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Sammanfattning 
Den här uppsatsen besvarar frågan ”Hur överensstämmer tillämpningen av den svenska korrigerings-
regeln med OECD:s syn på koncerninterna lån givna till underkapitaliserade koncernbolag?” Frågan 
besvaras genom att använda den rättsdogmatiska metoden och genom att undersöka hur 
korrigeringsregeln tillämpas av Regeringsrätten kan en jämförelse göras mellan svensk 
rättstillämpning av armlängdsprincipen och rekommenderat tillämpningssätt av OECD. 

Ur skattesynpunkt är koncernintern prissättning av varor och tjänster av stor betydelse för 
multinationella koncerner, eftersom dessa priser i slutändan påverkar den totala skattebe-
lastningen för koncernen. Även valet av finansiering av koncernbolagen kan medföra skat-
teeffekter eftersom det kan vara en fördel för en multinationell koncern att finansiera bola-
gen genom lån istället för kapitaltillskott. Ett företag med ett oproportionerligt förhållande 
mellan skulder och eget kapital betraktas som underkapitaliserat och eftersom att ränta är 
en avdragsgill kostnad, vilket utdelning inte är, medför det en möjlighet till att flytta obe-
skattade vinster inom koncernen. Detta kan utgöra ett incitament för en multinationell 
koncern att medvetet underkapitalisera koncernbolag genom att finansiera dem genom lån 
istället för kapitaltillskott. 

Den svenska lagregeln som reglerar interprissättning mellan företag i intressegemenskap är 
korrigeringsregeln vilken uttrycker armlängdsprincipen i svensk rätt. Syftet med regeln är 
att korrigera felaktig prissättning mellan företag i intressegemenskap och den har fyra rekvi-
sit som måste vara uppfyllda för att den skall kunna tillämpas. I uppsatsen fastställs att ing-
et i förarbetena pekar på att regeln skulle kunna tillämpas på underkapitaliseringssituationer 
utan det framgår snarare att den skall ges en snäv tillämpning. I praxis har fastställts att kor-
rigeringsregeln inte är tillämplig på underkapitaliseringssituationer i den meningen att den 
inte kan omklassificera ett lån till kapitaltillskott. Regeln kan i en sådan situation bara an-
vändas för att korrigera räntan om denna avviker från marknadsmässiga nivåer. Arm-
längdsprincipen i den form den uttrycks i artikel 9.1 i OECD:s modellavtal tycks emellertid 
ha en bredare tillämpning än korrigeringsregeln. Det framgår av kommentaren till artikeln 
att den kan tillämpas på s.k. prima facie lån, den kan med andra ord användas för att om-
klassificera lån till kapitaltillskott om omständigheterna som omgärdar transaktionen pekar 
på att det är dess verkliga innebörd.  

Slutsatserna som dras vid en jämförelse mellan Regeringsrättens och OECD:s resonemang 
beträffande tillämpningen av armlängdsprincipen är att OECD:s resonemang rörande den 
verkliga innebörden av en transaktion baseras på samma grunder som Regeringsrättens. 
Regeringsrätten använder dock detta resonemang vid tillämningen av genomsynsprincipen 

 



 

och inte korrigeringsregeln. Skillnaden består med andra ord i att korrigeringsregeln inte 
ges samma breda tillämpning som artikel 9.1. 

Angående behovet av att lagstifta mot användningen av underkapitaliserade bolag i Sverige 
är det författarnas åsikt att eftersom att ingen undersökning av problemets omfattning har 
genomförts i Sverige får det anses nödvändigt att undersöka huruvida underkapitalisering 
verkligen utgör ett hot mot svenska skatteintäkter. Inte förrän det är fastställt om ett pro-
blem existerar kan en diskussion föras rörande konstruktionen av en sådan lagregel.  
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Abstract 
This thesis answers the question “How does the application of the Swedish adjustment rule correspond 
to the OECD point of view regarding intra-group loans to thinly capitalised companies?” The question 
is answered by using the traditional legal method and by examining the way the adjustment 
rule is applied by the Supreme Administrative Court, the Swedish approach when using the 
arm’s length principle in Swedish law is then compared to the approach recommended by 
the OECD. 

From a tax point of view intra-group prices on commodities and services are of vital im-
portance for multinational enterprises, since these prices in the end affects the total corpo-
rate taxation. Also the way of financing a company can have tax implications since it could 
be an advantage for an MNE to arrange financing of companies within the group through 
loans rather than contribution of equity capital. A company with a disproportionate debt to 
equity ratio is considered thinly capitalised and since interest payments are considered de-
ductible expenses, which dividends are not, it provides a way to transfer untaxed profits 
within a group. This may be an incentive for MNEs to intentionally thinly capitalise com-
panies by providing them with capital through loans instead of equity contributions.  

The Swedish provision regulating transfer pricing between associated enterprises is the ad-
justment rule which expresses the arm’s length principle. The purpose of the rule is to ad-
just erroneous pricing between associated enterprises and it has four requisites that have to 
be fulfilled in order to be applicable. In the thesis it is concluded that nothing in the pre-
ambles to the adjustment rule points at the provision being applicable to thin capitalisation, 
on the contrary they indicate that it should have a narrow application. Through case law it 
has been established that the adjustment rule is not applicable to thin capitalisation situa-
tions in the sense that it can not be used to reclassify a loan into equity contribution. The 
provision is, in such a situation, only applicable to adjust interest rates that deviate from 
rates on the open market. The arm’s length principle expressed in article 9.1 of the OECD 
Model Tax Convention however seems to have a broader application than the adjustment 
rule. It is stated in the commentary to the article that it may be applied to prima facie loans, 
i.e. it can reclassify a loan into equity contribution if the surrounding circumstances points 
at it being the true nature of the transaction.  

The conclusions drawn when comparing the reasoning of the Supreme Administrative 
Court with the OECD regarding the application of the arm’s length principle, is that the 
way the OECD reason regarding the true nature of a transaction is based on the same idea 
as the reasoning of the Swedish court. The Swedish Supreme Court however uses this type 

 



 

of reasoning when applying the substance over form principle and not when applying the 
adjustment rule. In other words, the difference is that the adjustment rule is not acknowl-
edged the same scope of application as article 9.1.  

Regarding the need to legislate against thin capitalisation in Sweden it is the authors’ opin-
ion that since no examination of the problem has been performed, it is necessary to exam-
ine whether thin capitalisation in reality constitutes a problem for the Swedish revenue. 
Not until it is established if a problem exists should there be a discussion regarding the 
construction of such a provision. 
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1 Introduction 

1.1 Background 
Conditions surrounding trade undertaken by associated enterprises, i.e. parent and subsidi-
ary companies and companies under common control,1 may differ from the business done 
by independent enterprises and thus result in prices that are below or above their real value 
on the open market.2 Reasons to why conditions might vary are many, but they are often 
subject to the overall strategy of the Multinational Enterprise (MNE). Other reasons could 
be conflicting governmental pressures, anti-dumping duties or price controls,3 i.e. factors 
putting a strain on one or more companies in the group and thus affecting the group of 
companies at large. Also businesslike ventures such as establishing a new subsidiary could 
be an incentive for a parent company to make transactions, e.g. trade or loans, under con-
ditions that differ from those on the open market. These kinds of transactions might even 
sometimes be undertaken under such conditions that independent actors on the open mar-
ket would never take on such deals.4  

From a tax point of view the intra-group prices are of vital importance for an MNE since 
these prices do in the end affect the MNE’s total corporate taxation. A problem, however, 
often arises since there is a conflict of interest between states national interest to impose 
taxes on companies’ profits and the goal of an MNE to maximise its profits within the 
group. It should be noticed that the concept and definition of transfer pricing is relevant 
both for business economics and for tax purposes.5 The transfer prices as such are remu-
neration for the transfer of goods, intangibles and the provision of services and loan capital 
among related parties.6 However, it is also an economic issue that affects the sharing of tax 
revenues between countries.7 It is important to stress from the very beginning that condi-
tions negotiated between associated enterprises do not always differ from those on the 
open market8, and even if they do it should not be assumed that it has been done inten-
tionally to manipulate profits.9  

The profits may be transferred from a parent company to its subsidiary or vice-versa by 
setting the prices on commodities, services or intangibles above or below market value. 
Another aspect to take into consideration is how a company is provided with its capital. 
                                                 
1 Commentary on article 9, OECD Model Tax Convention on Income and on Capital, Condensed version 15 July 

2005, OECD Committee on Fiscal Affairs, p. 141, [1]. 

2 OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations, OECD 2001, p. I-1, [1.2]. 

3 Ibid. p. I-2, [1.4]. 

4 Ibid. p. I-4, [1.10]. 

5 Hamaekers, Hubert, Arm’s length – How Long?, International and Comparative Taxation, Essays in Honour of 
Klaus Vogel, Kluwer Law International 2002, p 29. 

6 Ibid. p. 29. 

7 Rohatgi, Roy, Basic International Taxation, Second Edition, Volume I: Principles, Richmond Law & Tax, Richmond 
2002, p. 428. 

8 OECD, Transfer Pricing Guidelines, 2001, p. I-2, [1.5]. 

9 Ibid. p. I-1, [1.2]. 
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The way of financing a company, either through the contribution of equity capital or 
through a loan from e.g. a bank or a parent company, will also have tax implications.    

As mentioned above, the methods used to provide a company with capital may have tax 
implications for the taxation of the MNE’s total corporate income. A company is always 
founded on equity capital, but further contributions of capital could be done through the 
issuing of shares or through loans.10 The broad effect of the two means of financing is that 
it sometimes, from a tax point of view, could be an advantage for an MNE to arrange the 
financing of a company through heavy loans rather than through equity contribution. The 
debt from the lending company would make the company taking the loan thinly capitalised 
and oblige it to pay interest to the lender depending on the specific loan agreement.   

In Swedish tax law the interest on a loan is allowed as a fully deductible expense for a com-
pany taking the loan.11 The lender is the only part likely to be taxed on interest payments. 
However, if the company instead of a loan would be financed through equity capital, the 
shareholders reward as an investor would be distributed to him through dividends deriving 
from the capital invested in the company. This dividend is not deductible for the Swedish 
company paying the dividend which means that Swedish company tax has to be paid be-
fore the dividend can be distributed to the shareholder.12 Due to these differences it could 
be tempting for an MNE to disguise what is really equity capital as a loan. A result of this 
strategy could be that a subsidiary in Sweden, heavily financed with disguised equity capital 
as a loan (often referred to as “hidden capitalisation”), could due to its thin capitalisation 
transfer a part of its untaxed profits as interest to an associated company in a low tax coun-
try. The purpose of this type of financing would be to transfer the untaxed profits of the 
company taking the loan through interest instead of dividends. This would result in a lower 
total corporate tax for the MNE while Sweden at the same time would lose revenue.  

Despite the fact that Sweden partially risks loosing some of its tax base if companies are fi-
nanced in this way, or in a similar way, Sweden does not have any thin capitalisation rules 
to prevent or regulate these situations. The provision that is closest at hand to apply to 
these kinds of transactions is the provision on erroneous pricing stated in chapter 14, sec-
tion 19 of the Income Tax Act (the so called “Korrigeringsregeln”). This provision will in 
this thesis be referred to as the adjustment rule.13  

1.2 Purpose 
The purpose of this thesis is to examine de lege lata concerning the application of the Swed-
ish adjustment rule on thin capitalisation situations and through a comparison with interna-
tional principles examine the relationship between thin capitalisation and the arm’s length 
principle. The thesis will focus on “thin capitalisation” within transfer pricing and examine 
how national and international principles by the use of the arm’s length principle can regu-
late intra-group loans in these situations. The question to answer will be; “How does the appli-
cation of the Swedish adjustment rule correspond to the OECD point of view regarding intra-group loans to 
                                                 
10 OECD, Issues in Iinternational Taxation No 2, Thin Capitalisation , OECD, Paris 1987, p. 8, [8]. 

11 The Swedish Income Tax Act No.1229 of 1999, chapter 16, section 1. 

12 Ibid. chapter 24, section 11 (e contrario). 

13 The term has been used by Arvidsson in a national report to the 1992 International Fiscal Association 
Congress, Transfer pricing in the absence of comparable market prices, Volume LXXVIIa, Kluwer The Netherlands.  
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thinly capitalised companies?”. From the result of the analysis comments are made regarding 
the need for thin capitalisation rules in Sweden. 

1.3 Method 
The juridical method used in this thesis to examine current applicable law is the traditional 
legal method. The analysis in this thesis follows the legal hierarchy and is based on Swedish 
legislation, usage of national court practice especially from the Swedish Supreme Adminis-
trative Court, preambles of the law and national as well as international law doctrine. Even 
though the OECD Model Tax Convention on Income and on Capital does not have the status of 
law in Sweden it is still a valuable and useful juridical tool since the Swedish Supreme Ad-
ministrative Court in a court verdict has established the convention and its commentary as 
a point of reference when applying the arm’s-length principle.14 It should also be clarified 
that other OECD publication, such as the Transfer Pricing Guidelines for Multinational Enter-
prises and Tax Administrations can be described as “soft law” which has a morally binding 
force.15 The OECD publications are of potential legal relevance in the sense that it may 
over time evolve into customary law or may give rise to political but not legal obligation.16 
Due to the above mentioned reasons the OECD Guidelines together with the OECD 
Model Tax Convention are important juridical tools when examining the area of transfer 
pricing.  

1.4 Delimitations 
The thesis will not deal with any tax avoidance regulations such as the Tax Avoidance Act 
No. 575 of 1995. This thesis is not intended to be a comparative study of other nations’ 
thin capitalisation regulations, due to this, such regulations falls outside the scope of this 
analysis. Even though there is an ongoing discussion regarding thin capitalisation regula-
tions’ compatibility with European Community legislation, for example with the so called 
Lankhorst-Hohorst case17, this thesis will not be extended to examine this specific issue 
within the area of transfer pricing due to time limitations. Furthermore, fictitious transac-
tions fall out of the scope of this thesis.  

1.5 Outline 
Chapter 2 of this master’s thesis is a short introduction to the concept of thin capitalisation 
and it sheds light on the current situation in Sweden. Chapter 3 shows how the choice of 
financing within a Multinational Enterprise may affect its corporate taxation due to differ-
ences in tax treatment. Chapter 4 describes briefly how loans and equity contributions are 
defined in Swedish law. Chapter 5 concerns the OECD point of view on the application of 
article 9.1 of the Model Tax Convention to thin capitalisation. In Chapter 6 the Swedish 
adjustment rule and its prerequisites are explained. The following chapter, chapter 7, pro-

                                                 
14 RÅ 1997 ref. 107.  

15 Ward, David A., “The Role of the Commentaries on the OECD Model in the Tax Treaty Interpretation 
Process”, IBFD Bulletin – Tax treaty monitor, March 2006, p. 97. 

16 Ibid. p. 99. 

17 Case C-324/00, Lankhorst-Hohorst v. Finanzamt Steinfurt, ECR [2002] I-11779. 
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vides the reader with the relevant case law on the matter of the adjustment rule, both its 
application to transfer pricing in general and to thin capitalisation in specific. Chapter 8 
states opinions from the legal doctrine regarding the need for thin capitalisation regulations 
in Sweden. In the 9th chapter the authors analyses the relevant information presented in this 
thesis and conclusions connected to the purpose of the thesis are drawn.  
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2 Thin capitalisation in general 
The term “thin capitalisation” is not defined in Swedish law. However, from the viewpoint 
of business economics the term “thin capitalisation” usually refers to insufficient equity 
capital in relation to the ongoing business.18 The relationship between a company’s debts 
and equity capital are referred to as debt/equity ratio.19 There is no law in Sweden stipulat-
ing what an acceptable debt/equity ratio is since Sweden lacks both civil and fiscal thin 
capitalisation rules.20 The only regulation regarding a company’s relation between its debt 
and equity in Swedish law is stipulated in the Swedish Companies Act, which basically 
states when and how a company should be compulsory liquidated.21  

The way an acquisition is financed is however a relevant issue when discussing thin capitali-
sation. The acquisition strategy can result in important tax implications for the MNE 
group. Acquiring a company in Sweden could be performed with tax advantages if a do-
mestic holding company is placed between the purchasing foreign company and the Swed-
ish company about to be acquired. A theoretical example presenting this kind of situation is 
shown in figure 1 below.  

