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Abstract

This study examines how multinational firms balance tax compliance requirements and
performance control requirements in transfer pricing practices. Previous research has
mainly focused on either tax compliance or transfer pricing as a performance control tool,
while less attention has been given to how companies manage the interaction between

these objectives in practice.

The study is based on agency theory, institutional theory, and upper echelons theory.
These theories are used to understand how compliance pressures, managerial incentives,
and decision-makers influence transfer pricing practices. The theoretical framework also
includes the arm’s-length principle, OECD transfer pricing methods, and prior research

on performance evaluation, incentives, and single or dual system transfer pricing.

A qualitative research design was applied, using semi-structured interviews with CFOs,
controllers, transfer pricing specialists, consultants, and tax auditors. The empirical
material was analyzed using an abductive approach, in which theory and empirical

findings were continuously compared throughout the analysis.

The findings show that tax compliance is the main priority in transfer pricing systems,
with companies either separating tax reporting from internal performance evaluation or
using a unified system to simplify compliance and reduce regulatory risk. Opinions also

differ by professional background.

The results suggest that transfer pricing is not widely regarded as a performance control
tool in practice. Furthermore, the tension between tax compliance and performance
control appears to be more decoupled and less interactive than previous research has

suggested, with tax compliance being the dominant priority.

Keywords: Transfer pricing, performance control, tax compliance, arm’s-length
principle, performance evaluation, incentive systems
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1. Introduction

1.1. Background
Transfer pricing refers to the pricing of transactions between affiliated entities within the
same business group, such as subsidiaries of a multinational company. These transactions
may involve goods, services, loans, or intellectual property transferred between related
parties (Holtzman & Nagel, 2014). It can be examined from both a performance control
perspective and a tax perspective, as it influences performance evaluation as well as the

allocation of taxable income across jurisdictions (Cools et al., 2008).

Baldenius et al. (2004) describe how transfer pricing enables coordination between
divisions within a decentralized multinational firm, providing a mechanism to align
internal operations. Additionally, the authors highlight that transfer prices establish an
internal valuation for products and services, serving as an important tool for performance
control. Merchant and Van Der Stede agree, stating that:
Transfer prices directly affect the revenues of the selling (supplying) profit
center, the cost of the buying (receiving) profit center and, consequently, the
profits of both entities (even though the global effect for the parent company
is “zero-sum” because the revenue for the selling profit center is technically
and nominally the same as the cost for the buying one). (Merchant & Van der
Stede, 2023, p. 256)
This aligns with Hirshleifer (1956), who argues that transfer pricing between divisions
should be designed to maximize the company’s overall profit. The choice of transfer
pricing method can significantly affect each division’s reported revenue, costs, profits,
and other key performance metrics, which in turn form the basis for evaluating divisional

performance.

Beyond its role in performance control, transfer pricing also has significant tax
implications for multinational enterprises operating across multiple jurisdictions. Intra-
firm trade conducted by multinational enterprises represents a substantial share of global
trade. Multinational firms have incentives to shift profits from countries with high tax
rates to low-tax countries. Due to the large volume of transactions conducted between

companies within the same corporate group, tax authorities worldwide face challenges in
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protecting their national tax revenue (Lanz & Miroudot, 2011). From the perspective of
tax authorities, transfer pricing creates opportunities for multinational corporations to
shift taxable income across jurisdictions, potentially reducing national tax revenues.
Conversely, from a corporate perspective, strategically designed transfer pricing policies
can be used to minimize the firm’s overall tax burden (Indriaswari & Nita, 2018). The
principle used by tax authorities to ensure tax compliance is called the arm’s-length
principle. It states that transactions between related parties should be conducted under the
same terms and conditions as those between independent parties, meaning that the
divisions must operate as if no relationship exists between them (Holtzman & Nagel,

2014).

1.2. Problematization
Transfer pricing poses a complex organizational challenge because a single price must
satisfy both tax compliance requirements and internal performance control objectives.
From a tax perspective, transfer prices must comply with the arm’s-length principle and
ensure that profits are allocated correctly across jurisdictions. From a performance control
perspective, transfer prices influence divisional revenues, costs, profitability, and
performance evaluation, thereby affecting managerial incentives and operational
decision-making (Baldenius et al., 2004). These two objectives are not always aligned,

creating a tension between regulatory compliance and managerial control objectives.

As aresult, organizations face challenges in designing transfer pricing systems that satisfy
both objectives. Previous research highlights conflicting perspectives regarding how
organizations should manage this tension. Cools and Slagmulder (2009) argue that using
a single transfer pricing system for both tax and management purposes creates
organizational problems. The authors instead emphasize the benefits of separating
transfer pricing for tax purposes from internal performance evaluation systems. They
further explain that using a single transfer pricing system for both tax and management
purposes may distort managerial incentives and undermine quality decision-making.
Conversely, Baldenius et al. (2004) explains that multinational enterprises often prefer a
single transfer pricing system because it simplifies administration and reduces the risk of

disputes with tax authorities, despite the potential managerial drawbacks.



The other view in previous research is that firms should choose to separate their transfer
pricing into a dual system, one price for tax purposes, and one for management purposes.
Hyde and Choe (2005) argue that this solution enables better performance evaluation and
greater opportunities for tax optimization, since a single price no longer has to solve two
problems. This solution, however, has its own problems, such as being more costly and
having the potential for more compliance problems (Shunko et al., 2014). Reineke et al.
(2017) found that the use of two sets of books increased penalties when found non-

compliant, since it shows intent to minimize tax.

Agency theory also highlights a potential problem with transfer pricing, since transfer
prices directly affect how different divisions are evaluated. Jensen and Meckling (1976)
argue that managers are likely to act in their own self-interest, which may lead them to
focus more on improving their own division’s results than on what is best for the company
as a whole. This becomes even more problematic when the same transfer pricing system
is expected to handle both tax compliance and performance evaluation simultaneously.
Holmstrém and Milgrom (1991) argue that using a single measure to satisfy multiple
objectives can create distorted incentives, thereby risking the encouragement of

dysfunctional behavior rather than supporting organizational goals.

While Merchant and Van Der Stede (2023) argue that transfer pricing should be used as
a performance control mechanism due to its effects on revenues, costs, and profitability,
previous research also highlights the risks of relying on transfer pricing to serve multiple
organizational objectives simultaneously (Shunko et al., 2014). Cools and Slagmulder
(2009) emphasize that a single-system approach may create tensions between tax
compliance and performance evaluation. However, it remains unclear to what extent

organizations in practice use transfer pricing as a performance control tool

Another issue is whether transfer pricing is a suitable basis for performance evaluation.
Previous research questions the heavy reliance on financial measures when evaluating
performance (Eccles, 1991). Since transfer prices directly affect revenues, costs, and
profitability, a division’s financial results may reflect tax and compliance decisions rather

than its actual operational performance. This creates a challenge for organizations, as



managers may be evaluated on accounting outcomes that are partly outside their control,

rather than on how well the business is performing (Otley, 1999).

Transfer pricing decisions typically involve several actors within and outside the
organization, each with different responsibilities and objectives. Managers and
controllers are often concerned with operational performance, resource allocation, and
performance evaluation, as transfer prices directly affect divisional revenues, costs, and
profitability. Transfer pricing specialists and tax professionals, on the other hand,
primarily focus on ensuring compliance with tax regulations and minimizing regulatory
risks. Tax authorities and auditors evaluate whether transfer pricing policies comply with
the arm’s-length principle and relevant legislation. As a result, the transfer pricing process
may involve competing priorities, where managerial objectives related to performance
measurement and decision-making do not always align with compliance requirements.
Understanding how these different actors perceive and manage transfer pricing is
therefore important for understanding how organizations balance tax compliance

requirements and performance control requirements in practice.

We identify a research gap in studies examining the balance between tax compliance and
performance control in transfer pricing. While existing research has primarily focused on
tax compliance and tax optimization, on transfer pricing as a performance control
mechanism, or on the possibility of a dual system, limited attention has been paid to how
multinational firms handle these tensions in practice. There is limited research on how
managers, transfer pricing specialists, and tax auditors view and manage the balance
between tax compliance requirements and performance control requirements in practice

within multinational firms.



1.3. Purpose and research questions
The purpose of this study is to examine how multinational firms balance tax compliance
requirements and performance control requirements in their transfer pricing practices,

with particular focus on the reasoning behind decision-making.

- How do multinational firms manage the tension between tax compliance and
performance control in transfer pricing, and to what extent do they separate the

two objectives?

- How do different perspectives shape the way organizations navigate the

interaction between tax compliance and performance control?



2. Theoretical framework

This chapter presents the theoretical frameworks and concepts used throughout the study.
It begins with the theoretical model and the three theoretical lenses applied in the
analysis: agency theory, institutional theory, and upper echelons theory. The chapter then
introduces the arm’s-length principle and the OECD transfer pricing methods, providing
a foundation for understanding transfer pricing practices. Finally, previous research on
performance control, performance evaluation, incentive systems, and dual or single

systems of transfer pricing is presented.

2.1. Theoretical Model
Previous research has reached contradictory conclusions, both arguing for and against
separating the tax and performance control objectives when setting a transfer price. This
paper will use a theoretical model to study the tension between the two objectives. The
model is designed to analyze, in chronological order, how an organization combats the
tension. The three theoretical frameworks presented in this chapter, agency theory,
institutional theory, and upper echelons theory, will be the theoretical lens through which
the problem will be studied. The theories will first be applied to the transfer pricing and

performance control objectives individually, which in turn will lead to a problem solution.

Agency theory will allow for analysis on the tension between the different parties active
in a transfer pricing scenario. The theory will assist in explaining the different actions
taken by both the agent and the principal, both ex-ante and ex-post. Institutional theory
will aid in analyzing decisions and explaining the external and internal pressures that
influence organizations to act in certain ways. Upper echelons theory, on the other hand,
will be more applicable for analyzing and explaining why different people choose to act
in different ways at a more individual level. A visualization of the model appears on the

next page.



Figure 1: Theoretical Model

tension

Tax Compliance Performance Control

Agency Theory Institutional Theory Upper Echelons

Transfer Pricing Process Performance Control Strategy

Problem Solution

Figure 1. Created by the authors.

To best apply the theories on the problem, a clear contextual foundation of the two
objectives will be presented. In this study, the transfer pricing method includes the
concept of the arm’s-length principle as well as the five official transfer pricing methods
created by the OECD. The performance control strategy part includes a deeper
understanding of the use of incentive systems, dual- or single price transfer system, and

how different key performance indicators are used in a performance follow-up context.

2.2. Agency Theory
An agency relationship arises when a person, referred to as the principal, delegates work
to another person, referred to as the agent. This relationship, or “contract”, is further
defined by Jensen and Meckling (1976) in their explanation of the agency theory. They
argue that in the case of both the principal and the agent being utility maximizers, there
is reason to believe that the agent will not perform the task to the best interest of the
principal. To reduce the incongruence between two parties, the principal will use
incentives and monitoring to encourage the agent to perform as expected, which is

referred to as agency costs. Jensen and Meckling (1976) defines these agency costs as the
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sum of: the monitoring expenditures, the bonding expenditures (paying the agent to not
act in a certain way), and residual losses. While the theory is based on the relationship
between owner and manager, Jensen and Meckling (1976) emphasizes that the agency
problem can arise whenever two parties are involved with one another, without the need

for a clearly defined principal and agent.

