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Preface

Nordic Tax Research Council was founded in 1973 by a treaty between
Denmark, Finland, Norway and Sweden. In 2003 Iceland joined the council.
Members of the council — 3 members from each country — are professors in
tax law and economy and high ranked government officers. The main pur-
pose of the council is to strengthen the cooperation between the member
countries in the field of legal and economic tax research. .

Ever since its foundation the council has based its activities on two main
pillars: 1) arranging seminars for the members of the council and for Nordic
tax experts and 2) supporting tax research through economic grants.

Be welcome to visit the councils homepage at the address:
http://www.nsfr.net.

Every year the council is publishing a yearbook which includes a descrip-
tion of the work of the council as well as the papers and reports presented and
discussed on the yearly council seminars.

All the yearbooks that have been published to date are listed in this edition
of the yearbook with a description of their main topics.

Since 2005 the yearbook is in English in order to present the work of the
council and the development of tax legislation and tax research within the
Nordic countries also for readers abroad.

The 2011 seminar was held in Copenhagen and addressed the topic: “The
Taxation of Intangible property”.

The seminar was very succesfull and was attended by a considerable
amount of tax experts from universities and business schools, lawfirms, pri-
vate tax consultants, governments, tax authorities etc. As usually reports from
each country describing the topic from a legal and economical point of view
were presented and supplemented with lectures given by exellent experts.
Both the report and the lectures were discussed by the participants . These
discussions were very useful and inspiring for everyone at the seminar.

This edition of the yearbook contains the general as well as the national
economic and legal reports to the seminar. The edition also contains a chapter
on Tax News from the Nordic countries and abstracts of Nordic Tax Disserta-
tions from 2010
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The 2012 seminar is planned to take place in Helsinki, Finland may 24-
25" 2012: The topic to be addressed in reports, lectures and by discussion is:
“Tax expenditures”. Aarhus, Denmark November 2011

Jan Pedersen
Professor, dr. jur.
Chairman



The Taxation of Intagible Property






Economic General Report

Professor Michael Moller, Ph.D., Department of Finance,
CBS Associate Professor Claus Parum, Ph.D., Department
of Finance, CBS

Introduction

In general, research and development (R&D) is a positive word in the eco-
nomic-political debate. Traditionally, each and every country has goals for
R&D expenditures in the private sector as a percentage of GDP. To a much
lesser extent — if ever — countries set goals for total capital expenditures or
marketing in the private sector as a percentage of GDP.

The positive attitude towards R&D can probably be explained by a widely
held belief that R&D results in positive externalities. According to this line of
thinking investments in R&D benefits society, but the party making the in-
vestment in R&D is not receiving the full benefit of the investment. This will
result in underinvestment in R&D unless R&D is subsidized in some way.

Two other arguments for subsidizing R&D are flawed. One argument is
that in the long run all growth in GDP per capita is caused by R&D expendi-
tures. Therefore, R&D ought to be subsidized. The other argument is that in-
vestments in R&D are very risky. Therefore, the private sector will invest too
little in R&D because it has too high cost of capital for risky investments.
Both these arguments reflect an incomplete understanding of how capital
markets work. The risk inherent in investments in R&D can be spread over
numerous stockholders investing in many different companies. Part of the to-
tal risk (i.e. the unique risk) is eliminated due to stockholders diversifying
their portfolios and stockholders only need to be compensated for bearing
systematic risk. Furthermore, there is nothing irrational in demanding a high-
er expected return on an investment with high systematic risk compared to an
investment with low systematic risk. This is what one would expect in well-
functioning capital markets.
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It is problematic to have an almost blind faith in the point of view that the
private sector invests too little in R&D, necessitating subsidizing investments
in R&D either through grants or favorable tax rules.

In the Nordic countries research is already highly subsidized through free
higher education, scholarships for Ph.D. students etc. Everything else equal,
this causes lower wages for researchers and therefore lower costs for doing
research in the private sector. No matter whether positive externalities of re-
search in the private sector exist or not it is possible to subsidize investments
in R&D too much and thereby overinvesting rather that underinvesting in
R&D. Furthermore, it is important to have a clear understanding of who ben-
efits from the positive externalities. Positive externalities may only to a small
extent benefit the country paying the subsidy. If a company in country X
spends lots of money on R&D but the actual research (paid by the company
in country X) is done in country Y one would expect that the positive exter-
nalities (e.g. increased knowhow, spread of new ideas) would —in some
way — be split between the two countries.

R&D may be subsidized in several ways, e.g.

— R&D expenditures are depreciated immediately for tax purposes.
Most R&D projects are investment projects where the investment outlay is
depreciated over the lifetime of the project. However, some countries al-
low real assets acquired for research purpose to be depreciated immediate-
ly for tax purposes. In general, if depreciation of an asset for tax purposes
is more favorable than the true economic depreciation of the asset the tax
depreciation system subsidizes investment in the asset. If R&D expendi-
tures are depreciated immediately for tax purposes, R&D projects are sub-
sidized because investments in R&D projects typically result in increased
future cash flows

— More than 100 percent of the R&D investment outlay is depreciated
for tax purposes. Some countries allow for a rate of R&D tax credit at
more than 100 percent (e.g. 125 percent or even more).

— Grant. Some countries give a tax free or taxable grant to increase R&D
(e.g. a certain percentage of the investment).