Illustration 1. Acquisition of a Swedish Company through the use of a holding company. 

Foreign  

Company 

Swedish  

Holding Company 

Swedish  

Company 

                                                 
18 Skatteverket, Handledning för Internationell Beskattning 2005, Solna 2005, p. 248. 

19 Skatteförvaltningen, RSV Rapport 1990:1 – Internprissättning, 1990, p. 42. 

20 Arvidsson, Dolda vinstöverföringar, p. 348. 

21 The Swedish Companies Act No. 551 of 2005, Chapter 25, Section 13-17. 
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The strategy could be to push down a heavy loan in a recently established holding company 
which would make the holding company thinly capitalised. With this strategy the domestic 
holding company would to a great extent be able to finance the purchase with loans and ef-
fectively deduct the interest against future profits in the acquired Swedish company.22 The 
profits from the Swedish company would be allocated to the domestic holding company by 
means of group contributions and then by means of interest payments be reallocated to the 
foreign parent company, thereby reducing or extinguishing the taxable income in the Swed-
ish company.23 The group would not suffer from any withholding tax on this interest pay-
ment and Sweden would lose revenue. 

The fact that Sweden allows deduction on interest and at the same time lacks thin capitali-
sation rules has made Sweden a favourable country to place holding companies in.24 Many 
countries have introduced thin capitalisation rules in order to make the investing company 
finance the investment with a greater degree of equity than loans and to protect the domes-
tic tax base. Countries that have introduced such legislation are, among others, the Nether-
lands, Austria, Belgium, Denmark, Germany, Italy and Switzerland.25 The fact that Sweden 
lacks both thin capitalisation rules and withholding tax on interest payments was noticed 
during the 1994 International Fiscal Association (IFA) congress. The following was men-
tioned; 

“It is difficult to understand or explain the absence of thin capitalisation rules in some countries. For ex-
ample, in Sweden, not only is there no protection against the use of excessive debt by non-residents in financ-
ing Swedish corporations, but also there is no withholding tax on interest. Perhaps the only explanation is 
that until recently had a comprehensive system of exchange controls. For many developing countries, the lack 
of thin capitalisation rules may be explained by a relatively unsophisticated approach to income taxation 
and by a desire to attract foreign direct investments.”26  

The statement indicates that the absence of thin capitalisation rules in Sweden is difficult to 
explain if there are no other provisions applicable to these kinds of situations. As men-
tioned in the introduction, the only provision that potentially could be able to face transfer 
pricing issues like these is the Swedish adjustment rule. From what has been mentioned it 
should be clear that the question of thin capitalisation is closely related to how a company 
is financed, therefore a quick glance at this issue is relevant here before examining the na-
tional and international transfer pricing provisions and recommendations. 

                                                 
22 Estberg, Staffan, ”Skatteplanering för en multinationell svensk koncern”, Svensk Skattetidning, 1999:4, p. 

239. 

23 Jonsson, Lars, , ”Finansiering av företagsförvärv”, Svensk Skattetidning, 2005:8, p. 522. 

24 Munck-Persson, Brita, “Sweden”, European Taxation, No. 9, September/October 2005, p. 435.  

25 Öhrlings PricewaterhouseCoopers, International Transfer Pricing 2004/2005, p. 212, 221, 286, 317, 347. 

26 Arnold, Brian J., “Deductibility of interest and other financing charges in computing income”, The 1994 
IFA congress, Cahiers de droit fiscal international vol. LXXIXa, Kluwer, Deventer 1994, p. 513.  
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3 Corporate financing 

3.1 Loan and equity financing 
When an MNE makes a cross-border investment, either by setting up an entirely new op-
eration through for example a subsidiary or by acquiring an already existing operation, they 
must decide whether to finance the investment with loan capital, equity capital or both.27 
From a tax point of view the interest-bearing debt resulting from a loan differs from that of 
equity capital since the return of the equity capital takes the form of dividend. The loan 
capital may make way for tax advantages in the country in which the investment is situated 
since it results in an obligation for e.g. the subsidiary to pay interest to its parent com-
pany.28 It is important to stress from the very beginning that the way a company is financed 
may on good commercial grounds be decided by other reasons than just tax. For example, 
the proportion of a company’s capital which is financed by either equity contributions 
and/or loans could also arise due to economic or commercial necessity or desirability.29 
However, it is clear that the choice of financing, either by loan or by equity capital, does 
have implications both for the company’s taxation and for the total corporate taxation. It is 
therefore relevant to clarify the difference between the two methods of corporate financing 
before examining how the arm’s-length principle apply to intra-group loans in thin capitali-
sation situations.   

3.2 Difference in tax treatment 
The problems related to thin capitalisation arise due to the fact that under most tax sys-
tems, including Sweden’s, debt and equity are treated differently. 30 The following is a brief 
overview of these terms from a Swedish perspective. 

3.2.1 Interest on loan 
When a parent company decides to finance its operation in a foreign subsidiary with loan, 
instead of sufficient equity capital, the result will be a thinly capitalised subsidiary.31 One 
advantage of thin capitalising a subsidiary is, from an investment risk point of view, that if 
the subsidiary is financed with a high share of loans in relation to its financial needs, then 
the cost of the establishment will mainly be a burden on the subsidiary.32 The lending par-
ent company will normally charge its borrowing subsidiary a market based interest for the 
loan. By doing so the parent company’s possibilities to be in control of the subsidiary’s 
profits increase since their interest claims usually are safer than their claims for dividend as 
shareholders in the sense that interest shall be paid under all circumstances while a share-

                                                 
27 Rohatgi, Basic International Taxation, p. 395. 

28 Ibid. p. 395. 

29 OECD, Thin Capitalisation (1987) p. 9. 

30 Tomsett, Eric G., Thin capitalization, Deloitte Touche Tohmatsu International, New York 1993, p. xii. 

31 Pelin, Lars, Internationell Skatterätt: I ett svenskt perspektiv, Prose design & grafik, Lund 2004, p. 96. 

32 Ibid. p. 97. 
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holder only receives a dividend if and when profits arise in the subsidiary.33 From a corpo-
rate finance perspective the debt also provides greater flexibility since it is possible to con-
vert debt to equity, but not the reverse.34 Furthermore, interest is, according to Swedish tax 
law, a fully deductible expense for the paying subsidiary and a taxable income for the re-
ceiving parent company.35 Even more advantageous for a foreign parent company is that 
Sweden does not impose any withholding tax on interest paid by a Swedish company to a 
non-resident.36   

A directive that is relevant in the discussion of interest payments on loans is the Council 
Directive 2003/49/EC on interest and royalty payments made between associated compa-
nies within the European Union (EU).37 The purpose of the directive is to set aside inter-
national double taxation on interest and royalties transactions paid between associated 
companies in different member states. The ministry of finance has however concluded that 
Sweden already, as far as interest payments are concerned, fulfils the requirements of the 
directive since Sweden does not impose any withholding tax on interest payments to other 
member states.38  

Due to the above mentioned circumstances the tax benefits of financing a subsidiary with 
loan are the following. If an MNE decides to provide financing from a parent company in 
one country to a subsidiary in Sweden almost entirely by means of loans (which results in 
debt bearing rate of interest), the Swedish subsidiary’s tax liability may be substantially re-
duced compared to a situation where similar funds had been provided as equity capital.39 
At the same time may the total corporate taxation be reduced if the parent company is lo-
cated in a country with lower company taxation than Sweden or if there is a possibility to 
equalise tax. Even more, since Sweden does not impose any withholding tax on interests, 
the tax advantage will be even greater for the subsidiary.40 Due to these circumstances the 
untaxed profits in the subsidiary can be transferred from Sweden to another country 
through high interest rates. 

3.2.2 Dividends on equity capital 
When a parent company invests in its subsidiary through equity capital it shares the rewards 
of the investment but also bears the entrepreneurial risks.41 The return of the investment 
will normally come through dividend. However, in order to make a dividend possible, the 

                                                 
33 Pelin, Internationell skatterätt, p. 98. 

34 Rohatgi, Basic International Taxation, 2002, p. 395. 

35 The Swedish Income Tax Act, chapter 15, section 1 and chapter 16, section 1. 

36 The Swedish Withholding Tax Act  No 624 of 1970. 

37 Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation applicable to interest and 
royalty payments made between associated companies of different Member States. 

38 Finansdepartementet, Promemoria om undantag från skattskyldighet för vissa ersättningar i form av royalty och avgift, Fi 
2003/6617, December 2003, p. 19. 

39 Tomsett, Thin capitalization, p. xiii. 

40 Ibid. 

41 Rohatgi, Basic International Taxation, 2005, p. 268. 
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subsidiary must be profitable and in possession of non-restricted equity.42 This means that 
a dividend can not be issued before the subsidiary has paid company tax on its profits. This 
requirement limits the possibility for the parent company to receive continuous profits 
from the subsidiary.  

If a dividend is issued from the subsidiary to the parent company, the question whether the 
transaction will be liable to tax will be dependent on whether the share holder is in posses-
sion of shares held for business reasons (“trade-related investment shares”).43 The Swedish 
Income Tax Act applies participation exemption rules on capital gains arising from shares 
held for business reasons. This means that the owner of the shares receiving the dividend 
shall either be in control of non-listed shares (which are always treated as trade-related in-
vestment shares) or be in possession of minimum 10 percent of the number of votes in the 
company issuing the dividend in order to benefit from the exemption rule. If the dividend 
refers to a corporation that is domiciled in a foreign state that is a member of the EU, the 
participation right will, under condition that the above mentioned rules for participation 
exemption also are fulfilled, be considered to be a trade-related investment share if the 
ownership correspond to 10 percent or more of the capital stock in the corporation.44 The 
tax benefit in a situation where dividend on a trade-related participation share is issued is 
that the receiving parent company is not liable to tax for this income.45

3.2.3 Withholding tax on dividend 
The principal rule when a dividend is transferred from a subsidiary located in Sweden to a 
parent company domiciled in a foreign state, with limited liability to pay tax, is that 30 % 
withholding tax will arise (unless the dividend is classifiable as business income which is 
carried out from a branch office within the State).46 Furthermore, the Council Directive 
90/435/EEG, the Parent-Subsidiary Directive, also has to be taken into consideration when 
dividends are issued.47 The withholding tax is basically a substitute to the taxation on in-
come with the purpose to keep a part of the tax-base in Sweden.48 There are however some 
tax reliefs for foreign companies in order not to treat foreign investments unfairly from a 
tax perspective.49  

In cases where a dividend is issued from a Swedish subsidiary to a parent company domi-
ciled in a foreign state, withholding tax may in some circumstances be exempted if the re-
ceiving company fulfils the requirements of a “foreign corporation” stated in chapter 2, 
section 5a of the Swedish Income Tax Act and is equivalent to such a Swedish company re-

                                                 
42 The Swedish Companies Act, chapter 17, section 3. 

43 The Swedish Income Tax Act, chapter 24, section 13-14. 

44 Ibid., chapter 24, section 13-16. 

45 Ibid., chapter 24, section 17. 

46 The Swedish Withholding Tax Act, section 4 para. 1 and section 5. 

47 Council Directive 90/435/EEC of 23 July 1990 on the common system of taxation applicable in the case 
of parent companies and subsidiaries of different Member States. 

48 Skatteverket, Handledning för Internationell Beskattning 2005, p. 313. 

49 Prop. 2002/03:96 p. 151 and prop. 1999/2000:1 p. 200. 
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ferred to in chapter 24, section 13, paragraph 1-4 under the same law and the dividend re-
fers to a trade-related investment shares (as mentioned under the previous subtitle 
above).50 Corporations domiciled in a state with which Sweden has a double taxation treaty 
are always treated as a foreign corporation, other corporations, not domiciled in a country 
listed as a treaty country (the so-called “white list”), have to be subject for “similar taxa-
tion” with that of Swedish companies.51 There are many requirements to be fulfilled in or-
der to be exempted from withholding tax but in general this means that if terms as “foreign 
corporation”52 and “similar taxation” under above stipulated law are fulfilled and the divi-
dend relates to a trade-related investment share were the receiving parent company is in 
control of 10 % or more of the votes in a Swedish corporation listed on the stock exchange, the 
dividend will be exempted from withholding tax. The receiving parent company is required 
to be in possession of the trade-related investment share at least one year prior to the issu-
ing of the dividend.53 These exemption rules apply to all foreign corporations fulfilling 
stipulated requirements in Swedish tax law, including corporations within the EU.  

The Parent-Subsidiary directive however contains minimum rules which guarantee the 
Member States of the EU another chance to tax reliefs under certain circumstances.54 The 
purpose of the directive is to ensure fiscal neutrality within the EU by abolishing all extra 
tax on dividends, except for the company tax that the subsidiary pays, when a cross-
boarder intra-group dividend is issued within the EU.55 In other words, the Parent-
Subsidiary directive states that dividends issued from one company to another within the 
EU shall be exempted from income- and withholding tax. The directive has been subject to 
change56 which, as far as withholding tax is concerned, now means that dividends shall be 
exempted from withholding tax if the receiving parent company holds a minimum of 20% of 
the share capital in the subsidiary and fulfils the requirements of the term “company of a 
Member State” mentioned in article two of the directive.57 The directive further states in 
article 3 that the parent companies are obliged to maintain this minimum possession for an 

                                                 
50 The Swedish Withholding Tax Act, section 4 para. 6. 

51 Dahlman, Roland & Fredborg, Lars, Internationell beskattning: en översikt, Nordstedts Juridik, Stockholm 2003, 
p. 35. 

52 The term is defined in the Swedish Income Tax Act, chapter 6, section 8. 

53 The Swedish Withholding Tax Act, section 4, para. 6 , 7. 

54 Council Directive 90/435/EEC of 23 July 1990 on the common system of taxation applicable in the case 
of parent companies and subsidiaries of different Member States. Implemented, as far as withholding tax is 
concerned, in the Swedish Withholding Tax Act, section 4, para. 5. 

55 Para. 1 and 2 of the preamble to Council Directive 2003/123/EC of 22 December 2003 amending Direc-
tive 90/435/EEC on the common system of taxation applicable in the case of parent companies and sub-
sidiaries of different Member States. 

56 Council Directive 2003/123/EC of 22 December 2003 amending Directive 90/435/EEC on the common 
system of taxation applicable in the case of parent companies and subsidiaries of different Member States. 

57 The Swedish Withholding Tax Act, section 4, para. 5. The Council Directive 2003/123/EC further states 
in the amendment to article three that by 1 January 2007 the possession shall be at least 15 % of the share 
capital and by 1 January 2009 the possession shall be at least 10 %.  
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uninterrupted period of at least two years.58 The member states may be more generous 
when implementing the directive then what is stipulated by the directive. 

The above mentioned exemption rules means that parent companies receiving stipulated 
dividend inside the EU have two possibilities to be exempted from withholding tax while 
other foreign corporations only got one possibility. 

