stora taget är internprissättning ett 

väldigt komplext område som berör de flesta delar av ett företag och dess 

aktiviteter. Men konceptet kan dock brytas ner och förenklas om företagets 

syfte är okomplicerat och kraven små.  
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1. Introduction 

 

1.1 Background 

The issue of transfer pricing arise when large entities develop separate divisions within the 

organization in order to achieve benefits from decentralization in decision making. These 

divisions or units are in most cases practically independent profit centers and they often 

transfer and sell goods and services between one another. These transfers are referred to as 

transfer pricing. (Hirshleifer 1956) There may be multiple objectives and functions for 

transfer pricing and it is said that no other business function goes so deeply into nearly all 

business operations. (Abdallah 2004)  

 

International transfer pricing, i.e. transfer pricing that occurs across international borders add 

yet another dimension to an already complex issue. It is considered one of the most important 

as well as most complicated business issues in the world. This is something all multinational 

enterprises (MNEs) have been aware of during the last three decades when country after 

country has introduced new transfer pricing laws. To name a few; The United States 

introduced a new transfer pricing law in 2004 (Tax Lawyer 2005), Sweden in 2007 (SKV 607 

2007), China
1
 in 2008 (Ng. C 2010) and France in 2010 (Jacquot 2009). The gained attention 

from tax authorities around the world is a response to the fact that globalization and 

information technology has expanded quickly and the importance of national borders for the 

daily trade is decreasing. Tax authorities keep their eyes on this expanded globalization and 

that is why they are increasing their dedicated transfer pricing resources in order to protect 

their country’s tax base. (Abdallah 2004)   

 

“Tax authorities worldwide are paying close attention to transfer pricing issues and are 

trying to change their tax regulations and rules at a fast pace, which can mean headache for 

corporate and financial executive officers of multinational companies.” (Abdallah 2004 p. 1)  

 

 

                                                 
1
 In this thesis The People’s Republic of China is referred to as China 
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One positive aspect with the new transfer pricing laws is that several countries are adopting 

similar approaches. (Abdallah 2004) The transfer pricing requirements in many international 

laws are built on the guidelines that are published by the Organization for Economic Co-

Operation and Development’s (OECD). So are the Swedish transfer pricing requirements and 

all other 29 member countries of the OECD.
  
(KPMG 2010)  

 

The OECD guidelines, “Transfer Pricing Guidelines for Multinational Enterprises and Tax 

Administrations” provide guidance on the application of the "arm's length principle" for 

valuation, for tax purposes and for cross-border transactions between associated enterprises 

(OECD 2009). This principle implies that transactions within a multinational group should 

reflect the conditions that would occur between independent enterprises (E&Y 2009). The 

price of transactions between members of a MNE can have profound impacts on which part of 

the group profits arise in, and hence the country in which the corporation tax is payable. An 

effective global transfer pricing strategy therefore affects all parts of the organization, not just 

prices at goods and services but also transfer and leasing of intangible fixed assets and 

financial transactions. (SKV 607 2007) Hence, a MNE’s transfer pricing policy is not only 

important with regard to the tax authority but also to profit maximization and sustainable 

growth. No less than nine different corporation goals of establishing an international transfer 

pricing policy for the MNEs’ operations has been identified: reduction of income taxes, 

reduction of tariffs, minimization of foreign exchange risk, avoidance of conflicts with host 

countries’ governments, management of cash-flows, competitiveness, performance 

evaluations, motivation and global harmonization. (Abdallah 2004) 

 

Tax authorities in several countries have during the last years increased their transfer pricing 

resources and improved their specialist capabilities. Sweden introduced a documentation law 

for transfer pricing from the 1
st
 of January 2007. This requirement means that all Swedish 

companies must document transactions within the company group that takes part across the 

border in order to show that the prices are marketable. Therefore it has become important for 

multinational companies to defend their pricing and to get a more efficient allocation of 

revenues and costs, thereby lowering the total tax burden within the group. (SKV 607 2007) 
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1.2 Problem Discussion 

Transfer pricing occurs both nationally and internationally, however it is the international 

transfer pricing that is subject to the Swedish as well as the international law. According to 

the Swedish tax authority, 22 000 multinational companies in Sweden are estimated to be 

affected by the transfer pricing laws. This means that they must provide information about 

their inter-company transactions. (Skatteverket 2010) For the member countries in the OECD, 

this is fairly uncomplicated once their transfer pricing strategy is developed (KPMG 2010). 

However, only a minor part of the world’s countries are members of the OECD. When writing 

the OECD organization had 30 member countries that followed the Transfer Pricing 

Guidelines (OECD 2010). 

 

Four of today’s biggest and fastest growing economies; Brazil, Russia, India and China, also 

known as the BRIC-countries, are for example non members of the OECD. Together they 

stand for one fifth of the world’s Gross Domestic Product (GDP) and almost half of the world 

population (Svenska Dagbladet 2009). Even if the OECD standard has been really successful 

in contributing to a uniform global standard, there are a number of domestic considerations 

and peculiarities to be aware of. These considerations and peculiarities are of course more 

superior when dealing with non member countries. (Mahalingham 2009) There are also other 

factors, besides laws and regulations, which can affect the transfer pricing strategies. The 

business environment differs among countries and there are cultural aspects and principles 

that can affect their transfer pricing strategies. (Ho 2009) 

 

The principles for setting a transfer pricing strategy within a business group most often has its 

basis in the domestic taxation law, but also other external environmental factors as for 

example customs duty rates and other regulations. Above this, there are also political issues 

and social-behavioral concerns and internal environmental factors that can affect the 

principles. These five factors can appear completely different in different countries and this 

might lead to conflicts within the group. (Ho 2009)  

 

We earlier mentioned the BRIC countries, and besides the fact that they stand for one fifth of 

the world’s GPD and are non members of OECD, there are two other aspects that make them 

interesting. During the last decades they have increased their foreign investment and their 

transfer pricing regulations. (Mahalingham 2009) Among the BRIC-countries, China is the 
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largest developing; in fact China is the largest developing country in the world (Li 2006) and 

considered to be the fourth largest economy (Swedish Trade Council 2010). Since Chinas 

accession to the World Trade Organization (WTO) in 2001, MNEs all over the world have 

increased their investments in China substantially. The increasing number of multinational 

companies operating in China has enlarged the Chinese tax base and therefore tax avoidance 

issues has become a top priority for the State Administration of Taxation (SAT). (Ng. C 2010) 

  

Swedish investors have also increased their investments in China, and the trade between 

Sweden and China has increased every year since the WTO accession. Since the spring of 

2003, China has become Sweden’s leading trade partner in Asia. This has led to increasing 

activities in site in China and billions of Swedish Crowns (SEK) is invested each year by 

Swedish business investors. Today over 650 Swedish corporations are represented in China 

with over 800 establishments. (Swedish Trade Council 2010) 

 

Chinas economical position and their fast developing transfer pricing regulations make them 

an interesting object for us to study. We want to investigate how different factors can affect a 

transfer pricing strategy and therefore we have chosen to focus on the questions below:  

 Is the Chinese regulation similar to the OECD guidelines even though they are non 

members and what differences are there between the Chinese and the Swedish 

regulations that can affect a Swedish MNE in China?  

 Which factors, other than regulatory compliance, is there that can affect the transfer 

pricing strategy for a Swedish MNE when trading with China?  

 How shall an MNE proceed to achieve strategic transfer pricing?  

1.3 Purpose 

The purpose of this thesis is; 

 To describe differences and similarities regarding the transfer pricing regulations 

between Sweden and China.  

 To explain how MNEs in Sweden utilize and adjust their transfer pricing strategy 

when trading with group companies in China.  

 To develop a model for strategic transfer pricing.  
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1.4 Demarcation 

We have chosen to concentrate this study with regard to the transfer pricing situation in 

Swedish MNEs involved in China. When writing, China is a non-member of the OECD 

organization and they introduced a transfer pricing legalization in 1998. (Mahalingham 2009) 

Since then, they have revised the law several times and in 2008 they established a new basis 

for making special tax adjustments related to areas like transfer pricing. This law includes 

much more detailed disclosure requirements and contemporaneous documentation (Ng. C 

2010). We are about to study this legalization and evaluate whether it can complicate for a 

Swedish MNE, what similarities and differences exists between this law and the Swedish 

law?  

 

After the examination between the regulations in the two countries we are going to study 

Swedish MNEs and their views at international transfer pricing, especially with regard to 

China. The chosen Swedish MNEs are Höganäs AB, Scania Group AB and AB Volvo Group. 

All three enterprises are working within manufacturing industry and have subsidiaries in 

China. To summarize, this study is demarcated to map the similarities and differences 

between transfer pricing regulations in China and Sweden and then study the impact it can 

indicate for Swedish MNEs. Our main target group is enterprises with an interest in 

establishing at the Chinese market as well as others with an interest in international transfer 

pricing and the effects it can imply on an organization. 
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2. Method 

 

2.1 Scientific Approach 

Philosophy of science is according to the Encyclopedia Britannica a; 

“Branch of philosophy that attempts to elucidate the nature of scientific inquiry 

• observational procedures, patterns of argument, methods of representation and calculation, 

metaphysical presuppositions 

• and evaluate the grounds of their validity from the points of view of epistemology, formal 

logic, scientific method, and metaphysics.” 

 

Our study is understanding-oriented and mainly built on interpretations of texts and 

interviews. We have created a framework consisting of recognized transfer pricing theories 

and tested them on the basis of actual case studies of three Swedish MNEs. From the 

observations we did in these studies, together with the desk study of the Swedish and Chinese 

transfer pricing laws, we created a step model for developing a strategic transfer pricing 

strategy. Our study consists of both inductive and deductive elements which make it an 

abductive approach. (Alvesson & Sköldberg 1994) We have used empirical material as well 

as theoretical; the outline was to study theories and scientific articles to create a good picture 

of the transfer pricing area. Our aim was to study the theory of transfer pricing and compare it 

to reality by taking a case study approach.  

 

Human knowledge is never definite and entirely certain. As Karl Popper said: 

 

“So-called scientific truths are just guesses or preliminary hypotheses that must be subject to 

rational criticism and rigorous review. We are approaching the truth by eliminating false 

theories.” (Gilje & Grimen 2004, p. 81)  

 

Rationalism has been important during the process with this study. There is no such thing as 

an infallible and utterly knowledge and therefore we considered critical review against others 

as well as our own perceptions to be of immense importance. Knowledge is changeable and in 
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need of constant revision. (Gilje & Grimen 2004) The ambition with this study was to update 

the knowledge within the area of transfer pricing relations between Sweden and China.  

 

The core values for our research can be summarized into five words: Honesty, Orderliness, 

Transparency, Integrity and Respect. Honesty and order requirements are important since 

knowledge construction is a process that continues from generation to generation and there is 

often a reproducibility demand of the result. According to Karl Popper the knowledge process 

sometimes is treated by irrationalism and it could easily become a tool for exercising power 

(Gustafsson et al 2005) and that is why transparency, integrity and respect also become 

important aspects.  

 

Our interpretation of honesty concerns the individual’s moral qualities. Truthfulness and the 

absence of lies are aspects we considered important in the discussion about honesty and what 

we have tried to emboss our study at. We also tried to work with orderliness and symmetry 

as to make the readers of this thesis to understand the main theme and be able to follow our 

process and approach. We considered the structure and design to be of importance to facilitate 

for the readers as much as possible and avoid unnecessary confusion. It shall be easy to find 

and verify information and this lead us to the next concept; namely transparency. We have 

attempted to explain and clarify our approach to facilitate the ability to control and verify the 

gathered data. Transparency and openness is of great importance and that is one reason to 

why we preferred to present our case companies by name. We wanted to provide the readers 

with the ability to reproduce this study and to control its authenticity.   

 

In this context we considered integrity as something consistent and without contradictions. 

We have tried to create integrity in this thesis by clarifying our intentions, approaches, values 

and expectations. Our aim is to let the readers follow our purpose throughout this paper and 

recognize the information as relevant and consistent. In this thesis respect for the reader and 

respect for the used case companies has been important. Respect to the reader by providing 

him or her with knowledge and tools to evaluate our conclusions and present a fair picture 

without any major biases. Respect to the case companies by treating them equal and present 

them in a fair way without involving own views and values.  
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2.2 Scientific Method 

This is a pragmatic thesis which means that we aimed to come up with a result, namely 

mapping the similarities and differences between transfer pricing regulations in Sweden and 

China, along with creating a strategic model for designing a transfer pricing strategy. 

 

We have chosen a qualitative method (Jacobsen 2007) by doing interviews in both oral and 

written form with our case study companies. We believe the qualitative method to be 

preferable prior to the quantitative when desiring a more intense study. We wanted to go 

dimensional into a smaller number of organizations, rather than non-dimensional at a greater 

number. A qualitative method allowed us to ask more open questions and have more of a 

discussion around the issue. We considered the qualitative method to be more aligned with 

our five core values; especially transparency, honesty and respect as it provided us with less 

possibility to control the answers and it allowed opinions and interpretations from the 

interviewees. It is also an interactive and flexible method since the discussion of problems 

may change with the new information obtained. We preferred this method as we believed it to 

create a better overview and it reconciled better with our purpose.  

 

Our intention was an intense study and therefore we decided to concentrate it to the relation 

Sweden-China instead of going more extensive and for example study several countries in 

comparison to Sweden. A demarcation gave us a more profound thesis and allowed us to go 

deeper into specific regulations and comparability analyzes. The structure of the thesis is 

divided into two parts, one descriptive and one exploratory (Jacobsen 2007) with the aim to 

come out with a prescription in the final analyze and conclusions.  

2.2.1 Case Study Approach 

This thesis has a case study approach. To achieve the purpose with the study we needed an 

insight in Swedish MNEs. Part of the purpose is to explain how MNEs in Sweden utilize and 

adjust their transfer pricing strategy when trading with China and to develop a method for 

strategic transfer pricing. In our opinion, a case study approach was suitable to get an insight 

of the MNEs’ policies, working processes, views and transactions.  
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Our selection criteria’s for possible MNEs was a Swedish origin, subsidiaries in China and a 

long and extensive experience of international transfer pricing. A larger company group was 

desirable as we believed them to be more affected by international transfer pricing due to the 

number of transactions occurring and also more exposed and reviewed by the tax authorities. 

 

We found several MNEs corresponding to our criterion and started to contact them to 

investigate their interest in participating in our study. Most of them were prevented to 

participate due to time constraints so we were not provided with the possibility to pick and 

choose. We thus managed to find three MNEs that matched our criterion to participate in the 

study and we are much grateful for their cooperation. 

2.2.2 Data Collection 

The introduction step to this thesis was to collect and study literature, scientific articles, 

previous research and laws within the transfer pricing area. This was needed for us to obtain 

theoretical knowledge. International transfer pricing is a highly discussed issue these days 

which has required us to constantly search for new complementing material to be able to 

cover as many aspects as possible of the chosen subject. The theoretical framework is based 

on classical and recognized transfer pricing models as well as scientific articles and studies 

regarding international transfer pricing to put it in a more current context. 

 

The empirical part is divided into two chapters; a desk study over the regulations in Sweden 

and China along with the OECD guidelines and a case study over three Swedish MNEs. The 

first part intend to fulfill the aim of finding the similarities and differences between 

regulations in Sweden and China and the second part to accomplish the aim to discover  how 

an MNE in Sweden utilize and adjust their transfer prices when trading with China. With the 

obtained information from these two parts we aim to fulfill our last purpose, namely to 

develop a step model for establishing a transfer pricing strategy. 

 

We are using a qualitative method and therefore we based the case study on personal 

interviews to achieve a deeper understanding for our chosen MNEs’ transfer pricing systems. 

We used a semi-structured model where we had individual open interviews but with an 

interview template aside. (Preece et al 2006)  This model was chosen because we wanted to 

be well prepared and also have the ability to control the interview with regard to the areas of 

interest for our purpose, but in the same time allow an open discussion without too much 
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guidance. The template consisted of 19 main questions (see appendix 1) built on our 

theoretical part as well as the purpose of the study. We started the interviews with some 

chitchat to get a relaxed conversation and then we had a more floating and reflecting 

discussion about the issue. The template was mostly used as a support and a lot of new views 

and questions were lifted and answered during the conversations.  

 

The MNEs had varying opportunities to set aside time and resources for participating. At 

Volvo we got in touch with Mr. Lars-Eric Ericson. Time for a meeting was set up at his office 

in Gothenburg. Unluckily it was cancelled due to the volcanic eruption at Island
2
 which 

caused a chaos in the flight traffic all over Europe and Mr. Ericson got stuck in London. Due 

to time constraints from both sides, we had to do the interview over phone. We sent him the 

interview template and we then discussed it over phone on the 28
th

 of April 2010. Same day 

this same procedure was used when interviewing Mr. Per Engdahl at Höganäs, since he was 

situated in Shanghai. At Scania we got in touch with Mr. Jonas Domeij who also helped us 

with two other contacts. In total, we made three interviews at Scania’s headquarter in 

Södertälje the 27
th

 of April 2010.  

 

 

 

 

Figure 1: Interview Outline 

 

                                                 
2
 BBC News - Icelandic ash alert grounds UK flights, Thursday 15 April 2010. 

http://news.bbc.co.uk/2/hi/8621407.stm  

•Mr. Per Engdahl - CEO of the Asian divisonHöganäs

•Mr. Jonas Domeij - Sales Controller 

•Mr. Joakim Fällman - Tax Lawyer

•Mr. Alexander Taftman - Sales manager of the 
Asian and African areas.

Scania

•Mr. Lars-Eric Ericson - Responsible for international 
taxation and transfer pricing. Volvo

http://news.bbc.co.uk/2/hi/8621407.stm
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Both authors were present during all interviews and had equal possibilities to ask questions 

and interpret the answers. All interviews were also recorded and the most important parts 

were transcribed to obtain a better overview of the material. When needed, the interviews 

were followed up by questions through e-mail. All interviewees also achieved a draft of the 

written text with the possibility to correct eventual errors and misassumptions.  