The Barcelona Declaration of Intent with Respect to R&D

The Barcelona declaration of intent w.r.t. R&D was approved by the EU in
2002. The declaration established a goal for each member country’s
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R&D/GDP ratio in 2010. Simplified, the Barcelona declaration of intent w.r.t.
R&D implied that from 2010 each member country in EU should use 3 per-
cent of GDP on R&D, of which 2 percentage points should be financed by
the private sector. The wording is easy to misunderstand. The focus is not on
who is doing the R&D but on who is financing the R&D. If universities do
research paid by the private sector then it is defined as R&D done by the pri-
vate sector. One may discuss who is financing R&D if the government subsi-
dizes R&D, e.g. through grants. Furthermore, some institutions may be hard
to define as either belonging to the private or the public sector.

The Barcelona declaration’s goal regarding R&D financed by the private
sector is interesting because the government is not able to control R&D
spending in corporations directly. Each corporation decides how much to
spend on R&D. The government may influence R&D expenditures in the pri-
vate sector by changing the incentives for R&D in the private sector, e.g.
making R&D more attractive by increasing the rate of R&D tax credit, in-
creasing the number of Ph.D. grants etc. Different initiatives are plausible but
it seems fair to say that the tax system is important when discussing different
ways of influencing the incentives for R&D in the private sector.

In our opinion it is problematic if a country’s policy is governed by the
Barcelona declaration.

One problem with the Barcelona declaration is the idea of pursuing a goal
that is not optimal per se for the individual country. In Denmark all govern-
ments emphasize the virtues of R&D. However, the Danish government
wishes to keep R&D financed by the public sector to the minimum required
by the Barcelona declaration. If R&D financed by the public sector — e.g. due
to a drop in GDP — exceeds the one percent goal, research grants are cut. The
minimum target is also the maximum target.

The large problem is that a fixed goal for R&D expenditures in the private
sector (as a percent of GDP) is illogical. Positive externalities may motivate
subsidizing R&D to prevent underinvestment from society’s point of view.
However, such an argument calls for a subsidy/grant to persuade producers to
spend money on R&D independent of society’s R&D/GDP ratio, but depend-
ent on the difference between the marginal social benefit of investments in
R&D and the marginal private benefit of investments in R&D. The idea
would be to subsidize an R&D investment in such a way that the marginal
private benefit of the investment equals the marginal social benefit of the in-
vestment. Given the uncertainty in this area the best idea would probably be
to give some long term favorable treatment to R&D. But this is quite different
from the Barcelona declaration.
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R&D in the Nordic Countries

Figure 1 shows R&D expenditures in all sectors as percent of GDP in the
Nordic countries and the EU average since 1999. Besides Norway, all the
Nordic countries are well above the EU average, and Finland, Sweden and
Denmark are at or above the Barcelona declaration’s 3 percent R&D/GDP ra-
tio. The EU average has moved very little since the adoption of the Barcelona
declaration even though the EU average is well below 3 percent. The ratios
for Denmark might indicate that Denmark has tried to fulfill its obligations.
On the other hand, it may be a coincidence. Eurostat does not have 2009
numbers for Iceland yet but undoubtedly there will be a drop, cf. the Icelandic
economic national report.

Figure 1: R&D expenditures in all sectors in % of
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Figure 2: R&D expenditures in the private sector in
% of GDP
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Figure 2 shows the development in R&D expenditures in the private sector as
percent of GDP for the Nordic countries and EU (average) just as in figure 1.
It is much harder for the government to influence these numbers. However,
the overall picture is similar to figure 1.

Finland’s and Sweden’s ratio are clearly above what is specified in the
Barcelona declaration. Denmark’s ratio increases over time and reach the 2
percent at the end of the period, while Iceland’s and Norway’s are clearly be-
low the 2 percent. Norway and Iceland are not members of the EU and there-
fore not bound to live up to the Barcelona declaration. On the other hand, the
two countries may want to apply for membership of the EU at a later stage.

R&D expenditures in the private sector as percent of GDP for Norway are
less than half of what is expected according to the Barcelona declaration. It is
noteworthy that Norway has such low ratios compared to other Nordic coun-
tries and other industrialized countries with corresponding high GDP per cap-
ita.

Several valid economic arguments exist for it being optimal for Norway to
have relatively low R&D expenditures as percent of GDP. As noted in the
Norwegian national economic report Norway receives substantial economic
rents from oil and gas exploration. It is also necessary to look at the weight of
different industries. As mentioned before, there is little economic justification
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for equal R&D/GDP ratios across countries. Some industries are more
knowledge or research intensive than others, e.g. the pharmaceutical industry.
Furthermore, one would probably expect a positive relationship between
company size and reported R&D. The latter may be a genuine relationship or
due to statistical problems. Why should a country with an overrepresentation
of companies in industries with low R&D invest more in R&D in these sec-
tors than foreign peers just to meet the Barcelona declaration? We are not fa-
miliar with any economic theory recommending a certain aggregated
R&D/GDP ratio.

Notice that the Norwegian economic national report stresses that Norway
has an explicit political goal for Norway to have the same R&D/GDP ratio
as the OECD (average). The reasons for this rather arbitrary goal are not
clear.

Measuring R&D expenditures is difficult due to data problems and ques-
tions of definition.

Let us mention a couple of examples on the matter of definition: If a
Danish company buys patents from a foreign company should this be defined
as Danish R&D? Is it Danish R&D if the R&D is ordered, acquired and paid
for by Danish company but carried out in India by Indian scientists? Is R&D
ordered and paid by the government but carried out by companies in the pri-
vate sector to be defined as public or private R&D?

These questions illustrate the general point: The purpose of the analysis
determines whether a definition is appropriate or not. If externalities are
bound to location (e.g. development of research clusters stimulating each oth-
er) one would expect a government to subsidize R&D within the country in
question. The Danish economic national report shows e.g. that 18 percent of
total R&D expenditures in Denmark in 2008 was acquired abroad. The ques-
tion of how to define Danish R&D is clearly relevant.