3.3 Comments and examples 
From what has been clarified above one can conclude the following; In cases where the 
subsidiary is thinly capitalised, the parent company may be able to receive interest pay-
ments from the subsidiary, independently of whether the subsidiary is making profits or 
not, since interest compared to dividends is not dependent on non restricted equity. This 
means that the dividend will be subject to company taxation and maybe even withholding 
tax, no such taxation arise on an interest payment transferred from a Swedish subsidiary to 
a foreign parent company. By using interest rates as a tool the profits may be transferred 
from the subsidiary in one state to the parent company in another state with lower com-
pany taxation. The profits can also be transferred for tax equalisation purposes when a 
member of the MNE suffers a deficit. 

The Parent-Subsidiary directive has reduced the incentives to thinly capitalise subsidiaries 
in groups of companies inside the EU since no withholding tax arises on dividends within 
the union. However, there may still be incentives to thinly capitalise subsidiaries with loans 
if the parent company is located in a state outside the EU, since the discrepancy between 
an interest payment and a dividend payment could be significant from a tax point of view 
in such circumstances. Below is a review of a hypothetical example, from a Swedish per-
spective, which illustrates the difference between loan and equity financing. 

 

                                                 
58 Council Directive 90/435/EEC of 23 July 1990 on the common system of taxation applicable in the case 

of parent companies and subsidiaries of different Member States, article 3. 
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 Illustration 2. Corporate Financing and Taxes on profits. 

Subsidiary 

Thin Cap. 

Parent 

Company 

 

Subsidiary 

Parent 

Company 

 

 

Taxes on the profit Taxes on the profit 
- Taxable income for Parent Company  X%- Company Tax in Sweden    28% 

- Possible Withholding Tax   30% 
- Possible income tax for         

Parent Company         X%

100% 100% 
interest dividend

Assume that the parent company, shown in figure one (on the left), decides to finance its 
subsidiary with equity capital. The parent company is domiciled in a state outside of the 
EU. It is in full control of the Swedish subsidiary but for some reason it does not fulfil the 
requirements of a “foreign company” stipulated in section 5a, chapter 2 of the Swedish In-
come Tax Act.59 The result would be that if the subsidiary is financed with equity capital 
the profits from a dividend would be taxed with both company taxation 28 %60 and with-
holding tax 30 %.61 If the parent company also is liable of tax for the dividend as income, 
and the subsidiary at the same time lacks the ability to fully deduct the dividend against the 
company’s profits, then the result will be economic double taxation.62 This example is 
rather extreme since it presumes that there is no double taxation treaty applicable to reduce 
the taxation. Sweden had up until 2002 entered into double taxation treaties with 76 
states.63

                                                 
59 The Swedish Income Tax Act, Chapter 2, section 5a and The Swedish Withholding Tax Act, section 4, 

para. 6. 

60 The Swedish Income Tax Act, Chapter 65, section 14. 

61 The Swedish Withholding Tax Act, section 5. 

62 Lindencrona, Gustaf, Dubbelbeskattningsavtalsrätt, Juristförlaget, Stockholm 1994, p. 33. 

63 Bergren, Rolf, Sveriges dubbelbeskattningsavtal – en handbook, Industrilitteratur, Stockholm 2002, p. 11. 
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Assume instead that the foreign parent company domiciled in a state outside of the EU, 
shown in figure one (on the right), decide to finance its Swedish subsidiary with heavy 
loans. The result would be a thinly capitalised subsidiary where no profits will arise since 
the untaxed profits will be transferred through high interest payments to the parent com-
pany. Neither company taxation nor withholding tax will arise in Sweden since the interest 
is a fully deductible expense for the Swedish subsidiary and a taxable income for the parent 
company.64 If the parent company on top of this is located in a state with lower company 
taxation than Sweden, the tax benefits will be even greater for the corporation.65

 

                                                 
64 The Swedish Income Tax Act (1999:1229) chapter 15, section 1 and chapter 16, section 1. 

65 Dahlberg, Mattias, Internationell beskattning: en lärobok, Studentlitteratur, Lund 2005, p. 115. 
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4 Loan and equity in Swedish law 
The distinction between equity capital and loan capital is essential to define since the two 
means of corporate financing do have different accounting and tax implications. The two 
concepts have been discussed in both principal court verdicts and the Swedish law doc-
trine, therefore a glance at the Swedish definitions is relevant for this thesis. 

According to Swedish law doctrine a loan, given with conditions or no conditions, causes a 
company to account a debt in the balance sheet.66 The term equity contribution on the 
other hand has according to Swedish law doctrine the following character;  

“The purpose of an equity contribution is to increase the company’s assets without increasing the company’s 
debts. The contribution increases the company’s net proceeds but does not affect the part which is accounted 
for as restricted equity. Consequently the contribution increases the non-restricted equity, if it does not imme-
diately has to be discounted against a loss in the company. One unavoidable condition for the equity contri-
bution to have the now mentioned effect is that the transaction in question really is an equity contribution 
and not a loan.”67   

In Sweden, an equity contribution can be provided a company either with conditions or 
with no conditions.68 An unconditional equity contribution can not be repaid. An equity 
contribution with conditions could however stipulate that it should be repaid in the future 
when or if the company generates profits. Such an equity contribution is usually accounted 
as a part of the company’s non-restricted equity with a notice “within the line” that it 
should be repaid if the company generates profits in the future.  

Tax issues could arise when the equity contribution should be repaid. The repayment of a 
conditional equity contribution could be characterised as either repayment of a loan or as 
dividend.69 In one court verdict in 1983 the Supreme Administrative Court deemed a re-
payment of a conditional equity contribution as dividend and not as repayment of a debt.70 
However, the Supreme Administrative Court has in a later given court verdict in 1985 lim-
ited the scope of the just mentioned ruling. In the 1985 verdict the court stated that repay-
ment of a conditional equity contribution shall not be taxed as dividend when the repay-
ment is addressed to the person providing the company with the contribution.71 This ver-
dict has provided the basis for the general legal opinion that repayments of a conditional 
equity contribution to the provider of the equity, from a tax point of view, should be 
treated as repayment of a loan.72 To summarise one can now conclude that repayments of 

                                                 
66 Rodhe, Knut, Grosskopf, Göran., ”Ytterligare något om aktieägartillskott”, Balans, 1986:10, p. 6. 

67 Rodhe, Knut, ”Något om aktieägartillskott”, Balans, 1981:2, p. 19, (Free translation by the authors). 

68 Lodin, Lindencrona, Meltz & Silfverberg (LLMS), Inkomstskatt – en läro- och handbok i skatterätt, Studentlitte-
ratur, Lund 2005, p. 336. 

69 Ibid. p. 336. 

70 RÅ 1983 1:42. 

71 RÅ 1985 1:10. 

72 Rodhe & Grosskopf, ”Ytterligare något om aktieägartillskott”, p. 7. 
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conditional equity contributions can only in very special circumstances from a tax point of 
view be treated as dividends.73  

It has in law doctrine been mentioned that, according to Swedish law, there is no reason to 
treat a loan or an equity contribution as anything else then what has been agreed upon by 
the contracting parties.74 Normally the tax law assessment of the term should not differ 
from the classification used in a civil law assessment.75 This means that there are no possi-
bilities to reclassify a loan issued to a company as equity contribution, irrespectively of the 
fact that it could be a long term loan with low interest rate. However it has also in the legal 
doctrine been mentioned that since it does exist a broad range of loans and equity contri-
butions one should not be strictly bound by the definition to the transaction given by the 
contracting parties.76 This statement is in line with Swedish court verdicts which basically 
state that it is the true meaning of the legal action that founds the basis for the taxation of a 
transaction irrespectively of the term used by the contracting parties.77 It has also been 
mentioned in a preamble suggestion that a Swedish court is free to use substance over form 
to a specific loan agreement in order to determine whether a transaction really is a loan or 
in fact a hidden equity contribution.78  

 

                                                 
73 LLMS, Inkomstskatt – en läro- och handbok i skatterätt, p. 336. 

74 Söderström, Claes, Beskattning av internationella transaktioner, Nordiska skattevetenskapliga forskningsrådets 
skriftserie NSFS 10, Liber distribution, Stockholm 1982, p. 20. 

75 Jonsson, Lars, ”Finansiering av företagsförvärv i Sverige”, Svensk Skattetidning, 2005:8, p.519. 

76 Söderström, Claes., Beskattning av internationella transaktioner, p. 21. 

77 RÅ 1998 ref 19. & RÅ 1999 not. 18. 

78 Riksdagens revisorer, Beskattning av multinationella företag, förslag 1984/85:9, p. 44. 
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5 Principles regulating intra-group loans and thin capitalisa-
tion as suggested by the OECD 

5.1 The OECD 
The Organisation of Economic Co-operation and Development, OECD, is with its 30 
member states79 the most influential organisation in the field of international taxation. Its 
work in the Fiscal Committee has resulted in a more uniform application of the law 
amongst states and its Model Tax Convention has functioned as a model for double taxa-
tion treaties not only amongst its members but also for non-OECD member states.80 Swe-
den joined as a member in 1961 and the Swedish Supreme Administrative Court has in a 
ruling, the Shell case,81 stated that the OECD Transfer Pricing and Multinational Enter-
prises-report can be used by the courts as guidance when ruling in transfer pricing issues. 

5.2 Interpretation of article 9.1: The arm’s length principle 
What makes the Model Tax Convention relevant to transfer pricing, and therefore also 
relevant to this thesis, is its article 9.1 which defines the arm’s length principle and reads as 
follows: 

Article 9 

ASSOCIATED ENTERPRISES 

1.  Where 

a) an enterprise of a Contracting State participates directly or indirectly in the management, 
control or capital of an enterprise of the other Contracting State, or 

b) the same persons participate directly or indirectly in the management, control or capital of 
an enterprise of a Contracting State and an enterprise of the other Contracting State, 

and in either case conditions are made or imposed between the two enterprises in their commercial or finan-
cial relations which differ from those which would be made between independent enterprises, then any profits 
which would, but for those conditions, have accrued to one of the enterprises, but, by reason of those condi-
tions, have not so accrued, may be included in the profits of that enterprise and taxed accordingly.82

The article states that transactions entered into by associated enterprises that are not at 
arm’s length, i.e. the price that would have been established between from each other inde-
pendent companies, may result in adjustments of profits for one of the companies due to 
tax purposes.83 Different interpretations of OECD’s arm’s length principle can lead to 
problems. Even though the OECD guidelines are the starting point for most tax authori-
                                                 
79 Organisation for Economic Co-operation and Developement, About OECD, retrieved 23 February 2006,       

http://www.oecd.org/about/0,2337,en_2649_201185_1_1_1_1_1,00.html. 

80 The OECD Model Tax Convention, p. 10, [14]. 

81 RR 1991 ref. 107.  

82 The  OECD Model Tax Convention, p. 30. 

83 Commentary on article 9, The OECD Model Tax Convention,  p. 141, [1]. 
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ties in Europe, this does not necessarily mean that the interpretation of the arm’s length 
principle and the underlying considerations are always consistent.84

According to the commentary on article 9, the article is also applicable to situations where a 
prima facie loan85 in reality constitutes a contribution to equity capital. The arm’s length 
principle can then be used to reclassify the loan into contribution to equity capital.86 This is 
important to consider when a loan is given within an MNE to e.g. a subsidiary, since virtu-
ally all countries allow interest as a deductible expense. A reclassification would then result 
in the interest being classified as dividend hence refusing deduction of the cost and forcing 
the subsidiary to adjust its profit.87 Another possibility is that, at the presence of a limited 
debt/equity ratio, the interest would not be reclassified into dividends but the right to de-
duction would be denied for interest originating from the part of the loan that makes the 
company exceed the ratio. 

It is stated in the commentary that national thin capitalisation rules should not be hindered 
by this article as long as they do not result in giving the relevant company a taxable profit 
higher than the profit of a comparable company in a comparable situation, i.e. arm’s length 
profit.88

5.3 Applying article 9.1 to a thinly capitalised enterprise 
The OECD reasons in its report Issues in International Taxation No 2: Thin Capitalisation89 that 
in order to determine the true nature of a payment, i.e. whether it is to be considered inter-
est or a dividend, the commercial activity of the enterprises should be taken into considera-
tion. However, the mere fact that a company is thinly capitalised does not mean that the 
loan should be regarded as a contribution to equity capital although relevant factors that 
could prove the real reason of a transaction and thus also determine its true nature can be a 
high debt/equity ratio (before or after granting the loan), that the loan was designed to fi-
nance the long-term needs of the borrower, that the loan was contributed proportionately 
to existing shareholdings or as a condition of such shareholdings, that the loan was de-
signed to improve financial situations arising from heavy losses, that the interest was de-
pending on the financial result of the company, the possibility to convert the loan into 
shares of the company or that the interest exceeded reasonable levels.90 Other signs could 
also be that the interest payments and the repayment of the loan is not prioritised com-
pared to loans from other non-associated creditors or that there are no set provisions regu-
lating the terms of the loan. These are factors that could show that a loan between associ-
ated enterprises really is a hidden equity capitalisation but the presence of more than one 

                                                 
84 Janschek, Oosterhoff, “Transfer pricing trends and perceptions in Europe”, International Transfer Pricing Jour-

nal, March/April 2002, p. 50.  

85 A transaction that at first sight looks like a loan, but when looking at the circumstances surrounding it 
might in reality be something else. 

86 Commentary on article 9.1, The OECD Model Tax Convention, p 142,.[3b] 

87 Ibid. 

88 Ibid. [3a], [3c]. 

89 OECD, Issues in Iinternational Taxation No 2, Thin Capitalisation, p. 30, [75]. 

90 Ibid. 
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factor is most likely needed to support such a reclassification even though any factor might 
be an important indication.91 It is not recommended to only focus on the debt/equity ratio 
when determining the nature of a transaction92 since taking the sole fact that the company 
is thinly capitalised as a reason to reclassify interest into dividend is inconsistent with the 
arm’s length requirement. As described above several factors may be relevant and means of 
financing a company may vary greatly between countries and also between different catego-
ries of companies within the same country. It is therefore important to look at each case 
separately and take all factors affecting the transaction into consideration.93 When looking 
at these factors it can be relevant to compare the actual financial situation of the borrowing 
company to the situation where an independent lender would accept giving a loan. In a 
case where the financial situation of the borrower is poor, an independent company might 
due to the risk not be prepared to give a loan but would require a share of the profit as an 
incentive to provide capital, hence making it contribution of equity capital, or in some cases 
not be willing to provide capital at all.94 This means that by looking at the transaction the 
same way as an independent party would, e.g. a bank, it is possible to determine whether 
the terms agreed upon between the associated parties would ever be adopted by an inde-
pendent one.95 In that case it should also be pointed out that a parent company most likely 
have a better understanding than a bank when it comes to the risks involved in an invest-
ment in the subsidiary and an independent creditor with the same knowledge as the parent 
company would probably give a loan in situations where a bank would not.96  

The method of using a fixed debt/equity ratio to control the use of thinly capitalised com-
panies to transfer profits only partly corresponds to the arm’s length principle, according to 
the OECD Thin Capitalisation-report. Where it has a flexible construction and only consti-
tutes a “safe haven” rule it fully corresponds to the arm’s length principle.97 This means 
that there is no problem as long as the company’s proportion of debt compared to its eq-
uity falls under the fixed ratio. If its ratio exceeds the limit set, the company can still escape 
the provision by proving that its ratio is at level with independent enterprises in the same 
field of business and in the same country. Since this burden of proof might be heavy for a 
company to comply with, the OECD recommends that the fixed ratio allows for a high 
proportion of debt to equity.98 A fixed ratio that does not allow a company to prove that its 
ratio is at arm’s length is however not corresponding to the arm’s length principle. If the 
fixed ratio also is too low, the result will not only be inconsistent with the arm’s length 
principle but also disadvantageous to the taxpayer and increase the risk for double taxa-
tion.99  

                                                 
91 OECD, Issues in International Taxation No 2, Thin Capitalisation, p. 30, [75]. 

92 OECD, Transfer Pricing and Multinational Enterprises, p. 89, [191]. 

93 Commentary on article 10, The OECD Model Tax Convention, p. 151, [ 25].  

94 OECD, Issues in International Taxation No 2, Thin Capitalisation, p. 30,31. [76]. 

95 Ibid. p. 31, [76]. 

96 Ibid.  

97 Ibid. p. 31, [79] 

98 OECD, Issues in International Taxation No 2, Thin Capitalisation, p.31. [79]. 

99 Ibid. p.32, [79] 
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5.4 Determining the interest rate 
According to the OECD, factors that should be taken into consideration when determining 
the interest rate are the ones that constitute the conditions on the financial market such as; 
amounts and maturities, the nature and purpose of the loan, the currencies involved, the 
exchange risk of the taxpayer lending or borrowing in a particular currency, the security in-
volved and the credit standing of the borrower.100 However, as transfer pricing situations 
are treated in general, determining the arm’s length rate should be done on a case to case 
basis where surrounding circumstances should all be taken into account, and even if the 
Central Bank rate might offer guidance,101to strictly follow a certain rate is not recom-
mendable due to the above mentioned reasons. 