Building on the agency theory framework, Watts and Zimmerman (1978) developed their
Positive Accounting Theory in an attempt to explain how the self-interest of managers,
particularly concerning their compensation, motivates accounting decisions. Similar to
Jensen and Meckling (1976), Watts and Zimmerman (1978) also assume that the manager
will prioritize their own wealth. Furthermore, they argue that the key factors affecting
managerial wealth are tax, regulation, political costs, and management compensation

plans.

2.3. Institutional Theory
Choices made by managers can also be explained by institutional theories. According to
DiMaggio and Powell (1983), organizations are expected to follow rules and expectations
exerted by external institutions, which will lead to choices being made to maintain
legitimacy, not maximize efficiency. They argue that this exerted pressure will lead to
organizations acting similarly, referring to the phenomenon as coercive isomorphism.
This, however, is not the only way organizations are becoming isomorphic. People in the
same profession or with the same educational background will tend to operate in similar
ways, to ensure that they can retain their legitimacy in their respective field, DiMaggio
and Powell (1983) refer to this as normative isomorphism. They argue that this type of
isomorphism can make some types of personnel interchangeable between different
organizations, leading to homogeneity in approach and decision making. The
phenomenon of normative isomorphism heavily relies on how the filtering of personnel
i1s handled, with higher levels of filtering (higher requirements/prerequisites) often

leading to more isomorphic traits (DiMaggio & Powell, 1983).

Beyond the foundational pressures defined by DiMaggio and Powell (1983) further
research has found that other factors might play a role in the isomorphism of
organizations. Benders et al. (2006) proposes a new factor: technical isomorphism. This
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type of isomorphism has risen from the implementation of Enterprise Resource Planning
(ERP) systems, with many organizations using similar software. The authors argue that
the developers’ own design decisions during the development of ERP system will lead to
the end-user either consciously or unconsciously adhere to processes and decisions that
are better adapted to the ERP system (Benders et al., 2006). However, even though the
technical isomorphism can be separated from the original theory in an analytical sense,
Benders et al. (2006) underlines that in reality, all of the isomorphic pressures will work

in union.

2.4. Upper Echelons Theory
Hambrick and Mason (1984), with their upper echelons theory, assume that the decision
maker in an organization is acting in a bounded reality, meaning that strategic decision
making is a task too complex for the decision maker to fully process. The decision maker
must therefore interpret the situation, which is a process affected by cognitive bases and
values. Since cognitive bases and values are hard to measure, the authors suggest different
characteristics that can be observed to help understand the strategic decision-making
process: age, functional track, other career experiences, education, socioeconomic roots,
financial position, and group characteristics. While these are the original propositions
used in the theory, it must be noted that other characteristics may play a role in the process

(Hambrick & Mason, 1984).

To better understand and predict the outcomes of decisions made, the theory has seen
some refinement. Hambrick (2007) explain that two moderating factors should be
considered, with the first being managerial discretion. He argues that when more
managerial discretion is present, managerial characteristics will be highly influential,
while less managerial discretion will lead to a lesser effect, with organizational inertia
and norms being the influential characteristics. The second moderating factor is executive
job demand, with high-demanding situations leading to decision-making being influenced
by previous successful decisions, while low-demanding situations will allow for more

time to analyze the problem and meet the expected objectives (Hambrick, 2007).



2.5. Transfer Pricing Process

2.5.1. Arm’s-length Principle
The underlying principle of transfer pricing is called the arm’s-length principle. The
principle is used by tax authorities to ensure that companies' internal transactions are tax
compliant (Holtzman & Nagel, 2014). The definition of the arm’s length principle is that
transactions between related parties must be conducted under the same terms and
conditions as transactions between unrelated parties; the divisions must act as if they have
no connections to each other. The arm’s-length price is often stated as a range rather than
a specific price. Holtzman & Nagel (2014) further explain that there is no single method
that is always correct to ensure arm’s-length; instead, the method used will vary

depending on the transaction type and circumstances.

2.5.2. Transfer Pricing Methods
There are five main methods of transfer pricing, which can be divided into two subgroups:
traditional transactional methods and profit-based transactional methods (Kuznyetsov et
al., 2025). OECD presents the five methods in their Transfer Pricing Guidelines, which
will be presented below (OECD, 2022).

Comparable Uncontrolled Price Method (CUP)

When using the comparable uncontrolled price method, the price of a transaction of goods
or services between two related parties is regarded as the controlled price. This price is
then compared to the price the organization would use with an independent party in a
similar situation, the uncontrolled price, and if the prices differ too much, they cannot be
considered arm’s length. In this case, the organization should use the independent party
pricing instead (OECD, 2022). When choosing a pricing method, the comparable
uncontrolled price method should be considered as the number one alternative

(Kuznyetsov et al., 2025).

Kumalasari et al. (2025) finds the method being strong in countries with available
commercial databases providing comparable data for auditors and tax authorities, which
enables comparability to legitimize the arm’s-length price. Conversely, the method was
found to be almost impossible to use in countries without comparable data or benchmarks

available. The problem with data availability is also reflected in different types of
10



transactions. Kumalasari et al. (2025) underscores the weakness of the method when
pricing intangibles or digital transactions, because of lack of comparable data, concluding

that the method is most efficient in commodity transactions with active markets.

Resale Price Method

The resale price method starts when an organization resells a product to an independent
party that was previously bought from a related party. The correct transfer price is then
calculated by subtracting a reasonable amount from the resale price, to cover costs and
give a reasonable profit margin to the reselling organization. The sum that is left is then

considered the arm’s length price the original internal transaction should be valued at

(OECD, 2022).

The method therefore compares the margins- or markups of the transactions, which differs
from the comparable uncontrolled price method that compares price (Kumar & Sosnoski,
2011). Kuznyetsov et al. (2025) state that the method is rarely used, since “it is difficult
to achieve comparability of transactions and obtain information on the gross margin of

third parties”.

Cost Plus Method

Using the cost plus method, the supplier of an associated transaction will add a reasonable
amount to the cost of the product or service sold, to serve as a reasonable profit margin
for the specific task and its market conditions. This sum may then be regarded as arm’s
length. This method is reasonably used between associated parties trading unfinished
products, with either “joint facility agreements or long term buy-and-supply

arrangements” being present (OECD, 2022).

Transactional Net Margin Method (TNMM)

This method begins with establishing the net margin of a deal made with an associated
party, with costs, sales, or assets as a reference point. This profit margin should be
comparable to the profit margin an equivalent deal would make with an independent
party, this is considered an internal comparison. If no similar deals are present internally,
the organization could compare it to what a separate company usually makes in an

equivalent deal. If the margins are similar, the price can be considered arm’s length. The
11



method is considered strong, in the way that it in theory should be applicable on most
types of transactions, since net profit indicators are seldom affected by transactional
factors. A general problem with the method is that it requires comparable data on

uncontrolled transactions, which often is not readily available (OECD, 2022).

Transactional Profit Split Method

Using the transactional profit split method, the profit of a transaction between related
parties will be split between the two, crediting both entities for their contribution. The
profit should be divided in a way that would resemble an arm’s length agreement in a deal
with an unrelated party. This method is favorably applied when there is a transaction
where both of the parties make unique value adding contributions or in cases with unique
or specific facts not found in independent enterprises. The method is however very reliant
on judgement and internal measures, making it hard for associated companies and tax

authorities to understand the motivation of its use (OECD, 2022).

2.6. Performance Control Strategy

2.6.1. Dual- or Single-system Transfer Pricing
Multinational firms typically adopt either a single-system or a dual-system transfer
pricing approach when managing internal transactions across divisions. In a single-
system approach, also referred to as a one-set-of-books system, the same transfer price is
used for both tax reporting and managerial evaluation. Conversely, a dual-system
approach, or a two-sets-of-books system, separates transfer prices used for tax purposes
from those used for internal performance control (Reineke et al., 2017). One variation of
a dual-system is dual-rate transfer pricing, where the same transaction is recorded at

different values for the buying and selling divisions (Anderson et al., 2016).

Previous research presents conflicting opinions regarding which system is preferable.
According to Baldenius and Reichelstein (2006), multinational firms most commonly
adopt a single transfer pricing system in which the same prices are used for both tax and
managerial purposes. A unified system is considered simpler because it avoids conflicts
with tax authorities and reduces compliance costs. Reineke et al. (2017) further explains

that a single transfer pricing system may provide greater alignment between internal and

12



tax reporting from the tax authorities' perspective, reducing the perception that transfer

pricing is primarily used for tax minimization.

In contrast, other studies emphasize the managerial advantages of separating tax reporting
from internal performance evaluation. Hyde and Choe (2005) suggest that firms are
generally better off adopting a dual transfer pricing system rather than a single-system
approach, as it enables more accurate performance evaluation and provides opportunities
to optimize tax efficiency. Similarly, Shunko et al. (2014) suggests that separate systems
reduce the risk of distorted managerial incentives by allowing internal performance

measures to better reflect operational efficiency rather than tax-oriented pricing decisions.

In a performance control context, single-system transfer pricing introduces a trade-off
between regulatory compliance and incentive alignment. Transfer prices designed to
satisfy arm’s-length requirements may influence divisional profitability in ways that
distort managerial decision-making. As a result, managers may prioritize actions that
improve local financial performance even when such decisions reduce overall

organizational efficiency (Shunko et al., 2014).

Dual-system transfer pricing seeks to reduce these distortions by separating external tax
requirements from internal performance control systems. This allows firms to use transfer
prices that satisfy arm’s-length requirements for tax purposes while simultaneously
relying on alternative internal measures for performance evaluation and operational
decision-making. By separating the two functions, organizations can reduce the risk of
distorted managerial incentives caused by tax-focused pricing structures (Hyde & Choe,

2005; Shunko et al., 2014).

Despite these advantages, maintaining separate systems may increase administrative
complexity, implementation costs, and regulatory scrutiny. Reineke et al. (2017) argues
that dual systems can increase the perception that transfer pricing structures are designed
primarily for tax minimization, potentially resulting in higher penalties if non-compliance
is detected. Similarly, Shunko et al. (2014) notes that maintaining separate transfer

pricing structures often requires additional documentation and internal coordination.
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Below is a table summarizing the two systems:

Single system

Dual system

Definition = The same transfer price is used for Separate prices for tax
both tax reporting and performance reporting and performance
control control
Pros - Simpler - Allows for more accurate
- Less risk of regulatory disputes performance evaluation
- Greater opportunity for tax
optimization
Cons - One price must accommodate two - Higher complexity and
objectives increased cost
- Trade-off between regulatory - Requires additional
compliance and performance control ~ documentation
- Increased regulatory scrutiny
Supported (Baldenius et al., 2004) (Cools & Slagmulder, 2009)
by (Baldenius & Reichelstein, 2006) (Hyde & Choe, 2005)

(Reineke et al., 2017)

(Shunko et al., 2014)

2.6.2. Performance Evaluation and Incentive Systems

Performance evaluation is the process of assessing and rewarding employee performance.
In this control strategy, it is crucial to determine the extent to which various aspects of
performance can be accurately measured (Eisenhardt, 1985). Performance targets are
being set to create a clear objective of what employees and managers should strive to
accomplish. The targets increase motivation as well as improve performance (Merchant

& Van der Stede, 2023, p. 35).