Increased globalization implies these matters of definition become ever
more important.

Data problems arise e.g. in delimiting or separating R&D expenditures
from operating expenses. In many small companies one would expect a num-
ber of activities which could be defined as R&D but which are classified as
operating expenses. One would expect larger corporations to be more in-
clined to get the classification right, cf. also the Norwegian economic national
report emphasizing that the Norwegian economy consists predominantly of
small and medium sized firms. This data problem for small and medium sized
firms makes it even more difficult to measure the effect of various changes in
tax rules intended to increase R&D expenditures. Initiating a tax rule where



ECONOMIC GENERAL REPORT 19

more than 100 percent of the R&D investment outlay is depreciated for tax
purposes would most likely increase R&D expenditures for tax purposes
much more than the increase in true economic R&D expenditures. The grant
would give corporations a strong incentive to define as R&D expenditures
some expenditure they previously defined as operating expenses (because it
did not matter to the firm how these costs very classified).

In connection with the Barcelona declaration it may be relevant to think of
the Icelandic crisis. The Icelandic debt crisis has meant that the Icelandic fi-
nancial sector barely works. Naturally, a financial crisis results in corpora-
tions cutting down on both investments in intangible assets (as R&D) and in-
vestments in tangible assets. The Icelandic financial crisis has resulted in a
drastic drop in R&D. In some industries the numbers are so dramatic that one
does not need to adjust for the development in GDP. While the health indus-
try all in all showed unchanged nominal R&D expenditures financed by the
private sector from 2007 to 2009 (cf. table 1.3 in the Icelandic economic na-
tional report), R&D expenditures in manufacturing dropped by almost
50 percent (cf. table 1.4 in the Icelandic economic national report) and R&D
expenditures in agriculture and fisheries dropped to 1/10.

These drastic changes emphasize the problems with having a fixed goal
for R&D as a percentage of GDP. Probably it would have been a bad idea if
the Icelandic government through grants had tried to sustain the R&D/GDP
ratio in the private sector.

We have argued against goals for fixed R&D/GDP ratios and advocating
for a fairly stable preferential taxable treatment of R&D expenditures.
The size of subsidies/grants should depend on the size of the positive exter-
nalities.

The various national reports do not indicate that the Barcelona declaration
has carried major changes in national tax laws in Scandinavia even though
different initiatives possibly may be attributed to reaching such goals. The tax
rules seem fairly stable.

R&D/GDP ratios for Sweden and Finland are clearly above the Barcelona
declaration’s minimum. Iceland and Norway are not EU members and there-
fore not bound by the Barcelona declaration, even though both countries are
potential future members and therefore probably benchmark against EU coun-
tries. The ratios for Denmark could indicate that Denmark has tried to fulfill its
obligations but we have not observed any tax initiatives (e.g. 125 percent tax
depreciation) to motivate corporations to meet the Barcelona declaration.

Norway has low R&D/GDP ratios compared to the OECD (average) tar-
get and no problems with public deficits. However, Norway does not seem to
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have made major efforts in increasing the R&D/GDP ratio through govern-
ment actions besides the so-called *Skattefunn’, cf. the Norwegian economic
rational report.

Measuring Various Subsidies

If depreciation of an asset for tax purposes is more favorable than the true
economic depreciation of the asset the tax depreciation system subsidizes in-
vestment in the asset. Machines are depreciated faster than buildings for ob-
vious reasons. To what extent R&D is favored by the tax depreciation system
depends on the number of years R&D results in revenues.

In this section we will analyze to what extent immediate expensing of
R&D (i.e. R&D expenses are depreciated in full in the year the firm has the
expenses) is more favorable than the typical tax depreciation system for ma-
chines (depreciation at a constant rate each year; sometimes called diminish-
ing balance) and buildings (straight-line depreciation) in the Nordic countries.

To make such an assessment three variables are critical: The discount rate
(cost of capital), the depreciation rate for tax purposes, and the corporate tax
rate. We assume corporations are sure to be able to use the annual deprecia-
tion tax shields and we use risk free interest rates after tax of 1, 2, 3,4, and 5
percent.

If assets are depreciated for tax purposes at a constant rate (the diminish-
ing balance system) we use depreciation rates of 25 percent, 20 percent, and
15 percent, respectively. If assets are depreciated straight line we use depreci-
ation rates of 5 percent (20 years straight line) and 4 percent (25 years straight
line), respectively.

In all calculations we consider a company buying an asset which can be
depreciated for tax purposes costing 1 unit of currency e.g. DKR. We calcu-
late the present value of the depreciation tax shields and subtract that from the
(pretax) cost of the asset (1 unit of currency) to get the after-tax cost of the
asset.

If the cost of the asset is expensed/depreciated immediately the after-tax
cost of the asset is AAT = ABT - (1 —T¢), where APT is the before-tax cost of
the asset and T is the marginal corporate tax rate. This result is also obtained
if the discount rate is zero no matter whether assets are depreciated for tax
purposes at a constant rate each year or the asset is depreciated straight line.
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Figure 3: After-tax cost of asset.
Depreciation for tax purposes at a constant 25
percent each year
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Figure 4: After-tax cost of asset.
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Figure 5: After-tax cost of asset.
Depreciation for tax purposes at a constant 15
percent each year
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Figure 3 — figure 5 show:

— At low interest rates immediate depreciation is only marginally more fa-
vorable than depreciation at a constant rate each year. Depreciation rates
mean much less at the current low interest rates.