5.5 Intra-group loans during start up, market penetration and 
financial difficulties 

Producers may lower the prices of their goods in order to enter new markets, to increase 
market share, to introduce a new product or to fend off increasing competition. Particularly 
low prices in these situations may be expected to be charged for a limited period of time 
only.102

Both producing and marketing entities may combine in such an operation, splitting the risk 
and sharing the profitable outcome, if any, in some way between them. Tax authorities 
could in principle therefore accept such low prices charged between associated enterprises 
as arm’s length prices but only if independent enterprises could be expected to have fixed 
the prices in the same manner in comparable circumstances.103 The same approach is appli-
cable to loans and according to the OECD the general principle is that an intra-group loan 
should bear interest if interest would have been charged between unrelated parties under 
similar circumstances.104

5.6 Trade practice 
The principle mentioned above can also be applied to trade practice, meaning that if the 
norm, or regular trade practice, is that no interest would be charged to a loan, then there 
should not be any obligation for a company to charge interest to an associated enterprise.105 
The trade practice could in other words function as a point of reference when determining 
whether or not the interest is at arm’s length.106 In the report from 1979 the OECD also 
points out that since most countries would not accept the fact that a subsidiary is in a start-
up phase and therefore needs financial support as a reason for not charging interest on a 

                                                 
100 OECD, Transfer Pricing and Multinational Enterprises, OECD, Paris 1979, p. 92, [199]. 

101 Ibid. p. 92, [199]. 

102 Ibid. p. 31, [43]. 

103 Ibid.  

104 Ibid. p. 90, [192]. 

105 Ibid. p. 90, [195]. 

106 Ibid. p. 90, [194]. 
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loan, interest should always be regarded as charged unless unrelated companies would have 
done the same in a similar situation.107 The same principle should also be applied to situa-
tions where a subsidiary has fallen into a financial strait and the parent company therefore 
waives or defers the interest. In that type of situation it is probable that an independent 
creditor also would act in the same way.108

5.7 Analogy from the attribution of income to permanent es-
tablishments 

It should be mentioned when discussing the OECD point of view on financing of entities 
that some guidance also can be found in OECD publications on permanent establishments 
(PE). The profits attributed to a PE are based on an authorised OECD approach formu-
lated from a working hypothesis in terms of simplicity, administrability and sound tax pol-
icy.109 According to the OECD approach the profits attributed to the PE are the profits 
that the PE would have earned at arm’s length as if it were a “distinct and separate” enter-
prise performing the same or similar functions under the same or similar conditions (“func-
tionally separate entity” approach).110 The OECD interpretation is in line with a Swedish 
court verdict from 1971 stipulating that the income of a PE shall be calculated separately, 
i.e. as if the PE constituted a separate entity.111 The attribution of profits to the PE is regu-
lated under article 7 of the OECD Model Tax Convention but the preferred OECD ap-
proach seeks to use guidance on the arm’s length principle in the OECD guidelines by ap-
plying these guidelines through analogy.112

The factual starting point for the attribution of capital to the PE is that under the arm’s 
length principle a PE should have sufficient capital to support the functions it undertakes, the assets it 
uses and the risks it assumes.113 The attribution of capital should be carried out in accordance 
with the arm’s length principle to ensure that a fair and appropriate amount of profits is al-
located to the PE.114 In a first stage a factual and functional analysis can identify the appro-
priate assets and risks of the enterprise to the PE based on economic ownership. The next 
stage in attributing an arm’s length amount of profits to the PE is to determine how much 
of the enterprise’s “free” capital is needed to cover those assets and to support the risks as-
sumed.115  

It should be noticed that a PE does not formally require to have non-restricted (“free”) eq-
uity capital allocated to it. Under the authorised OECD approach however the PE needs 
                                                 
107 OECD, Transfer Pricing and Multinational Enterprises, p. 91, [196]. 

108 Ibid. p. 91, [197]. 

109 OECD, Discussion Draft on the Attribution of Profits to Permanent Establishment, OECD, Paris 2004, p. 4, [3].  

110 Ibid. p. 7, [19], There is also a “relevant business activity” approach mentioned in the draft that however is 
not as common.  

111 RÅ 1971 ref. 50. 

112 OECD, Discussion Draft on the Attribution of Profits to Permanent Establishment, p. 13, [55]. 

113 Ibid. p. 15, [60]. 

114 Ibid. p. 15, [62]. 

115 Ibid. p. 23, [102]. 
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for tax purposes to have attributed to it an arm’s length amount of “free” capital, irrespec-
tive of whether any such capital is formally allocated to the PE.116 Anything else would be 
unacceptable on tax policy grounds. Moreover, if the same operations were carried out 
through a subsidiary, the subsidiary may be required by thin capitalisations rules to have 
some equity or “free” capital. 

There are at least four approaches to determine the funding costs of a PE, that is; the capi-
tal allocation approach, the economic capital allocation approach, the thin capitalisation 
approach and the safe harbour approach.117 For this thesis it is only necessary to examine 
the thin capitalisation approach briefly since it is the approach closest at hand to apply to 
thin capitalisation situations, which is the issue of this thesis.  

The thin capitalisation approach looks at the capital structure of comparable independent 
enterprises in comparable circumstances.118 The objective of the approach is to determine 
an arm’s length amount of free capital to the PE.119 This approach requires that the PE has 
the same amount of “free” capital as an independent enterprise would carrying on the same 
or similar activities under the same or similar conditions in the host country of the PE, by 
undertaking a comparability analysis of such independent enterprises.120 In a first stage a 
functional and factual analysis would identify the assets and risks to be attributed to the PE 
which would determine the amount of funding. In a second stage the allocation of funding 
would be to determine the interest bearing debt and “free” capital.121

                                                 
116 OECD, Discussion Draft on the Attribution of Profits to Permanent Establishment, p. 24, [111]. 

117 Ibid. p. 25-27. 
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6 Swedish Tax Law and erroneous pricing 

6.1 Background 
The provision on erroneous pricing, the adjustment rule, originates from the Local Com-
munity Tax Act No. 370 of 1928 and is now placed in the Income Tax Act chapter 14, sec-
tion 19.122 One fundamental purpose with the first Swedish tax provision to undertake the 
problem with transfer of profits by erroneous pricing was, according to the Local Commu-
nity Tax Act section 43, para. 1,123 that the profits should be accounted where the profits 
arouse.124 It was explicitly stated in the preamble to the remaking of the legislation in 1965, 
when the provision got its basic form in line with the arm’s length principle, that the pur-
pose of the provision was to prevent tax evasion by transfer pricing of untaxed profits 
from Sweden.125 The preambles clarifies that the scope of the provision covers transactions 
where untaxed profits are reallocated between both Swedish parent companies and foreign 
subsidiaries, foreign parent companies and Swedish subsidiaries as well as between fellow 
subsidiaries independently of the nationality of the parent company.126  

The fact that the adjustment rule is applicable to adjust excessive interest rates or too low 
interest rates is explicitly mentioned in the preambles.127 However, the preamble also states 
that what amounts to an adequate interest rate has to be assessed from case to case.128 It 
was early stated that the provision in question should have a narrow application.129 For ex-
ample, in the preamble to the remaking of the provision in 1965 it was mentioned that the 
assessment of the prices should be done ”with particular precaution” in intra-group busi-
ness deals between a Swedish parent company and its foreign subsidiary.130 To summarise 
one can state that the purpose of the adjustment rule is, according to the preambles, to ad-
just the earnings of a legal entity liable to tax in Sweden, that deviates due to erroneous 
pricing. The preambles do not however explicitly state that the arm’s length principle ex-
pressed in this provision is applicable on thin capitalisation situations.131

                                                 
122 Prop. 1999/2000:2 Inkomstskattelagen, p. 187. 

123 The precursor of the current Swedish rule on erroneous pricing explicit stating the arm’s-length principle 
in the Swedish Income Tax Act chapter 14, section 19. 

124 Prop. 1927:102, p. 244. 

125 Prop. 1965:126, p. 15. 

126 SOU 1962:59, p. 212 and SOU 1964:29, p. 54, 110 and 131. 

127 SOU 1962:59, p. 201 and p. 211, SOU 1964:29, p. 119. 

128 SOU 1964:29, p. 122. 

129 Prop. 1927:102, p. 244, prop. 1965:126, p. 15. 

130 Prop. 1965:126, p. 17. 

131 A discussion of the preambles to the Local Community Tax Act section 43 para 1. and the purpose of the 
legal rule is analysed by the Administrative Court of Appeals to the case RÅ 1990 ref. 34.   
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6.2 The provision and its prerequisites 
The current Swedish tax provision against erroneous pricing in intra-group trade, the ad-
justment rule, corresponds with art. 9.1 of the OECD Model Tax Convention132, states the 
Swedish arm’s-length principle and reads as follows: 

Section 19 Erroneous pricing, etc. 

“If the earnings from a business operation are lower as a consequence of agreed terms 
deviating from that which should have been agreed between independent entrepre-
neurs, the earnings will be calculated by the amount that they should have reached had 
such terms not existed. This will, however, apply only if  

1. they owing to the agreement terms achieve a higher result will not be ap-
praised for this in Sweden in accordance with the provisions in this Act or owing 
to a tax contract,  

2. there are probable reasons to suspect that there is a financial community of 
interest between the associated parties, and  

3. the circumstances do not show that the terms have been formulated for rea-
sons other than financial community of interest.”133

The above quoted provision does basically state four prerequisite for its application; legal 
entity, community of interest, price divergence and effect on income.134 A brief analysis of 
the prerequisites is relevant for the understanding of this legal provision. The prerequisites 
community of interest and effect on income are closely interconnected, therefore these two 
prerequisites will be analysed under the same subchapter. 

6.2.1 The prerequisite legal entity 
From the wording of the above mentioned provision follows that it is only applicable to 
transfer of profits between contracting parties, carrying on business activities135, which 
have come to an agreement.136 The legal entity transferring the profits shall be liable to tax 
the income in Sweden while the receiving entity thus shall be deemed not to be liable to 
pay income tax here. It is a fundamental rule in Swedish law that agreements can only be 
entered into between two (or more) legal entities.137 This prerequisite means, inter alia, that 
the provision is not applicable to allocation of profits in a legal entity’s financial result be-
tween a business operation in Sweden and a foreign branch office which tax its profits 

                                                 
132 Pelin, Internationell skatterätt,  p. 75. 

133 The authors’ translation. Only the Swedish text in the Swedish Income Tax Act is official. 

134 Arvidsson, Dolda vinstöverföringar, p. 121. 

135 The term ”carrying on business activities” is in Swedish law defined in the Swedish Income Tax Act chap-
ter 13, section 1 and futher discussed in law doctrine among others by LLMS (2005) p. 49. 

136 Arvidsson, Dolda vinstöverföringar, p. 121. See also Aldén, Om regelkonkurrens inom skatterätten, p. 113 and SOU 
2005:99, Vissa företagsskattefrågor, p. 198. 

137 Dahlberg, Internationell beskattning, p. 116 and Adlercreutz, Axel, Avtalsrätt 1, Studentlitteratur, Lund 2002, 
p.120. 
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abroad or vice-versa since the application of the rule in question requires that there are two 
legal entities committing to the agreement.138

6.2.2 The prerequisites community of interest and effect on income 
There shall be probable reasons to suspect that the terms of the agreement between the asso-
ciated companies are based on a financial community of interest and that the overall circum-
stances do not show that the terms have been formulated for other reasons. The term finan-
cial community of interest is defined in the Swedish Income Tax Act, Chapter 14 section 20 and 
reads as follows; 

Section 20 

“Financial community of interest between the associated parties as stated in Section 19 
will be considered to exist if  

- an entrepreneur, directly or indirectly, participates in the management or the 
supervision of another entrepreneur's corporation or owns part of the capital in 
this corporation, or  

- the same persons, directly or indirectly, participate in the management or the 
supervision of both of the corporations or own part of the capital in these corpo-
rations.”139

There are no exhaustive or detailed explanations to the terms owner-ship control (own), 
management or supervision in the preambles, in other words, there is no formal criteria. For 
example, there is no guidance to the amount of share capital that a part has to have in pos-
session in order to fulfil the prerequisite.140 Regarding management and supervision control 
it has also been mentioned that the terms should have a general meaning in the sense that 
all forms of control which results in an actual influence on the companies’ actions should 
be covered.141 The terms share ownership and management or supervision control should nor-
mally be closely interconnected with each others. The term control however could also re-
flect a form of control arising due to a loan agreement, resulting in an actual dependence of 
one another.142    

The requirement of evidence in the provision was, simultaneously with a legislation change 
1982, reduced for the fiscal authorities.143 The amendment was however not intended to 
change the rule itself.144 The head of ministry stated in the preamble to the amendment of 

                                                 
138 Arvidsson, Dolda vinstöverföringar, p. 132. 

139 Free translation by the authors’, only the Swedish text in the Swedish Income Tax Act (1999:1229) is offi-
cial version. 

140 Arvidsson, Dolda vinstöverföringar, p. 141. 

141 Ibid. 

142 Ibid. 

143 The reason to change the legislation was a report from the National Council for Crime Prevention (Brotts-
förebyggande rådet PM 1980:3 p. 7) which stressed the great difficulties the tax authorty faced in proving 
that financial community of interest were at hand regarding transactions between contracting parties where 
the foreign part was domiciled in a country with strong obligations to preserve secrecy. 

144 Prop. 1982/83:73 p. 11. 
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the provision, regarding the prerequisite probable reasons, that in order to decide when finan-
cial community of interest is at hand, the erroneous pricing as such could be an indication 
of financial community of interest between the associated parties.145 However, the head of 
ministry also stated that probable reasons of financial community of interest alone does not 
constitute evidence of erroneous pricing between associated parties, there has to be a causal 
link between the financial community of interest and the erroneous pricing affecting the 
Swedish company’s income negatively. The head of ministry further states that what at a 
first glance seems to be erroneous pricing could very well be determined by other reasons 
than simply community of interest, for example, there might be commercial reasons to in-
troduce a commodity at a lower price when entering a new market.146 In all, both commer-
cial reasons as well as prudence concept has to be considered when the tax authorities ap-
ply the adjustment rule. 