2.3 Validity and Evaluation of the Sources 

To strengthen the validity and credibility of a study it requires critical revision of the data 

collected. (Jacobsen 2007) We have been careful in our selection of sources and tried to find 

several different sources with the same conclusions to verify the validity. It has been hard to 

uncover a lot of new literature within this area. Specifically research studies on multinational 

and international transfer pricing practices in China are limited (Ho 2009) and a great amount 

of articles, announcements and surveys produced are made by profitable firms as 

PricewaterhouseCoopers and Ernest & Young. Their credibility can be discussed since these 

publications are not to be considered scientific. We have though seen that the basis of the 

content reconciles with scientific articles and theories, as well as with different regulations. 

The results of their surveys have been relevant for our study and they add validity to our own 

conclusions since we can compare our result with theirs. These articles have also helped us 

interpret the laws around transfer pricing that sometimes can be quite complex. We have 

therefore chosen to use these sources to a minor extent although they are not scientific.   

 

The validity of this study is also strengthened by the interviewed employees who all had 

leading positions and great experience of transfer pricing and the MNEs’ systems and 

strategies. Even if their strategies turned out very different same difficulties and observations 

around the pricing methods and regulations often occurred. A criticism could be the uneven 

allocation of interviewed individuals among the MNEs, but this is partly defended by the 

strategies used. In both Höganäs and Volvo a centralized transfer pricing strategy is applied 

while Scania uses a more decentralized model. The result of a centralized model is that local 

divisions and lower managers have very little influence in decisions when it comes to transfer 

pricing. We can justify this uneven allocation with the fact that we picked the key employees 

at Volvo and Höganäs, while in Scania a larger number of managers were affected by transfer 

pricing and it was of importance to talk to more than one.  
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3. Transfer Pricing Theory and Models 

 

3.1 Transfer Pricing 

As mentioned in the introduction, large entities often develop separate divisions within the 

organization in order to achieve benefits from decentralization in decision making. These 

divisions are practically independent profit centers and they often transfer and sell goods and 

services between one another. The prices they charge is called transfer prices and should be 

set according to the arm’s length principle, which means that the pricing shall be equivalent to 

external market conditions (OECD 2009). According to Hirshleifer, they shall be set in order 

to encourage each division to act as to maximize the profit of the firm as a whole. This is an 

highly important issue since the prices set on internal transfers affects the activity within 

divisions, the rate of return on investments by which each division is judged and hence the 

total profit that is achieved by the firm as a whole. (Hirshleifer 1956)  

 

This is not the only aim with transfer pricing, MNEs use different methods to achieve 

different results. Both internal and external goals can be determining the transfer prices. 

Common goals are performance evaluation of subsidiaries, motivating managers, tax 

reduction and strengthening of foreign subsidiaries. Transfer pricing can also be used to 

reduce foreign exchange risk, increase market shares, profit maximization and tax burden 

minimization. (Cuzdriorean and Jurcãu 2009) To take factors like this into consideration when 

establishing a transfer pricing strategy is what we in this thesis has come to call strategic 

transfer pricing.  

 

Strategic transfer pricing should induce goal congruency within a company group, i.e. align 

the goals of the subsidiaries with the overall company goals. A business strategy must be 

established that effectively balances regulatory compliance with growth and gained market 

shares. There is always a trade-off between arm’s length prices and increased profits, for 

example if entering a new market, low prices might be part of the strategy to quickly expand 

and gain market shares. However the strategy still has to consider arm’s length prices to avoid 

exposure of tax risks. (Przysusky et al. 2005) 
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3.1.1 Transfer Pricing Models 

Theory proposes different models for transfer pricing decisions. The theories presently most 

used; the market price model, the cost-based model and the negotiated price will be explained 

as well as the classical theories; the economic model and the linear programming model. 

3.1.1.1 Market Price Model 

According to Anthony and Govindarajan, this model is the fundamental principle for 

managing transfer prices: 

 

“The fundamental principle is that the transfer price should be similar to the price that would 

be charged if the product were sold to outside customers or purchased from outside vendors.” 

(Anthony and Govindarajan 2007 p.231) 

 

The base of this model is an existing competitive external market where an identical or similar 

product or service is traded as on the internal market. It is however important that the market 

is perfectly or at least highly competitive, otherwise the market price can give a misleading 

picture, resulting in a non-optimal transfer price. (Merchant & Van der Stede 2007, 

Emmanuel & Mehafdi 1994) The benefits with a transfer pricing system based on market 

prices are that it would induce goal congruent decisions without the need for central 

administration. (Anthony and Govindarajan 2007) Managers in both profit centers will make 

decisions that are optimal from the firm’s perspective and it provides good information for 

evaluating the performance of the different units. (Merchant & Van der Stede 2007) 

 

There are different ways for companies to locate the competitive price if they do not buy or 

sell the product in an outside market. Sometimes you could find published market prices that 

are actually paid in a market place, which can be used to decide the transfer price. It is thus 

important that the outside conditions reflect the conditions within the company for them to be 

comparative. (Anthony and Govindarajan 2007, Merchant & Van der Stede 2007) 

 

Companies can also use quasi market-based transfer prices if the external conditions diverge 

from the internal. This pricing model allows deviations from the observed market price. You 

adjust the market price so that it suits the internal conditions and reflects the differences 

between the internal and external sales. (Merchant & Van der Stede 2007) This can be done 
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by calculating the cost of the differences in design, quality and other conditions between the 

comparative products. (Anthony and Govindarajan 2007, Merchant & Van der Stede 2007) 

The same is valid if production profit centers sell similar products to the outside market. If the 

normal profit is 10 % over standard cost on the products sold to the outside market, the 

company can add 10 % to the standard cost to find the competitive price to the product sold 

within the company. (Anthony and Govindarajan 2007) 

 

This model is very straightforward when the external market is perfectly competitive. 

(Merchant & Van der Stede 2007) Hirshleifer argues that the market price is only the correct 

transfer price when the transferred product is produced in a perfectly competitive market. 

(Hirshleifer 1956) The existence of perfectly competitive markets is unfortunately very rare. 

(Merchant & Van der Stede 2007, Emmanuel & Mehafdi 1994) Imperfectly competitive 

markets force managers to make trade-offs between economically favorable solutions at the 

expense of divisional autonomy, or of a sub-optimal solution that maintains divisional 

autonomy. (Emmanuel & Mehafdi 1994)  

3.1.1.2 Negotiated Price Model 

This model permits the selling and buying unit to negotiate the transfer prices between 

themselves. This is an effective method if both units have same “bargaining power”. In this 

context, it means that both parties have possibilities to trade with external companies, thus 

they are not dependent on each other. (Merchant & Van der Stede 2007) One advantage with 

this model is that it allows the most competent and informed employees, for that specific 

product or service, to make the decisions. If the management trusts them to make the decision 

they will realize the responsibility and try their very best to reach a good deal. (Anthony and 

Govindarajan 2007)  

 

The danger with this model is that business units spend too much time negotiating internal 

transfer prices and lose focus on external sales and prices. (Anthony and Govindarajan 2007) 

Other disadvantages can be conflicts within the company causing management to waste time 

on solving conflicts instead of other more important tasks. Another problem can be that the 

two negotiators have different bargaining power and skills so that the result depends more on 

the employees negotiating then on the prices of production etc. Competitive employees can 

also become egoistic and try to beat each other instead of acting in the interest of the 

company. (Merchant & Van der Stede 2007) 
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3.1.1.3 Cost-based Model 

As the name implies, this model is based on the company’s cost. There are two important 

aspects to take into consideration when using this model; the definition of cost and how to 

calculate the profit mark-up. (Anthony and Govindarajan 2007) The definition of cost divides 

this model into two sub-categories;  

 Marginal cost 

 Full-cost (Merchant & Van der Stede 2007, Emmanuel & Mehafdi 1994) 

 

Marginal cost is defined as “the total cost for a company to produce an additional unit of a 

product”. (Business Dictionary – “marginal cost”) The transfer price should then be set at the 

marginal cost of the supplying division at the optimal output level. (Emmanuel & Mehafdi 

1994) You can use both actual costs and standard costs when calculating the marginal cost 

which can create different outcomes. (Merchant & Van der Stede 2007) If using actual costs, 

it allows inefficiencies to be passed on to next division without any penalties for the 

inefficient division. Standard costs achieve awareness of the costs within the division and 

creates an incentive to improve efficiency. However, it can be very difficult to set for 

customized products or services. (Emmanuel & Mehafdi 1994, Anthony and Govindarajan 

2007) 

 

The definition of full cost is “the total cost of all resources used or consumed in production, 

including direct, indirect and investing costs.” (Business Dictionary – “full cost”) This model 

is quite frequently used and offers numerous advantages. It provides a measure of the long-

run capability, it is easy to implement and it works well for evaluation purposes. But as for all 

methods, it has its defects. The full cost rarely reflects the actual costs of production and it 

does not provide an incentive for the selling division to transfer internally, since there is no 

profit margin included. (Merchant & Van der Stede 2007)  

 

When it comes to the profit mark-up, there are the questions of what it should be based on and 

what level of profit is allowed. The most used base is percentage of cost, but then there is no 

consideration taken to required capital. So a conceptually better base is a percentage of 

investment, but the disadvantage here is the calculation of the investment that poses a major 

practical problem. The second difficulty comes with the level of profit. It should as far as 

possible approximate the rate of return that would be earned if the business unit were an 
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independent company dealing with outside customers. The conceptual solution is to base the 

profit allowance on the investment required to meet the needed volume, and each investment 

should be calculated at a standard level with fixed assets and inventories at current 

replacement costs. (Anthony and Govindarajan 2007) The use of a profit mark-up creates 

incentives for internal trading and can provide a rough approximation of market price. A 

problem with this is that the prices do not respond to changes in market conditions. (Merchant 

& Van der Stede 2007) 

3.1.1.4 Economic Model  

The classical economic model concludes that the most profitable price-output combination is 

where the marginal revenue and the marginal cost are equal at the optimal output level. 

(Emmanuel & Mehafdi 1994) The combination of this model and transfer pricing was first 

described by Jack Hirschleifer, who developed a series of marginal revenue, marginal cost 

and demand curves for the transfer of an intermediate product from one business unit to 

another. These curves were used to establish transfer prices that would under certain 

economical circumstances optimize the total profit of the two units. (Anthony and 

Govindarajan 2007) This model should be used in the absence of a competitive market. Then 

it is assumed that the joint level of output should be reached by the divisions so that the 

buying decision would handle as much output as the selling division would produce. The 

optimum transfer price is then set at the selling division’s marginal cost at the optimum output 

level that will maximize company profits. (Emmanuel & Mehafdi 1994)   

 

Even though this model finds a lot of support in literature it has a number of shortcomings. 

(Emmanuel & Mehafdi 1994) It is only applicable when certain conditions exist; is must be 

possible to estimate the demand curve and the conditions must remain stable. There can be no 

alternative use for the facilities and the selling unit can only produce one product which it 

transfers to one single buying unit who in its turn use the product in one single final product. 

The model assumes that the transfer price is set by central management so that no negotiation 

between business units is possible. These conditions rarely exist in the real world so the 

model is hard to apply in real business situations. (Anthony and Govindarajan 2007) 
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3.1.1.5 Linear Programming Model 

The approach of this model is based on opportunity costs and includes capacity constraints. It 

calculates an optimum company production pattern that is used to calculate a set of values that 

impute the profit contributions of each of the scarce resources. (Anthony and Govindarajan 

2007) Two groups has emerged within this model; one that focuses on imperfectly 

competitive markets and develops algorithms to determine the transfer price, and one group 

that applies the agency theory and how management can provide incentives for managers to 

optimize results. (Emmanuel & Mehafdi 1994)     

 

Even on a computer this can be very complex calculations, so to make the model manageable 

many simplifying assumptions must be made. These assumptions make the model hard to use 

in reality since the assumed conditions rarely exist. (Anthony and Govindarajan 2007) 

3.1.2 Transfer Pricing Purposes 

Transfer pricing is a mechanism for distributing revenues between different profit centers, that 

each has participated in the process of the final product or service. (Anthony & Govindarajan 

2007) It is also a way of controlling the profits, making sure that the organization is 

generating profits efficiently. (Tyrrall & Atkinson 1999) Designing transfer pricing systems is 

a central instrument for management control because transfer prices can be set to accomplish 

certain objectives. (Anthony & Govindarajan 2007)  

 

These objectives are likely to be conflicting, which makes it hard for the companies to 

construct an optimal model for transfer pricing. Some objectives will encourage the managers 

to charge a higher price, while others will promote a lower price. This forces managers to 

make trade-offs since no single transfer pricing method serves all purposes. (Tyrrall & 

Atkinson 1999, Merchant & Van der Stede 2007)  
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Figure 2: Conflicting Pressures on Transfer Pricing (Tyrrall & Atkinson p. 8) 

 

The design of a transfer pricing system should induce goal congruent decisions, i.e. the 

decisions made to improve each unit should also benefit the overall profit of the company. It 

must also be possible to measure the economical performance of each business unit and the 

system should be simple to understand and easy to administer. This means that each business 

unit must be provided with the necessary information to determine the optimum trade-off 

between company costs and revenues. (Anthony and Govindarajan 2007) 
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Managers’ deal with the inter-company transactions differently, some let the different profit 

centers be independent and make their own buying and selling decisions, while others use 

central interventions to optimize the company profits. (Anthony and Govindarajan 2007) 

Managers who let the divisions make their own transfer pricing decisions can encounter the 

agency problem, when the organizational goals are not consistent with the goals of the agent. 

The different divisions do not regard the interests of the firm as a whole, and conflicts can 

arise between the divisions that result in negative spillover effects. (Li & Ferriera 2008) A 

primary reason for letting the units take responsibility for their own pricing is that they have 

better insights and can better judge the market and the costs. So they are best able to arrive at 

a satisfactory and reasonable price that all business units can agree on. (Anthony and 

Govindarajan 2007)  

3.1.2.1 Factors Affecting the Transfer Pricing Decision 

Normally it is easier to find comparable prices to mature products that have been on the 

market for some time. Newly developed products might not exist in any market and therefore 

no market price can be found. The life cycle of a product effects the transfer pricing decision 

and firms’ are more likely to use external market prices for mature products and cost-based 

prices for new products. (Li & Ferriera 2008) 

 

Different organizational structures can affect the transfer pricing decision. Companies can 

have large interdependence across the units. For example; company B cannot perform their 

task until company A has successfully completed their task. Li & Ferriera calls this the long-

linked technology and they believe that the most suitable transfer price for this type of 

company is to use a cost-based pricing method. For companies with mediating technologies, 

i.e. organizations that acts as an intermediate and rely on standardization to coordinate the 

different units, they suggest market-based transfer prices. A third structure is called intensive 

technologies and these companies are characterized by a reliance on feedback from the 

products. The technologies are largely customized and referent market prices rarely exist. 

Since it can be difficult to determine the internal prices under these conditions Li & Ferriera 

propose the method of negotiating transfer prices. (Li & Ferriera 2008) 
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Asymmetric and imperfect information can create incorrect pricing decisions especially when 

the decisions are made by central management. The lack of information to the decision maker 

can depend on difficulties or high costs to move information between different units. 

Managers or competitors might also be resistant to disclose information if they believe it will 

come to their disadvantage. (Li & Ferriera 2008) 

 

In largely integrated companies transfer pricing can create problems when setting the final 

price to the customer. The profit centre selling the final product may not be aware of the large 

fixed costs and profits included in the internal transfer price. So the selling unit can be 

reluctant to reduce its own profits in order to optimize the company profit. There is however 

some methods companies can use to reduce this problem. 

 Agreements among business units (Establishment of a formal mechanism deciding on 

outside selling prices and sharing of profits between units.) 

 Two-step pricing (A transfer price that includes two parts; a charge equal to the 

standard variable cost of production and a periodic charge equal to the fixed costs 

associated with the facilities. One or both of these components should include a profit 

margin.) 

 Profit sharing (The internal transfer price is set to the standard variable cost and after 

the product is sold, the business units share the contribution earned.) 

 Two sets of prices (The manufacturing unit’s revenue is credited at the outside sales 

price and the buying unit is charged the total standard costs. The difference is charged 

to a headquarters account and eliminated when the business unit statements are 

consolidated.) (Anthony and Govindarajan 2007) 

 

Social aspects of organizational problems can give us insights of transfer pricing in a broader 

context. Social networks can be defined as; 

 

“The collectivity of individuals, or individual groups, among whom exchanges take place and 

are supported by shared norms of trustworthiness and social control mechanisms.” (Li & 

Ferriera 2008 p.30) 
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Since organizations in large parts consist of social networks it is important for management to 

realize the significance of coordination of social capital within an organization. If trust, 

authority and transfer pricing are intertwined and complementing each other they are 

important control mechanisms for operational efficiency. Trust among units will make 

information flow quicker and management need less intervention since the units have a 

mutual understanding and are working towards shared goals. When trust is high, it is 

appropriate with negotiated transfer prices. With lower levels of trust, the mutual 

understanding is lower and often requires involvement of the central management or centrally 

decided transfer pricing systems. External market prices and cost-based prices are more 

commonly used when internal trust is low. (Li & Ferriera 2008) 

 

In sections 4.1.4 and 4.1.5 we will go deeper into the pricing methods that are prescribed by 

the OECD Guidelines for international transfer pricing.  