— The lower the corporate tax rate is the less important is the depreciation
rate. Reducing corporate tax rates over time has reduced the importance of
the depreciation rate.

At the current (low) interest rates and corporate tax rates the depreciation rate
is only marginally important. If we assume depreciation at a constant 25 per-
cent each year, a corporate tax rate of 25 percent and a discount rate of 3 per-
cent the after-tax cost of asset is 0.77 — only marginally higher than 0.75 if we
allow the asset to be expensed immediately. This marginal difference hardly
has a huge influence on the size of R&D.

Figure 6 and figure 7 show similar calculations w.r.t. linear depreciation.
The five figures show immediate expensing is relatively more advantageous
when we compare with linear depreciation than if we compare with deprecia-
tion at a constant rate each year. But again it is relevant to stress the relevance
of low interest rates.

Everything else equal: The difference is more pronounced the higher the
corporate tax rate is and the lower the depreciation rate is.
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If we assume an annual depreciation rate of 4 percent (25 years straight-
line depreciation), a corporate tax rate of 25 percent and a discount rate of 3
percent the after-tax cost of asset is 0.82 — a bit higher than 0.75 if we allow
the asset to be expensed immediately.

Figure 6: After-tax cost of asset.
20 years straight-line depreciation for tax
purposes
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Figure 7: After-tax cost of asset.
25 years straight-line depreciation for tax
purposes
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Some countries have discussed changing the depreciation tax rules to allow
firms to depreciate 125 percent of R&D expenses. The impact of such a
change would be more important than changing from immediate depreciation
to straight line depreciation. Assuming a corporate tax rate of 25 percent the
after-tax cost of investing 1 DKR in R&D is 0.75 assuming the investment
can be expensed 100 percent immediately while the after tax cost is 0.6875
assuming the investment can be expensed 125 percent immediately. Again,
the higher marginal corporate tax rate, the larger the difference.

Other Intangible Assets

Other valuable intangible assets exist besides R&D. Advertising for Coca Co-
la, Carlsberg, Louis Vuitton or other brands create long living assets. There-
fore, advertising can be considered an investment which should be depreciat-
ed over a long period of time. Expenditure on these brands is treated tax wise
like R&D. In general, costs are expensed immediately. When it comes to
brands there is little reason to assume the existence of large positive externali-
ties. On the contrary, advertising may cause negative externalities. When
Pepsi Cola and Coca Cola spend large sums on advertising, these costs neu-
tralizes each other to a degree. It is like an arms race. From society s point of
view it might be a good idea to tax this kind of advertising. One problem is,
however, that most advertising only has a short impact. Logically, advertising
about rebate on Coca Cola in the local supermarket has to be expensed im-
mediately. In practice it is difficult to separate advertising costs in advertising
with short term impact and advertising with long term impact.

Realistically, one should expect being unable to fine tune tax rules in order
to obtain a social optimum.

Conclusion

Tax rules may distort investments away from the optimal level, seen from the
point of view of society. Probably the largest problem exists in connection
with investment in housing. The investments are very large, and so are the tax
distortions.

Private investments in R&D are at a comparatively low level, about 1-2
percent of GDP.
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As a rule R&D investments are treated very favorably in the tax system in
all Nordic countries. There are differences between countries, but the main
rule is that R&D expenses are not treated as investments which are to be de-
preciated over time. As a main rule, tax laws allow immediate deduction.
From a theoretical point of view this is problematic. In some areas R&D has a
very long life. In the pharmaceutical industry there is a long time period from
the research is being made and until the product has been approved and can
be sold. And after that, the product will often enjoy a long period of patent
protection. Thus, the depreciation period should be very long, probably as
long as for buildings. However, there are large differences between different
sectors. Furthermore, a lot of research becomes obsolete relatively fast.

At least two arguments exist for not treating R&D costs as an investment,
but allowing immediate expensing.

Argument 1 concerns the practical problems with separating R&D ex-
penses from others expenses. However, this is hardly a strong argument.
R&D is rather concentrated in a few sectors, which lessens the problems. Be-
sides, similar problems exist in connection with investments in buildings. The
distinction between building maintenance (which can be expensed) and build-
ing renovation is a fine one.

Argument 2 concerns the fact that R&D results in positive externalities.
There is little doubt that R&D has some positive externalities. However, there
is very large uncertainty about the size of these externalities and there is also
a possibility for negative externalities. If several companies compete for a
certain discovery and getting a patent, they may use more resources than op-
timal from the point of view of society in trying to get results first. It may
matter very little from the point of view of society whether a discovery is
made a few weeks earlier or not, but it may matter very much for the compet-
ing companies. It is the well-known “winner takes all” game.

20 or 30 years ago the question of whether to depreciate R&D or allow
expensing could be considered an important one. That was due to two rea-
sons: Company tax rates were higher at that time, and so was the rate of in-
terest. Since then both tax rates and interest rates have fallen significantly.
This makes the question much less important today than it was in earlier
years. The level of R&D would probably change little, if costs had to be
treated as an investment and depreciated over a period of years.

Sometimes a different tax incentive is given to R&D. It is allowed to de-
duct 125 percent of the R&D costs when computing the taxable income of the
company. It is noteworthy that also this tax incentive is dependent on the tax
rate. The lower the tax rate, the lower the incentive. There is no doubt that the
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relative size of a tax incentive of this type is much larger than the tax incen-
tive from allowing immediate expensing.

The large uncertainty about the size of possible externalities makes it dif-
ficult to judge whether too much or too little R&D is being done. But it seems
obvious that the EU should not try do decide the optimal level of R&D in in-
dividual countries. A better strategy would be to secure that all countries gave
the same subsidies to R&D, thus on the one hand securing a “level playing
field”, on the other hand trying to set tax rules in order to augment R&D.