The most important factor when creating an incentive system is alignment with what
should actually be accomplished (Locke et al., 2004). Merchant and Van der Stede (2023)
state that the purpose of incentives is to align employees' self-interest with the
organization's goals. Holmstrom (1979) further argues that incentive systems are
necessary because managers’ actions cannot always be directly observed. Organizations,

therefore, rely on observable outcomes, such as financial performance measures, to
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evaluate performance and guide managerial behavior. However, when these performance
measures are imperfect, incentive systems can distort decision-making and expose
managers to risks beyond their control. Merchant and Van der Stede (2023) describe three
types of benefits from using an incentive system. First is the information aspect of
incentive, employees will be informed about where to direct their focus. Second is the
motivational benefit, as some employees need an incentive to give the extra effort and do
a good job. The third benefit of incentive programs is employee retention, as these

incentives are often an important part of overall compensation.

Performance management systems, consisting of performance measures, targets, rewards,
and feedback mechanisms, influence managerial behavior and support organizational
strategy. Since managers tend to focus on what is measured, organizations risk creating
distorted incentives when evaluation systems rely mainly on financial measures. This may
lead managers to prioritize measurable outcomes over broader organizational objectives
and operational efficiency (Otley, 1999). Holmstrom and Milgrom (1991) state that
incentive systems can become problematic when a single performance measure is
expected to simultaneously satisfy multiple organizational objectives. In such situations,
incentives may redirect managerial attention toward what is measured rather than overall
organizational efficiency. As a result, employees may prioritize activities linked to
measurable financial outcomes while neglecting other important but less observable

objectives.

To evaluate the performance of businesses, divisions, units, or individual employees,
organizations rely on specific metrics known as Key Performance Indicators (KPIs).
These indicators provide a structured way to assess progress and outcomes relative to
predefined objectives. Eccles R.G. (1991) states that companies should shift their focus
from financial metrics alone to include non-financial metrics as well. The balance of
different metrics should align with the company's strategy. He further explains that
relying solely on financial metrics can lead to short-term thinking and distort decision-

making.

According to Balon et al. (2024) KPIs should be accompanied by clearly defined target

values that reflect organizational expectations. The authors identify four types of target
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values. First, progress indicators are used as reference points against which current
performance can be compared, enabling organizations to assess whether they are moving
in the desired direction. Second, motivation and performance management targets are
designed to encourage employee effort by setting realistic and attainable goals that
enhance engagement. Third, prioritization and resource allocation targets indicate areas
of strategic importance, guiding where attention and resources should be directed;
deviations from these targets signal the need for corrective action. Finally, strategy
monitoring targets are aligned with the organization’s overall strategic objectives and are
used to evaluate the effectiveness of implemented strategies, thereby informing future

decision-making.

Eccles R.G. (1991) notes that there are some challenges when implementing new KPlIs.
Difficulties can arise when integrating non-financial measures into the incentive system
due to the limitations of formulas that tie financial and non-financial measures. He further
explains how changes in performance measurements can be difficult due to cultural

inertia.

2.7. Theoretical Summary
To conclude the theoretical framework, there are multiple factors affecting transfer
pricing practices. The three theoretical lenses display how and why different perceptions
and actions may appear when balancing the requirements of transfer pricing. Individual
differences such as goals or previous experiences provide explanations as to why
individuals might choose certain solutions, while institutional pressures provide reason
behind broader organizational choices. Furthermore, both the transfer pricing process and
performance control strategy have aspects that affect the balancing of requirements of
objectives. While the transfer pricing methods in theory are rather straightforward, the
method choice will have a considerable impact on the final transfer price, solidifying its
importance in the problem solution. Continuing, the performance control strategy choices
all come with pros and cons, meaning the solution to the balancing problem will lead to
compromise in some way. Considering all this, the theoretical model provided at the
beginning of this chapter will not be able to show what solution is correct, hence its use

will be to understand and explain why and how decisions are made.
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3. Method

This chapter presents the methodological approach used in the study. It begins by
outlining the research philosophy and research design, followed by a description of the
data collection process and the selection of respondents. The chapter then explains how
the empirical material was analyzed and discusses the quality of the research, including

ethical considerations and the study's limitations.

3.1. Research Philosophy
This study focuses on the feelings, experiences, and perceptions of people working with
transfer pricing. Bleiker et al. (2019) refers to this as an interpretivist approach, seeing
the truth as being dependent on the “sense and meaning-making of a person or groups of
people”. This requires a subjectivist epistemology, viewing the participants in the study
as the ones constructing reality (Bleiker et al., 2019). The theoretical framework is
therefore well suited to this philosophy, with agency theory, institutional theory, and

upper echelons theory focusing on human interaction in organizations.

3.2. Research Design
The qualitative method focuses on people's opinions and perceptions rather than statistical
data (Alvehus, 2019, p. 20). The qualitative method aims to gain a deeper understanding
of each respondent and to identify connections among respondents. Alvehus (2019, p. 21)
mentions how quantity is something to consider, but opinions or experiences that deviate

from the rest are not to be neglected.

3.3. Data Collection

3.3.1. Semi-structured Interviews
Interviews are a method for understanding people's perspectives and experiences. It is one
of the most used methods for gathering respondents' opinions and thoughts. The semi-
structured interview consists of a series of open-ended questions that allow the respondent
to influence the direction of the interview. The interviewer actively listens to the
interviewee and engages by asking follow-up questions based on emerging responses.
(Alvehus, 2019, pp. 85-87). DiCicco-Bloom and Crabtree (2006) mention that the semi-
structured interview is most commonly conducted once per individual and varies in time,

from around 30 minutes to a few hours.
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The open-ended interview questions were tailored to the interviewee’s specific role and
area of expertise. Accordingly, participants working in tax advisory were presented with
a different set of questions than those whose responsibilities were primarily focused on
control functions. The questions were sent to the respondent before the interview, together

with a consent form covering both participation and the recording of the interview.

3.3.2. Sampling and Selection of Respondents
Purposive sampling is a method of strategically selecting potential respondents with
specific experiences. According to Alvehus (2019, p. 71), it is important not to become
overly strategic in the selection process, but rather to gather many perspectives. Alvehus
further explains how “outsiders” can sometimes provide as important input as “insiders”.
Furthermore, the sampling strategy may involve either a homogeneous group, including
individuals with similar characteristics, or a heterogeneous group, in which the

interviewees differ in relevant attributes (Alvehus, 2019, p. 73).

Our purposive sampling strategy targeted professionals who, in various capacities, engage
with transfer pricing-related issues. To capture a variety of perspectives, we employed a
heterogeneous sampling approach, ensuring representation across different sectors,
organizations, and professional roles. While elements of convenience sampling were
incorporated, these selections remained aligned with the study’s predefined sampling

criteria.
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Interviewees in managing, or related, roles (Name and company are anonymized):

Participant Role Company

Manager A Group Accounting Company A
Manager

Manager B CFO Company B

Manager C Head of Accounting Company C

Manager D Business Controller Company D

Manager E CFO Company E

Interviewees in transfer pricing roles (Name and company are anonymized):

Participant Role Company

TP Specialist A Vice President Global Company F
Transfer Pricing

TP Specialist B Director of Tax — Transfer Company G
Pricing

TP Specialist C Transfer Pricing Specialist Company H

TP Specialist D Group Transfer Pricing Company I
Manager

TP Specialist (Transfer Pricing Specialist)

Interviewees in auditing roles (Name and company are anonymized):

TP Auditor A Transfer Pricing Auditor Company J
TP Auditor B Transfer Pricing Auditor Tax Authority A
TP Auditor B Transfer Pricing Auditor Tax Authority A

TP Auditor (Transfer Pricing Auditor)

3.4. Data Analysis
This study applies an abductive approach to data analysis, involving a continuous
movement between empirical observations and existing theory (Alvehus, 2019, pp. 113—
114). The interviews were recorded, transcribed, and reviewed multiple times to identify
recurring themes, patterns, and contradictions related to transfer pricing and performance

control. The abductive approach was appropriate because the empirical findings
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continuously influenced the interpretation of the theories, while the theories
simultaneously shaped the understanding of the empirical material. This back-and-forth
process enabled a deeper understanding of how transfer pricing practices were perceived

and applied in different organizational contexts.

The theoretical model within the framework guided the analysis by creating structure.
The model served as an analytical framework for interpreting how different theoretical

lenses could explain the observed practices and tensions in transfer pricing.

To further analyze the empirical material, thematic analysis was employed. According to
Braun and Clarke (2006), thematic analysis is a method for identifying and analyzing
recurring patterns in qualitative data. The method was considered suitable for this study
because it enabled us to identify common perceptions and experiences regarding transfer

pricing and performance control across the interviews.

The analysis of the data started with a careful reading of all interview transcripts to gain
a broad understanding of the material. During this process, notes were taken, and initial
codes were created from statements relevant to the research questions. Similar codes were
then grouped into broader themes that reflected recurring patterns in respondents'
experiences and opinions. The themes were continuously reviewed and refined by
comparing them with both the empirical material and the theoretical framework. This
process made it possible to identify connections between the respondents’ experiences

and the theoretical concepts presented in the study.

The coding process resulted in three main themes: Transfer Pricing Process, Performance
Control Strategy, and The Tax Auditor Perspective. These themes emerged from
recurring patterns identified across the interviews and were closely linked to the study’s
research questions. Within the Transfer Pricing Process theme, the analysis focused on
priorities, pricing methods, regulatory obstacles, and behavioral problems associated with
transfer pricing. The Performance Control Strategy theme captured respondents’ views
on dual and single transfer pricing systems, as well as the extent to which performance

control was separated from transfer pricing practices. The Tax Auditor Perspective was
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treated as a separate theme because auditors provided an external perspective on

compliance requirements.

The final themes formed the basis for presenting the empirical findings and the
subsequent analysis. Throughout the analysis, attention was paid to identifying
similarities and differences across the interviews to develop a deeper understanding of

how transfer pricing practices are used and perceived within multinational organizations.

3.5. Research Quality
Research quality in qualitative research is difficult to define through fixed methodological
rules alone. Instead, quality is strengthened through methodological awareness and
transparency throughout the research process (Seale, 1999). In this study, research quality
was strengthened by using semi-structured interviews, recording, and transcribing them,
and presenting direct quotations from respondents to enhance transparency between the
empirical evidence and the conclusions. Furthermore, respondents from different
professional backgrounds were included to capture multiple perspectives on transfer

pricing practices.

Given the sensitive nature of taxation and transfer pricing, some respondents may have
been reluctant to openly discuss tax optimization practices. Issues related to taxation are
often associated with legal, ethical, and reputational concerns, particularly in
multinational corporations where aggressive tax planning may attract public criticism and
regulatory scrutiny. Respondents may therefore have been cautious in expressing views
or describing practices that could be perceived negatively or interpreted as tax avoidance.
Qualitative interview research highlights that participants may be cautious when
discussing sensitive issues and that openness depends on the establishment of trust and

rapport during the interview process (DiCicco-Bloom & Crabtree, 2006).