6.2.3 The prerequisite price divergence 
In order to apply the adjustment rule it is a necessity that the taxable income for the Swed-
ish company, carrying on business activities, has been reduced as a consequence of the 
agreement between the associated parties stipulating a price that deviates from what should 
have been agreed upon between independent actors on the market.147 The provision aims 
at the terms in the agreement which have to be based on conditions on the market. This 
means that associated parties conducting intra-group business has to take these market 
conditions into consideration when setting the intra-group price, in other words, the price 
has to be at arm’s-length range.148 There is no guidance in the law to what constitutes an 
agreement between independent entrepreneurs with terms based on the conditions on the 
market. The preambles mention that it could be difficult to assess the correct price149 and 
that it could be somewhat easier to determine the accurate price for commodities than for 
services.150  Implicitly the preambles give some guidance to assess what constitutes a price 
at arm’s-length since it mentions that branch statistics can be used to asses the “normal” 
price as far as commodities are concerned. The Supreme Administrative Court has how-
ever in a court ruling stated that the Transfer Pricing and Multinational Enterprises-report from 
OECD, in certain circumstances, could give guidance on this issue.151

6.3 Comments regarding the provision 
The Swedish Tax Authority has the burden of proof indicating that erroneous pricing is at 
hand and the adjustment rule in question is applicable.152 The burden of proof, indicating 
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that the erroneous pricing depends on something else than financial community of interest 
between the associated parties, lies on the enterprise carrying out the business activities.153 
This allocation of the burden of proof is normal since it is easier for the enterprise than the 
Swedish Tax Authority to provide evidence that could explain erroneous pricing.154

The provision is not applicable if the natural person or legal entity, to which the allocation 
of profits has been transferred, is liable to tax for this income in Sweden.155 The Swedish 
Supreme Administrative Court has in two court rulings stated that the rule in question 
takes precedence to general Swedish tax provisions when it comes to calculating the results 
of international enterprises.156 This principle has also been explicitly expressed in a recently 
issued company tax preamble.157

                                                 
153 Prop. 1982/83:73 p. 11, See also Mattsson, Nils, Svensk internationell beskattningrätt, Nordstedts Juridik, 

Stockholm 2002, p. 116, Arvidsson, Dolda vinstöverföringar, p. 152. 

154 Prop. 1982/83:73 p. 11. 

155 RÅ 1945:31. 

156 The Swedish Supreme Administrative Court ruling dated 2006-02-23, Case nr. 7338-7339-01 (Dow Swe-
den) and RÅ 2004 ref. 13. 

157 SOU 2005:99 p. 202. 
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7 Case law and the arm’s length principle 

7.1 In general 
This part of the thesis is meant to analyse the application of the adjustment rule and the 
arm’s length principle in Swedish court practice. The chapter presents some relevant cases 
regarding the general application of the adjustment rule followed by an analysis that will fo-
cus on cases specifically concerning thin capitalisation questions.  

7.2 The Upjohn case 
The Upjohn case158 is a case where the tax authority applied the Swedish adjustment rule 
on intra-group services. The case does not involve any thin capitalisation questions but it is 
still of importance in order to understand how the Swedish arm’s length principle is applied 
in court practice. A brief summary of the case follows as well as comments regarding the 
principle conclusions drawn from the court verdict. 

7.2.1 Case summary 
In 1976, Swedish Upjohn AB was a part of the Upjohn Company USA group. The Belgian 
pharmaceutical producing company Upjohn S.A. was also a part of the group. The same 
year the Swedish and the Belgian company entered into an agreement stating that Upjohn 
AB should, on behalf of Upjohn S.A., work up the Swedish market. For the services that 
Upjohn AB would provide the Belgian company with, the Swedish company would receive 
a yearly service fee. This remuneration would be equivalent to all the costs that Upjohn AB 
would have in order to fulfil its obligations of the agreement. Accordingly, no profit would 
arise in Upjohn AB. 

During the 1980 assessment of tax, the tax inspector claimed that two independent parties 
would not enter into an agreement on the same conditions as Upjohn AB and Upjohn S.A. 
had done. Therefore the tax inspector claimed that a profit mark-up should be done in Up-
john AB. With guidance from the OECD the tax inspector found it suitable to mark-up the 
profits in Upjohn AB with 10 %. Upjohn AB contested the claim from the tax inspector 
and asserted that the remuneration they had received fully covered all the costs that origi-
nated from the agreement, therefore Upjohn AB did not need any profits to cover the 
market risk. Both the County Administrative Court and the Administrative Court of Ap-
peal accepted the tax inspector’s claim. 

The Supreme Administrative Court on the other hand ruled in favour of the Upjohn AB 
claim. The Court was of the opinion that the standardized method used by the tax inspec-
tor could not generally be applied; the standardized method could only be used as guidance 
in certain situations. The question of unlawful transfer of profits had to be assessed with 
regards to the circumstances in each individual case per se. The court ruled that the tax in-
spector was unable to provide evidence stating that the remuneration received by Upjohn 
AB was below the price adjusted to conditions on the open market. 

 

                                                 
158 RÅ 1984 1:83. 
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7.2.2 Conclusion and comments regarding the case 
The Upjohn case is of interest since it stresses the importance of providing the court with 
sufficient evidence in order to apply the Swedish adjustment rule. The principle point of 
the court verdict have to be that one can not apply a standardized method alone, there 
need to be further evidence in order for the pricing used to be deemed unlawful from a tax 
perspective.159 Accordingly, the tax authority should always perform a thorough market as-
sessment of what constitutes a market price in order to apply the provision. In the legal 
doctrine it has been mentioned that the Upjohn case is an example of a situation were the 
tax authority could have won the case, assuming the price between the contracting parties 
was below market price, if the tax authority had performed an market investigation and 
paid attention to the evidence requirements stipulated in the Swedish adjustment rule.160

7.3 The Supreme Administrative Court’s ruling in the Shell-
case 

7.3.1 Background 
The Shell-case161 is the most important ruling in the field of transfer pricing in Sweden and 
it concerned tax assessment and additional assessment of the company AB Svenska Shell 
for its income during the years 1976-1981. The parties of the case where as appellant the 
National Swedish Tax Board (Riksskatteverket) and as counter party AB Svenska Shell. The 
Supreme Administrative Court, in this chapter referred to as “the court”,  gave its ruling on 
October 22, 1991 and due to its extensive nature, only an overview of the circumstances in 
the case will be presented with a focus on the precedential statements made by the court.  

The primary issue in the case was to determine whether the Swedish adjustment rule, in its 
old wording,162 would lead to an adjustment of the income of AB Svenska Shell during the 
years 1976-1981 due to too high deductions of costs that originated from purchase and 
transportation of crude oil to its refinery in Gothenburg. The deductions made by Svenska 
Shell AB amounted to 198 million Swedish crowns in total. The Shell-group made up a 
worldwide vertically integrated business structure that dealt with everything from extraction 
of crude oil to sales of different petroleum products. One should bear in mind when exam-
ining the Shell-case that the oil market was notably affected by financial and political fac-
tors during this specific period of time. The oil crisis of 1973-1974, the founding of OPEC 
and the Iran crisis of 1978-1979 all affected prices and the competitive situation of the 
market at that time.  

The structure of the purchases and the transports of the crude oil can essentially be de-
scribed as follows. A so-called “service company”, Shell International Petroleum Company 
(SIPC) situated in Great Britain, was the international trading company of the Shell-group. 
It delivered crude oil to AB Svenska Shell according to a general agreement. AB Svenska 

                                                 
159 Arvidsson, Dolda vinstöverföringar, p. 406. 

160 Arvidsson, Richard, ”Skatteplanering och kapitaliseringsfrågor”, Svensk Skattetidning, 1999:4, p. 227. 

161 Rå 1991 ref. 107. 

162 Section 43, subsection 1 of the Swedish Local Community Tax Act No. 573 of its 1965 wording (Kom-
munalskattelagen).  
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Shell was a so-called “operating company” that through its business traded petroleum 
products throughout Sweden. AB Shell Raffinaderi in Gothenburg was a completely owned 
subsidiary to AB Svenska Shell and handled the refining of the crude oil into finished pe-
troleum products. Storing and distribution was done by Pol Transport AB that was owned 
to 50 % by AB Shell Raffinaderi. The structure of the companies surrounding AB Svenska 
Shell is illustrated below. 

Illustration 3. Illustration of the company structure surrounding AB Svenska Shell during the years 
1976-1981. 

Shell Int. Petroleum Co 

”Service Company” 
GBR 

Svenska Shell AB 

“Operating Company”

SWE 

Shell Raffinaderi AB 
GBG, refining of crude 

oil   

Pol Transport AB 
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The issues that the court came to assess were essentially whether the prices paid by AB 
Svenska Shell to SIPC were higher than prices between independent parties on the open 
market, i.e. the arm’s length price, if the terms agreed upon were different than the ones 
that would have been established between two independent parties and if the income of 
AB Svenska Shell had been reduced by the transactions undertaken by the two companies. 
It was the opinion of the National Swedish Tax board that SIPC during the years of 1976-
1981 had charged AB Svenska Shell prices for crude oil and shipping that exceeded the 
arm’s length price and that the Swedish company should be subject to an additional as-
sessment concerning the amount paid to SIPC that exceeded the arm’s length price. The 
main concern of the court therefore came to be how to determine the arm’s length price. 

7.3.2 SIPC – independent agent or service company of the group? 
The first question to answer by the court was whether the British trading company SIPC 
was to be considered an independent agent or an intra-group service company. The ques-
tion was of great importance, the court reasoned, since an independent agent is entitled to 
make profit on its transactions while an intra-group service company is not. Referring to 
the 1979 OECD report Transfer Pricing and Multinational Enterprises, the court stated that it is 
always best to begin with an analysis of the functions of the companies within the group 
when analysing transfer prices within multinational enterprises. The court further stated 
that itself, and the tax authorities, needs to obtain the necessary knowledge and informa-
tion about the structure and the organisation of the group of companies that it is examining 
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in order to understand what company takes which risks and what responsibility. This was 
an issue that needed to be clear to the court since standing the risk and having the right to 
independent decision-making also means that it is motivated to add profit to the services 
provided by the company, in this case by SIPC.  

After careful consideration of the question, the court established that SIPC had had the 
freedom to make decisions independently from the rest of the group regarding the 
amounts and locations of their purchases. Considering this and the fact that SIPC provided 
AB Svenska Shell with a certain security of delivery the court stated that the British com-
pany was entitled to make profit of its services. The question of how much profit the com-
pany was entitled to according to the arm’s length principle however remained. 

7.3.3 The arm’s length price 
The court emphasized the importance of making a careful approach when determining 
transfer prices considering the businesslike reasons that could have affected the setting of 
the prices. The court therefore drew the conclusion that the Swedish adjustment rule might 
not be applicable even though the two requisites, price divergence and effect on income, 
were fulfilled. It is further stated that consideration also has to be given to long-term busi-
nesslike reasons when it concerns continuous transactions between companies since trans-
actions that stretches over two or more fiscal years might compensate each other, hence 
eliminating any deviation from the arm’s length price. 

7.3.4 Hypothetical assumptions in the absence of comparable arm’s 
length prices 

Based on these conditions the court tried to make an estimation of the arm’s length price 
on crude oil and shipping. In order to do that it was necessary to find a comparable market 
price on those goods and services. The options that were available for the court were so-
called government selling prices, GSP, that were official prices used by the OPEC member 
states, contract prices on north see oil used by the British National Oil Company and list 
prices on crude oil compiled by the American tax authority. The list prices were a statistical 
compilation of crude oil prices from transactions undertaken between independent parties 
and the court choose these as a base for the arm’s length price.  

Regarding the prices on shipping of the crude oil it was established by the court that there 
were no comparable shipping patterns that corresponded to the complex pattern used by 
SIPC. Even though it is important to use the comparable uncontrolled price-method 
(CUP)163 as far as possible, it was in this case necessary for the court to base their judge-
ment on hypothetical assumptions of how an independent company would have set its 
prices under these circumstances. This was owing to the fact that there hardly existed any 
transactions between SIPC and independent actors on the market that could be compared 
to the transactions in question. In this part of the ruling the court stressed several times the 
importance of not basing the calculation of arm’s length prices on hypothetical transaction, 
but at the same time it explained that it in this case it had no choice due to a market situa-
tion where a few multinational enterprises dominated the market for crude oil. Since the 

                                                 
163 The CUP method is the preferred transaction based method recommended by the OECD to compare 

transactions of commodities and services between associated companies with independent companies un-
der the same or similar circumstances; see Transfer Pricing and Multinational Enterprises, [92]. 
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court was forced to use hypothetical transactions in its comparison it concluded that the 
difference between the calculated arm’s length price and the price set by SIPC had to be 
substantial in order to be considered a deviation from the arm’s length price. 

7.3.5 The ruling 
The main issue of the case was, as mentioned above, whether the price paid by AB Svenska 
Shell to SIPC was at arm’s length and whether it had resulted in a decrease of the Swedish 
company’s earnings. The court concluded that the OECD document “Transfer Pricing and 
Multinational Enterprises” from 1979 can serve as guidance when ruling in cases concern-
ing the interpretation and application of the Swedish arm’s length principle. By comparing 
hypothetical transactions and, when available, real transactions, the court came to the con-
clusion that it could not be proven that AB Svenska Shell had paid prices that exceeded 
arm’s length and in that way had transferred profit to SIPC in a way that was a violation of 
the adjustment rule. It could be shown that prices had been exceeding arm’s length during 
only one fiscal year, but the prices had on the other hand fallen below arm’s length during 
several of the other years that had been examined. Hence arouse the question of whether it 
is possible to settle excessive prices one fiscal year against loosing prices another year. The 
answer given by the court was that this had to be settled on a case to case basis and that 
there were no general rules of when it could be done. The fact that AB Svenska Shell dur-
ing all of the fiscal years in question had applied the same business strategy as well as the 
fact that it was all motivated by businesslike reasons was enough, ruled the court, to allow 
for loosing prices one year to make up for excessive prices another year even though they 
took place during different fiscal years. Finally it was concluded that the terms of trade ap-
plied between the Swedish operating company and the British trading company were terms 
that could have been accepted by an independent actor on the crude oil market. 

7.3.6 Comments on the case 
The Shell case is as mentioned earlier the most important and extensive transfer pricing 
case in Sweden so far and comments on it have been made in the doctrine. The Supreme 
Administrative Court stated that it is necessary to look at the big picture and analyse the 
circumstances surrounding a transaction undertaken by two associated enterprises. Nils 
Mattson, professor of finance, draws from that statement the conclusion that an adjust-
ment of the price should not always be made even though the requisite of price divergence 
is fulfilled.164 This is because one transaction that is exceeding arm’s length might compen-
sate for another transaction that falls below arm’s length. Richard Arvidsson, doctor of civil 
law at Stockholm School of Economics, is of the same opinion and emphasises that this is 
what the court refers to when recommending a careful approach when setting arm’s length 
prices and when determining whether there are businesslike reasons to the divergence.165 
Critique is given by former Justice of the Supreme Administrative Court Göran Wahlgren 
towards the wording of the adjustment rule. In his opinion the requisite price divergence 
could be interpreted as if it is fulfilled as soon as a single transaction diverges from arm’s 
length. Such a narrow application is however not supported in the preambles and it is in 

                                                 
164 Mattson, Nils, ”Shellmålet avgjort”, SkatteNytt, 1991:12, p. 758. 

165 Arvidsson, Richard, ”Shellmålen – En kommentar till regeringsrättens dom”, Svensk Skattetidning, 1991:9, 
p. 530.  
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better correspondence with the purpose of the provision to focus the analysis on the long 
term effects that the pricing will have on the company.166

7.4 The Mobil Oil Case 

7.4.1 Background 
The Supreme Administrative Court case RÅ 1990 ref. 34, also known as the Mobil Oil 
case, is of principal interest for this thesis since it is the only case where the Supreme Ad-
ministrative Court has tried the possibility to refuse deduction of interest paid within a 
multinational enterprise, due to the fact that the paying company was thinly capitalised. 