3.1.3 International Transfer Pricing 

Domestic transfer pricing is mainly about economic allocations of resources, it is about 

finding the optimum trade-off between costs and revenues and the performance evaluation 

between divisions is very important. Hence the aim is to increase the overall profit for the 

firm as a whole. As mentioned above this can be quite complex since there are numerous 

bases for setting a price and it can also be difficult to ensure that divisional managers take 

decisions for the company’s best interest. A divisional manager’s main concern is his own 

division and he is most likely to take decisions that will benefit this division, and this might 

not always align with the best for the firm as a whole. (Emmanuel & Mehafdi 1994) 

 

International transfer prices make the already complex situation even more complex since 

more dimensions are added to the price-making decision. One complex and highly discussed 

issue is when an internal cross-border transaction occurs, activities are undertaken in different 

tax jurisdictions which can have large effects on the pricing. (Clive & Elliott 2000) 

3.1.3.1 Different Factors for Setting International Transfer Prices 

A number of environmental variables and factors, affecting the internal transfer pricing for 

inter-company transactions in MNEs, have been identified. In a survey among MNEs with 

practices in China made by Daniel Hoi Ki Ho, a Professor at School of Business in Hong 

Kong Baptist University, five affecting factors are presented. These are Regulatory 
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Compliance, External Economic Environment, Political Issues, Internal Economical 

Environment and Social-behavioral Concerns. (Ho 2009) 

 

 Regulatory Compliance - Which in the survey was considered the most important 

factor for setting internal transfer prices, is just as it sounds about compliance with 

national laws and regulations. According to the conclusions in Ho’s study it is not 

surprisingly this factor that is considered the most important for MNEs, as they are 

striving for business strategies that will maximize their overall profit and minimize 

challenges by foreign tax authorities. This factor is the one given largest space in our 

thesis as it can bring such a huge impact for MNEs. Entities that rank this as an 

important factor tend to set their prices according to the arms’ length principle and 

they will make greater use of market-based international transfer prices. By 

compliance with the regulations, they will minimize the risk for double taxation and 

unjustified tax adjustment as we will discuss in section 3.1.4.1. (Ho 2009) 

 

 External Economic Environment - Categorized as the second most important factor 

and can for example represent differences in tax rates and duty tariffs. Differences in 

tax rates among the home country of the MNE and the host country of their 

subsidiaries will give incentives to shift profits to the low-taxed country. This can be 

done by selling under-priced goods and services to the low-taxed country. Same tool 

can be used to reduce duty tariffs; if a country has high import duties you can make 

under-priced sales in order to reduce the payable tariffs. In opposite, over-priced 

purchases can be made in order to shift profits out of the country to reduce exchange-

rate risks and also to avoid eroding purchasing power in countries with high inflation. 

Of course this profit shifting is exactly what the laws and regulations are trying to 

avoid, and they do reduce the possibilities but they do not completely wipe them out. 

So this factor still plays an important role for the settlement of international transfer 

prices and in opposite to the regulatory compliance factor, a MNEs use of market-

based international transfer prices decreases with the impact of external economical 

environment. (Ho 2009) 
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 Internal Economic Environment - Ranked as the third factor and is more about the 

internal strategies and goals in an organization. As for example, if an entity wants to 

strengthen the competitive position of a subsidiary or gain market shares on the 

foreign market, they can do so by making under-priced sales to the subsidiary to 

induce them to lower re-selling prices. Incentives like this also tend to decrease a 

MNEs use of market-based international transfer prices. (Ho 2009) 

 

 Political Issues and Social-behavioral Concerns - The factors with lowest ranking of 

importance. The political risks can include a change of government or some other 

political dispute as for example if the country have economical problems and political 

unrest, the authorities can in a fast pace change the business opportunities by for 

example delay or prohibit payment transactions across borders. (Swedish Trade 

Council 2010) Social-behavioral concerns that had lowest ranking of all can include 

factors as human rights, child labor or religious conflicts. In order to reduce both 

political risks and social concerns a subsidiary can out-shift profits by making over-

priced purchases from the parent company. So these factors also lead to less use of 

market-based internal transfer prices. (Ho 2009)    

3.1.4 Complications and Risks with Transfer Pricing 

A MNE has to manage its overseas transactions in a world characterized by different 

international tax rates, foreign exchange rates, governmental regulations, currency 

manipulation, and other economical and social problems. These issues can make transactions 

very costly and the MNE has to create routines to avoid such costs to the extent it is possible. 

One of the most important things is to reduce the global income tax liability for the MNE. 

This can be achieved by transferring goods to countries with low income tax rates at the 

lowest possible transfer price and by transferring goods from these countries with highest 

possible transfer price. This ability is however limited by transfer pricing regulations and 

some important issues is double taxation and unjustified additional taxation that can occur 

when countries have laws and regulations that differ. (Abdallah 2004)  

3.1.4.1 Double Taxation and Unjustified Additional Taxation 

An economic double taxation situation arises when the same income are taxed twice. For 

MNEs this occurs when there is a conflict of interest between the tax authorities in the 

countries involved in the transaction. The tax authority in each country wants to protect their 
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tax base and gain as large income as possible. They can have laws and regulations that differ 

and raise claims at the same income. For example there can be differences in definitions on 

the requirements for unlimited tax obligations or in the definition of associated enterprises, 

what is considered to be the permanent place for the operation or different rules of what is 

considered to be incorrect pricing or transfer loss. (Nguyen 2009) 

 

Assume that there is a difference in definition of associated enterprises. Country A requires at 

least 50 % holding to consider companies associated while country B requires 30 %. In 

country A, the income tax is 25 % while in country B 35 %. Then assume that company B in 

country B buys goods from company A in country A in which they hold 31 % of the shares. 

The cost of goods sold is 50 and the price is set to 100.  

 

 

 

 

 

 

 

 

 

 

 

Figure 3: Cross-border Transactions 

 

In country A no transfer pricing adjustments is required since the transaction does not meet 

the requirements for the definition of associated companies. They produce it for 50 and sell it 

for 100. If we then assume that Company B buys the goods for 100 and then resells it for 80, 

i.e. they make a loss at the transaction and income are shifted from Country B to Country A 

which has a lower income tax. If both countries didn’t consider this as a transaction between 

associated companies the income tax would have been 12.5 payable for company A (50 x 

0.25) and 7 receivable for company B (-20 x 0.35). This means a global income tax at 5.5 for 

the group since they transfer goods to a high price from a country with lower income tax to a 

country with higher.  
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But since the transaction lives up to the requirements for associated companies in country B, 

the tax authority will probably assert incorrect pricing and instead adjust the price at the 

purchased goods from 100 to let us say 60, i.e. Company B (in a tax point of view) suddenly 

make a profit at 20 on the transaction instead of a loss at 20, which would lead to a payable 

income tax at 7 (20 x 0.35). So the total global tax would be 19.5 since a part of the profit is 

rated in two countries. This incorrect pricing will not be advantageous for the associated 

companies due to the transfer pricing regulations since it leads to double taxation.  

 

 

 

 

 

 

 

 

 

 

 

Figure 4: Cross-border Transactions 

 

Scenario 1: No associated interest between the companies 

A: 12.5 payable Income taxation B: -7 receivable  

             Total global taxation 5.5 

 

Scenario 2: Associated interests between the companies with incorrect pricing 

A: 12.5 payable Income taxation B: 7 payable 

  Total global taxation 19.5    

 

Scenario 3: Associated interests between the companies with correct pricing 

A: 2.5 payable Income taxation B: 7 payable 

              Total global taxation 9.5 

 

Country A 

 50 % 

holding 

 25 % 

income tax 

Country B 

 30 % 

holding 

 35 % 

income tax 

Cost 50                       Price 100 

Holdings 31 % 
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If the group sets a correct price, according to the arm’s length principle, they can avoid these 

extra costs. Assume that an added margin at 20 % of cost of goods sold is a result of the arm’s 

length principle between the companies. Then Company A would sell for 60 to Company B 

and pay 2.5 in tax (10 x 0.25), while company B buys for 60 and sells for 80 which means a 

payable income tax at 7, this gives us a global income tax at 9.5. Not as good as 5.5 but way 

better than 19.5. This is just one example over when a double taxation can occur. Another 

easier example at double taxation is when a profit in a subsidiary in country A is taxed and 

then transferred to the parent company in country B where it is taxed again. (Nguyen 2009) 

 

An entity on the open market is generally free to determine the price in the business contract 

with regard to the business strategy. It does not necessarily mean that the price has to be 

similar to prices charged between other independent parties on the market. With regard to the 

strategy there could be other incentives behind the price. Say for example that the two 

companies A and B above are in a joint venture. If we assume that these two companies are 

engaged in a transaction outside the scope of the joint venture. In that transaction they are two 

independent entities since there are no relationships with respect to shareholding, 

management or control between them. Each party acts for its own interests and there is no 

economic interest between them. Hence this transaction would in some countries be 

considered as a transaction between associated parties because they have joint venture as a 

single definition of the concept associated companies. (Nguyen 2009) So even if the first 

example of the transaction above between A and B in a joint venture in most countries would 

be completely legal, since there is no community of economic interest involved. There are 

countries in which this could lead to additional taxation and even penalties and according to 

OECD this is not justified.  

 

Double taxation is a barrier that discourages investors from conducting business and 

investments in foreign countries. It is not beneficial for anyone and therefore tax authorities 

have developed double tax relief measures to reduce or eliminate international double 

taxation. (Nguyen 2009) 

 

“The golden rule is that tax treaties can never extent a country’s taxing right, only reduce it.” 

(Axel Hilling, lecture in Tax law at Linköping University, 2009-11-10) 
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4. Regulations 

 

4.1 The OECD Guidelines 

OECD was established in 1961 with the mission to bring together the governments of 

countries committed to democracy and the market economy from around the world to 

cooperate in order to raise and develop a sustainable, stabile and growing world economy. To 

do so, the OECD provides a setting where governments can compare policies, seek answers to 

common problems, identify good practice and coordinate domestic and international policies. 

One such international policy is the Transfer Pricing Guidelines. (OECD 2009)  

 

The Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations was 

introduced in 1995, since then some supplementary guidance has been added between 1996 

and 1999. The guidelines are under constant revision to comply with the development and 

under 2009 some amendments were made to chapter IV. The document is divided into eight 

chapters within the following areas;  

I.  The Arm's Length Principle 

II.  Traditional Transaction Methods 

III.  Other Methods 

IV.  Administrative Approaches to Avoiding and Resolving Transfer Pricing Disputes 

V.  Documentation 

VI.  Special Considerations for Intangible Property 

VII.  Special Considerations for Intra-Group Services  

VIII.  Cost Contribution Arrangements.  

 

Chapters I - III which are the step stones for the guidelines will be presented below. 

Remaining chapters are more specific and instead of going deeper into those chapters in 

general, we will present what the Swedish and the Chinese regulations have to say in these 

matters under chapters 4.2 and 4.3. Worth to mention is also that the OECD has proposed a 

revision to chapters I - III in 2009 and this will be briefly described further on. (OECD 2009) 
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The aim with the OECD guidelines is; 

 

“To provide guidance on the application of the "arm's length principle" for the valuation, for 

tax purposes, of cross-border transactions between associated enterprises.” 

(OECD 2009 www.oecd.org/ctp/tp/guidelines) 

 

Important to keep in mind is that there are two different angles on these guidelines and the 

concept transfer pricing. One is that governments need to prevent tax evasion; they need to 

ensure that the tax base reported by an MNE in their country reflects the economic activities 

undertaken therein. The other angle is that it is essential for the MNEs to minimize the risk of 

double taxation that may result from a dispute between two countries of accurate price and tax 

base for their cross-border transactions within the group. (OECD 2009) 

4.1.1 Definition of Associated Enterprises 

OECD’s definition of associated enterprises is  

 

“Enterprises are associated where the same persons participate directly or independently in 

the management, control or capital of both enterprises, i.e. both enterprises are under 

common control.”  (OECD 2009 http://www.oecd.org/dataoecd/55/51/43691135.pdf) 

 

OECD does not provide any guidance for how to interpret and apply the criteria of 

participation in the management and control of capital. Therefore this definition leaves the 

field open for different interpretations and the definition of associated enterprises can vary 

widely from country to country even within the OECD member countries. (OECD 2009) 

Under 4.2.1 you can read the Swedish definition and under 4.3.1 the Chinese definition. 

4.1.2 The Arm’s Length Principle 

The arm’s length principle is the international transfer pricing standard that the OECD 

member countries have agreed on to be used for tax purposes by company groups and tax 

administrations. The principle signifies that all transactions within a group should reflect 

conditions that would occur between independent enterprises. With other words, this means 

that the pricing shall be equivalent to external market conditions. The purpose with this 

principle is to avoid and prevent the possibility for a MNE to move profits to a country with 

lower corporation tax by taking inaccurate prices for internal transactions. Hence same 

http://www.oecd.org/ctp/tp/guidelines
http://www.oecd.org/dataoecd/55/51/43691135.pdf
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pricing method has to be used for associated companies as well as for independent companies. 

When independent companies deal with each other the price is generally set by market forces. 

When associated companies deal with each other they may not be directly affected by the 

external market but they shall seek to replicate the dynamics of the market forces in order to 

obtain an accurate price. (OECD 2009) 

 

The arm’s length principle place associated and independent enterprises in a more equal 

footing for tax purposes. By eliminating the possibility to adjust prices to enterprises within 

the group it avoids tax advantages and disadvantages that otherwise could lead to a 

competitive position for the associated company. (OECD 2009) 

 

In some cases, the arm’s length principle may not be that easy to imply, therefore tax 

administrations should not automatically assume that associated enterprises have sought to 

manipulate their profits. If there is a lack of an external market or if the transaction is of a 

more fictitious nature, like know-how, it can be a genuine difficulty to accurately determine 

the market price. In numbers of situations it implies high demands on the enterprises and it is 

therefore important to have a supporting documentation for the pricing method used in each 

case in order to avoid inaccurate price according to the tax administration which could lead to 

double taxation and sanctions. (OECD 2009) 

4.1.3 Comparability Factors 

In the OECD guidelines there are five different comparability factors to take into 

consideration when setting arm’s length prices. These are:  

 characteristics of property or services  

 functional analysis  

 contractual terms 

 economic circumstances 

 business strategy 

 

Differences in characteristics of property or services often account for differences in their 

market value. Therefore, comparisons of these features may be useful in determining the 

comparability between controlled and uncontrolled transactions. The features worth 

considering might include availability and volume of the supply, nature and extent of the 
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services, the form of the transaction, the type of the property and the physical features, the 

anticipated benefits from using it and duration and degree of protection (such as trademarks, 

patent and know-how). (OECD 2009) 

 

The functional analysis will reflect the functions performed of each entity taking part of the 

transaction and taking into account which assets are used and what risks are assumed. It seeks 

to identify and compare the economically significant activities and responsibilities undertaken 

by the independent and associated enterprises. If the associated enterprise for example takes a 

wider responsibility than an independent, a higher price can be motivated and the transactions 

might not be able to be comparable. Therefore the functional analyze is a very important part 

of the comparability factors and special attention should be paid to the structure and 

organization of the group as well as determining in what juridical distinction the taxpayer 

performs its functions. (OECD 2009) 

 

The contractual terms generally define explicitly or implicitly how the responsibilities, risks 

and benefits are to be divided between the parties and should therefore be a part of the 

functional analyze discussed above. (OECD 2009) 

 

Important to keep in mind is that arm’s length prices can vary between different markets. 

Even if the transactions are comparable and involving the same products or services there can 

be economical circumstances between the markets that have impact on the prices. To achieve 

comparability between two transactions it requires comparability between the markets. 

Important circumstances to study in order to determine market comparability can be: 

geographical location, size of market, the extent of competition, availability, purchasing 

power, level of supply and demand etc. (OECD 2009) 

 

Last factor, business strategy, also needs to be taken into consideration when deciding 

comparability. Business strategies take many aspects of an enterprise into account, such as for 

example innovation, product development, risk aversion, degree of diversification etc. For 

example, a company that seeks to gain market shares and penetrate the market might 

temporarily charge lower prices. Or if a company wants to enter a new market they might 

temporarily incur higher costs in order to cover start-up costs etc. Factors like this can lead to 



Strategic Transfer Pricing  Ida Hjertberg & Sanna Pettersson 
  Spring Semester 2010 

 

31 

 

incomparability between controlled and uncontrolled transactions that in all other aspects 

seem comparable. (OECD 2009)  

4.1.4 Traditional Transaction Methods 

OECD prescribes three different traditional transaction methods that are to be used to apply 

the arm’s length principle. These are the comparable uncontrolled price method (CUP), the 

resale price method and the cost plus method. Below there is a brief presentation of each 

method, their strengths and weaknesses. In most cases it is complicated to make a reliable 

comparison or measurement since there are so many different aspects and circumstances to 

take into consideration. (OECD 2009) OECD has until now advocated these traditional 

transaction methods to be used in preference for other methods (described in 4.1.5), but in the 

proposed revision of 2009, this principle has been replaced and the new proposed principle is 

to use the most appropriate method. (E&Y 2009) 

Figure 5: Transfer Pricing Methods 
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4.1.4.1 Comparable Uncontrolled Price Method (CUP) 

One way of controlling whether a controlled transaction between associated companies are 

arm’s length is to compare it with prices charged in a comparable uncontrolled transaction 

between independent entities. This is the most direct way of controlling the arm’s length 

principle since differences in prices in comparable controlled and uncontrolled transactions 

normally are traced to the financial and commercial relations that are imposed by the 

enterprises. If we always had comparable transactions available the arm’s length principle 

would be fairly uncomplicated, but unluckily that is not the case. There are not always 

comparable transactions available to allow reliance to this direct method alone, in some cases 

we also need to study more indirect indications such as gross margin and costs. Hence where 

it is possible to locate comparable transactions the CUP method is preferable over all other 

methods. (OECD 2009) 

 

An uncontrolled transaction is comparable to a controlled transaction for purpose of the CUP 

method if one of two conditions is met: 

1. None of the differences (if any) between the transactions being compared or between 

the enterprises undertaking those transactions could materially affect the resale price 

margin in the open market. 

2. Reasonably accurate adjustments can be made to eliminate the material effects of such 

differences. (OECD 2009) 

4.1.4.2 Resale Price Method  

In this method we look at a product that has been purchased by company A from an 

associated company B and then resold to an independent company C. The resale price is then 

reduced by an appropriate gross margin estimated to cover selling and operating costs and still 

make an appropriate profit for company A. What is left from the resale price after deducting 

the gross margin can be regarded as the arm’s length price for the original transfer between 

company A and B. (OECD 2009) 

 

There are many factors that can affect the gross margin and make it hard to compare and 

measure in a reliable way. The performed activity by the seller can for example widely affect 

the selling and operating costs. In some cases the seller only performs minimal services while 

in others they take the full responsibility and risk in guaranteeing the goods. This has to be 
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taken into consideration while calculating the gross margin. Other things that can affect the 

gross margin are changes in the market, in exchange rates and in costs. (OECD 2009) 

 

An uncontrolled transaction is comparable to a controlled transaction for purpose of the resale 

price method if one of two conditions is met: 

1. None of the differences (if any) between the transactions being compared or between 

the enterprises undertaking those transactions could materially affect the resale price 

margin in the open market. 