3.6. Ethical Considerations
All participation in the study was voluntary, and respondents were informed about the
research's purpose prior to the interviews. They were also informed about how the
collected material would be used and handled throughout the study. All respondents

signed consent forms that also stated whether they wanted to remain anonymous or have
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their name and organization included in the report. All personal data and interview
material were handled confidentially and used only for the purposes of this study and will
be removed at completion. Furthermore, all software and cloud services used in the study

complied with the guidelines and recommendations established by Linképing University.

3.6.1. Artificial Intelligence Usage
Artificial intelligence (Al) tools have been used during the writing process of this thesis
in line with the recommendations and policies established by Link&ping University. Their
use has mainly involved grammar support, including assistance with wording, sentence
formulation, and overall text readability. In some cases, Al was additionally used to
support the translation of specific terms and expressions from Swedish to English. Al has
also been used to provide feedback on the authors' text. To ensure ethical handling of data
and maintain respondent confidentiality, no interview material, personal information, or
other primary empirical data were entered into Al systems. Likewise, no complete
academic articles or copyrighted publications were uploaded for automated

summarization or analysis.

3.7. Limitations
This study has some limitations that should be considered when interpreting the findings.
First, the study employs a qualitative research design with a relatively small number of
respondents. While this allowed for more in-depth discussions and a deeper
understanding of the respondents’ experiences and perceptions, the findings cannot be
generalized to all multinational firms or transfer pricing practices. The purpose of the
study 1is therefore to contribute with analytical insights rather than statistically

generalizable conclusions.

Another limitation relates to the sensitive nature of transfer pricing and taxation.
Questions regarding tax optimization can involve legal, ethical, and reputational
concerns, which may have affected respondents' willingness to discuss certain practices
or organizational strategies openly. Even though confidentiality and anonymity were
emphasized throughout the interview process, there is still a possibility that some
respondents were cautious in their answers or presented their organizations in a more
compliant manner.
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Although respondents from different professional backgrounds were included, the study
did not include multiple perspectives from different roles within the same organization.
Interviewing, for example, both a CFO and a transfer pricing specialist from the same
company could have provided a more nuanced understanding of how transfer pricing
decisions are interpreted and managed internally. It could also have enabled more direct
comparisons between strategic intentions, transfer pricing design, and operational

consequences within the same organizational context.

One final limitation of this study is that the authors are students with limited prior
practical experience in transfer pricing and performance control. Although extensive
efforts were made to develop a strong theoretical understanding of the subject, the lack
of professional experience may have influenced the interpretation of empirical findings
and the formulation of interview questions. This limitation may have affected the ability

to fully capture certain practical complexities discussed by respondents.
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4. Empirical Findings

This chapter presents the empirical findings from the conducted interviews. The findings
focus on transfer pricing practices, performance control strategies, and the challenges
multinational firms face in balancing tax compliance with internal performance

management.

4.1. Interviewee Presentations
As the Tax Authority A interviewees spoke on behalf of their organization rather than as
individuals, their personal backgrounds and experiences are not central to the analysis

and will therefore not be presented here.

4.1.1. Manager A
Manager A is a group accounting manager at a Swedish company. He has previously
worked with similar responsibilities at other companies, including both Swedish and
international companies. He has also worked as an authorized auditor. He holds a Master

of Science in Business and Economics.

4.1.2. Manager B
Manager B is currently the CFO at a publicly traded mid cap company. In a transfer
pricing context, she is responsible for ensuring that the transfer pricing documentation
complies with regulatory requirements without hindering the company's business
practices. She has previously worked at other international companies in different
leadership positions. She was also an authorized auditor at a Big4 firm for ten years. She

holds a Master of Science in Business and Economics.

4.1.3. Manager C
Manager C is currently working as Head of Accounting, where he is part of the transfer
price process. He has been at his current employer for 30 years. He has also worked for a
short period of time at a bank. He holds a Degree of Master of Science in Business and

Economics.
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4.1.4. Manager D
Manager D works as a Business Controller at a global company. In his role he is
responsible for production, logistics, and research and development. In a transfer pricing
context, he works with calculating the correct costs of the different subsidiaries, which is
then used in the transfer pricing process. He has previously worked at other global

companies. His educational background is in Business Administration.

4.1.5. Manager E
Manager E’s role is finance director in a Swedish division of an American company. She
is responsible for the processes and compliance regarding financial reporting. Manager
E’s role in a transfer pricing context is to maintain compliance with both the group and
the tax authorities. She has been with the company for 11 years and held similar roles at
other companies before that. Manager E’s educational background is in Business

Administration with a focus on international marketing and logistics.

4.1.6. TP Specialist A
TP Specialist A is currently working as Vice President Global Transfer Pricing at a global
company. In his role he oversees all transfer pricing related questions, most importantly
strategic decisions. While he does not create the transfer pricing documentation himself,
he is responsible for the people doing so and is responsible for defending their methods
in case of a potential audit. He has previously worked at another global company, where
he led the company's transfer pricing function, while earlier in his career he contributed
to transfer pricing policy work at different international institutions. He has also worked
directly with a tax authority to develop transfer pricing policies, documentation

regulations, and establish its auditing function.

4.1.7. TP Specialist B
TP Specialist B is currently employed at a Big4 firm as Transfer Pricing Director. In his
role he works as a certified tax advisor, helping clients with their transfer pricing
questions. He explains his work as being mostly reactive, answering questions coming
from his clients. He has previously worked at a tax authority as an auditor and negotiated
transfer pricing policies between other countries. His educational background is in

Economics and Law.
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4.1.8. TP Specialist C
TP Specialist C is currently working as a Transfer Pricing Specialist at a global company
operating in over 70 countries. In his role he works with international transactions of
goods, services, and intellectual property, and he sees his role as being both proactive and
reactive. He has previous experience at another global company, as well as a Big4 firm

as a transfer pricing consultant. His educational background is in Economics.

4.1.9. TP Specialist D
TP Specialist D is currently working as Group Transfer Pricing Manager, where she is
responsible for group-level transfer pricing policies. She has previously worked at a Big4
firm, consulting in the same field of expertise. Her educational background is in Law

studies.

4.1.10. TP Auditor A
TP Auditor A has worked as a tax auditor specializing in transfer pricing. He mainly
works with large multinational firms. He has a bachelor's degree in business

administration and a master’s degree in international tax law.

4.2. Transfer Pricing Process

4.2.1. Priorities
The findings show that the number one priority when setting transfer pricing policies is
to be compliant with regulations. TP Specialist D states, “Compliance always comes first,
since the consequences of wrongdoing are too expensive [...] if performance control
aspects are to be implemented, they cannot affect compliance”. This view was generally
accepted by all interviewees. The important findings regarding priorities are hence the
second priority managers choose to focus on, which was found to be rather varying

depending on both organization and position.

The tax aspect of transfer pricing is to be seen as rather central, and the consensus of the
interviewees was that tax minimization is something typically frowned upon. TP

Specialist C highlights this by stating, “The goal for the company is to be a good corporate
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tax citizen”, continuing that they want to show that they “Do the right thing by paying the
tax we are obligated to in each respective country”. He explains that this has become
somewhat of a sustainability factor that can improve a brand’s image. This view is similar
to Manager C’s, who says, “We want to be seen as a community builder [...], and it is
probably not the case that we in any way primarily want to optimize the tax”. This view
of tax, however, is not shared by everyone. Manager A shares that his perception of
transfer pricing is that it is a question purely driven by tax, saying, “You want to pay as
little tax as possible”, and that “most Swedish companies do not pay 20,6% in taxes, they

pay significantly less”.

Manager B offers a different rationale for not focusing on tax optimization. She explains
that since they operate in jurisdictions with similar tax rates, there is no point in trying to
move profits to different locations. She continues explaining that their focus is not to
impede the general business practices of the organization, stating:
[Transfer Pricing] is a framework that we need to adhere to and that we have
documentation in place that shows what principles we have regarding transfer
pricing [...] we must adhere to this so that it is correct from a tax perspective
[...] it is also important that it has been designed so that it aligns with the
business [...] you must be able to develop the business, a transfer pricing
framework must not kill the business.
She mentions that this is possible since the arm’s-length price usually lies within an
accepted range, allowing them to somewhat adapt their prices to not impede business

practices.

Working with different organizations, TP Specialist B explains that priorities differ
depending on how organizations handle tax questions. He states that when a CFO is more
operationally driven, focusing more on economic growth, they might be less cautious of
regulations and compliance, compared to a CFO with an accounting or auditing

background, who would likely prioritize governance structure and compliance.

The empirical evidence did not show any significant results in how the transfer pricing
process is implemented in a practical context. Different organizations were shown to use

different systems or ways of implementation, but no correlations with system choice and
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transfer pricing policy were observed. Manager A notes that while there are many ERP
or accounting systems available, they are practically similar, hence not affecting the

process.

The interviews did not find any empirical evidence that organizations in some way

prioritized performance control when designing their transfer pricing policies.

4.2.2. Pricing Methods
The findings reveal a clear difference in how transfer pricing methods are perceived
depending on the professional role or background. The interviewees with a role more
focused towards management, such as people responsible for group accounting or
controllers, generally explained their methods of setting a transfer price is to calculate a
certain margin that should be seen as arm’s-length, which would be added to the costs of
the transaction. They did not mention which specific method was used to calculate the
margins, but they did mention that benchmarks were made. Manager B says the price “is
actual costs plus a profit margin based on an external analysis [...] to ensure they are in
the range that is considered arm’s-length”. Manager D shares a similar explanation
stating, “I calculate what the production costs will be for the coming year, and then an
intercompany markup of 6-7% is added”. Manager A, also from the management side,
did however note the specific method in his answer, saying “I think I've only encountered
that you have this kind of cost-plus [pricing model], where you add an additional markup

on top of the costs”.

The findings from the interviewees with more transfer pricing expertise did, however, not
match those from the management side. The answers were more precise, and the method
most used differed from the management perspective, with the Transactional Net Margin
Method showing a majority on multiple occasions. TP Specialist C explains:
We use TNMM in 99 of 100 cases when OECD methods are being used [...]
however, it’s not something that’s predetermined, we always look at the
specific transaction, [...] we don’t have a preferred method, we choose the
one that fits the best.
He continues by mentioning that in their transactional flow, most transactions share

similarity, lessening the need for evaluation of methods, leading to the TNMM with a
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4,5% profit margin. TP Specialist D supports this view, explaining that TNMM is
generally the easiest, most applicable method, used for most transaction types, such as
distribution of products, or services. TP Specialist B also agrees, explaining that in most
cases, a sales unit will use a TNMM, based on return on sales, while a production unit

will use a TNMM with a full cost markup.

TP Specialist B also notes that the profit-split method has seen an increase in use in the
last ten years, saying its use “occurs relatively often”. TP Specialist D does however not
agree with its use, noting that the profit-split method is a good method in theory, but that
its use often leads to the question: “How are we supposed to defend this?”, explaining
that there is no black and white answer to what is correct. TP Specialist B and TP
Specialist D do both agree that the comparable uncontrolled price model is useful when

evaluating financial transactions, such as internal loans or royalties.