An obvious problem with the Barcelona Declaration is that countries with
different kinds of industries will end up having to give very different level of
subsidies. Countries with many small companies and with no pharmaceutical
companies will have to give very large tax incentives to R&D in order to
reach the 3 percent goal, while other countries do not have to give any incen-
tives at all. That cannot be optimal.

To put it in another way:

— We know very little about the size of positive externalities of R&D.

— The optimal level of R&D will be very different in different countries, as
will the savings rate and the investment rate. It will depend on industry
composition and many other things. In Japan, Sweden and Finland private
R&D is about 2.5 — 3 percent of GDP, while in many EU counties private
spending on R&D is below 1 percent. There is no reason to believe that
the first mentioned countries use too much or the latter use to little.

Other intangible assets than R&D exist. Advertising can result in building
brand value. In general, tax rules seem to subsidize investment in brand
building above what is social optimal, but given the low rate of interest and
the relatively low level of corporate taxes today compared with earlier times,
the problem is probably a minor one.
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Part I Introduction

1. Background

Intangibles are the major source of sustainable competitive advantages for
firms. This is evidenced by the continuous increase in the market-to-book ra-
tio (Tobin’s q) of multinational enterprises (MNEs).! The gap between the
market and replacement values has largely been explained by intangibles not
recorded on the balance sheet.” Innovation is also crucial to the Nordic coun-
tries because of the resulting productivity gains, economic growth, high-
quality jobs and tax revenues. The importance of innovation was recognised
in the Lisbon strategy adopted by the European Council in 2000 that set the
EU goal of becoming “the most competitive and dynamic knowledge based
economy in the world, capable of sustainable economic growth with more
and better jobs and greater social cohesion” by 2010. Two years later at the
Barcelona European Council, it was agreed that R&D investments in the EU
should be increased with the aim of approaching 3 percent of GDP by 2010.
The Council specifically called for an increase in the level of private sector
R&D funding, which should rise from a level of 56 percent to 80 percent of
total R&D. In 2003, the Commission encouraged Member States to a con-
certed use of R&D tax incentives, to improve tax measures for R&D and to
disclose data on the budgetary cost of such tax measures.’ In 2005, the Com-

1. B.Lev, Intangibles, Management, Measurement, and Reporting (2001), at 8.
C. Hulten and J. Hao, Intangible Capital and the “Market to Book Value” Puzzle,
Economics Program Working Paper Series 08-02 (New York: The Conference
Board, June 2008).

3. Investing in research: an action plan for Europe, COM(2003) 226 final/2.
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mission called for a coordinated European approach to improve the tax envi-
ronment for R&D.* In 2006, the Commission provided guidance to help
Member States improve their R&D tax treatment.” It encouraged Member
States to improve the use and coordination of tax incentives on specific R&D
issues. An expert group was established to address the need to improve the
evaluation of R&D tax incentives, and the group published its final report in
2009.® Another recent report indicates that several Member States are still
lacking behind the 3 percent target.7 By 2009, R&D investments varied con-
siderable among the Nordic countries: (i) Finland and Sweden invested al-
most 4 percent of GDP, (ii) Denmark and Iceland around 3 percent of GDP
and (iii) Norway 1.76 percent of GDP.

2. Taxation of intangibles

Taxation of intangibles may be viewed from the three traditional dimensions
of tax law: (i) domestic law, (ii) treaty law and (iii) EU/EEA law. Domestic
tax law may incentivise R&D in order to increase the level of R&D invest-
ments, attract foreign direct investments or to dissuade taxpayers from mak-
ing investments abroad rather than domestically. Both the development and
exploitation of intangibles are characterized by a great degree of mobility.
This leads countries to adopt anti-avoidance rules in order to prevent an ero-
sion of the national tax base. Among other things, transfer pricing rules, exit
taxation and CFC taxation aim at ensuring that domestically developed intan-
gibles are not artificially migrated to foreign affiliated companies.

Tax treaties allocate the taxing right to intangible profits between coun-
tries. The taxing right is assigned exclusively to the residence state under the
OECD Model unless an intangible forms part of the business assets of a per-
manent establishment (PE) in the source state.® Residence taxation means that

4.  Working together for growth and jobs: A new start for the Lisbon Strategy,
COM(2005) 24 final.

5. Towards a more effective use of tax incentives in favour of R&D, COM(2006) 728
final.

6. Design and Evaluation of Tax Incentives for Business Research and Development —
Good practice and future developments (Brussels: European Commission, D-G for
Research, 2009).

7.  An analysis of the development of R&D expenditure at regional level in the light of
the 3 % target (Brussels: European Commission, D-G for Research, 2009).

8. Articles 7(1), 12(1), 13(2) and (5), and 21(1) and (2) OECD Model. Article 12(2)
UN Model assigns a taxing right to the source country with regard to royalties. On
the allocation of the taxing right to intangibles see W. Schon, “International Tax
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an MNE may be able to influence where a substantial share of its profits are
recorded and taxed. An MNE may thus be able to permanently reduce taxa-
tion under a territorial tax system or to defer taxation under a worldwide tax
system. This provides an incentive for MNEs to shift intangibles to low-tax
jurisdictions. Tax treaties usually embody a non-discrimination provision
akin to Article 24 of the OECD Model. Such a provision may, for example,
mean that R&D costs of a resident company may not be subject to a less fa-
vourable tax treatment just because the company is owned by a resident per-
son of the other contracting state.