2. Reasonably accurate adjustments can be made to eliminate the material effects of such 

differences. (OECD 2009) 

4.1.4.3 The Cost Plus Method  

The cost plus method in opposite to the resale price method begins with looking at the costs 

incurred by company B when selling goods or services to their associated company A. A cost 

plus mark up is then added to this cost to arrive an appropriate profit for company B. The cost 

plus mark up added to the incurred cost above is considered to be the arm’s length price. This 

method is probably most useful between associated companies that have joint facility 

agreements, long-term buy-and-supply arrangements or sell semi-finished goods to each 

other. (OECD 2009) 

 

As with the other two methods the cost plus methods has its difficulties, as proper application, 

particularly in determining the cost. There are a number of circumstances when there is no 

link between the level of costs incurred and the market price, the market often pays an 

overvalue for some features as for example a specific brand, a special design etc. It can be 

possible to develop something very valuable to a small cost, in opposite; companies are 

sometimes driven by competition to scale down prices even though it makes it hard for them 

to cover their costs. Above this there are other circumstances, as mentioned above with the 

resale price method, there are different changes that can affect the cost incurred by a supplier 

and that also complicate the measurement. (OECD 2009) 

 

An uncontrolled transaction is comparable to a controlled transaction for purpose of the cost 

plus method if one of two conditions is met: 
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1. None of the differences (if any) between the transactions being compared or between 

the enterprises undertaking those transactions could materially affect the resale price 

margin in the open market. 

2. Reasonably accurate adjustments can be made to eliminate the material effects of such 

differences. (OECD 2009) 

4.1.5 Other Methods 

Other methods allowed by the OECD standard are the transactional profit methods and these 

methods examine the profits that arise from particular controlled transactions. The OECD 

advocates two different profit methods, profit split method or transactional net margin method 

(TNMM). As mentioned in chapter 4.1.4, these methods are only supposed to be used if it is 

impossible to find a market price using the traditional transaction methods, but this preference 

is under revision and the proposed principle is to use the most appropriate method for each 

situation. (OECD 2009) 

4.1.5.1 Profit Split Method  

The profit split method is applied when the examined transactions are too integrated and 

cannot be evaluated on a separate basis. The first step in this method is to identify the profit to 

be split and then divide it among the associated companies engaged in the transaction. The 

split is determined after level of contribution and participation. For example, Company A runs 

a project where they need 10 skilled workers; they will use 8 of their own and borrow 2 from 

their associated company B. To compensate this accordingly with the arm’s length principle 

we would then expect that company A would pay company B 20 % of profits for the 

workforce provided. This way of splitting profits is called the contribution analysis, but there 

is also another approach possible to use; the residual analysis. In this method each company 

receives as much of the profit that corresponds to the normal return. The residual is then 

divided in proportion to how independent enterprises would have broken such a surplus. 

(OECD 2009) 

 

The profit split method does not demand comparable transactions which are a benefit, but the 

downside is that it can be hard to measure the contribution and effort put in by each entity in a 

fair way. (OECD 2009) 
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4.1.5.2 Transactional Net Margin Method (TNMM) 

When using the TNMM the examination is derived from the operating profit. The operating 

profit from a transaction with an associated company becomes compared to a sufficient base 

consisting of for example expenses, assets or turnover. The operating margin will then be 

compared to a comparable margin from an uncontrolled transaction. For example; Company 

A sells three similar products Z, X and Y. Product Z is produced within the group while 

product X and Y are purchased from external suppliers. Product Z is sold for 500 000 EUR 

per year and makes a profit at 35 000 EUR, resulting in a margin at 7 %. Since same amount 

of resources is used in selling product X and Y they can be used as comparable transactions. 

These products have a margin at 11 % and 11.5 % which could justify an adjustment to the 

margin of product Z to 11 %, which is the lower of the two margins. (OECD 2009) 

 

A benefit with this method is that the net margin does not get affected by differences in 

character between transactions to the same extent as the price. (OECD 2009)  

 

There are four ratios that can be used within this method, they are briefly described below. 

(Tyrrall & Atkinson 1999) 

 

Figure 6: TNMM Ratio 
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4.2 Swedish Regulations 

Sweden has a long history of taxes and the system that exists today was decided by the 

Swedish parliament in 1902. (SKV 117) The National Tax Board in Sweden employs 10 800 

people. Over 100 offices are present in Sweden, divided into seven regions. The National Tax 

Board is the administrative authority for taxation, property assessment, population registration 

and registration of estate inventory. This means that politicians in Parliament, municipalities 

and country councils decide on what taxes and the amount we have to pay, but the work of 

collecting taxes is carried out by the Swedish tax authorities. They are accountable to the 

government, but operate as an autonomous public authority. This means that the government 

has no influence over the tax affairs of individuals or businesses. (Skatteverket 2010) 

 

The definition of transfer price is according to the Swedish tax authorities the price a 

company sets on cross-boundary transactions within an international group. (Skatteverket 

2010) The arm’s length principle that applies on transfer pricing exists in Swedish law by the 

rule in the 14
th

 chapter 19§ in the Swedish income tax law
3
. This law says that the result of a 

business activity based on an agreement must be corrected if the result diverges from the 

result that would have been if the transaction had been between two independent businessmen 

(the so called “correction-rule”). This is only applicable if the company having the higher 

result pays their taxes in another country, and if there are reasons to believe that they are 

associated enterprises. If the circumstances demonstrate that the agreement was made by other 

reasons than an economical associated interest, the settled price can remain. (IL)  

4.2.1 Definition of Associated Enterprises in Sweden 

According to Swedish income tax law the definition of associated enterprises is:  

 When an entity or person, direct or indirect, participate in the management or control 

over another entity or holding shares in this entity; 

 Or when the same persons, direct or indirect, participate in the management or control 

of both entities or if the person holds shares in both entities. (IL 14
th

 chapter 20§) 

 

 

                                                 
3
 Inkomstskattelagen (1999:1229) (IL) 
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Recommendations from the Swedish accounting board provide a definition on the criteria for 

associated companies. According to the Swedish accounting board an associated company is a 

company over which the owner company has significant influence, without it being a parent-

subsidiary relationship. But the ownership is supposed to be one step in a lasting relationship. 

Significant influence means that the investor can participate in strategic decision making, but 

it does not mean that it can decide over these strategies. (Redovisningsrådet 2009) 

 

Usual indicators of significant influence can be:  

 If the investor is represented in the board of the invested company. 

 The investor participates in the process with strategic issues and policies. 

 There are significant transactions between the investor and the invested company. 

 There is an exchange of personnel with leading positions between the companies. 

 The companies are exchanging material technical information.  

 

If an investor holds 20 % or more of the voting rights in another company they are considered 

to be able to exercise significant influence. If it has less than 20 % they will normally not be 

considered to have significant influence, unless something else with regard to the above 

points can be clearly verified. (Redovisningsrådet 2009) 

4.2.2 Documentation 

Most countries have implemented laws for transfer pricing as they want to protect their tax 

base and make sure that the accurate taxes are paid in right country. The laws and regulations 

concerning transfer pricing in Sweden and in many other European countries are based on the 

guidelines from the OECD. These guidelines caused new paragraphs about documentation in 

the Swedish law
4
. (Skatteverket 2010) The law says that an enterprise must establish 

documentation if transactions occurs intra-company with a unit that have limited liability to 

pay taxes in Sweden. (LSK) The Swedish tax authorities have besides these paragraphs 

published regulation SKVFS 2007:1 and message SKV M 2007:25 as complements to the law 

and instructions on how the documentation should be designed. (Skatteverket 2010)  

 

 

                                                 
4
 Lag (2001:1227) om självdeklarationer och kontrolluppgifter (LSK) 
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It is also possible for Swedish companies to apply the Code of Conduct that the Joint Transfer 

Pricing Forum (JTPF) has created. JTPF is an expert group created by the European 

Commission in 2002, to work with solutions to practical problems posed by transfer pricing 

practices in the European Union (EU). They have formed a Code of Conduct on transfer 

pricing documentation for associated enterprises within the EU, the European Union Transfer 

Pricing Documentation (EUTPD). This Code of Conduct aims to standardize the 

documentation that multinationals must provide to tax authorities on their pricing of cross-

border intergroup transactions. (European Commission) 

 

The purpose with the documentation regulation is that the documentation should function as 

basic data for a judgment if the price and other conditions within internal transactions 

correspond to the arm’s length principle. (SKV M 2007:25) The documentation should not be 

enclosed with the declaration; it shall be handed over if the Swedish tax authorities demand it. 

Normally, the company has 30 days to collect and hand over the documentation. (Skatteverket 

2010) The most important feature of the documentation is that it only needs to contain 

information that is needed for a reasonable judgment of the company and the considered 

transactions. (SKVFS 2007:1) According to the law this means that the documentation need 

to include a description of the company, the organization and its activities, the characteristics 

and extent of the transactions, a functional analysis, a description of the chosen transfer 

pricing method and finally a comparability analysis. (LSK) 

 

 

Figure 7: Swedish Documentation Requirements 

Swedish Documentation Requirements

• Description of the company, the organisation and its activities

• The characteristics and extent of the transactions

• Functional analysis

• Chosen transfer pricing method

• Comparability analysis
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4.2.2.1 Description of the Company, the Organization and its Activities 

The documentation shall display an overview of the company and the group of companies it 

belongs to, and the activities they occupy themselves with. It needs to contain information 

about both legal and operational structure. Information about which companies that is 

included in the group and how the ownership is divided at the end of the financial year is part 

of the legal structure. If many changes have been made during the year this should also appear 

in the documentation. The operational structure includes showing how the group has 

organized its activities in relation to the activities and the functions. It should be stated in the 

description which business areas that exists within the group, and an overview of the units and 

companies that occur in each business area. The overview should also contain the 

responsibilities of each units and companies within the group and a specification of the 

markets the group, the companies and the units are active in. It is important to separate central 

and local functions in each company or unit. (SKV M 2007:25) 

 

The company that creates the documentation needs to leave more detailed information about 

themselves then about the other companies within the group. The company description 

sometime needs to include industry-specific information, information about competition and 

other parameters that can have an effect on the result. If companies perform big realignments 

this usually affects large parts of the company’s assets, functions and risks so this also need to 

be documented. (SKV M 2007:25) 

 

Financial information about the group and the companies is also necessary. Basic information 

like turnover, gross profit and operating profit should be displayed by all companies. 

Depending on pricing methods and other circumstances different companies need to leave 

different information. The relevance of the information for judging the result of the chosen 

pricing methods is what is important here. Relevant information can in some cases be 

provided by the company’s annual reports or other internal information. (SKV M 2007:25) 

4.2.2.2 The Characteristics and Extent of the Transactions 

The documentation shall include a description of the company’s internal transactions with 

each of the companies within the group either aggregated or separated. The transactions shall 

be described with basis on the comparability factors that are described in chapter one in the 

OECD guidelines. Information about the types of transactions, for example sale or purchase 
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of goods or services, co-operations regulated in cost-sharing agreements, financial 

transactions or transferring or granting intangible assets need to be included (SKV M 

2007:25). The value and the quantity of the transactions as well as other terms of agreements 

must be documented. All terms of agreement that effects the internal transactions, both those 

with other companies as well as those with the authorities should be enclosed. Possible 

connections with other transactions that are essential for the pricing, plus other models or 

basic data used when deciding price must to be included. (SKVFS 2007:1) 

4.2.2.3 Functional Analysis 

The functional analysis can be described as an investigation of the facts that affect the 

business transactions. The different parties that are involved in a transaction are analyzed 

from their roles, i.e. which functions they perform, the assets they use and the risks they carry. 

The investigation shall as far as possible state which functions that create the most value for 

each transaction. Each part’s ownership of assets and how they are used within each 

transaction shall also be investigated. The part that owns and uses the most important assets 

should be compensated for that as well as for the risks that they carry. To sum up, the part that 

contributes with the most valuable functions, owns the most important assets and carry the 

risks should have the biggest part of the profit. (SKV M 2007:25) 

4.2.2.4 Chosen Transfer Pricing Method 

The second chapter of the OECD guidelines contains a description of five methods that can be 

used for pricing and price testing. These methods are also approved by Swedish laws and are 

the following:  

 

 Comparable uncontrolled price method (CUP) 

 Resale price method 

 Cost plus method 

 Profit split method 

 Transactional net margin method (TNMM) 

 

You recognize them from chapter 4.1 about the OECD. According to the documentation law, 

companies must describe the used method and if there are special circumstances that the 

method has been adjusted to. If a company has applied another method then these five, they 

normally have to illustrate it in detail. There is no demand for an explanation of why a certain 
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method was chosen but the documentation shall include a description of how the chosen 

method was applied. (SKV M 2007:25) 

4.2.2.5 Comparability Analysis 

In the comparability analysis the transactions are compared to each other with basis on the 

comparability factors that the OECD has decided. These are: 

 

 Characteristics of property or services 

 Functional analysis 

 Contractual terms 

 Economic circumstances 

 Business strategy (OECD 2009)  

 

The transactions can be compared to both internal and external transactions. Internal 

comparisons concern transactions between a company in the group and an independent 

company. An external comparison represents comparing transactions between two 

independent companies. Internal comparisons are normally easier to find reliable information 

about, but external evaluation can sometimes be the only alternative. Adjustments are often 

necessary to improve the comparability and they can be made to both the specific transaction 

or to the compared transactions. (SKV M 2007:25) 

4.2.2.6 Simplified Documentation 

Internal transactions of a smaller value are allowed a simplified documentation. The arm’s 

length principle is still mandatory but the documentation can be made less extensive. The 

instructions from the Swedish tax authorities declare that the documentation must include the 

legal structure of the company group and the organizational structure of the group, the 

company and its activities. The opposite party in the transaction and its activities must as well 

as the specific transactions (in type, value and extent) be displayed. Finally, the 

documentation must contain the chosen transfer pricing method and comparability 

transactions if used. (SKV M 2007:25) 

 

In Sweden, the limit for a “transaction of less value” goes at 630 price base amounts when it 

comes to goods, and 125 price base amounts for other types of transactions. The limit is per 

company within the group. (SKVFS 2007:1) For the income year of 2010, the price base 
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amount is 4 293 EUR
5
. For one year this corresponds to 2 704 410 EUR

6
 respectively 536 589 

EUR
7
. (Skatteverket 2010)  

4.2.3 Advance Pricing Agreements 

From the 1
st
 of January 2010, companies in Sweden have the possibility to apply for Advance 

Pricing Agreements (APAs) according to a new law
8
. (SFS 2009:1289)  

 

An APA is based on an agreement between two or more countries on how the pricing at some 

international transactions should be made. The agreement aims to prevent transfer pricing 

disputes and associated double taxation from arising, and will in advance provide certainty 

concerning the transfer pricing methodology and therefore simplify or prevent costly and 

time-consuming tax examinations into the transactions included in the APA. (European 

Commission) 

 

The Swedish tax authorities are the decision-making authority in Sweden. All businessmen 

with a permanent establishment in Sweden are covered by this law. When you apply for an 

APA you have to pay a fee of 15 186 EUR
9
 per country. The Swedish tax authorities only 

grant APAs if Sweden already has a tax agreement with the country in which the other part of 

the transaction act. An APA expires normally after three to five years, but can because of 

special reasons be set to a shorter or longer period of time. Then you can apply for a renewal 

of the agreement for a cost of 10 124 EUR
10

, or if you want to make changes, the cost rise to 

12 655 EUR
11

. (SFS 2009:1289) 

 

The application need to contain several different parts; all relevant basic information about the 

company and the opposite party of the transaction. The tax year that the agreement shall be 

valid on and which countries it shall comprise of, also need to be enclosed. Information about 

                                                 
5
 42 400 SEK, average exchange rate 2010-01-01 – 2010-04-30: 9,8772 

http://www.riksbank.se/templates/stat.aspx?id=16749  
6
 26 712 000 SEK, average exchange rate 2010-01-01 – 2010-04-30: 9,8772 

http://www.riksbank.se/templates/stat.aspx?id=16749 
7
 5 300 000 SEK, average exchange rate 2010-01-01 – 2010-04-30: 9,8772 

http://www.riksbank.se/templates/stat.aspx?id=16749 
8
 Lag (2009:1289) om prissättningsbesked vid internationella transaktioner 

9
 150 000 SEK, average exchange rate 2010-01-01 – 2010-04-30: 9,8772 

http://www.riksbank.se/templates/stat.aspx?id=16749 
10

 100 000 SEK, average exchange rate 2010-01-01 – 2010-04-30: 9,8772 

http://www.riksbank.se/templates/stat.aspx?id=16749 
11

 125 000 SEK, average exchange rate 2010-01-01 – 2010-04-30: 9,8772 

http://www.riksbank.se/templates/stat.aspx?id=16749 

http://www.riksbank.se/templates/stat.aspx?id=16749
http://www.riksbank.se/templates/stat.aspx?id=16749
http://www.riksbank.se/templates/stat.aspx?id=16749
http://www.riksbank.se/templates/stat.aspx?id=16749
http://www.riksbank.se/templates/stat.aspx?id=16749
http://www.riksbank.se/templates/stat.aspx?id=16749
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APAs in foreign countries that concern the parties and the application need to be included. 