TP Specialist A does not mention a specific method, but he does, however, emphasize the
fact that all large multinational organizations use the five OECD methods in their transfer
policies, explaining that they are the only guidelines that exist on the topic. He
underscores that you need to consider that the guidelines are not always clear, since they
leave some room for interpretation, they should therefore be considered “soft law”. He
also notes that organizations are in fact allowed to use other methods, but that he has

never stumbled upon this during his 22 years working with transfer pricing.

4.2.3. Regulatory Obstacles
The study identified several situations that would make the transfer pricing process more
difficult, with jurisdictional differences mentioned in multiple interviews. TP Specialist
A notes that when working with subsidiaries in the EU, the process is simple, there are
no customs, and you are allowed to perform a year-end adjustment. However, dealing
with jurisdictions outside of the EU can be more difficult. He mentions Malaysia as an
example, where the laws and customs do not allow for a year-end adjustment, meaning
the only way to fix a problem would be to change the transfer price; you cannot do a one-
time adjustment, which means it takes months to reach the desired results. He also

underscores that price adjustments in these jurisdictions cannot be made too drastically,
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as they lead to problems with customs; therefore, setting the correct price from the start

is crucial.

The findings also reveal another recurring jurisdictional problem, this time within the EU.
France has a law requiring a percentage of profits to be shared with employees. TP
Specialist C explains that this law is not directly connected to transfer pricing, but there
is an indirect connection because transfer pricing affects local profits, which he believes
could create an incentive to maximize local profits. TP Specialist B confirms this, saying,
“If the organization is not fully aware of it [French profit-sharing law], you can observe

how profits tend to gravitate towards France”.

Another finding regarding regulations is that many find the guidelines and documentation
requirements of transfer pricing to be somewhat restrictive when operating a business.
Manager E comments that the local-file documentation requirements are too complex,
and takes too much effort to establish, often requiring help from consultants. She believes
that simplifying the framework would be beneficial. Manager A shares the view that the
regulation is somewhat problematic, saying “The amount of initial work required is rather
high, creating a barrier for international expansion”. TP Specialist B has seen examples
of this in smaller organizations who have started international expansion without any

transfer pricing policy, leading to questions in their audit process.

4.2.4. Behavioral Problems
Transfer pricing policies were found to have some behavioral aspects that can be viewed
as problematic. Manager C explains that when they distribute their group-wide fees to
their subsidiaries, they base their price on the forecasted revenue, some managers tend to
underestimate the numbers, to minimize their own costs. He continues by noting that this
means it is important that the group-management questions forecasts that look out of the

ordinary.
Another problem observed by TP Specialist A is that salespeople often are unhappy with

transfer pricing decisions, believing their own margins are too low, often leading to

arguments. In cases where policies must be changed, the salespeople often make baseless
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arguments, or require the change to happen slowly, making the process difficult. TP

Specialist A believes this problem stems from a knowledge gap.

The findings also show a risk in managers not operating as desired. Manager B mentions
that in their way of working, with all subsidiaries being required to source from the
Swedish parent company, there is always a risk that managers will try to source products
directly themselves. She believes that the solution to minimizing this risk of this
happening is to always have a continuous commutation with subsidiary managers, to

ensure that the internal sourcing is a calculated cost, comparable to external prices.

4.3. Performance Control Strategy
The extent to which respondents used transfer pricing as a performance control
mechanism varied considerably. A majority of respondents primarily viewed transfer
pricing in terms of regulatory compliance and tax optimization; Manager D took a broader
view, seeing it as a tool for internal control. In these cases, transfer pricing was not only
used to ensure arm’s-length compliance but also to influence managerial behavior,
support resource allocation, and evaluate divisional performance. This reflects an
approach where transfer pricing is integrated into the overall performance control system

rather than treated as a purely technical requirement.

Respondents who saw transfer pricing primarily as a compliance and tax issue tended not
to use it for control purposes. Instead, they relied on other key performance indicators
(KPIs) to monitor and guide performance. This suggests a clearer separation between

externally driven requirements and internally focused management tools.

4.3.1. Dual Transfer Pricing System
Manager D explains that the company applies what can be described as a dual transfer
pricing system. In his role as a business controller, he creates a price list used for
performance control purposes once a year. These prices guide managers’ commercial
decisions across different units and form the basis for performance evaluation. As
Manager D describes it: “We divide it into two ways: a local profit and loss statement on
which taxes are paid, and a performance profit and loss statement used to measure how

the country is performing”. This approach reflects a separation between externally driven
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financial reporting and internally focused performance measurement, allowing the
company to balance tax compliance requirements with performance control. Manager D
adds that performance pricing provides managers across business units with a sense of
predictability, as they have visibility into pricing for the coming year. He also notes that
from his perspective, transfer prices established for tax and compliance purposes are
relatively straightforward: a transaction-specific margin is applied in a way that aligns

with the regulatory and economic conditions of each country and context.

4.3.2. Single Transfer Pricing System
Manager B brings another perspective from their system, where they base their
performance control and incentive systems on their profit and loss, without adjusting for
transfer pricing effects, meaning that units are not measured on separate KPIs. She
underscores the importance of setting the correct expectations for different subsidiaries,
since they are all affected differently by transfer pricing. For instance, they might set
lower goals for subsidiaries that are required to source internally from the parent
company, since that process could lead to higher costs for the subsidiary. In doing so, she
emphasizes the importance of maintaining transparency about which cost components are
included in each transaction and how transfer prices are determined. She notes that this
transparency helps minimize misunderstandings and avoid conflicts. She believes that
using two separate systems would only complicate the performance measurement
process, not help it. Manager B further explains that the company has not seen a need to
implement a dual transfer pricing system or a parallel accounting structure, as the existing
single-system approach is considered sufficient to manage both compliance and internal
control. She notes that the company has not really considered introducing a separate

management pricing system.

Manager E describes a system in which transfer pricing is primarily used for profit-
allocation and tax compliance rather than as a performance control tool. The company
uses a profit-split model, which means local financial results are directly affected by how
profits are distributed across entities. As a result, the reported performance of a unit does
not fully reflect its own operational contribution. Manager E explains that performance
follow-up is largely based on these reported figures, without systematically adjusting for

transfer pricing effects at a transactional level. Instead, the organization focuses on
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aggregated outcomes, including how much value is shared between units. The reliance
on a single system implies that performance measurement is inherently influenced by
transfer pricing allocations. Salespeople are described as sometimes perceiving the model
as unfair, as the standardized profit split can reduce the link between their individual
efforts in securing and managing client relationships and the financial outcomes they are

credited for.

4.3.3. Separating Performance Control from Transfer Pricing
TP Specialist C, who works as a transfer pricing specialist, believes that transfer pricing
should not be used as a tool for performance control. TP Specialist C states, “I believe
that organizations using transfer pricing as a performance control tool risk significant
distortion. The danger is that you end up deviating from the correct price”. He further
explains that problems can arise when the same figure is applied to two different purposes,
although he acknowledges that there are exceptions and that some companies may be able
to make it work. According to TP Specialist C, a typical example is a sales entity that is
solely responsible for marketing and selling a service and is expected to earn a fixed
margin, for instance, around 4% EBIT, which is generally accepted by tax authorities.
However, when the sales entity's management is incentivized to maximize local
profitability, the margin may instead increase to 10-20%, raising tax-related concerns. In
such situations, the tax authority in the production country may argue that the goods are
being sold at too low a price, since the sales entity is earning excessive profits relative to
its functional profile. As a result, transfer pricing does not function effectively as a
performance control tool because it leads to distorted outcomes. TP Specialist C further
argues that it is therefore more appropriate to manage the business using alternative
performance metrics, such as volume or number of units sold, rather than relying on

transfer pricing as an incentive mechanism.

Both TP Specialist A and TP Specialist D share TP Specialist C’s view that transfer
pricing should not be used as a performance control tool. They argue that it is more
effective to separate transfer pricing from performance management and instead rely on
other KPIs to evaluate and incentivize business units. TP Specialist A has experience with
organizations that have applied both approaches: some linking incentives directly to

transfer pricing outcomes, and others using separate performance metrics. Reflecting on
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systems in which bonuses are tied to transfer pricing, TP Specialist A explains that this
becomes complicated because influencing transfer pricing decisions directly affects
individuals’ financial outcomes, often leading to resistance. He notes that reducing
margins in a plant can lower bonuses and potentially impact productivity, making the

situation more difficult to manage.

TP Specialist C and TP Specialist A both note that, although separating transfer pricing
from performance control is preferable, implementing such a change is challenging.
Established company culture and familiarity with existing systems create resistance to
change. Managers already understand how to optimize their bonuses under the current
setup, so changing the system not only disrupts established behaviors but also raises
questions about the rationale behind the change, making organizations reluctant to move

away from existing practices even when their limitations are recognized.

Manager A argues that companies typically neutralize the impact of transfer pricing when
assessing internal performance. Because transfer pricing is primarily driven by tax
considerations, it does not provide a reliable basis for evaluating operational results.
Instead, firms rely on alternative performance metrics for internal control. Accordingly,
Manager A maintains that performance evaluation and bonus systems should be based on
measures other than profit and loss, since P&L figures are distorted by transfer pricing
decisions. Regarding the separation between transfer pricing and the incentive system,
Manager A says, “I believe it needs to be separated. The effects of transfer pricing must
be removed, as they otherwise distort incentives. If it doesn’t matter how much you sell,

because your results aren’t affected, then the motivation to increase sales disappears”.

4.4. The Tax Auditor Perspective
The general view from Tax Authority A is that organizations usually hold high standards
in their transfer pricing policies and documentation and problems often lie in specific
cases or transactions. Two of the auditor’s state:
Most TP documentation maintains a good standard, but the facts and
circumstances in individual cases may give Tax Authority A reason to
investigate the circumstances more closely, related to the identification and
mapping of a particular transaction and/or its pricing.
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They explain that many large organizations usually employ consultants from accounting
firms who help with establishing both the Master File and Local File, often using
templates, while many smaller firms tend to do the work in-house. Continuing, they
suggest that the use of consultants or doing the work in-house may create some

differences in format or length, the quality generally stays similar.

In the case of an audit, problems often arise in cases where the profit-split methods have
been used. TP Auditor A mentions that this method is in general hard to motivate, saying:
The profit split model for example is problematic from the perspective that it
can be harder to substantiate with hard facts. It is often based on interviews,
and you value the contributions of different people in different units and that

can be very difficult from an audit perspective.
The problem is therefore the difficulty of finding benchmarks to compare, or prove, that
the profit-split is arm’s-length. The same goes for problematic transaction types, where
TP Auditor A mentions intellectual property and management fees being hard to

substantiate in many cases.