Mobil Oil AB Sweden, at the time of the trial known as Norsk Hydro Bensin AB since it 
had been sold in 1985, was part of a group of companies and had an American parent 
company named Mobil Oil Co. The Swedish company was in debt to a trading company 
called Mobil Sales and Supply Co which was an American sister company of Mobil Oil Co 
(the parent). The debt was booked as a long-term liability to the parent company but in 
1975 approximately half of the 128.6 million SEK debt was converted into a loan with 
Mobil Oil Co as creditor. With a share capital of only 13 million and debts of 128.6 million 
the company was clearly thin capitalised. The circumstances that surrounded the financial 
status of the company and the loan were the following: the company had had a dispropor-
tional debt/equity ration and no dividends had been paid to the parent company since 5 
years back at the time of the conversion of the debt, no specific terms had been agreed 
upon concerning amortization, interest on arrears or similar conditions. There was no col-
lateral for the loan given by the borrower and interest, even though scheduled to be paid 
every quarter, was only paid during 3 years of the total of the 10 years that the company 
was in debt to its parent company. The parent company waived interest payments one 
week after the conversion of the debt. The company was sold in 1985 which lead to the 
expiry of the loan. At that time there had been no payments of amortization at all to the 
parent company during the 10 years that the company had the loan. 

7.4.2 The County Administrative Court 
The Chief Assessment Official claimed at the County Administrative Court that Norsk 
Hydro Bensin AB should be denied deduction of interest and exchange losses connected to 
the loan in question with the legal authority given by the Swedish adjustment rule. This was 
based on the fact that the company should be considered thinly capitalised and the terms 
agreed upon within the group would never have been accepted or given by an external in-
dependent creditor. Due to these reason, the Chief Assessment Official argued, the loan 
should be classified as a shareholder’s contribution.  

The court analysed the possibility to apply the Swedish arm’s length principle to the situa-
tion in question, i.e. whether the four requisites stated in the provision, community of in-
terest, price divergence, effect on income and legal entity, were complied with. There was 
no doubt about the first and the fourth requisites, they were both complied with, it was 
however unclear whether there had been a price divergence from the arm’s length price 
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and whether this had affected the taxable income of the Swedish company. The burden of 
proof concerning the arm’s length price was however the Chief Assessment Official’s, and 
since he had not shown any proof of what that price should be, the court ruled that the 
provision could not be applied in the case. The four requisites were in other words not ful-
filled.  

The court then examined the loan to see if it could be considered a contribution of equity. 
The OECD report was quoted regarding the matter but the court came to the conclusion 
that when applying the Substance over Form principle167 to the loan the circumstances 
pointing at a classification as contribution of equity were not sufficient for a reclassifica-
tion. Also the fact that Sweden, unlike many other countries, does not have any thin capi-
talisation rules, such as a debt/equity ratio, prevented the court from disregarding the legal 
classification of the loan. 

7.4.3 The Administrative Court of Appeals 
The Chief Assessment Official appealed to the Administrative Court of Appeals and 
claimed that the adjustment rule should be applicable to the case irrespectively of the fact 
that Sweden was lacking provisions regulating thin capitalisation.    

The court decided to first rule in the question of whether the loan was to be considered a 
loan or if it should be given another legal definition. Secondly it would determine if the ad-
justment rule could be applied to the contractual situation between the American parent 
company and its subsidiary.  

When it came to the question of the true nature of the loan, the court concluded that it had 
never in the history of Swedish court practice been given a verdict where a long-term loan 
had been treated as a contribution of equity, not even in thin capitalisation situations. The 
court further noticed that conditional equity contributions from a tax point of view in court 
practice had been treated as loan and not as equity contribution.168 The court established 
the verdict given by the County Administrative Court in that question. 

Regarding the Chief Assessment Official’s claim that the Swedish adjustment rule was ap-
plicable to the situation, the appellant further specified that due to the financial situation of 
the borrower, no independent creditor would have given a loan under those conditions. 
The conditions of the loan in other words deviated from a loan under arm’s length condi-
tions. A deviation should, when applying the Swedish adjustment rule, be corrected to 
comply with arm’s length levels. If the conditions would not have deviated then the con-
tributed capital would have been given in the form of a shareholders’ contribution, and the 
money paid as interest would have been given in the form of dividends. For that reason 
deduction of the interest in question should be denied, the appellant argued.  

The court acknowledged the appellants standpoint and found that the situation complied 
with the second criteria, the criteria of price divergence. The court however did not find 
that the third criteria, effect on income, had been complied with. An independent creditor 
would have charged a higher price for giving the loan than the parent company did. The in-
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tra-group loan given to Mobil Oil AB had in other words resulted in a higher taxable in-
come than if it would have been given under arm’s length conditions.    

In its examination of the Swedish adjustment rules applicability in thin capitalisation situa-
tion, the court concluded that due to the fact that in the preambles of the provision the 
field of application is limited to adjustment of prices and interest deriving from intra-group 
transactions. There is in other words nothing that points at a wider application of the pro-
vision that could result in a reclassification of a loan into a contribution of equity due to the 
mere fact that the borrower is thinly capitalised.  

The court further developed its statement to concern also the fourth requisite, legal entity, 
which states that funds needs to be transferred from a Swedish tax subject to a foreign legal 
entity that is not liable to tax in Sweden. In this case, the court argued, the American com-
pany Mobil Oil Co is not liable to tax in Sweden, but it has neither been receiving funds 
that are outside arm’s length range. Therefore also the fourth requisite is preventing the 
application of the provision. 

7.4.4 The Supreme Administrative Court 
The verdict was appealed to the Supreme Administrative Court by the appellant and the 
court first ruled in the question regarding the true nature of the loan. In that matter it sim-
ply established that since the loan had been booked as a debt in the book of accounts of 
Mobil Oil AB and the interest had been carried as an expense at the actual time of pay-
ment, there were no reasons to treat the loan as something else. The following question of  
whether the Swedish adjustment rule was applicable to correct the interest the court simply 
concluded what had been said in the lower courts. The situation simply did not comply 
with the requisites stated in the provision since the interest rate did not exceed arm’s length 
and there had not occurred any negative effects on the income of the Swedish company.  

The principally important question of the possibility to apply the Swedish adjustment rule 
to thin capitalisation situations was then discussed by the court. The question was to de-
termine whether the fact that a Swedish subsidiary is mostly financed through loans from 
its foreign parent company can lead to a reclassification, from a tax law perspective, of that 
loan into some kind of equity contribution. The court first established that, unlike many 
other countries, there are no provisions of Swedish legislation that aims at regulating the 
debt/equity ratio.169 Sweden has, in other words, no thin capitalisation rules which mean 
that this type of situation does not result in any specific measures being taken. The court 
further argued that an application of the adjustment rule is depending on a comparison 
with a transaction undertaken by two independent enterprises. In the case of corporate fi-
nancing, financing between independent enterprises is not done through risk or venture 
capital but through loans under market conditions. Therefore a comparison in this case 
with what would have happened if Mobil Oil would have been financed by an independent 
enterprise cannot lead to a reclassification of the loan into contribution of equity using the 
adjustment rule.     

                                                 
169 Except for the provision on compulsory liquidation in the Swedish Companies Act (the authors’ remark). 
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7.4.5 Comments regarding the Mobil Oil case 
Leif Gäverth, judge of the Administrative Court of Appeals and former head of the corpo-
rate taxation unit at the National Tax Board, has argued for a possible application of the 
Swedish adjustment rule to reclassify loans into a shareholder’s contribution due to the fi-
nancial situations surrounding the transaction and the company. His comments regarding 
the Mobil Oil case are summed up below. These comments of his have been criticized in 
particular by Richard Arvidsson. His comments regarding the case and Gäverth’s theories 
are explained further down. Due to that the comments of Arvidsson and Gäverth are sub-
ject to part of our analysis in the following chapter, we will not present our own comments 
regarding the case in this chapter, but in the next. 

7.4.5.1 Arguments for a wider application of the adjustment rule 
Gäverth begins the argumentation in his book Stödbrev170 from 1994 by admitting that pre-
sumably there is no possibility to, with the help of the adjustment rule, reclassify a loan if it 
fulfills the formal requirements of such a transaction.171 This is the first conclusion to be 
drawn by the Mobil Oil case, but the verdict is however not completely clear in his opinion 
and therefore through his analysis he tries to show a different interpretation of the verdict 
and the application of the provision in question.  

His first point is that the result of the effect on income criteria of the adjustment rule depends 
on whether you make the comparison with a shareholder’s contribution from the parent 
company or if you compare it with a loan on the open market. In this case there had actu-
ally been an increase of the taxable income since the loan was given by the parent company 
and the credit cost therefore had been lower. That was at least the opinion of the courts, 
Gäverth on the other hand points out that if the transaction had been examined in an ear-
lier stage, one could have argued that the taxable income of Mobil Oil AB actually had 
been reduced since it would have been even higher if the parent company had given a 
shareholder’s contribution instead. This would have resulted in no deductible interest at 
all.172

Regarding the true nature of the transaction, which the Supreme Administrative Court 
found was without a doubt a loan, Gäverth claims that this was very much depending on 
the fact that the loan had been converted from an actual debt of goods and that it also was 
booked as a loan. If the case would have concerned an “ordinary” loan from the parent 
company the conclusion could have been different.173 He further questions the value of the 
precedent in the Mobil Oil case. The Supreme Administrative Court reasons that an inde-
pendent creditor would no longer be independent if he would make an equity contribution 
to the company and that the comparison required by the adjustment rule therefore is not 
possible to make. According to Gäverth the court had not understood the problem in the 
same way as the Chief Assessment Official and it had therefore not been clear enough in its 
answer to one fundamental question asked by the counterpart, which was whether an inde-
pendent creditor in a similar situation would have financed the company by entering as a 
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173 Ibid. p. 112.  
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shareholder and not as a creditor. According to the counterpart, on behalf of the National 
Tax Board, an independent creditor acting under the circumstances in the Mobil Oil case 
would probably have demanded some sort of right of decision in the company that it was 
financing. 

The court’s answer to this was clear, the answer was no, but according to Gäverth the mo-
tive was not.174 Gäverth stated that:” Should the verdict be interpreted in a way that means that com-
parisons between actual agreements within groups and possible agreements between independent parties can 
never be made if the agreement itself would result in making the independent parties associated, which in 
that case would clearly limit the application of the adjustment rule.”175

He also refers to the court’s reasoning in the Shell-case regarding the use of hypothetical 
transactions when making comparisons and that the court established that even if the use 
of hypothetical transactions should be made as a last resort, it can be done, if there are no 
real transactions to be found just as in the Shell case. Applying this method to the Mobil 
Oil case, Gäverth concludes that a comparison with real transactions had not been made in 
the Mobil Oil case simply because independent parties would not have converted a debt of 
goods into a loan and then omitted to charge interest except during periods of time when 
the borrower’s financial situation permitted it. This type of situation where no comparable 
transactions existed should have called for the use of hypothetical transactions.176

Another remark made by him is that according to Arvidsson and the Administrative Court 
of Appeals the case really concerned the opposite situation than what is the scope of the 
provision, namely a situation where the credit cost has been lower from taking an intra-
group loan than from lending from an independent creditor. Gäverth agrees to the fact that 
under these circumstances there had been no negative effect on income, but it can not be 
said that there had been no divergence in price. Price divergence is an independent re-
quirement even though it has to be in causal connection with effect on income for the pro-
vision to apply. When only looking at the interest rate there is no price divergence at hand, 
but when examining the agreement at large, considering e.g. the omission to charge inter-
est, a price divergence does exist even though it is advantageous for the company. 177  

Gäverth also points out that a question that is still to answer is how to treat a situation 
where a Swedish parent company is financing its thinly capitalised foreign subsidiary. The 
fact that Swedish parent companies in some cases omit to charge interest due to the fact 
that their subsidiaries are thinly capitalised should not, according to the statement made by 
the court in the Mobil Oil case that thin capitalisation lacks significance on its own, be a 
valid argument.178
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7.4.5.2 Arguments against a wider application of the adjustment rule 
When Arvidsson’s comments were written in 1990179, the Supreme Administrative Court’s 
verdict had yet not been published and therefore most of Arvidsson's comments are con-
cerning the verdicts of the two lower courts. A few of his comments, however, regards 
Gäverth’s view of the matter and they are published at a later date180 and therefore also 
concerns the verdicts of the Supreme Administrative Court. 

According to Arvidsson, the Administrative Court of Appeals verdict shows when examin-
ing the effect on income criteria how unreasonable it is to apply the adjustment rule in this 
case. Since there had not been a decrease of the taxable income, the provision can clearly 
not be applied. The fact that the income would have been even higher if the company in-
stead would have been financed through equity capital and therefore no interest at all 
would have been deducted does not change anything. It is not within the scope of the ad-
justment rule to determine whether a transaction or an agreement is businesslike or not.181

He further points out that there are basically three reasons to why the provision is not ap-
plicable in the Mobil Oil case. The first is of technical reasons; since neither the effect on 
income nor the price divergence criteria have been fulfilled there is no possibility to apply 
the provision. Secondly; the purpose of the adjustment rule is not to change the legal defi-
nition of a transaction but to adjust transfer prices. The third and last reason is that the 
preambles to the provision does not support its application in thin capitalisation situa-
tions.182

7.5 The RÅ 1970 Fi:923 Case 
It has already been noticed in the preambles to the adjustment rule that the provision is 
applicable to adjust excessive or too low interest rates. The case RÅ 1970 Fi:923 concerned 
an intra-group loan with reduced interest rate. It should be mentioned that the Supreme 
Administrative Court since this case have addressed the issue of adjustment of interest 
rates on some occasions. For example in the cases RÅ 1979 1:40 (Öberg & Co.) and RÅ 
1980 1:59 (LM Ericsson) the Supreme Administrative Court accepted a deviation from a 
market based interest rate and refrained from using the adjustment rule. Also, in case RÅ 
1984 1:16 (Edet AB) the Supreme Administrative Court accepted commercial reasons that 
aimed at not putting a strain on a subsidiary by charging interest in a time of important 
build-up phase for the enterprise. With these court rulings in mind, the case RÅ 1970 
Fi:923 is still of interest due to the application of the Swedish adjustment rule and the com-
ments on the case.   

7.5.1 Case summary 
The circumstances in the case RÅ 1970 Fi:923 were that a Swedish industrial enterprise had 
a fully owned manufacturing subsidiary in England. There was only limited commercial activity 
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between the parent company and the subsidiary. The parent company had issued a long 
term loan to the subsidiary of 12.7 million SEK in connection with the instalment of two 
machines in the subsidiary. The subsidiary did not perform well financially and there was a 
risk that the subsidiary would not be able to pay the interest added on the loan. The parent 
company asked for an advance ruling to clarify the tax implications that would arise if the 
parent company did not charge its subsidiary a market based interest rate on the loan.  