Much of the needed information is the same as what is required in the documentation, like the 

characteristics and extent of the transactions, a functional analysis, a description of the chosen 

transfer pricing method and a comparability analysis. In the APA application it is also 

necessary with statements of why the chosen transfer pricing method is adequate and other 

assumptions made on basis of the chosen method. (SFS 2009:1295) 

4.2.4 Transfer Pricing Penalties 

The Swedish government does not consider it necessary to have specific transfer pricing 

penalties. However, there are four different instruments for the Swedish tax authorities to use 

when the laws are not followed: 

 Tax surcharge 

 Additional assessment 

 Discretionary assessment 

 Penalty order (Prop. 2005/06:169) 

 

The laws about tax surcharge are found in the 5
th

 chapter in the tax law (TL)
12

. It says that tax 

surcharge shall be made if a tax payer in some other way than verbally submit false 

information during the tax procedure. According to the 2
nd

 part in the 1
st
 paragraph, chapter 5 

TL, false information is information that is clearly wrong or if the taxpayer left out accurate 

information that he was guilty to submit. The law allows certain exceptions and some special 

considerations for the judgment of false information that affect the situations where tax 

surcharge can be made and the amount of it. (TL) 

 

Almendal claims that while tax surcharge is considered a legal punishment for submitting 

false information, additional assessment aims to correct an inaccurate taxation decision. The 

conditions for additional assessment are found in the 4
th

 chapter 16§ TL and are quite similar 

to the laws for tax surcharge. To attain additional assessment, it requires that false information 

is submitted that cause a false taxation decision or no decision for the taxpayer. (TL) 

 

Discretionary assessment aims to accomplish a correct taxation where it otherwise would be 

impossible. If the taxation or the base for taxation cannot be reliably estimated because of 

                                                 
12

 Taxeringslag (1990:324) (TL) 
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defective basic data or deficiencies in the data, discretionary assessment should be used. 

According to the 4
th

 chapter 3§ TL, the tax should be estimated to the amount that appear 

reasonable with the information given in the specific case. In the case of transfer pricing, the 

law is applicable if there are defects in the documentation or if the transfer prices are not 

arm’s length. (TL) 

 

The 3
rd

 chapter 5§ TL allows the Swedish tax authorities to enjoin a person that are or are 

assumed to be liable to pay taxes to submit documents, or hand over copies of documents that 

are needed for a control of the information left in the declaration. This can be combined with 

a penalty if there are reasons to believe that it otherwise will be left without notice. Then 

another law becomes applicable
13

. The Swedish tax authorities cannot on their own decide on 

a penalty order, they need to apply to the County Court
14

, which make a judgment of the 

situation and decides whether or not the pressure of penalty order is necessary. (TL) 

4.3 Chinese Regulations 

China is one of today’s largest growing economies with a Gross National Product (GNP) of 

3 794 053 billion EUR
15

 in 2009. That is almost 12 times more than the Swedish GNP and 

only 3 times smaller than the GNP of the United States. (IMF 2009)  

 

The central tax authority in China is the State Administration of Taxation (SAT), a ministry-

level department directly under the State Council. Their mandate includes among other things 

outlining tax laws and regulations, organize reforms for the tax administration system, collect 

and manage central taxes, shared taxes and certain funds, conduct international exchange and 

cooperation on taxation, and participate in the research on macroeconomic policies and 

taxation power division between the central government and local governments. (CGOV 

2010) 

 

Responsible for the administration of transfer pricing issues in China is the Anti-Avoidance 

Division (AAD) of the International Tax Department at the SAT. The AAD focus a lot on 

educating professionals and strengthening information technology tools and databases to 

support the anti-avoidance work. (E&Y 2009)  

                                                 
13

 Lagen (1985:206) om viten 
14

 Länsrätten 
15

 4 757 743 billion U.S. dollars, exchange rate 2010-05-17: 1,254 www.valuta.se  

http://www.valuta.se/
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Transfer pricing regulations in China is rapidly developing as the Chinese authorities target 

transfer pricing adjustments as a major tax revenue earner. China requires the annual 

reporting of transactions between associated enterprises and has been questioning situations 

where it perceives that arm's length prices have not been used. (PWC Hong Kong) Only for 

the year of 2008, the Chinese tax authorities concluded audits of transfer pricing for 174 

companies. It resulted in a total tax adjustment of 147 million EUR
16

. (SAT) 

 

China has a relatively new Corporate Income Tax (CIT) law from 2008. This law consolidates 

the two former separate enterprise income tax regimes, one for domestic invested enterprises 

and one for foreign invested enterprises (FIEs) and foreign enterprises (FEs). This law has 

provided a fundamental change in China’s tax incentive policies for shaping and directing 

future development of the country’s economy. The playing field became more equal for local 

and foreign investors. (Ng. C 2010) The principle of arm’s length transactions between related 

parties also exist in the CIT. (PWC Hong Kong)  

4.3.1 Definition of Associated Enterprises in China 

The Chinese law, The 2009 Implementation rules on special tax adjustments, includes a 

detailed description on different situations where enterprises can be considered associated. It 

is much more detailed than the Swedish description and the law also covers domestic 

transactions between related parties. If one of following scenarios are valid the companies 

should be treated as associated and act in reconciliation with the Chinese transfer pricing 

laws; 

 If one party directly or indirectly holds more than 25 % of the shares of another 

company, or if 25 % or more of the shares in two parties are directly or indirectly hold 

by a third party the companies are considered to be associated. 

 If more than half the numbers of the company’s board members or senior managers, or 

at least one senior board member who has the controlling power over the board is 

appointed by another company they are to be considered associated. Or if same 

situation occurs in both companies where a third party makes appointments in both, 

they are associated.  

 Another situation were companies are considered to be associated is when there are 

loans between the companies that account for 50 % or more of one party’s paid-in 

                                                 
16

 1,24 billion RMB, exchange rate 2010-05-17: 8,442 www.valuta.se 

http://www.valuta.se/
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capital, or if 10 % of one party’s total loans are guaranteed by the other party. 

Scenarios where a company’s sales and purchase activities are largely controlled by 

another company, or if their production and business operation can be carried out only 

depending on provision of proprietary technology supplied by another party also make 

them associated according to Chinese law. 

 If there are other relationships between the companies, such as family members or 

relatives so that both parties’ mutual interests being connected they can be considered 

associated even though the required level of capital between the parties are not 

reached. (The 2009 Implementation rules on special tax adjustments 2009) 

 

The scope of transfer pricing regulations in China is very broad and transactions between 

parties that in most countries would be seen as unrelated are not unlikely to be subject to 

transfer pricing adjustments in China. (The 2009 Implementation rules on special tax 

adjustments 2009) This is due to that the Chinese law covers both “de jure” and “de facto” 

relationships. De jure relationships are relationships founded by the law while de facto 

relationships are between two legally-independent parties. De facto relationships such as 

family members, relatives or parties with mutual interest are in general not subject to transfer 

pricing regulations in most countries. Most countries only regard de jure relationships where 

there is a clear associated financial interest in the transactions. (Nguyen 2009) 

4.3.2 Documentation 

The CIT and the Enterprise Income Tax Law Implementation Regulations imply that 

taxpayers are expected to maintain contemporaneous transfer pricing documentation. Articles 

13 through 20 of Guo Shui Fa
17

 (2009) No. 2 formally introduces and clarifies China’s 

transfer pricing documentation requirements. An enterprise shall finish the contemporaneous 

documentation by May 31
st
 of the next year. The documentation should be submitted to the 

tax authorities within 20 days upon request (Article 16 Guo Shui Fa [2009] No. 2). 

 

 

 

                                                 
17

  On 9 January 2008, the SAT issued a circular entitled Gou Shui Fa 2009. No 2, which contains the 

Implementation Measures of Special Tax Adjustments. The measures detail Chinas framework for administering 

special tax adjustments relating to transfer pricing, thin capitalisation, controlled foreign corporations, and 

general anti-avoidance.  
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Article 14 of Guo Shui Fa (2009) No. 2 specifies five primary components of China’s 

contemporaneous documentation: 

 

 

Figure 8: Documentation Requirements in China 

 

Article 15 states that certain enterprises can be excused from the preparation, maintenance, 

and provision of contemporaneous documentation. That is if the transaction is covered by an 

APA, or if the foreign ownership is 50 % or less and the company only conduct related-party 

transactions within China. Companies conducting 23,69 million EUR
18

 or less in annual 

related-party purchase and sale transactions and 4,74 million EUR
19

 or less in annual related-

party “other” transactions (intangibles, services, and interest from financing transactions) are 

also freed from the laws of documentation. (E&Y 2010) 

4.3.2.1 Organization Structure 

The 14
th

 article of Guo Shui Fa states that relevant organization structure and shareholder 

structure of the company group need to be included in the documentation. The documentation 

also needs to contain information regarding any changes of relationships between the 

enterprise and its related parties for the specific year, and detailed information of the related 

parties. Names, legal representatives, structure of the senior management including directors 

                                                 
18

 200 million RMB, exchange rate 2010-05-17: 8,442 www.valuta.se 
19

 40 million RMB, exchange rate 2010-05-17: 8,442 www.valuta.se 

Documentation Requirements in China

•Organizational structure

•Business Operations

•Related-party transactions

•Comparability analysis

•Transfer pricing methods
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and managers, registered addresses and trading addresses of related enterprises; and names, 

nationality, residence addresses and family member structure of related individuals need to be 

documented. In addition, related parties with direct influences on the pricing of inter-company 

transactions shall be indicated. Income taxes, relevant tax rates and preferential tax treatment 

of related parties with whom the enterprise has related party transactions should also be 

enclosed. (Guo Shui Fa [2009] No. 2) 

4.3.2.2 Business Operations 

The documentation shall include an overview of the business covering corporate history, 

industry involved, general economic and legal issues that affect the enterprise and the industry 

such as corporate business strategy, industry policy or industry restrictions, and the supply 

chain of the group and the position of the enterprise within the supply chain. The composition 

of the enterprise's principal business and its proportion to the whole business operation, the 

operating profit from the principal business as well as its percentage to the total profit is also 

important information. An analysis of the enterprise's market position and market competition 

environment as well as the company group’s consolidated financial statements need to be 

enclosed. Finally the enterprise needs to document its organizational structure; the functions 

performed, assets employed and the risks assumed by the enterprise and its related parties 

within their inter-company transactions. (Guo Shui Fa [2009] No. 2) 

4.3.2.3 Related-party Transactions 

This component of the documentation need to include many different parts: 

 Transaction types, participants, timing, amount, settlement currency, contractual terms 

of the related party transactions. 

 Description of the transactional model and changes made in the model, and the 

reasons for such changes. 

 Transaction flow (including information flow, physical flow and cash flow in each 

part of the transactions) in the related party transactions, and its comparison with those 

of third party transactions. 

 Intangible assets involved, and its influence on the pricing. 

 Copies of all contracts and agreements concerning the related party transactions, and 

explanation on their execution status. 

 Analysis on the main economic and legal factors that affect the pricing; and 
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 Segment data of revenues, expenses and profits between the related-party transactions 

and non related-party transactions. Where the items cannot be allocated directly, they 

shall be allocated based on reasonable allocation methods with explanation on the 

allocation method selected. (Guo Shui Fa [2009] No. 2) 

4.3.2.4 Comparability Analysis 

The comparability analysis must include following elements: 

 Factors considered in performing the comparability analysis, including the 

characteristics of the goods transferred and the services provided, the functions 

performed, the risks assumed, the assets employed, the contractual terms, the business 

strategies, and the economic environments, etc. 

 The functions performed, the risks assumed, the assets employed by comparable 

companies. 

 Description of comparable transactions, including: the basic physical characteristics, 

quality standards and utility of tangible assets; the normal interest rates, amount, 

currencies, terms, guarantee, credit rate of borrower, repayment terms, interest 

calculation method of the financing business, the natures and the extents of services, 

the types of intangible assets, the types of intangible asset transactions, the use rights 

of intangibles asset and income/profit resulting from using the intangibles. 

 Source of comparable data and the criteria applied in conducting comparable research 

and the reasons for applying these criteria; and 

 Adjustments made on the comparable data and the reasons for such adjustments. (Guo 

Shui Fa [2009] No. 2) 

4.3.2.5 Transfer Pricing Methods 

The Chinese SAT accepts the same transfer pricing methods as stated in the OECD 

guidelines. A comparability analysis shall be made to select appropriate method. This section 

of the documentation shall include the selected transfer pricing method and the reasons for 

such selection. If an enterprise selects the profit split method, the enterprise's contribution to 

the overall or residual profit on a group level shall be described. An assessment of whether the 

comparable data can support the application of the selected transfer pricing method is 

necessary. The assumptions and judgments made in the process of determining arm’s length 
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prices or profits achieved by comparable independent transactions are important for the 

documentation. (Guo Shui Fa [2009] No. 2) 

4.3.3 Advance Pricing Agreements 

In accord with Article 42 of the CIT Law, Article 113 of the Implementation Rules and 

Article 53 of the Detailed Tax Collection Rules, enterprises can enter into an Advanced 

Pricing Agreement (APA) with the tax authorities on the transfer pricing principle and 

calculation method for future years. The negotiation and implementation of an APA generally 

includes six phases. (Guo Shui Fa [2009] No. 2) 

 Figure 9: The Phases of a Chinese APA Application 

 

Before the formal application, the enterprise shall submit a written request for the negotiation 

of the APA. The tax authority, upon the enterprise’s written request, shall conduct a pre-file 

meeting with the enterprise to discuss relevant issues and feasibility of reaching an APA. If 

the tax authority and the enterprise have reached an agreement through the pre-file meeting, 

the tax authority shall inform the taxpayer within 15 days so the enterprise can begin the 

formal negotiation. If the tax authority and the enterprise have not reached agreement, the tax 

authority shall inform the taxpayer of the rejection of the enterprise's APA application, as well 

as an explanation of the rejection reasons. (Guo Shui Fa [2009] No. 2) 

 

Within three months after receiving the permission to commence a formal APA negotiation 

from the tax authority, the enterprise shall present a formal APA application. The tax 

authority should review and evaluate the APA application within five months. Based on such 
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Notice of Permission 
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Negotiation

Draft agreement

Signing

Notice on Rejection

review and evaluation, the tax authority can request for additional relevant information in 

order to formulate a preliminary conclusion.  

 

Within 30 days upon conclusion of the 

review and evaluation of the APA 

application, the governing tax authority 

should further negotiate with the 

enterprise. If both parties reach an 

agreement, the draft agreement and 

evaluation report should be submitted 

ultimately to the SAT for its review and 

approval. If an agreement can be reached, 

the draft agreement should be prepared 

according to the negotiation 

memorandum. After the tax authority and 

the enterprise have reached an agreement, 

the legal representatives or their 

appointed persons from both sides should 

formally sign the APA. (Guo Shui Fa 

[2009] No. 2) 

 

 

 

Figure 10: APA Application Process 

 

The APA expires automatically when its covered period ends. The APA generally applies to 

related party transactions for three to five consecutive years after the year when the formal 

APA application is submitted. If the taxpayer wants to apply for renewal of the APA, it 

should submit an application to the governing tax authority within 90 days before the 

expiration of the existing APA. When the taxpayer applies for a renewal, the taxpayer should 

submit reliable evidence to the governing tax authority demonstrating that there have been no 

fundamental changes in facts and relevant environments as stated in the APA, and that the 

enterprise has been in compliance with the APA terms. The tax authority should reply, within 
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15 days, whether the application is accepted or not. The tax authority should then review and 

evaluate the renewal application submitted by the enterprise, and negotiate with the enterprise 

to draft the proposed APA, as well as complete the renewal in accordance with the renewal 

time and venue, etc. agreed by both parties. (Guo Shui Fa [2009] No. 2) 

4.3.4 Transfer Pricing Penalties 

There are two main aspects of transfer pricing penalties for noncompliance with the transfer 

pricing regulation. The first aspect is that the penalties under the Tax Collection and 

Administration Law (TCAL) and its detailed implementation regulations apply to 

noncompliance with the transfer pricing provisions. Article 32 in this law prescribes that a 

taxpayer failing to pay tax within the prescribed time limit shall be ordered by the tax 

authorities to pay or hand over the tax. A daily surcharge on 0.5 % at the overdue part is 

imposed starting from the due date. According to article 38; if the taxpayer continues to 

withhold tax after an order from the tax authorities and they have reasons to believe that the 

taxpayer has dodged the payment they can notify the bank or financial institution where the 

taxpayer has accounts to freeze an amount equivalent to the amount of tax payable. They also 

have the right to confiscate goods or other property to a value equivalent to the amount of tax 

payable. (Guo Shui Fa [2009] No. 2) 

 

The other aspect of transfer pricing penalties is special interest on additional taxes owed on 

account of a transfer pricing adjustments. This comprises of two components:  

 

 A base rate of interest equivalent to the Yuan Renminbi (RMB) lending rate of the 

People’s Bank of China on 31 December of the year that the tax was due, 

applicable to the whole period for which the tax was not paid 

 An additional 5 % penalty interest (although this penalty may be waived if the 

taxpayer can provide the contemporaneous documentation due, or, if the taxpayer 

is exempted from preparing contemporaneous documentation in accordance with 

Article 15 of Guo Shui Fa (2009) No. 2, it provides other relevant materials 

requested by the tax authorities) (Guo Shui Fa [2009] No. 2) 
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In addition, the unfavorable consequences of noncompliance may include the following:  

 The taxpayer may be treated as a key target for a transfer pricing inspection. 

 The tax bureaus can exercise the right to deem an amount of taxable income for the 

taxpayer and compute the tax due in accordance with Article 44 of the Corporate 

Income Tax Law.  

 Generally, any APA application made by the taxpayer will not be accepted. (Guo Shui 

Fa [2009] No. 2) 
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5. The Case Companies 

 

5.1 Presentation of the Case Companies 

This is a case study over three Swedish MNEs and their transfer pricing strategies with special 

focus on their Chinese business. The MNEs are Höganäs AB, Scania Group AB and AB 

Volvo Group. All three has a long history with origin from Sweden. They are all working 

within the manufacturing industry and have subsidiaries in China, to which they export 

internal goods and services.  

5.1.1 Höganäs 

The company’s origins are in coal mining, bricks and pottery, but today Höganäs AB focuses 

solely on metal powders. The foundation of Höganäs can be traced to 1797 when the first coal 

mining started in Höganäs in Skåne. The name Höganäs AB was though first adopted in 1966. 

The first foreign subsidiary started in England in 1968 and since then Höganäs has expanded 

to several countries in Europe, Asia, North and South America. In the 1990s a joint-venture 

company was set up in China that later developed into an altogether owned subsidiary. 