TP Auditor A identifies another problematic observation that will lead to auditors to react.
He explains that sales-focused subsidiaries in general do not take any inherent risks,
which in turn means that from a transfer pricing perspective, these subsidiaries should not
be able to report losses over longer periods. He notes that in cases where this happens,
there is often a transfer pricing problem that needs to be addressed in an audit. TP
Specialist B has also identified this as being a risk, saying that subsidiaries with the sole
purpose of selling a product reporting continuous losses are “low-hanging fruit for tax

authorities around the world”, since they should be rather low risk.
To conclude, the interviews with auditors found no evidence that using transfer pricing

as a performance control tool will affect the ability for organizations to be compliant in

their transfer pricing documentation.
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4.5. Empirical Summary

4.5.1. Managers

Theme

Priorities

Pricing

Methods

Regulatory
Obstacles

Summary of Findings

- Compliance is always the
number one priority, non-
negotiable

- No clear second priority,
varying answers between
the respondents

- Conflicting opinions on
tax-optimization, some

opposed, one in favor

- Generally described as
costs plus a profit margin.
- Method to
benchmark/calculate
margin not observable

- Understanding of OECD

methods limited

- Regulations creates a
barrier to international
expansion

- Documentation
requirements cause

unwanted workloads
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Empirical Evidence

“[...] we must adhere to this
[regulations] so that it is correct

from a tax perspective” (Manager

B)

“We want to be seen as a

community builder [...] and it is
probably not the case that we in

any way primarily want to

optimize the tax” (Manager C)

“You want to pay as little tax as
possible [...] most Swedish

companies do not pay 20,6% in

taxes, they pay significantly less”
(Manager A)

“I calculate what the production costs
will be for the coming year, and then an
intercompany markup of 6-7% is added”
(Manager D)

“[the transfer price] is actual costs plus a
profit margin based on an external
analysis [...] to ensure they are in the
range that is considered arm’s-length”
(Manager B)

“The amount of initial work required is
rather high, creating a barrier for
international expansion” (Manager A)

- Local-file documentation requirements

are too complex, and takes too much



Behavioral

Problems

Transfer
Pricing

Balance

4.5.2. Transfer Pricing Specialists

- Transfer pricing markups
risks causing unwanted
behavior

- Transfer pricing can
cause some to feel their
individual efforts are

misrepresented

- Conflicting opinions on
whether transfer pricing
should be separated from
performance control

- Single- and dual systems
observed

- Communication is key in

single systems

Summary of

Findings

effort to establish, often requiring help
from consultants. (Manager E)

- Managers knowingly underestimate
revenue forecasts, to reduce allocated
management fees. (Manager C)

- Managers believing TP margins are too
high might ignore internal sourcing
policies. (Manager B)

- Salespeople under a profit-split model
might feel that their individual efforts are
disregarded. (Manager E)

“I believe it needs to be separated. The
effects of transfer pricing must be
removed, as they otherwise distort
incentives. If it doesn’t matter how much
you sell, because your results aren’t
affected, then the motivation to increase
sales disappears” (Manager A)

“We divide it into two ways: a local
profit and loss statement on which taxes
are paid, and a performance profit and
loss statement used to measure how the

country is performing” (Manager D)

Empirical Evidence

Priorities

- Compliance is
always the number
one priority, non-

negotiable

“Compliance always comes first, since the
consequences of wrongdoing are too
expensive [...] if performance control aspects

are to be implemented, they cannot affect

compliance” (TP Specialist D)



Pricing

Methods

Regulatory
Obstacles

Behavioral

Problems

- Tax optimization
not the goal

- Arm’s-length
pricing ensures
compliance, and
prevents future
problems

- High levels of
knowledge of OECD
guidelines observed
- Finding the correct
OECD method for
the specific
transaction type
emphasized

- The Transactional
Net Margin Method
used in most
transactions

- Jurisdictional
differences create
operational

challenges

- Transfer pricing can
cause some to feel

their individual

“The goal for the company is to be a good
corporate tax citizen”, continuing that they
want to show that they “Do the right thing by
paying the tax we are obligated to in each

respective country” (TP Specialist C)

“We use TNMM in 99 of 100 cases when
OECD methods are being used [...] however,
it’s not something that’s predetermined, we
always look at the specific transaction, [...] we
don’t have a preferred method, we choose the
one that fits the best” (TP Specialist C)

- TNMM is generally the easiest, most
applicable method, used for most transaction
types, such as distribution of products, or

services. (TP Specialist D)

- Non-EU countries do not allow for year-end
adjustments. (TP Specialist A)

- A change of transfer price in non-EU
jurisdictions needs to happen slowly, to
prevent problems with authorities. (TP
Specialist A)

“If the organization is not fully aware of it
[French profit-sharing law], you can observe
how profits tend to gravitate towards France”
(TP Specialist B)

- Salespeople often are unhappy with transfer
pricing decisions, believing their own margins
are too low, often leading to arguments. In

cases where policies must be changed, the
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efforts are

misrepresented

Transfer
Pricing

Balance

- Strong consensus
that transfer pricing

should not be used

for performance

control

- Tying bonuses to

transfer pricing

outcomes is

problematic

- Cultural habits

make switching to a

true dual system

difficult

salespeople often make baseless arguments, or
require the change to happen slowly, making
the process difficult. Believed to be caused by
a lack of knowledge. (TP Specialist A)

“I believe that organizations using transfer
pricing as a performance control tool risk
significant distortion. The danger is that you
end up deviating from the correct price” (TP
Specialist C)

- It is more effective to separate transfer pricing
from performance management and instead
rely on other KPIs to evaluate and incentivize
business units. (TP Specialist A, TP Specialist
D)

- Although separating transfer pricing from
performance control is preferable,
implementing such a change is challenging.
Established company culture and familiarity
with existing systems create resistance to

change. (TP Specialist C, TP Specialist A)

4.5.3. Transfer Pricing Auditors

Documentation

Quality

Problems

- Documentation quality

is in most cases good

- Problems often stem

from unique
circumstances
- Profit-split method

seen as problematic

“Most TP documentation maintains a

good standard” (Tax Authority A)

“[...] the facts and circumstances in
individual cases may give Tax Authority
A reason to investigate the circumstances
more closely, related to the identification
and mapping of a particular transaction

and/or its pricing.” (Tax Authority A)
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Transfer
Pricing

Balance

- No evidence was
found that using transfer
pricing for performance
control affects tax

compliance

40

“The profit split model for example is
problematic from the perspective that it
can be harder to substantiate with hard
facts. It is often based on interviews, and
you value the contributions of different
people in different units and that can be
very difficult from an audit perspective”
(TP Auditor A)

- ...subsidiaries with the sole purpose of
selling a product reporting continuous
losses are “low-hanging fruit for tax
authorities around the world”, since they
should be rather low risk. (TP Specialist
B)



5. Analysis

This chapter is structured according to the study’s theoretical model, which serves as a
framework for interpreting the empirical findings. The chapter analyzes how
multinational firms manage the tension between tax compliance and performance control

in transfer pricing, as well as the practical challenges of balancing these objectives.

5.1. Tax Compliance vs. Performance Control
Previous research has shown that the tension between tax compliance and management
is in a way equally distributed, with both objectives seen as important in the transfer
pricing context. Baldenius et al. (2004) believe transfer pricing to be a tool for internal
valuation and performance control, while also having a significant effect on tax. To
handle the tension two objectives, Baldenius and Reichelstein (2006) believes a unified
system is preferable to avoid disputes with authorities, while Shunko et al. (2014), and
Hyde and Choe (2005), proposes that a separated system is better adapted to support both
objectives. While differing solutions to the tension are presented, the problem for all

solutions remains that transfer pricing is something that must handle both objectives.

The empirical evidence suggests that this might not be the case. There is ample evidence
that tax compliance is the only important objective, this is perfectly explained by TP
Specialist D’s statement, “Compliance always comes first, since the consequences of
wrongdoing are too expensive”. This can be explained by institutional theory (DiMaggio
& Powell, 1983), organizations must prioritize compliance to not be punished by
authorities, indicating coercive isomorphism. The connection to coercive isomorphism is
further supported since auditor’s state that they never observe performance control traits
affecting the transfer pricing documentation, and the general observation that
organizations are compliant. This, however, does not mean the implementation of
performance control aspects is not possible, just that compliance is the priority, explained
by TP Specialist D, “[...] if performance control aspects are to be implemented, they
cannot affect compliance”. An example of this in the findings is when Manager B uses
the accepted range of the arm’s-length principle to adjust the final transfer price, to make

sure the price set does not negatively impact their business practices.
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While the coercive isomorphism explains the focus on compliance, there are factors that
can affect how much companies are willing to risk when it comes to tax optimization. TP
Specialist B emphasizes that CFOs from a more regulatory functional track such as
auditing will be less prone to take risks in their tax optimization, while operationally
driven CFOs tend to be less risk adverse in their tax strategy, to allow for better growth.
This difference clearly shows the upper echelons (Hambrick & Mason, 1984) effect on

decision-making, since the CFO decisions are shaped by previous experience.

Continuing, there are conflicting views on how motivated organizations are to minimize
their taxes. While most of the interviewees represent the view that organizations should
be paying their fair share of tax, Manager A strongly suggests that this is not the case,
commenting that most Swedish companies pay a lower tax rate compared to the regulated
tax rate. This discrepancy in the findings suggests that there might be a possibility that
organizations are prioritizing tax optimization more than the findings show, just that this
is a topic organizations are not eager to talk about with external parties. This can possibly
be the case, since TP Specialist C states that they want to be seen as a good corporate tax
citizen, this shows that organizations might feel pressured by society to do their part.
DiMaggio and Powell (1983) describe this phenomenon as normative isomorphism,
organizations adopt compliant behavior not only to avoid regulatory punishment, but they
also do it to signal legitimacy to other stakeholders, which in this case is the public eye.
This in a way exemplifies an agency problem, where the general public (principal) wants
organizations (agents) to be good tax citizens, while the organizations choose to optimize
taxes since this, with the goal to maximize their own self interests. It must however be
noted that the evidence does not fully support this, and that it is only a possibility it could

be the case.

The study, therefore, suggests that the tension between the two objectives, tax compliance
and performance control, should be reframed. Tax compliance is the clear priority in all
organizations, and it is not being affected by the performance control objective. The
problem at hand is therefore not balancing the two, it is how to adapt performance control

to not be affected by transfer pricing or tax compliance.
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5.2. Transfer Pricing Process
The clear result from the study is that when an organization is building its transfer pricing
strategy, it is strongly confined to the regulatory framework, clearly reflecting coercive
isomorphic traits as described by DiMaggio and Powell (1983), who explain that
organizations are expected to follow regulations, to ensure legitimacy, not efficiency.
However, even though all organizations reach the same end goal of legitimacy through

compliance, the methods used to do so differ depending on how managers choose to act.

Comparing the perspective of people from managerial roles to transfer pricing specialists,
the results differ in many aspects. The clear observable difference is in the knowledge
and application of the OECD methods. The managerial perspective often saw the process
in a simplified way, describing a simple “cost-plus” method. Transfer pricing specialists
instead emphasized the importance of choosing the correct method on the correct
transaction type, which in most cases ended up being the TNMM, as TP Specialist C
states, “We use TNMM in 99 of 100 cases”. The two perspectives clearly contradict each
other. The contradiction can be explained by the upper echelons theory (Hambrick &
Mason, 1984), that suggests the idea that the past experiences of people will influence
their future decisions. In this case, there is a clear correlation between expertise
specialization and how in-depth the understanding of the methodology is. There is also
another upper echelons trait observed in the results: Most transfer pricing specialists have
an educational background in law, not business (which is the case with managerial roles).
This could explain their higher focus on regulatory compliance, and deep focus on
specialized methods, compared to the managerial perspective. The clear asymmetry
between the two perspectives might suggest that transfer pricing should be handled solely

by the experienced field, since the topic clearly requires specialized expertise.