EU law requires Member States to exercise their competences in the area
of direct taxation consistently with the fundamental freedoms and the ban on
state aid of the Treaty on the Functioning of the European Union (TFEU).
This is of relevance for the design of both tax incentives and anti-avoidance
rules. The EEA Agreement is based on similar principles.

3. Scope of the subject

The subject for the 2011 Nordic Tax Research Council seminar is the taxation
of intangible property. The scope of the legal reports is the taxation of both
development and exploitation of intangibles. It is confined to taxation of
companies and does neither consider the taxation of individuals nor other
types of taxes which impact companies, such as the level of personal income
taxes, social security contributions and VAT. Moreover, the scope does not
cover direct support in the form of subsidies, indirect support or investor
taxation, e.g. venture capital.

The general report is divided into five parts (Parts II-VI), in addition to the
introductory Part I: Part IT on R&D tax incentives, Part III on taxation of the
development of intangibles, Part IV on taxation of the exploitation of intangi-
bles, Part V on base erosion and Part VI which concludes the subject. The
approach is first to introduce the specific issue and then to undertake a com-
parative analysis of the tax laws of the Nordic countries. The comparative
analysis has primarily been prepared on the basis of the national reports.

Coordination for a Second-Best World (Part I1)”, 2 World Tax Journal 1 (2010), at
65, 90.
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Part IT R&D tax incentives

The topic of R&D tax incentives prompts a number of questions. First, it may
be considered whether there is shortage of private R&D investments. The
standard arguments for introducing R&D tax incentives are thus based on
market failures causing firms to invest less in R&D than is optimal for socie-
ty. Hence, R&D is creating positive, external knowledge, whereby firms in-
vesting in R&D are not able to appropriate all returns from its investments as
knowledge spillover to rivals and other third parties. Since firms are only in-
clined to make investments with an appropriate expected private return, R&D
projects that are desirable for society may not be undertaken.” Subsidies may
push the optimal level of R&D investments for private firms up to the opti-
mal level for society. A Danish study estimates the total return to society of
R&D investments to be approximately 28 percent whereof 24 percent are
captured by the investor and 4 percent spills over to third-parties.'® In addi-
tion, informational asymmetries in early-stage funding between R&D firms
and investors may lead to financing constraints.

Second, if shortage of R&D investments exists it must be decided whether
the government should intervene or leave it to the market to regulate the level
and direction of R&D investments. Third, if governmental intervention is
held to be appropriate the preferred form must be determined. Direct gov-
ernmental support can take the form of R&D tax incentives as well as grants,
loans and equity investments. Indirect support can be given through funding
of the educational system, public research institutions etc. According to the
EU Commission, R&D tax incentives offer the advantage of being timely,
predictable and transparent. Fourth, governmental support may target R&D
investments in the private sector in general, specific industries, types of firms
or technologies, different stages of development and exploitation (see below),
collaboration between private and public sectors etc. If spillover effects are
more pronounced in some areas it may be considered to direct support there-

9. D. Czarnitzki, “Tax Incentives for industry-science R&D collaboration”, Annex 2 in
Design and Evaluation of Tax Incentives for Business Research and Development —
Good practice and future developments (Brussels: European Commission, D-G for
Research, 2009). @konomi og Milje 2011 (Copenhagen: Det @konomiske Rad,
2011), at 149.

10. @konomi og Milje 2011 (Copenhagen: The Economic Councils, 2011), at 178.

11. D. Czarnitzki and H. Hottenrott, “Financing constraints for industrial innovation:
What do we know?”, Annex 3 in Design and Evaluation of Tax Incentives for Busi-
ness Research and Development — Good practice and future developments (Brussels:
European Commission, D-G for Research, 2009).
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to. For example, spillover effects are normally higher for basic research than
for applied research.'? Support is sometimes more generous for R&D projects
involving collaboration between private firms and public research institu-
tions.”® Aside from trying to overcome market failures, the rationale for this
may be a belief that universities are producing knowledge more valuable to
business than business is aware of, and that science should be more exposed
to the practical needs of business."

A R&D tax incentive may target: (i) the development stage, or (ii) the ex-
ploitation stage. In the development stage, a tax incentive will reduce R&D
costs in various ways whereas in the exploitation stage, a tax incentive will
reduce taxation of net profits, see the figure.

Profit

Development Exploitation

- "T """ T """" T‘ ~ ™1 R&D tax incentive reduces
taxation of profits

Time
""""" R&D tax incentive reduces
development costs

Both categories of tax incentives enhance the net present value of the ex-
pected profits from a R&D project and are thus capable of influencing the

12. ©@konomi og Milje 2011 (Copenhagen: The Economic Councils, 2011), at 152.

13. D. Czarnitzki, “Tax Incentives for industry-science R&D collaboration”, Annex 2
in Design and Evaluation of Tax Incentives for Business Research and Devel-
opment — Good practice and future developments (Brussels: European Com-
mission, D-G for Research, 2009).

14. Design and Evaluation of Tax Incentives for Business Research and Devel-
opment — Good practice and future developments (Brussels: European Commis-
sion, D-G for Research, 2009), at 20.
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level of R&D investments. R&D tax incentives have traditionally targeted the
development stage and used intangible development costs as focal point.
However, a 2009 EU-report mention that directing more of governmental
support for R&D to the positive outcomes — intangible profits — is an interest-
ing approach that should be studied in more detail."”