(Höganäs AB) 

 

At Höganäs we interviewed Mr. Per Engdahl who is the Chief Executive Officer (CEO) of the 

Asian division. He has been employed at Höganäs in approximately 25 years at several 

different positions, but as a CEO for the Asian division since 2008. His first real contact with 

the transfer pricing area occurred four years ago, in 2006 when he held a position with the 

overall responsibility for sales and helped to develop Höganäs current transfer pricing 

principles. 

5.1.2 Scania 

Scania has its origins from two different companies Vabis;
20

 founded in Södertälje in 1891 

and Scania;
21

 founded in Skåne in 1900. Initially Vabis manufactured rail carriages and 

Scania bicycles, but within shortly both of the companies started to produce trucks, cars and 

buses. In 1911 they joined together under the name Scania-Vabis to meet the increasing 

                                                 
20

 Vagnfabriksaktiebolaget 
21

 Maskinfabriksaktiebolaget 
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competition from the European market. During the 1950s they started their common 

expansion to Europe by building up a sales and services network and in 1957 they started 

their first production abroad, in Brazil. In 1969 they joined together with the aircraft 

manufacturer Saab and became Saab-Scania. Finally, in 1995 they became an independent 

company again under the name Scania. Today they operate in more than 100 countries, they 

have purchasing departments in five countries, one of which is China, and they have 

production facilities in six countries. They also have distribution in approximately 100 

countries all over the world. (Scania Group AB)  

 

At Scania we interviewed three employees. We started off with Mr. Jonas Domeij who has 

been employed at Scania since 1998. He got recruited directly after his graduation with a 

bachelor in business and has had several different positions within the company since then. 

Currently he is working as a controller within sales at Scania Trucks. Subsequently we 

interviewed Mr. Joakim Fällman who has been employed as a tax lawyer at Scania since 

2007. Before then he worked seven years with transfer pricing at the treasury department 

where he was involved in developing the Swedish documentation requirements. He has also 

been a Swedish delegate in OECD. The third interview was with Mr. Alexander Taftman who 

has been employed at Scania since 1995 in several different positions. Since 2008 he is sales 

manager for the Asian and African areas. 

5.1.3 Volvo 

Volvo was incorporated in 1915 as a subsidiary of AB SKF, the Swedish ball bearing 

manufacturer. In 1924 the two founders decided to start construction of a Swedish car and 

three years later it left the factory in Hisingen in Gothenburg. This was the official foundation 

of Volvo. A year later they sold their first manufactured truck which was an immediate 

success and during the 1930s they started to produce buses. Since then their range of products 

has been increased with aircraft engines, terrain vehicles, marine engines etc. Volvo cars were 

though sold out to Ford Motor Company in 1999. Today Volvo Group includes 20 different 

companies with sales activities in more than 180 countries and production facilities in 19 

countries where among one is China. (AB Volvo Group)  

 

At Volvo we interviewed Mr. Lars-Eric Ericson whose current position is responsible for 

international taxation and transfer pricing, but from the 1
st
 of July 2010 he will be head of tax 

at Volvo Group. Mr. Ericson has been employed at Volvo since 1996 but his experience of 
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transfer pricing goes back to the middle of the 1980’s by several different positions at 

Swedish authorities and companies.  

5.2 The MNEs’ Transfer Pricing Strategies 

Theory provides several different models for calculating transfer prices and each model has its 

advantages as well as disadvantages. The choice of model is very much dependent on the 

company structure, the organization goal and the product or service sold. Within each and 

every model different methods and approaches can be used and that can result in as many 

different transfer pricing strategies as there are MNEs. Our three MNEs are all working within 

the manufacturing industry, two of them (Volvo & Scania) even within the same range of 

products, and yet they are applying completely different strategies for deciding their transfer 

prices. Höganäs and Volvo have chosen a centralized model where all decisions around 

transfer pricing are taken at management level and the local companies have very limited 

opportunities to make decisions on their own. At Volvo there is a department called Corp Tax, 

consisting of one person who has the total responsibility for transfer pricing and a number of 

people responsible for ensuring that the different companies within the company group follow 

the policies. At Höganäs the central finance department is the ones responsible for transfer 

pricing principles and guidelines. Subsequently each unit within the company group has the 

responsibility to align their transfer prices with the settled principles and guidelines. Updates 

of the prices must be done frequently as Höganäs uses a lot of alloy metals which can vary 

widely in cost from month to month.  

 

Both Mr. Engdahl at Höganäs and Mr. Ericsson at Volvo concur that transfer prices should be 

separated from the operational activities. Mr. Engdahl (Höganäs) states that principles for 

transfer pricing must be set from a tax and risk perspective and should not regard 

measurement and control of an organization. He states that tax optimization could be one 

important factor when setting their transfer prices but there are others and the most important 

is handling of risks. Mr. Ericsson (Volvo) does not completely share the same view; 

 

“For Volvo is it not the tax optimization that is most important, it is the fact that the group 

can use their resources all over the world without any tax obstacles.”  
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Mr. Ericsson explains that it shall be possible to move for example know-how or technology 

from one country to another without any major tax concerns. That is why Volvo has chosen a 

business model where all intellectual property is owned from Sweden with the Swedish 

companies representing all the risks, while other companies are guaranteed a fixed result for 

their services. 

 

Scania on the other hand uses a more decentralized strategy; they do not in any way work 

with tax optimization and tax effects. Instead they let the operational activities be the 

navigating part of their transfer pricing strategy. Prices are set on an annual basis and it is 

always a negotiation between the selling and buying unit within the company group. Mr. 

Fällman describes Scania as a company with direct transactions and a business model where 

every unit gets measured and shall have equal incentives to make high profits. Therefore 

transactions within the group works just as transactions outside the group; the seller tries to 

charge as high prices as possible and the buyer tries to achieve as low prices as possible. Mr. 

Domeij explains that the selling department at Scania Trucks in practice has three options; 

selling to an internal importer, selling to an external importer or selling directly to the end 

customer. The approach thus looks the same for all three options, i.e. make the greatest profit.  

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 11: Transfer Pricing Strategy at Scania 
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Most of the production in Scania takes place in Sweden, however they do have production 

units in five other countries but China is not among them. Mr. Taftman explains that it is 

complicated to open up a production in China due to applicable Chinese law requirements of a 

Chinese partner for foreign manufacturing companies.  

 

“Within this industry it is impossible to start a production on your own.” 

 

Mr. Taftman continues to elucidate that Scania made a conscious choice not to enter China 

with a production unit but instead an importer who imports trucks and components and then 

resale them to the Chinese market. Sometimes it occurs that they make sales directly to other 

external local importers in order to avoid the high import tariffs implied by the Chinese 

customs. A local importer can make agreements that highly decrease the import duties, 

something that is impossible for a foreign importer to arrange. With hindsight Mr. Taftman 

still thinks it was a wise decision not to enter a partnership in China. As it turned out to be a 

common problem that western companies got robbed at their technology by their Chinese 

partner, who copied the product and sold it to a lower price but with a different brand.  

 

Mr. Engdahl (Höganäs) explains that the profit of the firm is recognized at a consolidated 

level with contributions from the internal selling- as well as buying companies. 

 

“We measure profit of all entities but the operational control is based on the consolidated 

P&L. We need the profit for all local units in order to calculate this and also to meet local 

requirements from tax authorities etc.” 

 

He claims that this minimizes the risk of sub-optimization and saves a lot of energy from 

negotiations around internal prices. This is an important aspect as he considers one major risk 

with transfer pricing to be reduced focus at value adding activities as external sales and prices. 

Except for the tax risk, he claims this to be the largest risk with transfer pricing. He explains 

that on site in Asia, Höganäs mainly have selling companies and the production takes place in 

Sweden, Belgium and the United States. The production companies deliver to the selling 

companies; the prices between those two are built on a cost plus model, i.e. the standard cost 

and an added surcharge. The surcharge is a percent figure of the total production cost and this 

percentage is determined according to international benchmarking. The selling company then 
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takes the full responsibility for the sale out to the customer, i.e. setting prices and other terms. 

Sometimes it occurs that the customer will be invoiced directly by the production company 

and the selling company then receives a commission for its activities.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 12: Transfer Pricing Strategy at Höganäs 

 

Mr. Ericson tells us that Volvo has divided their companies into two different types, 

Entrepreneurs and Service Providers. There are about ten to fifteen entrepreneurs within 

Volvo group and most of them are situated in Sweden, all other companies are Service 

Providers. The Entrepreneurs (for example Volvo Trucks, Buses, Penta or Aero) are risk 

takers and the Service Providers performs defined services to the entrepreneurs. These 

services can be within research & development (R&D), production and distribution etc. The 

Service Providers are guaranteed a specific result for their services hence the entrepreneurs 

are the ones taking all the risks. In good times the entrepreneurs are the ones making high 

profits while in bad times they take all the losses. The Service Providers are not affected by 

the external market to the same extent as their result of a business always is secured in 

advance. The guaranteed result is decided by Corp Tax and based on comparable transactions. 

The group companies involved are then responsible for setting prices to meet the guaranteed 

result. As a general rule Volvo always tries to use the described result model based on 
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comparable transactions, but depending on the service other methods can occur. For example, 

the method of return on capital employed can be used within production, berry ratio within 

distribution and cost plus method within R&D and other services.  

 

The result based business model with one company taking all the risks makes it possible to 

develop and produce products in any country but pay the research and development from 

Sweden with a mark-up for the subsidiary’s costs. This allows the product to be sold to any 

country within the company group without any occurring transactions between the producing 

country and the buying country. All transactions are gathered in Sweden which is favorable as 

Volvo often has quite complex transactions with several countries involved. Parts of one 

engine can be produced in several different countries and then sold to yet another, if there was 

not one single owner and risk taker it would have been almost impossible to sort out the 

proportion of the profit for each participating unit. By coordinating the transactions it 

facilitates to sort them out and makes it possible to move technology and production between 

countries. 

 

 

 

 

 

 

 

 

 

Figure 13: Transfer Pricing Strategy at Volvo 
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5.3 The MNEs and the Regulations 

As presented in the survey by Daniel Hoi Ki Ho, regulatory compliance is an important factor 

for MNEs when establishing a transfer pricing strategy. By compliance with the regulations 

they will minimize the risk for double taxation and unjustified tax adjustments. It is of interest 

for all profit-maximizing companies to avoid unnecessary costs. Not entirely unexpected, it 

turns out that regulatory compliance is an important aspect for all of our three MNEs. They all 

basically follow the OECD guidelines but as all of them points out, sometimes they have to 

make local adjustments.  

 

Volvo has a long experience of transfer pricing and they developed their documentation many 

years ago aligned with the OECD and EU guidelines. Mr. Ericson therefore declares that the 

new Swedish documentation law from 2007 did not directly affect Volvo and no adjustments 

around the documentation were needed at that time. Höganäs on the other hand has placed a 

lot of effort during the last years to develop theirs and Mr. Engdahl states that there is still 

much left to do. Scania has also worked a lot with their documentation during previous years. 

Mr. Fällman however does not believe that this is a reaction exclusive to the Swedish 

requirements but more likely a respond to the increased attention from authorities all over the 

world, together with the fact that Scania lacked an adequate documentation at that point. He 

declares that the reason for him being recruited to Scania for three years ago mainly depended 

on his knowledge within the transfer pricing area. Mr. Fällman has devoted considerable time 

and effort on the design of the documentation, which is a constantly ongoing process.  

 

Mr. Engdahl (Höganäs) states that there is a lot of documentation needed; it shall include 

everything from policies and rules to methods and approaches. He claims that the positive 

aspect for Höganäs is that they use a business model where it is relatively easy to show how 

prices are set. The surcharge added on internal transactions is based on a benchmarking 

strategy which makes it uncomplicated to confirm that the pricing is based on comparables. 

Given that, Höganäs can assert arm’s length prices and build the argumentation around 

comparable transactions. This model presupposes a good overview and control over the 

production costs. Hence, it makes it important to constantly work with those costs as a part of 

the strategy, which is a positive side effect. Another positive characteristic with the model is 

that the pricing is always consequent; there are no internal negotiations and the prices are 

always set with the same basis, which reduces the risk for difficulties with the authorities.  
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The importance of being able to argue and justify transfer prices has been highlighted in the 

conversations with all three MNEs. Mr. Ericson (Volvo) states that a transfer pricing strategy 

must be transparent as to permit tax authorities around the world to understand it and in an 

uncomplicated way control the accuracy of the prices. OECD prescribes two categories of 

pricing methods, transaction based methods and profit based methods. The transaction based 

methods are seen as theoretically most correct. For Volvo it is close to impossible to use the 

transaction based methods, first there is no comparable transactions. Second, the large number 

of transactions makes it difficult as it requires revision and settlement of arm’s length prices 

in every single transaction. Mr. Ericson has trouble seeing where the transaction based 

methods can be used in practice. 

 

“I don’t understand where you use this, possibly if you are selling simple staple goods that 

you would be able to find a transaction based method that works.”  

 

Volvo instead uses a profit based method and Mr. Ericson is positive to the fact that the 

OECD is about to change their guidelines subsequently for both type of methods to be 

equally. Today, companies are expected to follow several steps in order to find a correct price 

with the transaction based methods. First if they fail to find arm’s length prices, they are 

allowed to use the profit based methods. In practice it might not always be possible to make it 

work like this. 

 

At Scania the employees are convinced that their method is aligned with arm’s length prices 

since the focus always is on profits and negotiations between all units. But Mr. Fällman points 

out that it is not enough that people at Scania are convinced, they also have to provide 

evidence that the prices are marketable. Therefore he uses much of his time to develop the 

documentation as to allow the prices and results to be measurable and accurate. He points at 

the severity in implementing the pricing methods provided in the guidelines, as they are built 

on a lot of assumptions that might not be the case in reality. Scania does not use the provided 

methods when setting the prices but they do use them as a testing tool to control the result of 

their pricing method. Mr. Fällman states that this way of testing gives them valuable 

knowledge about how tax authorities possibly would look at their pricing and it can also 

indicate if it exist errors in the negotiation process between units, i.e. the prices are not 

marketable. It provides an objective view of the negotiation methodology and how it works.  
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A strong argument for Scania when justifying their prices to tax authorities is that their 

pricing strategy is not in any way driven by taxes. Mr. Fällman states that they do not change 

their pricing strategy just because it would lead to tax benefits at a group level. This is a 

conscious choice since they believe that a tax optimization would lead to a completely 

changed incitement structure in the organization and in the end it would imply greater costs 

than it would give returns. Mr. Fällman explains that Scania tries to keep their units as 

independent as possible since they believe that this maximizes their capacity. If everyone 

focuses at their own result, this will increase cost efficiency and profit maximization. Mr. 

Fällman and Mr. Domeij both points out that there is a possibility that this way of functioning 

can create problems and conflicts since each unit will put their interest first. Incompatible 

interests generate a risk for sub-optimization, but none of them perceive this to be a big 

problem. Mr. Fällman states that Scania is an elastic organization and argumentations 

between units need not always be negative.    

 

A novelty in the Swedish regulation is the possibility to apply for Advance Pricing 

Agreements (APAs) that incurred the 1
st
 of January 2010. Volvo has been working with 

APAs’ in other countries since 1998 and the number of APAs is constantly increasing. Mr. 

Ericson states that the three first applications to the Swedish tax authority came from Volvo 

and he is positive about this possibility.  

 

“There are two things we are deadly afraid of, one is that we will be exposed to double 

taxation and the other is insecurity.” 

 

Mr. Ericson (Volvo) claims that although the APAs are expensive to obtain, they can be worth 

their price since they provide security for a number of years. They provide the safest way to 

avoid double taxation, but because of their price it is impossible to obtain in every country. 

Therefore Volvo creates risk assessments and applies for APAs in those countries where a 

double taxation would be most devastating.  

 

Scania have not yet used APAs, but Mr. Fällman declares that they are considering it. He 

explains that there is a need to secure transactions with some countries that have complex 

authorities and regulations. The ability to secure these transactions would be very valuable 

even if APAs are costly to obtain. Mr. Fällman clarifies that it is not just the expenses implied 
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by the tax authorities that you need to take into consideration before applying for an APA. It 

is also other costs associated with the preparation of the application. Many companies need to 

employ external consultants to get an APA in place and it can be expensive.  

 

Mr. Engdahl (Höganäs) is not familiar with APAs and they have not been used within his area 

of transfer pricing. APAs are not suitable for all types of products and as Höganäs works with 

alloy metals, which prices can change rapidly, it might be difficult to use a price settled in 

advance for a couple of years ahead.  

 

All three MNEs have been exposed of transfer pricing revisions from authorities and both 

Volvo and Scania states that ongoing revisions always occurs somewhere in the company 

group. They all also declare that they have noticed an increased attention from authorities, 

especially Volvo and Scania is very clear on this point while Mr. Engdahl at Höganäs states 

that it can vary from time to time;  

 

“It kind of comes and goes, even though Swedish authorities are more alert today than 

before.” 

 

Although the regulation requirements are the cause for the documentation it does not 

necessarily need to be the single use. Mr. Fällman (Scania) believes that it can bring other 

advantages for the company. He explains that the process of establishing documentation can 

clarify the pattern of transactions and force companies to reflect over their way of controlling 

the organization. 

 

“Although most probably look at the documentation as yet another burden and something 

that has to be done to satisfy authorities in different countries, I would probably say that it 

actually adds quite a lot.” 

 

Mr. Fällman (Scania) states that if transactions are difficult to analyze and explain from a tax 

perspective it could be worth asking if they are structured in a satisfying way seen from the 

operational perspective. Simple and straight transactions are most often easy to explain and to 

analyze, and they usually also means less risk from a tax perspective. In most cases this 

should be an aligned goal even for the operational structure of transactions. Therefore the 



Strategic Transfer Pricing  Ida Hjertberg & Sanna Pettersson 
  Spring Semester 2010 

 

65 

 

establishment of documentation contributes to visualize even operational and organizational 

obstacles. Mr. Engdahl (Höganäs) believes that the documentation provide the organization 

with clear rules and principles and thus avoid unnecessary internal discussions. 