The answer from the National Taxation Board was the following. If the parent company 
charged its English subsidiary with a reduced interest rate then the parent company would 
enter into a financial agreement that differed from what would have been agreed upon be-
tween two independent actors on the market. The National Taxation Board further con-
cluded that the conditions necessary to apply the Swedish adjustment rule on these circum-
stances were at hand. The double taxation treaty entered into by Sweden and England did 
not change these circumstances. Due to the circumstances in the case the National Taxa-
tion Board ruled that the parent company’s taxable income should be calculated to the 
amount to which it could be assumed it should have been if an interest deduction never 
would have been made. The ruling was appealed to the Supreme Administrative Court 
which left the case without notice.   

7.5.2 Comments on the case 
The precedent value of the ruling should not be overrated since the Supreme Administra-
tive Court left the case without notice. The case has however been subject for debate in the 
Swedish legal doctrine. Of special interest to this thesis are the arguments that have been 
raised by former lawyer Claes Sandels in the Swedish tax journal SkatteNytt on the issue 
that it was incorrect to compare the parent company’s position as provider of the loan with 
an independent creditor.183 The argument was that an independent creditor or any other 
subject would never have provided the foreign subsidiary with such a loan as the parent 
company did due to the poor equity status of the subsidiary. The subsidiary was only pro-
vided with the loan due to the financial community of interest between the associated 
companies.184 It was further argued that the interest would have constituted an uncertain 
demand. However, Sandels did not totally exempt the possibility to adjust such a transac-
tion. The opinion however was that if an adjustment was to be made, it should be made 
due to another criteria, namely that the loan, fully or in part, should be deemed to be equity 
capital.185 Such a form of taxation would on the other hand suggest that the adjustment 
should not focus on the calculation of the arm’s length interest rate, instead the focus 
should be on the way of financing. Thereby the adjustment would be done at an earlier 
stage, that is when the loan is given to the subsidiary.   
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8 The need for thin capitalisation regulations in 
Sweden 

In his doctor’s thesis186, Gäverth propagates for the regulation of intra-group transactions 
where one group member is thinly capitalised. Arvidsson on the other hand does not see 
the need for such legislation since in his opinion thin capitalisation is not a big issue in 
Sweden.187

Gäverth mentions in his analysis on the issue that there are several reasons for not creating 
a thin capitalisation provision, such as increased risk for international double taxation, the 
fact that taxation will be based on templates and not the financial reality of the company 
and that thin capitalisation rules that only aims at companies with foreign owners will result 
in a discrimination compared to domestically owned companies.188 General reasons for 
Sweden to impose such a provision would on the other hand be that the international trend 
shows that more and more countries are doing so or are considering it.  

A double taxation treaty only regulates the distribution of tax claims between the contract-
ing states and not the right to deduct interest. It could however be necessary to include a 
clause in double taxation treaties stipulating that the treaty should not interfere with the 
application of domestic legislation, such as a domestic arm’s length principle, thin capitali-
sation rules or provisions against tax evasion, aiming at the prevention of illegitimate trans-
fer of profit through intra-group interest payments.189  

According to Gäverth, to determine the actual need for thin capitalisation legislation the 
incentive to avoid taxes by using thinly capitalised companies has to be analysed. In order 
for it to be effective the tax deduction of the lending company has to be higher than the 
company receiving the interest and since the company tax rate in Sweden was lowered in 
the beginning of the -90’s it therefore somewhat reduced the need to legislate.190 The in-
centive, in Gäverth’s opinion, to use thin capitalisation as a mean to avoid taxes still re-
mains. Several states have a lower company tax than Sweden and when it concerns large 
amount of capital even just a few points of difference in the company tax rate between two 
states could make a significant difference. It should also be noted that when a state has the 
same company tax rate as Sweden, it could still be profitable to transfer profit through in-
terest instead of dividends due to the withholding tax that Sweden imposes on dividends, 
provided that it is not reduced through double taxation treaties,191 or the parent subsidiary 
directive.192
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Tax reasons are however not the only reasons to why a subsidiary may be thinly capitalised. 
Other reasons could be that the parent company wants to limit the risk and keep the capital 
of the group more accessible when it comes to contributions as well as repayment. It could 
also be more profitable to invest the capital elsewhere. Financing a subsidiary through 
loans instead of equity capital results in a smaller risk for the parent company as well as 
making the repayment less dependable on the generating of profits.193 Independently of the 
reasons for keeping a subsidiary thinly capitalised, the effect on the Swedish tax base will be 
the same.194 Due to this, the mere fact that Sweden lowered it company tax is not reason 
enough for not regulating thin capitalisation. The reasons mentioned above are in the opin-
ion of Gäverth outweighing the reasons mentioned earlier for not legislate against thin 
capitalisation. 195  

It should be mentioned that Gäverth acknowledges the dilemma of having a fixed 
debt/equity ratio that is applied on all companies. He concludes that surrounding circum-
stances has to be taken into consideration since the situations of a company may vary 
greatly depending on its financial cycle, branch, location etc.196 In Sweden, however, branch 
and financial cycle are most likely the only two factors that has to be considered when de-
termining a proper debt/equity ratio of a specific company.197  

Gäverth believes as an alternative to the creation of a thin capitalisation provision, article 
9.1 of the OECD Model Tax Convention could be implemented in Swedish law and com-
plemented by the OECD comments by making a reference from the preamble of the 
law.198 The OECD article would then replace the “Swedish arm’s length principle”, the ad-
justment rule, and could therefore be applied to thin capitalisation situations. 

Richard Arvidsson is however of another opinion and in an article written by him and pub-
lished in a Swedish tax journal, Svensk Skattetidning,199 he presents reasons to why regulating 
thin capitalisation in Sweden is not necessary. 

First of all Arvidsson refers to a report published in Finland in 1995 showing that larger 
corporations are seldom thinly capitalised and as result to that the Finnish Ministry of Fi-
nance decided to wait and see how the situation would develop before legislating.200 Due to 
this, Arvidsson reasons, Sweden should adopt the same attitude, or at least wait with the 
technicalities of how the provision should be constructed until a financial study can prove 
that a need for it exists.201 He further points out that due to what is stated in the double 
taxation treaties regarding the tax burden on dividends from Swedish subsidiaries to for-
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eign parent companies and the fact that Sweden has implemented the parent/subsidiary di-
rective, it is more profitable to finance a Swedish subsidiary with equity contributions 
rather than loans. That is furthermore the type of corporate financing most commonly 
used according to the Finnish study from 1995.  

Arvidsson recommends that Gäverth instead should have examined the benefits and disad-
vantages of imposing a withholding tax on interest, since such a tax can be reduced or 
eliminated through double taxation treaties.202

Regarding the alternative to thin capitalisation rules suggested by Gäverth, Arvidsson re-
marks that that idea is a bit preconceived. There are several things that first have to be 
taken into consideration. First of all it has to be certain that the construction of such a pro-
vision will be compatible with the non-discrimination article of double taxation treaties and 
the corresponding EC legislation.203 Secondly it is, according to Arvidsson, rather uncertain 
whether article 9.1 is applicable to thin capitalisation situations.204 Arvidsson bases his 
opinion on the Dutch professor Geerten M.M. Michielse’s interpretation of the provision. 
Michielse states that article 9.1 of the Model Tax Convention only permits a limited right to 
deduction for interest payments to foreign domiciled companies. The article can however 
not be valid to reclassify interest payments as dividend distributions.205 Michielse argues 
that article 9.1 of the Model Tax Convention should have a narrow interpretation and that 
a reclassification would violate the original purpose of the provision which is to guarantee 
the independence of the parent company in relation to the subsidiary.206
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9 Analysis 

9.1 Background 
The purpose of this thesis is to answer the question “How does the application of the Swedish ad-
justment rule correspond to the OECD point of view regarding intra-group loans to thinly capitalised com-
panies?”. 

The question is answered by using the traditional legal method which means that the thesis 
is based on the legal hierarchy; legislation, court practice, preambles to the law and national, 
as well as international, doctrine. By examining the way the adjustment rule is applied by 
the Supreme Administrative Court, the Swedish approach when using the arm’s length 
principle in Swedish law can be compared to the approach recommended by the OECD. 
This in turn sheds light on the differences in procedure between the two when dealing with 
thinly capitalised group members of Multinational Enterprises. The last part of the analysis 
consists of the comments made by the authors regarding if there is a need to complete the 
legislation with an option to meet situations where thin capitalisation is used to facilitate 
the transfer of profits and therefore reduces Swedish tax revenues.  

9.2 Is the arm’s length principle applicable to situations of 
thin capitalisation?  

The purpose of article 9.1 of the OECD Model Tax Convention is to adjust profits in as-
sociated companies that deviate due to transactions that are not at arm’s length range. It 
lies also within the purpose of the Swedish adjustment rule to adjust earnings in a legal en-
tity, liable to tax its income in Sweden, that deviate due to erroneous pricing. In the aspect 
that both article 9.1 of the OECD Model Tax Convention and the adjustment rule are 
based on the principle that intra-group prices should be at arm’s length, the two provisions 
correspond with each other.  

9.2.1 The adjustment rule 
The purpose of the Swedish adjustment rule is, as mentioned in the thesis, to adjust earn-
ings of a legal entity liable to tax its income in Sweden that deviate due to erroneous pric-
ing. The general application of the adjustment rule, and especially the RÅ 1984 1:83 (the 
Upjohn case), indicates the need for the prerequisites of the provision to be fulfilled and 
sufficient evidence presented to the court in order to apply the provision. The tax authority 
must perform a thorough market assessment of what constitutes a market price and all four 
prerequisites must be fulfilled in order to apply the adjustment rule. The surrounding cir-
cumstances in each specific case is also essential to analyse since the application of the ad-
justment rule could be affected by parameters such as long-term businesslike reasons, the 
business strategy of the MNE and the commercial activity undertaken by the associated 
companies. The RÅ 1991 ref 107 case (the Shell case) is a clear example of how these fac-
tors affected the outcome of the case since the court even allowed AB Svenska Shell to go 
below arm’s length price one fiscal year since this deviation compensated for excessive 
prices another fiscal year. The breakthrough of the fiscal year is unusual and can not be said 
to be applied in general, it is more likely that it were the very special circumstances sur-
rounding the Shell case that led to this outcome. Furthermore, the Shell case clearly under-
lines the problem with assessing what constitutes an arm’s length price, especially in the ab-
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sence of comparable transactions on the open market. However, the main point of the 
Shell case is, as far as an assessment of what constitutes an arm’s length price is concerned, 
that the Supreme Administrative Court acknowledges the OECD and its publications as a 
point of reference in determining this issue. This is important since it provides both the tax 
authority and the business world with an internationally accepted legal tool to asses 
whether a price is at arm’s length range. Even more important, it creates some legal cer-
tainty and predictability into a legal area that is highly influenced by business economics. 
Our analysis of the general application of the adjustment rule indicates that due to the sub-
stantial influence from for example commercial reasons in the application of the adjust-
ment rule, a prudence concept always has to be considered, irrespectively of the nature of 
the transaction, when the tax authorities and the courts apply this provision.      

Our analysis indicates that the adjustment rule clearly is applicable to a wide range of trans-
actions such as sales of commodities, services, intangibles and interest rates. The fact that 
the provision itself is applicable to several different types of transactions does however not 
automatically mean that the provision should have a broad application. On the contrary it 
has been mentioned in the preambles to the provision that the adjustment rule should have 
a narrow application. This statement is essential since it somewhat clarifies the scope of the 
adjustment rule and it should be kept in mind when discussing the provisions applicability 
to thin capitalisation situations. 

The adjustment rule can clearly be applied to loan agreements between associated parties, 
at least in order to adjust excessive or too low interest rates. This application is supported 
by both preambles and court verdicts such as RÅ 1970 Fi:923, RÅ 1979 1:40, RÅ 1980 1:59 
and RÅ 1984 1:16. One should notice once again that the court in the three last mentioned 
cases refrained from using the provision due to different commercial reasons. It should 
however also be noticed that the adjustment rule would be applicable to adjust interest 
rates irrespectively of whether the company in question is thinly capitalised or not. In other 
words, even though a loan agreement can result in a thinly capitalised subsidiary, the ques-
tion of the adjustment rule’s applicability to thin capitalisation situations is one question 
while the potential adjustment of the interest rate is another separate question.   

The provisions applicability to thin capitalisation situations was tried in the RÅ 1990 ref. 34 
case (the Mobil Oil case). As mentioned in this thesis the Supreme Administrative Court 
tried whether deduction of interest from a loan to a thinly capitalised company should be 
denied due to that the loan agreements had never been accepted or given at all by an exter-
nal independent creditor. Before commenting on the court verdict of the Mobil Oil case 
some things should be mentioned regarding the legal reasoning surrounding the application 
of the adjustment rule to thin capitalisation situations. To undertake such an approach with 
the adjustment rule would require that the provision in question could be applied at an ear-
lier stage to the transaction and to reclassify what is defined by the contracting parties as a 
loan into equity capital. This approach indicates that the adjustment rule, from a tax law 
perspective, potentially could disregard the legal definition of the transaction used by the 
contracting parties.  

The general legal perspective of the issue indicates that under Swedish law the tax law as-
sessment of a transaction should not differ from the definition used in a civil law assess-
ment. However, it has been stated in the legal doctrine and case law (for example in RÅ 
1998 ref. 19 and RÅ 1999 not. 18) that a court does not have to be strictly bound by the le-
gal definition of the transaction given by the contracting parties since it should be “the true 
meaning” of a legal action that founds the basis for taxation. This means that Swedish 
courts are free to use a substance over form principle to determine whether a transaction 
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really is a loan or in fact a hidden equity contribution. Substance over form is however a 
controversial and much debated principle in Swedish law that in our opinion, if used to 
frequently would result in legal uncertainty. Furthermore, there seems to be unity in the le-
gal doctrine that there are no possibilities at all from a tax law perspective to reclassify a 
loan issued to a company to be deemed equity contribution if the definition of the transac-
tion fulfils all civil law criteria of a loan. From a general law perspective it can be concluded 
that there are limited possibilities to disregard the definition of the transaction used by the 
contracting parties.  

If the adjustment rule was to be applied to thin capitalisation situations it would mean that 
the scope of the provision would not only be to adjust the income between associated par-
ties, it would also mean that the provision could be used to reclassify a prima facie loan as 
equity contribution. There is nothing in the preambles that points at a wide application of 
the provision in the sense that the adjustment rule could result in such a reclassification. 
On the contrary it is mentioned in the preambles that the adjustment rule should have a 
narrow application. 

In the Mobil Oil case the court isolated three essential questions, which were to analyse the 
true nature of the loan, the adjustment rule’s applicability to adjust the interest in this spe-
cific case and the provisions applicability on thin capitalisation situations. The Supreme 
Administrative Court concluded that there were no reasons to treat the transaction as 
something else than a loan. Furthermore, the provision’s applicability to adjust interest 
rates was unquestionable but due to the special circumstances in the case and the fact that 
not all of the prerequisites of the adjustment rule were fulfilled, the adjustment rule could 
not be applied to this part of the case. To the question of the adjustment rule’s applicability 
to thin capitalisation situations the court stated that the provision in question could not be 
applied in such a way and the absence of thin capitalisation rules regulating the debt/equity 
ratio in a company prevented measures from being taken to this kind of situations. In other 
words, the court clearly established in the Mobil Oil case that the adjustment rule can not 
be applied to thin capitalisation situations.  The Supreme Administrative Court’s reason not 
to apply the adjustment rule to thin capitalisation situations was based on the fact that an 
independent creditor would no longer be independent if he would make an equity contri-
bution to the company. In other words the court reasoned that the comparison with an in-
dependent creditor required by the adjustment rule therefore is not possible to make. Even 
though the Supreme Administrative Court’s reasoning to why they did not apply the ad-
justment rule may at first seem somewhat odd, it is clear that the court fully follows the 
purpose of the adjustment rule when stating that the provision is dependent on a compari-
son with a transaction undertaken by two independent enterprises.  