Furthermore, the comment from TP Auditor B and TP Auditor B explaining that problems
with transfer pricing problems in most cases stems from specific transactions further
solidifies the evidence that the method for evaluating a transaction is of high importance

and should be handled by someone with specialized expertise on the subject.

There is also observable normative isomorphism (DiMaggio & Powell, 1983) in the

workflow used by transfer pricing specialists. DiMaggio and Powell (1983) suggest that
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people in the same profession or with similar educational backgrounds will choose to act
the similarly to retain their professional legitimacy. This is evident in how transfer pricing
consultants routinely rely on standardized templates when preparing master and local
files, producing isomorphic documentation that reinforces and signals professional

credibility.

The concept of technical isomorphism (Benders et al., 2006) was not found in the
empirical evidence. The organizations could choose their priorities and methods without
being affected by how they must implement them in their systems. This could be
explained by Manager A’s comment that most ERP systems are practically similar, not
affecting workflow, which goes against what Benders et al. believes (2006), who argued

that ERP system differences would shape managerial decisions.

5.3. Performance Control Strategy
Previous research presents conflicting views regarding how transfer pricing should be
integrated into performance control systems. Hyde and Choe (2005) and Shunko et al.
(2014) argues that organizations can benefit from separating transfer pricing systems used
for tax purposes from those used for internal performance evaluation. According to their
perspective, dual systems help reduce distorted managerial incentives. Baldenius and
Reichelstein (2006), however, suggest that multinational firms often prefer a single
system because it is easier to administer and may lower the risk of conflicts with tax
authorities. The findings in this study reflect elements of both perspectives, as single- and
dual-systems were identified among the organizations examined. At the same time, the
results indicate that the main concern for many organizations is not necessarily the
balance between tax compliance requirements and performance control requirements
itself. Instead, firms appear to prioritize ensuring transfer pricing compliance, then
develop structures that preserve effective performance control. Importantly, tax
compliance was not problematic in either single- or dual-system organizations, as it
consistently remained the dominant priority, and transfer pricing decisions were generally

handled by specialized tax professionals rather than operational managers.

The empirical findings support Hyde and Choe’s (2005) argument that dual transfer
pricing systems can strengthen performance control by separating tax-oriented pricing
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from internal performance evaluation. Manager D described a system in which one profit-
and-loss statement is used for tax purposes, while a separate one is used to assess
operational performance. This suggests that the organization recognizes that tax-driven
transfer prices may distort managerial incentives and, therefore, should not form the basis
for performance evaluation. This reasoning is consistent with Holmstrom (1979)
argument that managers should be evaluated based on outcomes they can influence
directly. The findings also suggest that dual systems can improve predictability, as stable

internal prices create clearer operational conditions for managers throughout the year.

Multiple transfer pricing specialists pointed out that transfer prices designed for tax
purposes do not always reflect operational performance and may therefore distort
managerial behavior when tied to incentives or profitability targets. Holmstrom (1979)
argues that incentive systems become problematic when managers are evaluated based
on outcomes that are not fully controllable. Similarly, Holmstrom and Milgrom (1991)
explain that performance measures risk creating dysfunctional behavior when a single
metric is expected to simultaneously fulfill multiple organizational objectives. This view
was shared by all interviewed transfer pricing specialists, who argued that transfer pricing
should remain separate from managerial incentive systems, with performance evaluations

instead based on operational KPIs that managers can influence more directly.

From an agency theory perspective (Jensen & Meckling, 1976), transfer pricing can create
challenges because managers are often evaluated on financial results that they cannot
fully control. Since transfer prices are usually determined by tax specialists or
headquarters, a division’s profitability may be affected by decisions made elsewhere in
the organization. As a result, managers may be held accountable for outcomes that are
partly outside their control. This supports Holmstrom’s (1979) argument that
performance evaluations should be based on factors managers can influence. To reduce
these issues, many organizations either exclude transfer pricing effects from performance

evaluations or rely on operational KPIs alongside financial measures.

At the same time, many managers described organizations that continued to rely on single
transfer pricing systems despite being aware of the potential incentive distortions arising

from transfer pricing. Rather than separating the systems, these organizations tried to
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manage the negative effects through communication, adjusting performance targets, and
greater transparency around how transfer pricing influenced local profitability. This
reflects Baldenius and Reichelstein (2006) argument that firms often prefer unified
systems because they are easier to administer and maintain. The findings, therefore,
suggest that some organizations are willing to accept a certain degree of incentive
distortion in exchange for lower administrative complexity and a simpler overall

structure.

Although a majority of respondents argued that transfer pricing creates distorted
incentives and is unsuitable as a performance control tool, many firms continue to use
existing systems due to simplicity, established routines, and organizational familiarity.
The findings also show that changing transfer pricing and performance control systems
is difficult in practice. TP Specialist C and TP Specialist A explain that managers are
often used to the existing system and know how to work within it, which creates resistance
to change. This supports Eccles (1991) argument that changes in KPI and performance
measurement systems are often slowed down by company culture and established

routines.

Separating transfer pricing from performance control can reduce distorted incentives and
improve performance evaluation (Cools & Slagmulder, 2009). However, the empirical
findings indicate that organizations do not always perceive these benefits as large enough
to justify a dual-system approach. Manager B instead describes an additional pricing layer
as unnecessarily complex and administratively burdensome. Rather than viewing the
single system as problematic, the organization considers the existing structure sufficient
for managing both compliance and internal control. This supports Baldenius and
Reichelstein (2006) argument that firms often prefer single-system solutions because they

are simpler to manage operationally.

Rather than relying on transfer prices as a performance control mechanism, organizations
appear to rely on operational KPIs. This supports Eccles' (1991) argument that
performance evaluation should not be based solely on financial measures. Since transfer

prices are heavily influenced by compliance requirements, they provide limited
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information about managerial performance. Operational KPIs, therefore, serve to isolate

performance from tax-driven accounting effects.

The findings, therefore, suggest that the main challenge is not whether organizations
should prioritize tax compliance or performance control, since tax compliance remained
the dominant consideration regardless of the system used. Instead, the challenge seems to
lie in how organizations balance accurate incentives with administrative simplicity. Dual
systems appear to provide managers with more controllable and less distorted
performance measures, while unified systems offer a simpler, more stable administrative
structure. The findings also indicate that organizations seeking to separate performance
control from transfer pricing increasingly rely on alternative KPIs, such as sales volume
and operational performance measures, rather than on profitability metrics directly

influenced by transfer pricing allocations.

5.4. Problem Solutions
The results of the study show that solving the problem of the tension between tax
compliance and performance control can be done in multiple ways, often leading to
similar end goals. While the proposed solution by Hyde and Choe (2005) to create two
separate books for the two objectives, or Baldenius and Reichelstein’s (2006) argument
to keep one unified system for simplicity both are viable in theory, the solutions were

shown to be more nuanced.

While the single systems were argued to be simpler by interviewees, most organizations
still feel the need to implement additional practices for their performance control, e.g.
having clear communication of goals or using KPIs not affected by transfer prices. The
dual system on the other hand separated the objectives by simply using two different
prices, this however comes with extra costs and work, which for some is not worth the
benefits. The two perspectives clearly show that there is a clear separation of the two

objectives, and managers try to minimize their effect on each other.

Despite the nuances in solutions to the problem, there was no correlation found between
what transfer pricing method an organization chooses and what performance control
choices (e.g. dual- or single system, performance evaluations, incentive systems) were
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made. The decisions on these two objectives were looked at independently, where the

importance of a compliant transfer pricing method is prioritized.

5.4.1. Obstacles and Consequences
While all solutions have their strengths, unwanted obstacles and consequences still arise

depending on what strategy is chosen.

While making sure the transfer pricing process is correct from a regulatory view is
important, it is also crucial to ensure the operationality of the process is handled correctly.
Manager B emphasizes this when explaining the importance of communicating the
transfer pricing calculations to their subsidiaries, to minimize the risk of unwanted
behavior. This is a clear ex-ante, or before the fact, action to prevent agency problems as
described by Jensen and Meckling (1976), who believe that if there is any goal
incongruence between the principal (head-office) and agent (subsidiary manager), the risk

of the agent performing actions to reward themselves increases.

Another ex-ante agency problem is the fact that managers can intentionally underestimate
forecasted revenue to reduce their own costs, as described by Manager C. This is a clear
example of opportunistic managerial behavior, as described by Watts and Zimmerman
(1978), who with their Positive Accounting Theory, a further development of Agency
Theory (1976), argue that managers will take certain accounting decisions to positively

affect their own interests, e.g. their compensation plan.

An example of agency problems caused by regulations also exists in the empirical
findings. The French law requiring profits to be shared with employees creates an
incentive to funnel profits to France. This incentive allows for opportunistic behavior
which according to both Jensen and Meckling (1976), and Watts and Zimmerman (1978),
will make managers act for their own good, which according to TP Specialist B is
observable in the case of profits gravitating towards France. While this is a clear example
of an agency problem, it must be said that the problem here is not necessarily with transfer
pricing, however, since transfer pricing can have a significant impact on profits between

countries, it is worth noting.
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Stepping back and assessing the regulatory problems from a broader perspective,
jurisdictional differences seem to be of greatest concern. TP Specialist A emphasizes that
the OECD guidelines are open to interpretation, being more considered as “soft law”.
This allows countries to set their own laws, leading to difficulties in the transfer pricing
problems. The findings support this, TP Specialist A clearly states that when you work
inside the EU, regulations stay the same, enabling for a smooth process compared to when
you must create policies that abide by laws from different jurisdictions. The institutional
pressure asserted is therefore not always simple, since for global organizations the
regulatory pressure will be coming from different jurisdictions, with different
requirements. From an upper echelons (Hambrick & Mason, 1984) perspective, this might
be the reason for many transfer pricing specialists having an educational background in
law studies. Continuing, jurisdictional differences might also influence how organizations
prioritize transfer pricing policies. Manager B’s reason for not tax optimizing is that the
tax rates are similar across all countries they operate in, meaning they are not able to
impact taxes much compared to a more global organization operating in jurisdictions with

both high and low tax rates.

While the interviewees note that some affected parties always will be unhappy with the
transfer pricing choices made, salespeople were mentioned to be a recurring problem by
both TP Specialist A and Jessicca. TP Specialist A believes the unhappiness stems from
a lack of knowledge, which aligns with the upper echelons theory (Hambrick & Mason,
1984), since it clearly shows how the salespeople’s limited understanding of transfer
pricing is the reason behind their baseless arguments. This highlights the importance of

proper communication.