 

“The rules of the game are clear for each and everyone and thus allow us to avoid 

unnecessary discussion internally.” 

 

Mr. Ericson (Volvo) contrary claims that their sole purpose and use of the documentation is 

regulatory based. 

 

“I fail to see that the documentation in itself adds something to the organization. It is 

prepared because we have to and for reasons over who we are not responsible.”  

5.4 The MNEs and China 

China is a non member of the OECD and even if they have developed its transfer pricing 

legalization towards the OECD guidelines there are policies and practices that are acceptable 

in an OECD country but not necessarily in China. None of the three MNEs’ have experienced 

any major conflicts between the OECD guidelines and the Chinese regulation. Volvo 

considers the currency law to be the most complicated issue when it comes to China and this 

law has forced them to make some local adjustments to their transfer pricing strategy. Mr. 

Ericson (Volvo) explains that all foreign currency transactions need to be approved by the 

Chinese National Bank. Therefore their model with a fixed result where the entrepreneur 

(Volvo Trucks Sweden) assets all the risks and capital are transferred to or from the Service 

Provider (Volvo Trucks China) in order to reach the guaranteed result does not work in China. 

It works with the tax authority because they understand the transaction, but unfortunately the 

National Bank does not. In China, Volvo has solved this problem with royalty payments to 

cover up the result. These royalty payments can be fees added for the use of technology and 

the brand name. If a business in China generates a higher result than guaranteed, the outcome 

will be a royalty payment from China to Sweden to smooth it out.  

 

All three companies have experienced the ongoing conflict between the tax authority and the 

customs service in China. There are some internal conflicts between those two that are pulling 

in different directions. The tax authority requests low transfer prices while the customs desires 
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high transfer prices. The customs charge all imported products therefore they prefer high 

prices as to make higher charges. Meanwhile the tax authority desires low prices to China 

since they want profit maximization as to charge higher taxes. Both authorities have the 

power to make revisions and challenge the pricing strategy. Mr. Taftman at Scania also 

informs us that a special importing license is required for permission to import to China. The 

license has though opened up the possibility for Scania to have internal importers in the 

country. Up to a couple of years ago their only option was to use external domestic importers.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 14: The Transfer Pricing Authority Conflict 

 

Both Mr. Ericson (Volvo) and Mr. Fällman (Scania) declares that the conflict between tax 

authorities and customs services is a global problem and not specifically related to China. It is 

though a growing problem for both organizations as they are expanding at emerging markets 

where the customs often tend to be more important than taxes.  

 

Another issue raised during our conversations with all three MNEs is the fact that Chinese 

authorities have a very precise idea of the proportion of profit a company should earn. The 

Chinese authority has difficulties to accept losses among foreign companies. They do not take 

into consideration different factors as for example if the company is recently established or 

has a new product at the market which can impose high cost and therefore a lower profit. 
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What matters is the company origin and this is considered an immense problem when entering 

the Chinese market. Numerous companies show losses in the first years at a new market and 

this makes the Chinese tax authority suspicious and they will most likely add a flat tax based 

on what they assume the company to gain. Even if a foreign company in China makes giant 

losses they will most likely be charged a corporate income tax.   

 

The overall picture is that all three MNEs share the opinion that China is starting to adjust to 

the OECD guidelines as their regulations are changing gradually. Mr. Engdahl (Höganäs) 

points out that one dilemma with the transformation are the fast pace at which the regulations 

change. Sometimes it adjusts without notice, which makes it hard for companies to keep up to 

date.  

 

In general no significant adjustments are required by the MNEs transfer pricing strategy when 

dealing with China. Consistency and transparence in the pricing strategy as to motivate the 

calculation of prices is the most important components when it comes to revisions by 

authorities and this seems to be valid even in China. The issue between the tax authority and 

customs is complicated but as Mr. Engdahl (Höganäs) states; 

 

“It is important to converse to both sides and if the pricing is consistent it is always easier to 

motivate and avoid problems. “ 

 

The consistency is the reason why Höganäs does not optimize taxes between every 

combination of countries. In general the same method is used in every country but if there are 

extreme differences in taxation, this could be considered in rare cases. In Japan for example 

where the income tax is 48% there is likelihood that Höganäs would consider the possibility 

to adjust their prices a little to lower the Japanese profit, but still keep it within an acceptable 

range that is possible to argue for. In China the incentives to do exceptions like this from the 

main strategy is nonexistent given that the income tax for enterprises only is 25 %. Mr. 

Engdahl (Höganäs) also states that if the company is listed as a high tech company, the 

income tax can be as low as 15 % which in that case could motivate low transfer prices to 

China to increase the Chinese profit. But as it appears today none of the three MNEs are 

doing any special adjustments of transfer prices between Sweden and China with 

consideration to tax effects. 
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6. Analysis  

 

6.1 Comparison of the Swedish and the Chinese Regulations 

The aim with the OECD guidelines is to provide guidance on the application of the "arm's 

length principle" for the valuation and for tax purposes of cross-border transactions between 

associated enterprises. It aims to harmonize transfer pricing regulations between countries in 

the world to facilitate international transactions between MNEs. (OECD 2009) 

 

The Swedish and the Chinese transfer pricing frameworks are in general modeled on the 

OECD guidelines even though China is a non member. Therefore there are many similarities 

between the different regulations and we have only been able to point out some minor 

differences. The fact that there are no major discrepancies facilitates for Swedish MNEs with 

a desire to establish in China.  

 

The principle of arm’s length prices when it comes to transactions between associated parties 

are applied by both regulations. What differs a little between the regulations is the definition 

of associated parties. The Swedish regulation only applies to cross-border transactions 

between two enterprises with a financial associated interest. (Skatteverket 2010) In China, the 

arm’s length principle applies to cross-border transactions as well as domestic transactions 

between associated parties. Transactions between two enterprises as well as between an 

enterprise and individuals can be subject to the transfer pricing regulations in China. The 

scope of associated parties is very broad due to the fact that it covers both de jure 

relationships and de facto relationships. The Swedish law only covers de jure relationships 

between two taxpayers and in this regard the both regulations are quite comparable. (Nguyen 

2009) 

 

Both regulations claim that there is an associated interest if the investor has significant 

influence in the investment. The same indicators for significant influence are used even if 

China prescribes a much more detailed guidance. In the Swedish guidance a holding of more 

than 20 % is considered significant influence and therefore associated interest. 

(Redovisningsrådet 2009) In China the ratio for shareholding is 25 % to be considered 
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associated. The Chinese guidance specifies that when loans between the companies accounts 

for more than 50 % of one party’s paid-in capital or 10 % of one party’s total loans are 

guaranteed by the other party they are considered associated. (The 2009 Implementation rules 

on special tax adjustments 2009) The Swedish guidance on this issue is quite week as it only 

declares that when material transactions between companies exist it can be considered an 

indicator of significant influence. (Redovsiningsrådet 2009) The Chinese guidance also 

declares that if more than half of the board members are appointed by another company they 

are to be considered associated. (The 2009 Implementation rules on special tax adjustments 

2009) Swedish guidance only state that if the investors are represented in the board or 

participating in strategic issues and policies it is an indicator at associated interest. 

(Redovisningsrådet 2009) 

 

The conclusion is that the Swedish law is more open to interpretations while the Chinese is 

more indicative. Then, as we mentioned, the Chinese law also covers de facto relationships 

i.e. relationships not founded by the law such as family members, relatives or between parties 

with mutual interest. Relations that in most countries would not be subject to transfer pricing 

regulations could therefore be subjects in China.  

6.1.1 Documentation Requirements 

When it comes to the documentation requirements in the two regulatory systems, they are 

quite similar. Both specify five parts that are to be included and even if they are named a little 

different, the content is in general the same. 

 

 

Figure 15: Documentation Requirements 

Sweden

•Description of the company, the 
organisation and its activities

•The characteristics and extent of 
the transactions

•Functional analysis

•Chosen transfer pricing method

•Comparability analysis

China

•Organizational structure

•Business Operations

•Related-party transactions

•Comparability analysis

•Transfer pricing methods
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The first part of the Swedish regulation covers an overview over the company group and its 

activities. Information about both the legal and the operational structure as well as financial 

information needs to be included. The first and second part of the Chinese regulation is 

basically containing the same requirements as the first part of the Swedish regulation. 

However, the Chinese laws focus more on the leading individuals involved in the business. 

Names, nationalities, address and family member structure of related individuals has to be 

documented. This is not required in the Swedish documentation and the reason is probably 

that the Swedish regulation does not include de facto relationships and therefore family 

member structure etc. is not relevant in the Swedish documentation. 

 

The characteristics and extent of the transactions, part two in the Swedish regulation includes 

a description of the company’s internal transactions. These transactions shall be described on 

the basis of the OECD guidelines comparability factors. This part is comparable to the 

Chinese part three, related party-transactions, but do not hold the requirement of the 

description with basis of the OECD comparability factors.  

 

Part three in the Swedish regulation, functional analysis, includes an investigation of the facts 

that affect the business transactions and does not have a clear counterpart in the Chinese 

regulation but aspects are woven in to some extent in the related party-transactions. 

 

Chosen transfer pricing method is included in both regulations and they both state that the 

methods described by the OECD is accepted and the chosen method shall be described and a 

comparability analysis made. 

 

Comparability analysis is also included in both regulations and there are no major differences 

in the requirements, the transactions are compared to each other with basis on different 

comparability factors. 

 

The Swedish regulation allows MNEs with inter-company transactions of minor value to 

produce a simplified documentation. The most important information is still mandatory but 

the documentation does not have to be as extensive as the normal documentation. China also 

excludes inter-company transactions of smaller value from the comprehensive documentation. 
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However, they allow companies to completely ignore the documentation regulation if the 

transactions meet one of these requirements; 

 The transaction is covered by an APA. 

 The foreign ownership is less than 50 % and the related-party transactions are only 

within China. 

 The value of the transactions is minor. 

In this case, the Swedish regulation is stricter and puts more pressure on all MNEs to follow 

the regulation and provide documentation for related-party transactions. Comparing the 

amounts that determines if a transaction is of less value, the Chinese regulation is again more 

generous and allows transactions up to 23 million EUR to be considered “less value”, while 

the Swedish regulation only allow 2,7 million EUR. 

6.1.2 Advance Pricing Agreements 

APAs are possible to enter in both countries. In Sweden there is a fee when applying for an 

APA while in China it is without charge. In both countries the APA is valid for three to five 

years and then the application has to be renewed. Even if it is free of charge in China to make 

the APA application, the process is much longer and more complicated. As a first step a 

written request has to be handled in and approved before you can start with the formal 

application. This written request shall be followed by negotiations with the tax authority and 

if it gets approved after this meeting the company can handle in a formal application that the 

tax authority has to evaluate. First if this application is approved an APA can be settled. In 

Sweden it is possible to submit the formal application without a written request and meeting 

with the tax authority.  

6.1.3 Transfer Pricing Penalties 

The Swedish government does not have any specific transfer pricing penalties but there are 

four different instruments to be used if the prices are not considered arm’s length. These are 

tax surcharge, additional assessment, discretionary assessment and penalty order. About the 

same types of instruments are used in China with the difference that they are considered to be 

penalties. Otherwise, the only differences between the countries are that the amount of the 

surcharges and the approaches can differ. The Chinese authorities thus have greater command 

to control companies' assets, as they easier will encompass access to companies’ bank 

accounts and freeze them.   
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6.2 Theory, Regulation and Practice 

The theory of transfer pricing provides many different models and methods. However there is 

one fundamental principle for managing transfer prices, namely the arm’s length prices i.e. 

transfer prices should be similar to the price that would be charged if the product were sold at 

an external market. (Anthony and Govindarajan 2007) The complicated matter is to find this 

price, it might sound easy but there are many different methods to choose from. If there is a 

competitive external market for the product or service which makes it possible to compare the 

internal controlled transactions with external uncontrolled transactions, it is definitely the best 

choice according to the OECD guidelines. But then certain conditions such as quantity, 

delivery time and quality have to be equal between the compared transactions for it to 

perfectly reflect the market price.(OECD 2009) Needless to say this is not always the case; in 

fact it seldom is and therefore several different models and methods have been recognized to 

find the arm’s length price for transfer prices. 

 

The theory describes different models for basing a transfer price on the market price by using 

different comparables. Sometimes it is possible to find published market prices, or maybe the 

company itself purchases similar products from the external market and therefore can 

replicate a competitive price. The price can also be set by bids between the inside units that 

works just as if it would have been a negotiation with an external part. Normally it is easier to 

find comparable prices to mature products. If the product or if the market is relatively new it 

can be almost impossible to find comparables. (Anthony and Govindarajan 2007, Merchant & 

Van der Stede 2007)  If the market lacks comparables, theory prescribes cost-based prices. 

According to this model the price is derived from the standard cost and an added profit mark-

up. Difficulties with this model are the definition of cost and how to calculate the profit mark-

up. (Anthony and Govindarajan 2007) If none of the above methods work, theory prescribes 

profit methods where you split the final result between units or make an agreement of the 

shared proportion of profits between participating units. (Anthony and Govindarajan 2007, 

Emmanuel and Mehafdi 1994) 

 

We have seen that the OECD guidelines and the regulations in both China and Sweden follow 

the same pattern as theory when it comes to setting arm’s length prices. Both regulations 

prescribe the pricing methods provided by the OECD guidelines. The guidelines first 

prescribe the traditional transaction methods; comparable uncontrolled price which decide 
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transfer prices based on an actual market price by using comparables. The resale price 

method which also uses comparables, but when a product is first sold within the company 

and then resold to the outside market. Lastly, the cost plus method which derive the price by 

using the production cost with an added surcharge for profit. If none of these methods works 

OECD prescribes profit based methods; the profit split method or the transactional net 

margin method. Either the profit is split among the units participating in the transaction or a 

suitable profit for each unit is derived from the operating profit.  

 

Once a method is chosen there are still many options left, as the same method can be used in 

different ways and therefore also lead to very different prices. For example, in the cost based 

method the way of setting and measuring the standard cost can vary as well as deciding a 

figure for the surcharge. In the transactional net margin method a ratio has to be chosen as for 

example berry ratio or net margin on sales and depending on the choice, prices can be set 

different. All methods contain different alternatives and building blocks for companies to 

evaluate and take into consideration. Thus our conclusion is that same fundamental pricing 

steps are taken both in theory and in regulations. 

 

Figure 16: Transfer Pricing Methods in Theory and in the OECD Guidelines 

 

The OECD is thus about to revise their guidelines to consider all methods as equal; hence the 

profit methods can be used to the same extent as the transaction based methods. There will be 

no hierarchy between the methods in the future. Our presumption is that this is a result 

deriving from input and complaints from enterprises and managers that have experienced the 

traditional transaction methods insufficient and difficult to deploy in many cases. This 

reaction is at least what we experienced from our interviewed companies, who considered the 

methods to be very flat and full of assumptions that rarely occur in reality.  
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The flowcharts of MNEs’ transactions can be very complex and the number of transactions 

between units makes the transaction based methods difficult to apply when searching for the 

correct transfer price. All our MNEs used different strategies when setting their transfer 

prices. At Scania internal prices were set by negotiations between units and as explained in 

theory this can be a possible way of finding the arm’s length price. It is considered an 

effective method if both units have the same “bargaining power” and the possibility to trade 

with external companies; i.e. they are not dependent on each other. As we observed in 

Scania’s flowchart the selling company, for example Scania Trucks Sweden has three options; 

sell to internal importer, sell to an external importer or to an end customer. This provides 

Scania Trucks Sweden with an option to sell to any of the parties so they will choose the 

customer that offers the best deal, regardless of if they are internal or not. They are not 

dependent on their internal importer in China to sell their products and therefore the 

negotiated price model will function.  

 

One advantage with this model is that it allows the most competent and informed employees 

to make the decisions. Who knows a product’s value better than a salesman at the market in 

focus? When a truck is to be sold to China there is probably no one but the salesman in China 

that is better able to determine the value of the truck at that specific market. When having a 

centralized transfer pricing strategy it is impossible for the management to see the whole 

picture on each market and always take the most appropriate pricing decision, as the value of 

a product can vary widely between markets.  

 

Another advantage with the negotiated price model is that it can provide incentives and 

motivation for the employees since they will realize their responsibility and try their very best 

to reach a good deal. The danger on the other hand can be that business units spend too much 

time negotiating internal transfer prices and lose focus on external sales and prices. Other 

disadvantages can be that competitive employees become egoistic and try to beat each other 

instead of acting in the interest of the company. This does not seem to cause any major 

problems at Scania as the internal customers seems to be treated the same way as the external. 

A salesman must take good care of his orders and customers not just for the moment but also 

for future sales and whether the customer is internal or external does not matter in that 

context. An unfair deal or a dirty treatment will not lead to further businesses and is 

eventually of no gain for the salesman or his unit, therefore it will rarely occur.   
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Hirshleifer (1956) declared that transfer prices should be set in order to encourage each 

division to act as to maximize the profit of the firm as a whole. This is what Scania aims to do 

by maintaining the units independent and let them negotiate the internal prices. As mentioned 

before we can find support for Scania’s business model, the negotiated price model, in theory. 

The guidelines do however not mention this pricing model but we believe that the reason for 

this is that it is not really a way of calculating prices. With this method the prices are driven 

by the same forces as at external markets and therefore supposed to be arm’s length. Scania 

thus uses the OECD prescribed methods to secure that their model works as expected. It is a 

way of testing if the prices set are considered to be arm’s length. If not, there could be an error 

in the negotiation process that has to be examined and adjusted.  

 

Scania’s model does not in any way take tax effects into consideration. It is instead 

maintaining the independence between units and works as an incentive for them to always 

maximize their profit. Adjustments for internal and external factors can thus be made in the 

negotiations, for example if entering a new market a lower price can be accepted in the 

negotiation to gain market shares. Hence this is then valid for both external and internal 

customers. When it comes to the Chinese market Scania sometimes has to take external 

factors into consideration. An external importer can be chosen prior to the internal to give the 

end customer a better deal as a local importer can reduce the implied duty tariff.  