The impact of the two categories of R&D tax incentive is not identical.
First, incentives relating to the development stage are solely triggered by the
defrayal of R&D costs. By contrast, incentives relating to the exploitation
stage require both the defrayal of R&D costs and that such investment are
successfully turned into marketable products. Accordingly, it is more difficult
to benefit from a tax incentives relating to the exploitation stage. For a mature
firm with a large R&D pipeline this may be less of a concern compared to a
start-up firm with a single R&D project. Second, only tax incentives reducing
development costs address the issue of constraints in early-stage financing.
Third, if a taxpayer expects to exit an R&D investment by selling the shares
of the R&D firm, a tax incentive reducing taxation of intangible profits may
be of little value. All in all, start-up firms and small and medium-sized enter-
prises (SMEs) may benefit most from tax incentives targeting the develop-
ment stage whereas mature firms may benefit from incentives relating to both
the development and exploitation stage. If the intention is to dissuade mature
firms from relocating intangibles to other countries, R&D tax incentives relat-
ing to the exploitation stage may be more efficient.

Tax incentives relating to the development stage apply third-party costs as
focal point. Such rules create an incentive for taxpayers to reclassify costs as
R&D costs and thus a need for tax authorities to scrutinize tax returns more
closely. Tax incentives relating to the exploitation stage may apply royalties
and/or royalties embedded in revenues from the sale of goods and services as
focal point. Embedded royalties may be identified as total profits less an ap-
propriate return to tangible and financial assets employed under transfer pric-
ing methods.

Part III Taxation of the development of intangibles

General
Part III provides a comparative analysis of the tax treatment of intangible de-
velopment and acquisition in the Nordic countries: Section 2 on development

15. Id. footnote 9.
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of intangibles, section 3 on licensing of intangibles and section 4 on purchase
of intangibles. Section 1 contains a general discussion of R&D tax incentives
targeting the development stage. The common types of R&D tax incentives

are summarized in table 1.

Table 1: R&D tax incentives

Tax incentive

Content

Examples of EU
Member States ex.
Nordic countries

Expensing of
costs

A tax deduction of intangible development
costs on a current basis constitutes a tax in-
centive because such costs normally are in-
curred in order to earn future income. In con-
trast, the tangible development costs must
normally be capitalized.

Available in most
Member States

R&D tax credit

A R&D tax credit is based on the value of
costs and provides a reduction of tax liability.
For example, a R&D tax credit of 20 % enti-
tles taxpayers to reduce their tax liability with
an amount equal to 20 % of qualifying R&D
costs. A non-refundable tax credit can only
be set off against the tax liability. It may
sometimes be carried forward or backward. A
refundable tax credit may be received in cash
if it exceeds the tax liability (negative com-
pany tax). A refund may be available imme-
diately or after a period of time.

Austria, Belgium,
France, Hungary, Ire-
land, Italy, Portugal,
Spain and the United
Kingdom

Super deduction

A super deduction is based on the value of
costs and provides a deduction from taxable
income of an amount that exceeds the actual
costs. For example, taxpayers may be entitled
to claim a 150 % deduction of qualifying
R&D costs.

Austria, Belgium,
Greece, Hungary and
the United Kingdom

Accelerated cap-
ital depreciation

Accelerated capital depreciation allows tax-
payers to depreciate R&D assets for tax pur-
pose at a rate that is faster than the economic
rate of depreciation.

Belgium, Ireland and
the United Kingdom

The design of R&D tax incentives should, among other things, define the fol-
lowing factors: (i) eligible R&D projects, (ii) eligible cost base, (iii) whether
fees paid to contract service providers qualify, (iv) whether the taxpayer must
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be the owner of the resulting intangible (and thus bear the risk of intangible
development), (v) whether intangibles developed in the course of a cost con-
tribution arrangement16 qualify, (vi) the rate of tax credit, deduction or depre-
ciation, (vii) whether a cap must be imposed on the amount of eligible costs,
(viii) whether an incentive should be calculated on the basis of volume or in-
cremental change and (ix) whether credits, deductions, etc. may be trans-
ferred between members of a tax group.

It must also be considered whether tax incentives should target specific: (i)
taxpayers (SMEs or large enterprises), (ii) stages of intangible development
(e.g. fundamental research, industrial research or experimental development),
(iii) industries, (iv) technologies or (v) collaboration between the private and
public sectors. For example, super deductions and accelerated depreciation
are most valuable to mature firms generating profit, whereas a refundable tax
credit may be of equal value to start-up firms with no current profit and ma-
ture firms.

In an EU and EEA context, R&D tax incentives should conform to both
the fundamental freedoms and the state aid rules. A R&D tax incentive may,
in particular, be incompatible with the fundamental freedoms if it imposes re-
strictions on where R&D is performed or where the intangible developed is
used (territorial restrictions). Explicit territorial restrictions were held to in-
fringe on the freedom to provide services (TFEU Article 56) in Laboratoires
Fournier'” and Tankreederei'® and on both the freedom to provide services
and the freedom of establishment (TFEU Article 49) in Commission v.
Spain.”’ In a pending case the Advocate General is of the opinion that an
Austrian tax rule is incompatible with the free movement of capital (TFEU
Article 63), because it restricts the deductibility of donations granted to public
research institutions etc. located in Austria.”® An implicit territorial restriction
could be a R&D tax incentive which is subject to administrative approval fa-
vouring resident R&D performers over non-residents wishing to provide
R&D services, e.g. when such approval is needed only for R&D costs in-
curred abroad, or when the administrative burden is heavier for non-

16. Para. 8.3 OECD Guidelines.

17. Case C-39/04 (Laboratoires Fournier)

18. Case C-287/10 (Tankreederei).

19. Case C-248/06 (Commission v. Spain).

20. Opinion of Advocate General Trstenjak in Case C-10/10 (Commission v. Austria).
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residents.”’ In the opinion of the Commission, it is unlikely that the European
Court of Justice (ECJ) will accept a justification for a territorial restriction.*

R&D tax incentives must also be compatible with the state aid rules
(TFEU Article 107). The Commission has clarified that tax incentives which
target a specific group or sector may constitute state aid and therefore must be
examined under the rules on state aid.* Under Article 31 of regulation
800/2008, aid for R&D projects must be compatible with the common market
within the meaning of TFEU Article 107(3) and must be exempt from the no-
tification requirement of Article 108(3) provided that a number of conditions
are met.