From our analysis of the Swedish adjustment rule we can conclude that the provision is not 
applicable to take any measures against thin capitalisation situations. However, since the 
adjustment rule expresses the arm’s length principle in Sweden it is logical to take the next 
step and analyse how the adjustment rule corresponds to article 9.1 of the OECD Model 
Tax Convention and its view of the arm’s length principles applicability to thin capitalisa-
tion.  

9.2.2 Article 9.1 of the OECD Model Tax Convention 
From our analysis of the comments given by the OECD on article 9.1 it seems as if the ar-
ticle is provided with a broader application than what is given to the Swedish adjustment 
rule. According to the commentary on article 9 it is possible to reclassify a loan into a con-
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tribution to equity. This can be done when the surrounding circumstances shows that the 
loan in reality is a contribution to the company’s equity, a so-called prima facie loan. 

With this approach follows however that each case has to be examined and analysed sepa-
rately and different factors surrounding the transaction have to be weighed against each 
other in order to determine its true nature. That a company is thinly capitalised before a 
loan is given, or becomes it due to the loan, could be an indication that it in reality is an at-
tempt to provide the company with capital without having to deal with the consequences 
that comes with tying up capital in the company as share capital. A high debt/equity ratio is 
as a factor not enough to prove that in reality a contribution to equity has occurred. More 
factors surrounding the company and the transaction must be present. It must in other 
words not only exist an incentive, but also the terms of the transaction must resemble the 
ones of an equity contribution.  

The OECD in its Thin Capitalisation-report lists relevant factors that can prove that the 
transaction in question in reality is an equity contribution. The factors mentioned are, be-
sides from a high debt/equity ratio, that the loan is designed to finance the long term needs 
of the borrower, that the loan was contributed proportionately to existing shareholdings or 
as a condition of such shareholdings, that it was designed to improve financial situations 
arising from heavy losses, that the interest was depending on the financial result of the 
company, the possibility to convert the loan into shares of the company, that the interest 
exceeded reasonable levels, that there are no terms regulating the loan or that the loan is 
not prioritised compared to loans from independent creditors. When taking a closer look at 
the factors listed above, the view of the OECD in the matter is clear; a name given to a 
transaction, e.g. loan, is of subordinate importance when several factors in reality builds the 
structure of another form of transaction, e.g. a capital contribution. The tax implications of 
a certain transaction should in other words be depending on the true nature of the transac-
tion and not of the name given to it by the two relevant parties. The OECD also points out 
that when making such an analysis of the surrounding factors one should also take into ac-
count a comparison of how an independent creditor would have acted under the same cir-
cumstances and to what extent this creditor would have agreed to give a loan. It is in a way 
similar to the procedure of the Comparable Uncontrolled Price-method since a comparison 
is made with the activities of independent actors on the market. This is an interesting point 
when comparing it to the application of the adjustment rule since the Supreme Administra-
tive Court bases part of its reasoning in the Mobile Oil case on the opinion that a compari-
son is not possible to make with independent investors in this specific question. The 
OECD however believes that it can be done, when applying its article 9.1, to the extent 
that it provides a base of comparison when determining whether the factors surrounding 
the transaction are to be considered at arm’s length, which means that if they are not, the 
loan could be reclassified into a contribution of equity. 

It should also be mentioned that even though the OECD has made a statement that merely 
a high debt/equity ratio is not strong enough evidence to prove the true nature of the 
transaction, it has at the same time also pointed out that domestic thin capitalisation provi-
sions shall not be hindered by the application of article 9.1. This should mean that the 
above mentioned interpretation is not an obstacle to domestic legislation that only focuses 
on the debt/equity ratio. As it seems, the OECD believes that even though a high 
debt/equity ratio is not enough to prove that an intentional transfer of profits for tax pur-
poses is at hand, it accepts that countries impose provisions regulating the maximum per-
mitted proportion of the debt compared to the equity as long as it permits flexibility. This 
corresponds well since the latter provides the taxpayer with certainty. Using only a high 
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debt/equity ratio as a sign of tax avoidance would lead to an arbitrary judgement of what is 
to be considered high. Using a fixed ratio, however, would provide the taxpayer with the 
borders of what is permitted and a flexible application giving the taxpayer the possibility to 
prove that it operates under the same conditions as the open market corresponds well to 
the idea of the arm’s length principle.    

Even though there are legal and economic differences to PEs and subsidiaries, the OECD 
discussion draft on the attribution of profits to PEs could still by analogy serve as guidance 
of how a company should be financed and how to determine the amount of funding from 
a tax point of view. The thin capitalisation approach indicates that a comparability analysis 
could be used as a tool in determining the amount of “free” capital to a specific PE. It 
could by careful analogy be assumed that this approach could be applied also to subsidiar-
ies. It is however not farfetched to assume that subsidiaries also under the arm’s length 
principle should have sufficient capital to support the functions it undertakes, the assets it 
uses and the risks it assumes. 

9.3 The opinions of the legal doctrine 
In the thesis it has been mentioned that the opinion of the legal doctrine differs regarding 
the application of the adjustment rule to thin capitalisation situations. The arguments by 
Gäverth for a wider application of the adjustment rule focus on the fact that the transac-
tion in the Mobil Oil case should have been examined at an earlier stage. In his opinion the 
prerequisite effect on income could have been fulfilled arguing that the taxable income of 
Mobil Oil AB would have been even higher presuming that the parent company had made 
an equity contribution instead of a loan.  This would hence have resulted in no deductible 
interest at all. In other words, Gäverth wants to compare the effect on income deriving 
from a loan transaction to that of an equity contribution. The adjustment rule however re-
quires that a comparison is made with comparable transactions between independent en-
trepreneurs. In our opinion a situation where a company makes a contribution to the equity 
of another company results in relations between the two companies that hardly can be de-
fined as independent. The company making the contribution would be entitled to a part of 
the profit hence making it associated. This is according to our opinion the first reason to 
why the adjustment rule is not applicable in the way Gäverth describes. The second reason 
is that even if a comparison could be made, the adjustment rule still requires comparable 
transactions. Therefore according to our point of view, a loan transaction must be com-
pared to another loan transaction between independent parties for the comparison to be 
valid. The view that you can achieve a different outcome when applying the adjustment 
rule at an earlier stage of the transaction, presuming that the parent company has made an 
equity contribution instead of a loan, is in our opinion not compatible with the application 
of the adjustment rule since the two transactions are not comparable to each others. A 
third reason to why this type of application does not hold up in the Mobil Oil case is that it 
aims at adjusting a result that in reality is above arm’s length. The ruling conditions in the 
case, that no amortization had been made and that interest only had been paid during 3 
years out of 10, resulted in a taxable income that was higher than what would have been 
the result under open market conditions. Adjusting an income that is within arm’s length 
range is incompatible with both the purpose of the adjustment rule and article 9.1 of the 
OECD Model Tax Convention since this would lead to a unfavourable taxation of associ-
ated parties compared to that of independent parties.             

Arvidsson is of the opinion that it would be unreasonable to apply the adjustment rule in 
the Mobil Oil case and he agrees with the outcome of the court verdict. His legal argument 
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that the provision is not applicable is, as mentioned in the thesis, based on three reasons. 
First of all, since not all of the prerequisites of the adjustment rule were fulfilled in the Mo-
bil Oil case there was no possibility to apply the provision at all. Secondly, Arvidsson’s ar-
guments correspond with our analysis of the preambles to the adjustment rule in the sense 
that the purpose of the provision is not to change the legal definition of a transaction but 
to adjust transfer prices that deviate due to erroneous pricing. Furthermore, he makes the 
conclusion that there is no support in the preambles for a wider scope of the adjustment 
rule in the sense that it should be applicable to thin capitalisation situations. Our analysis of 
the adjustment rule corresponds to Arvidsson’s opinion regarding the provisions applica-
tion to thin capitalisation.  

Even though the comments to the OECD Model Tax Convention indicate that article 9.1 
is applicable to thin capitalisation situations there are disagreements to this opinion within 
the legal doctrine. For example, Gäverth bases his opinion, with reference to OECD publi-
cations, on article 9.1 and its applicability to thin capitalisation which according to him 
could be implemented in Swedish law while Arvidsson for one has raised his scepticism for 
the provision to be applied to thin capitalisation. Furthermore, the Dutch professor 
Geerten M.M. Michielse also argues for a limited scope of article 9.1 of the Model Tax 
Convention and is doubtful to the provisions possibility to reclassify debt into equity con-
tribution.  

From the wording of article 9.1, we conclude that the article actually does not state any-
thing else than that if there is a causal link between the conditions deriving from an agree-
ment between associated parties and a negative effect on income of one of those enter-
prises, then it is possible to adjust the taxable income of that enterprise. There is nothing in 
the article that clarifies the term “conditions”, therefore the term gives the impression of 
having a generally wide definition. There is no doubt in our opinion regarding the meaning 
of the commentary on article 9.1 and that the scope of the article permits its application to 
thin capitalisation. As mentioned in the thesis, paragraph 3c) of the commentary explicitly 
expresses the possibility to reclassify prima facie loans into contribution to equity capital. 
We can not find anything supporting the idea that the term “conditions” should be given 
such a narrow interpretation that it would prevent the article’s application on prima facie 
loans.   

Even though the publications of the OECD has a certain value as soft law and that the Su-
preme Administrative Court has through the Shell case acknowledged the importance of 
the OECD as a point of reference, its opinion regarding the application of the arm’s length 
principle has a limited value in Sweden due to the outcome of the Mobil Oil case.  

9.4 Circumstances in the Mobil Oil case pointing at a differ-
ent nature of the transaction? 

The OECD lists relevant factors that together could prove the “real reason” of a transac-
tion and determine its true nature. This reasoning is very similar to Swedish court verdicts 
(RÅ 1998 ref 19 and RÅ 1999 not 18) which basically states that a substance over form 
principle could determine the true nature of a transaction, irrespectively of the definition 
used by the contracting parties. It should however be noticed that the substance over form 
principle is not connected to the arm’s length principle or the adjustment rule per se.  

The Chief Assessment Officer claimed in the Mobil Oil case that the circumstances sur-
rounding the transaction showed that the loan given by the parent company in reality was a 
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hidden equity contribution and therefore interest payments should not be deductible. 
When analysing the case and the specific circumstances surrounding the payment, the fol-
lowing factors are discovered. The table below shows these different factors and how we 
find them corresponding to a certain classification of the transaction.   

 

Classify as loan Classify as contribution of equity

• Was converted from a 
debt 

• Disproportionate debt/equity ratio 

• The debt was booked as 
a long-term liability 

• No dividend has been paid 

• Interest was scheduled 
to be paid every quarter 

• No payment of interest during financial 
difficulties 

• There was a set interest 
rate 

• Interest has only been paid during 3 out of 
10 years 

• Interest has been 
booked when paid 

• No specific conditions regulating amorti-
sation or interest on arrears 

 • No collateral was required for the loan  

 • The parent company waived interest one 
week after the conversion of the debt   

 • No amortisation has been made during 
the entire duration of the loan 

 

Table 1. Circumstances surrounding the transaction in the Mobil Oil case. 

As the table shows there are several factors present that together constitute a situation, or 
conditions, under which independent creditors would not agree to give a loan. That no col-
lateral was required when giving the loan to a company with a disproportionate debt/equity 
ratio and that no specific terms regulating amortisation or interest on arrears had been 
agreed upon were circumstances that most likely would not appear when a loan is given be-
tween independent parties. That the interest claims had been waived due to financial prob-
lems of Mobil Oil AB is probably something that also could occur on the open market, but 
the question is if an independent creditor would accept that no interest payments are made 
during 7 years out of 10 and at the same time no amortisation is made either. This is some-
thing that truly brings doubt into the question of whether the transaction is at arm’s length. 
These factors are similar to some of the ones listed by the OECD as relevant factor that 
could point at a classification as equity contribution; a high debt/equity ratio, no set provi-
sions regulating the terms of the loan and that the loan is designed to finance the long term 
needs of the borrower. The fact that no dividend has been paid at all during the 5 years 
preceding the conversion of the debt could be a sign proving that the parent company was 
using the interest payments of the loan as hidden payments of dividend. However, that 
does not correspond well to the fact that the parent company actually waived the interest 
payments already a week after the conversion of the debt and then only received interest 
payment during 3 years out of 10. In addition to that, the interest rate of the few existing 
payments did not deviate from the rates charged on the open market. These factors to-
gether points at, even though the terms in general were not at arm’s length, a situation 
where in reality no attempt was made by the parent company to transfer profits through in-
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terest payments. It also shows that a factor that alone points out that a certain type of 
transaction is at hand, might in combination with other factors point at another type of 
classification. When combining the fact that the parent company did not attempt to make 
hidden dividend payments with the factors explicitly mentioned by the court; that the loan 
was booked as a debt and interest was booked when paid, it is clear that the Supreme Ad-
ministrative Court made a correct decision when they stated that there were no reasons to 
consider the loan as anything else. The conclusion that can be drawn by this is that the 
courts reasoning in the substance over form question is not far from the OECD approach 
applying article 9.1, but the limitations of the adjustment rule stands. In other words, the 
way the OECD reasons when determining the true nature of a transaction and the way the 
Swedish court argues when doing the same are based on the same idea. That is the idea of 
weighing all circumstances together in each separate case and to take business like reasons 
into consideration. The difference between the approach of the Swedish courts and the 
OECD concerning the arm’s length principle is that Swedish court practice does not ac-
knowledge the adjustment rule such a scope of application even though they use that ap-
proach when applying the substance over form principle. The question is how the Shell 
case is affecting the Supreme Administrative Court’s attitude towards the OECD approach 
to thin capitalisation? It has most likely strengthened the impact of the OECD’s points of 
view in general, but the limitations of the adjustment rule’s application to thin capitalisation 
will stand due to the verdict in the Mobil Oil case. 

As mentioned earlier in the thesis, Leif Gäverth is of the opinion that the Supreme Admin-
istrative Court could have reach a different decision regarding the true nature of the trans-
action if the loan would have been an “ordinary” loan and not originating from a long term 
debt of goods. The conclusions drawn by us however points at the fact that so would not 
have been the case. Since there was nothing that pointed at an attempt to transfer profits 
between the associated parties it is our opinion that the court would not have reached a dif-
ferent conclusion even if it would have concerned an “ordinary loan”.   

9.5 Comments regarding the need to legislate against thin 
capitalisation 

From our analysis we notice that there could be a possibility to achieve tax advantages for 
an MNE by thinly capitalising a company in Sweden which could transfer untaxed income 
by means of interest to foreign domiciled companies. Based on the results from our study 
within thin capitalisation we draw the conclusion that, as of today, Sweden lacks measures 
against group structures with thinly capitalised companies. Many countries have introduced 
thin capitalisation regulations in order to protect their tax base, Sweden however has not 
yet taken any actions against this issue. Even though the lack of thin capitalisation regula-
tions could lead to tax advantages for MNEs, our opinion is that Sweden should not auto-
matically follow an international trend and legislate. It is instead necessary that Sweden per-
forms a substantial analysis of the issue thin capitalisation in order to approximate to what 
extent this issue could be a tax problem. As far as we can se, no such examination has been 
performed in Sweden. It is only after it is clear if a problem exists that the government 
should legislate against it. Furthermore, in a possible legislation process of thin capitalisa-
tion the government has to take EC legislation into account.      
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