 

At Höganäs, a cost based method is utilized. They use the production cost with a mark up for 

profit that is based on an international benchmarking. This model is supported both in theory 

and in the guidelines. The OECD prescribes the cost plus model but they do state that it is 

most suitable for companies dealing with joint facility agreements, long-term buy-and-supply 

arrangements or transferring of semi-finished goods to each other. This could be applicable at 

Höganäs since their production take place in Sweden but some processing are done at site in 

China, i.e. a semi-finished product is sold to the subsidiary. One problem with this method 

could be that the cost for alloy metals that Höganäs uses fluctuates a lot over time and 

therefore they constantly need to revise and update their transfer prices.  

 

 

 



Strategic Transfer Pricing  Ida Hjertberg & Sanna Pettersson 
  Spring Semester 2010 

 

76 

 

Höganäs has chosen the centralized transfer pricing system that Li and Ferreira (2008) 

promotes and the result is analyzed and measured on a consolidated level. All transfer pricing 

decisions are taken at management level. Our conclusion is that a centralized system is 

necessary for Höganäs considering their aim with transfer pricing.  

 

Höganäs is the one among our MNEs that we perceive to have the most aligned system with 

the guidelines and regulations. They are the only one copying a pricing model that is provided 

by the OECD straight off. We do believe that this is a result from their most important aim 

with transfer pricing; namely tax optimization and avoidance of risks. By using pricing 

methods provided by the guidelines they reduce the risk for trouble with authorities. Tax 

optimization occurs at a group level and therefore is has to be controlled on a centralized level 

from the management. Different units prioritize their own situation and would not consider 

tax credits for another unit in their pricing. What enables them to use the cost plus model is 

probably the fact that they solely deals with one type of product; metal powders. A question 

worth asking is however if this is the most suitable model as Mr. Engdahl mentioned that a 

positive aspect with a centralized system is that it saves time from internal negotiations and 

reduces the risk of a lower focus at external activities. The cost plus method requires constant 

updates as the prices of metal vary widely. You can therefore assume that management has to 

spend a lot of time updating the internal prices which can reduce the attention on external 

activities. 

 

Volvo uses a result based method. Theory prescribes methods where you can agree on a 

shared proportion of profits or split the final result between participating units. However, they 

do not provide a method where the result is guaranteed from the beginning. The methods 

provided by theory and guidelines does not involve one single risk taker to the extent Volvo 

applies it. Volvo’s method is a mix between the profit split method and the TNMM. Their 

transactions are too integrated to be measured at a separate basis so the profit has to be 

divided among participating units. But instead of dividing the result from a transaction after 

the performed activities and risks taken by each unit, as the guidelines prescribes, Volvo fixes 

the result before the transaction has occurred and derives it from the operating profit as 

prescribed in the TNMM.  
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Volvo has stated that they are afraid of double taxations and additional costs and one can then 

wonder why they do not use a prescribed OECD model straight off to avoid confusions and 

difficulties with the authorities. The answer can be found in their main goal with the strategy, 

i.e. they want to be able to move know-how and technology between countries without any 

major tax concerns. As explained in chapter 5.2, this is easier done with one owner of 

intellectual property and one single risk taker. To summarize the answer; there are aspects and 

factors in Volvo’s transfer pricing strategy that makes it more complex and impossible to fit 

to one of the prescribed methods. For Volvo’s strategy to function and cope administratively 

it requires centralized control. A unit with strive to maximize its own profit would probably 

not be willing to stand for all risks and guarantee the other companies a predetermined result.   

 

Scania (S), Höganäs (H) and Volvo (V). 

 

 

Figure 17: Strategic Transfer Pricing in the MNEs 

 

Even though all our MNEs are within the same industry and two of them even trading with 

the same range of products, they are using very different strategies for setting their transfer 

prices. From this we make the conclusion that the chosen strategy is not just depending on the 

product or service you trade with. The aim and purpose, the range of products and the 

structure of the company are just as important factors. We have discovered these factors to be 

very different in all MNEs and that can explain the differences, as these factors are decisive in 

the choice of strategy. However, they are not the only influencing factors since the strategy 

also must be adopted to correspond to the regulations and to be administratively feasible. 
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Below we have further developed important aspects and factors to establish a step model for 

strategic transfer pricing.   

6.3 Strategic Transfer Pricing 

Throughout this study we have come to realize that transfer pricing is a very complex 

phenomena. It includes about every aspect of organizational and economical theory. It is 

almost impossible to take every aspect into consideration when making a transfer pricing 

decision. In theory it might be possible but in reality it would take too much time and be way 

too expensive. We will propose a model that hopefully can be used in a quite simple way to 

help organizations to decide their transfer pricing system and method. 

 

One of the elements to take into consideration is the purpose of transfer pricing, what does 

the company want to achieve with their transfer pricing strategy? This is the first decision a 

company has to make and a very important one. There are many alternatives and although we 

believe that we have treated the most important purposes, we might have missed a purpose 

that some companies find significant. Most purposes can be found in theory but it is in reality 

that they become important. Our studied case companies showed us how differently 

companies can look at the transfer pricing purpose. Some believe that the reduction of income 

taxes is the most important goal, while others see the motivation for each unit to maximize 

their profit as the leading purpose. Other purposes that we have covered is reduction of tariffs, 

minimization of foreign exchange risk, host country conflict avoidance, management of cash-

flows, competitiveness, increase market shares, performance evaluation, global harmonization 

and regulatory compliance.  

 

When the company has decided what their main purpose of transfer pricing should be, they 

should continue to look at their internal environment. In a macro perspective it consists of 

the structure of the company (centralized/decentralized etc.), the products and services they 

deal with (technologies, maturity of products etc.), information flows, policies and 

organizational goals, and surely there are many other factors that can influence the internal 

environment. In a micro perspective it can also include social aspects like trust among 

employees and management, the atmosphere at the working place and the hierarchical 

structure. These aspects are important to be aware of since there is a need to adopt the transfer 

pricing strategy to the internal environment.  
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After this, they need to look at the external environment. It can consist of the countries they 

operate in and their political and cultural situation or their income taxes and duty tariffs. It can 

also be special norms and traditions that need to be taken into consideration in certain markets 

and also the competitive market and the competitors themselves are important to recognize.   

 

Next step is to look at the regulations and the laws that the company need to follow in their 

home country and in all other countries they operate in. This is an important step since the 

consequences of not following the laws can cause large economical problems for the 

companies. Since not all countries have the same regulations it can be hard to find a model 

that works all over the world. Then you need to decide whether to adjust the model for certain 

countries or use the same in all of them. If the company decides to use the same, it can mean 

taking the risk of punishments in certain countries for violating the law. 

 

Finally a company must look at the administration of their transfer pricing system. How 

much time and resources do they want to allocate to internal pricing decisions? Who should 

make these decisions? It is important to find a system that is easy to understand and to 

manage for all units within the company. This decision goes hand in hand with the decision of 

using the same model all over the world or to adjust it in certain countries. If you adjust the 

model, you can escape the punishments but instead you probably need to put down more time 

which can also be costly. 

 

When the company has worked through these steps it should be easier to spot which method 

that is most appropriate for them i.e. which method that suits the major parts of the goals 

developed from regarding these different factors.   

 

Figure 18: Step Model for Strategic Transfer Pricing 

6.3.1 The Case Companies and the Step Model 

To illustrate how this step model can be used we have applied it at the three MNEs and tried 

to uncover their different affecting factors for establishing a strategy and setting strategic 

transfer prices. The result is presented at the next page and the transfer pricing methods in the 

model are the ones actually chosen by the MNEs. 
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Höganäs (H), Scania (S) and Volvo (V). 

 

Figure 19: Strategic Transfer Pricing in the MNEs 
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The cost plus method chosen by Höganäs can be used to fulfill the aim of risk avoidance. It is 

a method provided by the OECD guidelines which means that it is well recognized among tax 

authorities around the world. It therefore reduces the risk for regulatory incompliance which 

can result in additional charges and double taxation. The cost plus method also open up for 

the possibility to adjust prices as it is possible to use different bases for the added mark-up as 

well as different ways of calculating the standard cost. This can be preferable if you desire to 

adjust prices in a certain countries due to tax rates. The cost plus can be suitable for Höganäs 

as they only have one straightforward product and they also wish to separate transfer prices 

from operational activities, which can be done since the method allows and enables 

centralized administration. However there are deficiencies with the cost plus method for 

Höganäs because of the fast changing costs of their product. It requires constant updates that 

might be very time consuming. They would need to look outside the transaction based 

methods to find a method that is not affected by the changing costs to the same extent. 

Currently this is not what the guidelines prescribe, as they state that the profit based methods 

are to be used only when the transaction based methods are not functioning. In Höganäs’ case 

these models do work, so it could be more difficult for them to justify profit based prices, but 

as mentioned this will change in the future. 

   

Scania has chosen the negotiated price method that works as an incentive for employees to 

perform their very best as they feel responsible for their unit’s profit. This model is controlled 

at unit level and one benefit is that the personnel that are actually familiar with the markets 

make the decisions. This method is the one most similar to the occurred situation at an 

external market and should therefore keep the prices arm’s length and thereby following the 

regulations. Even if this reduces the risks of double taxation and additional charges it leaves 

no room for adjusting prices due to tax rates in different countries. For MNEs who measure 

their result at a consolidated level and care about tax effects at a global perspective this is not 

a suitable method. Since Scania’s aim with transfer pricing does not include tax optimization 

and the result is measured at unit level it can be an effective method. One disadvantage can be 

that contradictions within the group can occur when every unit sets their interest first and 

these might not always reconcile with the interest of the group as a whole. 

 

In Volvo, transfer pricing plays an important role and is really integrated in the organization 

and its structure. In fact, the organizational structure seems to be modeled after the desire to 
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move intellectual property between units in different countries. Their arrangement with 

Service Providers and Entrepreneurs is custom-made to suit their specific goals and business 

strategy. Difficulties can occur in countries where Service Providers operate since their results 

are fixed which could be complicated to justify in some cases, as for example in China. The 

Chinese national bank does not approve of these types of profit transactions, which forces 

Volvo to find other solutions to adjust their result as to reconcile with the guaranteed. Another 

disadvantage can be that the Service Providers experience a lack of motivation as they are in 

no position to affect their result. 

6.3.2 The Trade-off in Strategic Transfer Pricing 

 

Figure 20: Strategic Step Model 

 

In every step of the model there are possible trade-offs. If a company for example has tax 

optimization as their main goal they tend to increase their transfer prices to countries with 

high income taxes and decrease them to countries with low income taxes. An internal factor 

when entering a new market could for example be to keep transfer prices low to quickly gain 

market shares, if this new market is in a country with a low income tax, the purpose and the 

internal factor can be satisfied with the same price. If the country has high taxes the purpose 

would propose high transfer prices but the internal factor low prices, consequently there is a 

trade-off. Trade-offs like these needs to be made throughout every step in our model since it is 

possible that the different factors suggest different levels of the prices.  
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Figure 21: Trade-offs in Strategic Transfer Pricing 

 

When you have worked through the first three steps and found a satisfying level for the 

demands the next step is to start looking at the arm’s length price as to follow the regulations. 

Is the desired price marketable or does it needs to be further adjusted? The level of 

administration can then add yet another trade-off. The more factors taken into consideration 

the more administration is needed and additional administration raises the costs. 

 

The conclusion we have drawn from this study is that there is no optimal method. MNEs have 

to evaluate and prioritize their options and goals. Every chosen model will have their 

weaknesses and fail to fulfill all factors and demands that an enterprise might request. The 

MNE has to try to find the method that is most suitable with regard to their situation and then 

find ways to deal with the inaccuracies.  
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7. Conclusion 

 

Transfer pricing is a tremendously complex issue since it regards and involves so many 

different dimensions. When a strategy is established there are numerous of internal and 

external factors to take into consideration and at a first glance it may seem dissuasive. At one 

hand, the strategy shall be aligned with internal goals and at the other with external factors 

such as duty tariffs, competition and legal compliance. To establish a strategy that captures as 

many of these features as possible is what we in this thesis have come to call strategic transfer 

pricing. We have learned that there is no model suitable for all situations and all types of 

organizations when it comes to strategic transfer pricing. The theory and the guidelines 

provide tools for enterprises to develop their transfer pricing strategy but they can rarely use 

the models and methods provided straight off. They need to evaluate their situation and in 

most cases modifications are necessary to adjust the model to suit their specific demands. 

Theory is mostly a framework that can help to explain the consequences of different features 

and choices in the development of strategic transfer pricing.  

 

Our conclusion is that the first and most important step in developing a strategy is to 

determine the aim or purpose. Enterprises have to ask themselves the question; what do we 

want to achieve with our transfer pricing strategy? The answer can vary between everything 

from regulatory compliance to tax optimization or competitiveness. When the aim is set there 

are other internal and external factors to take into consideration. The internal factors can also 

vary widely between enterprises while the external has a more unified appearance. In the 

beginning of this thesis we presented a study of Daniel Ho Ki Ho where five different factors 

affecting transfer prices was rated by MNEs. His study resulted in the following order: 

 Regulatory compliance 

 External factors 

 Internal factors 

 Political issues 

 Social-behavioral concerns     
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We can see the same pattern in the transfer pricing strategies in our three MNEs, the three 

first factors seems to be most important when setting a strategy while the last two have a very 

limited impact. The belief when starting this study was that the regulations between China and 

Sweden would be very different and cause problems for MNEs. They study has thus shown us 

that the differences are minor and regulatory compliance is not a major problem area when it 

comes to inter-company transactions between Sweden and China. The most highlighted issues 

are instead other external factors as for example the conflict between the tax authorities and 

the customs service in China. It is a trade-off between price levels among these two 

authorities that can cause problems for MNEs.  

 

From this study we have learned that the complexity of a transfer pricing strategy is well 

connected to the enterprise’s demands and aims with it. If no specific requirements other than 

regulatory compliance, which is more or less a must, is set up by the enterprise it can be fairly 

uncomplicated. The difficulties and the complexity is created when enterprises has complex 

aims and wants to combine numerous external factors as tax optimization and risk avoidance, 

together with internal goals as cost efficiency and motivation striving. One can always find a 

minimum path even through the deepest of areas. If a simple and clear aim is established; as 

for example regulatory compliance, one can chose to overlook numerous other factors. It can 

be a conscious choice not to take external factors as income tax and duty tariffs into 

consideration and instead pay what is charged. When it comes to internal factors, 

concentration shall be at factors hard to overlook and that directly affect the choice of method; 

as for example range of products and the products commonness at markets 

 

We have developed a model (figure 22) in order to show a simple path throughout an 

otherwise difficult and complex area. This model is suitable for Swedish MNEs that want to 

establish a simple strategy when trading intra-company with China. Since the regulations in 

Sweden and China are similar and no special adjustments regarding to those has to be made, 

this model can be applied. We want this to be an aid for Swedish MNEs, new at the Chinese 

market or with plans to establish, to take their first step into developing a functioning transfer 

pricing strategy. When they have established and the system is working, one can begin to add 

other factors and eventually work more with strategic transfer pricing. This is at least our 

recommendation after studying this issue.  
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Figure 22: A Minimum Path  

 

We believe that when first entering the international transfer pricing issue it is important to 

keep it simple, otherwise it will be perceived as too dissuasive. This model will work not only 

in regard to China but also in other countries with a regulation based on or at least similar to 

the OECD guidelines. There are though countries with regulations not at all aligned with the 

OECD guidelines and during our study we became aware of the fact that Brazil seems to be a 

problem area for MNEs. A proposal for further research would therefore be to study this area 

to find if adjustments are needed when trading inter-company with Brazil. Other proposals is 

to deeper study the global conflict between tax authorities and customs services or the impact 

that Chinese laws regarding domestic transfer pricing can have for a Swedish MNE. This 

study is focused on transactions between China and Sweden, but a Swedish MNE can also 

have several subsidiaries in China trading with each other and it would be interesting to 

examine what impact it can have, as the Chinese law covers also this kind of relations. 

International transfer pricing is yet a quite unexplored area since it has been highlighted first 

during the last decades with the expanded globalization, and the field for further research is 

extensive.       
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Appendix 1 – Interview Template 

 

1. What is your position within the company? 

 

2. Describe the organization and how it looks like regarding transfer pricing. 

 What different companies exist within the group? 

 How are they positioned against each other? 

 

3. Are there any corporate policies for transfer pricing within the group? To what 

extent can the different companies make own decisions?  

 

4. Which products and services are you trading with intra-company?  

 Do the pricing policies look different? 

 

5. Which method is used when setting prices within the company group?  

 How and who makes the decisions?  

 What are the main purpose and functions with the strategy? 

 What factors are most influencing? I.e. 

- Regulatory 

- Other external factors 

- Internal factors 

- Political 

- Cultural and social 

 

6. Are there any other influencing factors for how the transfer prices is set? 

 

7. What are the positive effects with your current strategy?  

 

8. What are the negative effects with your current strategy?  
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9. Is it common with conflicts regarding the transfer pricing?  

 Why? 

  How is it dealt with?  

 

10. How much knowledge do you consider relevant decision makers have about 

transfer pricing and how they shall handle it? 

 Are they familiar with the regulations?  

 Do they understand the consequences that transfer pricing can have at for example the 

result of the firm?  

 Does the transfer pricing strategy create increased motivation and cost efficiency in 

the selling or/and buying unit?  

 

11. Are there any possible changes that you think would improve your transfer 

pricing strategy?  

 

12. Have any changes around your documentation and strategy occurred since the 

new Swedish law was introduced? 

 Have you had any revisions from tax authority? 

 How do you consider the cost for preparing the documentation in regard to the 

benefit? 

 

13. Have you experienced a gained attention on transfer pricing during the last years?  

 Why? 

 

Sweden - China 

14. Are there any special adjustments made to the transfer pricing strategy to China? 

 

15. What type of transactions is done and what kind of products and services are 

traded inter-company between Sweden and China?   

 

16. Have you experienced any particular difficulties with transfer pricing between 

Sweden and China?  
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17. Have you experienced any gaps between the regulations that complicate the 

transfer pricing between these countries? 

 

18. What do you consider the largest risk with transfer pricing? 

 

19. What is your strategy to minimize the risks with transfer pricing?   