An interesting pattern can be observed when looking at the regulatory obstacles and
behavioral problems presented in the empirical findings. Managerial (or related)
interviewees presented behavioral problems, while interviewees with transfer pricing
roles presented regulatory problems. A clear separation between the two professional
roles is according to upper echelons theory (Hambrick & Mason, 1984) to be expected.
This further emphasizes the argument that the two professional roles see the problem
differently, and the argument that transfer pricing and performance control are to be

separated from each other.
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5.5. Knowledge Asymmetry
The recurring factor in the analysis of the empirical findings is that there is a clear divide
in how knowledgeable affected parties interpret the transfer pricing problem, which is
affecting decision making. This is not only apparent in the main two professional
categories studied, managers and transfer pricing specialists, it is also observed in
reactions from affected parties, e.g. salespeople. So, while coercive institutional pressures
(DiMaggio & Powell, 1983) might explain why compliance has such a dominant role in
the problem, the upper echelons theory (Hambrick & Mason, 1984) might be the strongest
analytical lens to explain why different approaches still exist in spite of the strong

coercive institutional pressure (DiMaggio & Powell, 1983).

Knowledge asymmetry is not something that appears for no reason. Observing the
interviewee presentations, having an educational background in law is a common
denominator for transfer pricing specialists, it is not a necessity (since TP Specialist C
has an educational background in economics). However, to become a transfer pricing
specialist experience is needed, which is reflected in the functional tracks of the
interviewees; Most specialists have reached their positions by starting out in broader
consulting or junior roles, to then develop and reach more specialized senior positions.

The same can be said for the managerial interviewees.

Considering this, knowledge asymmetry is something that is deeply rooted in a person’s
functional track (Hambrick & Mason, 1984), which is built upon years of experience. It
is therefore only natural that differences in approaches to the transfer pricing problem

exist and that the balancing of different requirements will always remain necessary.
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6. Conclusion

The study has set out to examine the interplay between tax compliance and performance
control objectives in transfer pricing, with the aim of understanding how different factors
affect behavioral differences and decision-making. The findings have led to multiple

interesting opinions, allowing the research questions to be answered.

The study shows that multinational firms primarily address the tension between tax
compliance and performance control by prioritizing tax compliance. Most companies
focus on following the arm’s-length principle and avoiding problems with tax authorities
before considering internal control objectives. Some firms use the same transfer pricing
system for both tax purposes and performance evaluation because it is simpler and
reduces administrative work. Other firms choose to separate transfer pricing from
performance control by using different KPIs or dual systems, since transfer pricing can

create unfair incentives and affect managerial and employee behavior.

Regarding the separation of the two objectives, the study has found that the extent of their
separation is substantial. Whether a firm uses a dual or single style system does not
indicate the extent of separation. Instead, it is evident that in the case of a single system,
the two objectives remain decoupled, but this can be addressed through other measures,
such as communication and KPIs. The separation is further emphasized when examining
the answers from different interviewees, which show that the two objectives are both
understood and primarily handled by the respective specialists, since there is an
informational asymmetry. The findings, therefore, suggest that the tension might not be

as pronounced as in previous research and that separating the two objectives is necessary.

The asymmetrical views were also represented when it comes to how managers navigate
the interaction between the two objectives, both in how decisions are made and how the
decisions are perceived. Transfer pricing specialists tackle the problem with a much
deeper focus on transfer pricing methods, documentation, and regulatory requirements.
Conversely, people with managerial roles see the problem more as a compliance restraint
where behavioral consequences receive a larger focus. These split perspectives also lead
to different problem framings, managers identify behavioral distortions as the primary

concern, whereas specialists identify regulatory complexity and jurisdictional variation
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as the core challenges. Perception of transfer pricing decisions is also highly dependent
on the individual’s knowledge in the field where less knowledgeable staff are prone to
react more negatively. Therefore, many of the behavioral choices made by managers, or
the reactions of said choices, are the result of an existing knowledge asymmetry. This
asymmetry is something that naturally develops during the careers of the individuals.
While it might start with education, where transfer pricing specialists might be prone to
study law, compared to the business focus of managers, the more important factor is the
functional track. Years of working in a specific area, either in specialist roles or broader
managerial roles, will shape the way an individual thinks and acts, something that is
consistently shown in the results of the study. Considering this, knowledge asymmetry
will always exist in the transfer pricing context, and approaches to the problem will
always be divergent. The balancing of different requirements will therefore remain

necessary when trying to solve the problem of transfer pricing.

In summary, the results from this study suggest that, in practice, transfer pricing is not
widely regarded as a performance control tool. Furthermore, the problem of conflicting
objectives appears to be less interactive and more decoupled compared to previous
theories. Rather than balancing two equal objectives, tax compliance is always the
foundation of all transfer pricing policies, and it is only after this requirement is fulfilled
that managers can use different approaches to ensure that the requirements of
performance control can be fulfilled, by making sure that possible distortions appearing
from transfer pricing are worked around. As long as regulatory pressures exist, the
imbalance of requirements will remain. The end goal for managers should therefore not
be to try to balance the two requirements using transfer pricing, it should be to ensure that
proper actions are taken in their performance control strategy so that possible distortions

from transfer pricing do not remain a problem.

6.1. Limitations and Suggestions for Further Research
While the study captured a range of professional backgrounds, it was limited to one
person per organization. Interviewing more people from the same organization would
possibly allow for a more nuanced and less skewed understanding of internal decision-

making. Further research should therefore adopt an in-depth case study of a smaller
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number of organizations to better understand how strategic intentions, design choices,

and operational consequences are present in organizations.
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8. Appendices

Appendix A: Interview Guide (Swedish)
1. Vad ér din roll och dina ansvarsomraden i foretaget?
2. Hur ser dina tidigare erfarenheter ut?
3. Hur arbetar du med transfer pricing fragor?
4. Hur ser den interna prisséttningsprocessen ut?
a) Vilka faktorer prioriteras?
b) Hur hanterar ni balansen mellan de olika faktorerna?
¢) Upplever ni att armléngdsprincipen paverkar balansen mellan de olika
faktorerna som prioriteras?
d) Anvénder ni er av en specifik metod?
e) Hur ser processen ut i praktiken?
5. Hur upplever ni att enhets-/ landschefer eller andra berdrda reagerar pa transfer
pricing beslut?
a) Upplever berorda att besluten &r réttvisa?
b) Upplever ni att berdrda agerar annorlunda, beroende pa beslut?
6. Vilka ar storsta utmaningarna enligt dig med ert system?
7. Hur ser uppfoljning/prestationsmétning ut hos er? Kénner ni att transfer pricing
paverkar detta? Finns det behov av anpassning for att rdkna bort TP effekter?
8. Utdver er bokforing, har ni nagot separat frikopplat system eller transfer pricing
pris 1 styrningssyfte/uppfoljning eller for prestationsmétning?
9. Skulle ett internt redovisningssystem frikopplat fran bokforingen underléattat ditt
arbete?

10. Finns det nagot vi inte har diskuterat som du tycker ar viktigt att ta upp?

Appendix B: Interview Guide (English)
1. What is your role and areas of responsibility in the company?
2. What does your previous experience look like?
3. How do you work with transfer pricing issues?
4. What does the internal pricing process look like?

a) Which factors are prioritized?
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10.

b) How do you manage the balance between the different factors?
¢) Do you feel that the arm's-length principle affects the balance
between the different prioritized factors?

d) Do you use a specific method?

e) What does the process look like in practice?
How do you perceive that unit/country managers or other affected
parties react to transfer pricing decisions?

a) Do those affected perceive the decisions as fair?

b) Do you perceive that those affected act differently depending on

the decision?

What are the biggest challenges according to you with your system?
What does performance follow-up/performance measurement look like in
your organization? Do you feel that transfer pricing affects this?
Is there a need for adjustment to remove TP effects?
Apart from your financial accounting, do you have any separate
decoupled system or transfer pricing price for performance control
purposes/follow-up or for performance measurement?
Would an internal accounting system decoupled from the financial
accounting facilitate your work?
Is there anything we have not discussed that you think is important

to bring up?

Appendix C: Interview Guide Tax Auditor (Swedish)

Granskning och tillvigagangssitt

1.

Hur ser er granskningsprocess ut nir ni borjar undersoka ett
foretags internprissittning?

Vilka signaler eller roda flaggor fér er att prioritera ett visst

foretag eller en viss transaktion for granskning?

Hur bedomer ni om ett foretags valda prissattningsmetod ar ldmplig
for den aktuella transaktionen?

Hur samarbetar ni med skattemyndigheter i andra ldnder nér ni

granskar gransoverskridande transaktioner?

Transfer pricing dokumentation och policydokument
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5. Hur ser en typisk transfer pricing-policy ut hos de foretag ni
granskar, vad brukar ingd och vad saknas ofta?

6. Vilka dr de vanligaste bristerna ni ser 1 foretags dokumentation, ar
det tekniska fel, ofullstdndiga analyser eller nagot annat?

7. Hur vil avspeglar dokumentationen faktiska transaktioner och
affarsforhallanden i praktiken, kontra vad som formellt anges?

8. Vilken kvalitetsskillnad ser ni mellan stora multinationella
koncerner och mindre bolag i deras dokumentationsarbete?

Foretags motiveringar och val av metod

9. Hur motiverar foretag vanligtvis sitt val av prisséttningsmetod, och
hur héller de motiveringarna vid en faktisk provning?

10. Kan du ge exempel pa motiveringar som ni anser vara valgrundade,
kontra sddana som &r svaga eller svéra att stodja?

11. Hur hanterar foretag situationer dér det inte finns tydliga
marknadspriser att jimfora med, och hur bedomer ni deras
resonemang?

12. Finns det branscher dir motiveringarna generellt haller hogre eller
lagre kvalitet?

Vanliga problemomréiden

13. Vilka typer av transaktioner eller strukturer dr generellt mest
problematiska ur ett transfer pricing perspektiv?

14. Hur ser ni pa koncerninterna tjinster, till exempel management fees,
ar de ofta ett problemomréde?

15. Ar det vanligare med brister i enstaka transaktioner eller i hela

transfer pricing strukturen for ett bolag?

Appendix D: Interview Guide Tax Auditor (English)
Review and Approach
1. What does your review process look like when you start examining a company's
transfer pricing?
2. What signals or red flags cause you to prioritize a particular company or a

particular transaction for review?
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3. How do you assess whether a company's chosen pricing method is appropriate
for the transaction in question?
4. How do you cooperate with tax authorities in other countries when reviewing
cross-border transactions?
Transfer Pricing Documentation and Policy Documents
5. What does a typical transfer pricing policy look like at the companies you
review, what is usually included, and what is often missing?
6. What are the most common deficiencies you see in companies' documentation —
are they technical errors, incomplete analyses, or something else?
7. To what extent does the documentation reflect actual transactions and business
conditions in practice, as opposed to what is formally stated?
8. What quality differences do you see between large multinational groups and
smaller companies in their documentation work?
Company Justifications and Choice of Method
9. How do companies usually justify their choice of pricing method, and how do
those justifications hold up during an actual examination?
10. Can you give examples of justifications that you consider well-founded, as
opposed to those that are weak or difficult to support?
11. How do companies handle situations where there are no clear market prices to
compare with, and how do you assess their reasoning?
12. Are there industries where the justifications generally hold higher or lower
quality?
Common Problem Areas
13. What types of transactions or structures are generally most problematic from a
transfer pricing perspective?
14. How do you view intra-group services, for example management fees, are they
often a problem area?
15. Is it more common to find deficiencies in individual transactions or in a

company's entire transfer pricing structure?
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