2. Development of intangibles

2.1. General

The tax rules in the Nordic countries applicable to operating costs incurred in
order to develop intangibles are summarized in table 2.

Table 2: Tax treatment of operating costs

Tax incentive Finland | Norway | Sweden |Denmark |Iceland
Expensing of costs Yes Yes/No |Yes/No |Yes Yes
R&D tax credit No Yes No No Yes
Super deduction No No No No! No
Accelerated capital amortization | Yes No No Yes Yes

1. Section 8 Q of the Tax Assessment Act provides for a super deduction. However, no
funding is currently available for this provision.

Operating costs incurred for intangible development are tax deductible in all
of the Nordic countries.”* The right to deduct R&D costs is spelled out in the
Danish, Swedish and Finnish tax legislation.

21. Towards a more effective use of tax incentives in favour of R&D, COM(2006) 728
final, at 5.

22. Id.até.

23. Id. at 7; and Commission notice on the application of the State aid rules on
measures relating to direct business taxation, OJ C 384/03 of 10 December 1998.

24. The Swedish government has proposed to relax the rules on the tax deductibility of
R&D costs. Thus, it will no longer be a condition that there is a direct link between
the R&D and the core business of the enterprise. See Vissa skattefrgor infor bud-
get-propositionen for 2012 (Stockholm: Ministry of Finance, 13 April 2011), at 85.
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The timing of the deduction is subject to quite different rules. In Denmark,
Finland and Iceland, intangible development costs may be expensed in full in
the year in which they are incurred or depreciated. In Sweden and Norway,
operating costs incurred in an early stage of intangible development may be
deducted, whereas costs incurred in later stages must be capitalized and
amortized together with the intangible. In Sweden, this follows from the fact
that intangible development costs must be recognized in accordance with
generally accepted accounting principles. This means that such costs may be
treated differently depending, among other things, on the nature of the intan-
gible, the nature of the industry, the development stage and the size of the
company. In Norway, development costs must be capitalized from the point
in time where it is likely that an intangible asset will actually materialize irre-
spective of the nature of the intangible. Neither Sweden nor Norway requires
costs incurred to develop marketing intangibles to be capitalized. The Swe-
dish and Norwegian approaches may easily create disputes between taxpayers
and tax authorities. The subsidy associated with the expensing of R&D costs
is currently relatively modest due to the low corporate tax rates and market
interest rates.

A R&D tax credit is offered in Norway and Iceland. The tax credit in
Norway amount to 20 percent of eligible costs up to NOK 5.5 M for SMEs
and 18 percent for other companies (refundable). If R&D services are pur-
chased from an approved university or other research institute, the cap is
NOK 11m. The tax credit in Iceland amount to 20 percent of internal R&D
costs up to ISK 100m, which is increased to ISK 150m if costs are also in-
curred to third-parties (refundable).

Capital costs (depreciation of property, plant and equipment) related to in-
tangible development activities are treated like other capital costs in Norway
and Sweden. By contrast, Danish tax law provides for accelerated capital
amortization in three situations. First, the purchase price of machinery,
equipment and ships acquired for R&D purposes may be deducted in full in
the year of acquisition.25 Second, a full deduction may be claimed in the year
of acquisition of all types of intangibles acquired for R&D purpose.”® Third,
depreciation on assets acquired for R&D purposes may commence before the
start-up of the business in which the result of the R&D will be used.”” Ice-
landic tax law provides for a full deduction in the year of acquisition of pa-
tents and trademarks purchased for R&D purposes. In Finland, research costs

25. Section 6(1)(3) Depreciation Act.
26. Section 8 B(1) Tax Assessment Act.
27. Section 51 Depreciation Act.
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of a capital nature incurred in order to develop the business may be deducted
in full in the year of acquisition, provided that a similar deduction is made for
accounting purposes.

In relation to intangible development the Nordic countries do not normally
differentiate between internal costs or fees paid to external service providers,
different types of intangibles, the industry, the characteristics of the taxpayer
or the owner of the taxpayer. However, technological and scientific activities
undertaken in order to develop manufacturing intangible such as patents,
formulas and knowhow are generally treated more favourable than artistic
and creative activities to develop designs and marketing intangibles such as
brands and trademarks. Hence, the scope of all of the Nordic tax incentives is
confined to R&D activities.

2.2. Donations

Governments often encourage collaboration between private firms and public
research institutions. Such collaboration may include the granting of a dona-
tion to a research institution which is conducting research within an area of
interest for a private firm. All of the Nordic countries allow tax deduction, in
certain circumstances, for donations made to qualifying R&D institutions.

2.3. Tax losses

Intangible development activities are often of a risky, costly and long-term
nature. Mature firms may be in a position to utilize tax deductions on a cur-
rent basis against profits from other activities. In contrast, start-up firms and
SMEs may not have sufficient profits, if any, to absorb R&D costs during the
development stage. For such firms the tax treatment of losses is of im-
portance. Hence, if losses incurred during the development stage cannot be
set off against profits during the exploitation stage, R&D intensive firms are
discriminated against vis-a-vis other types of firms. Moreover, successful
start-up firms are often acquired by larger firms. Rules that prevent the use of
tax losses carried forward after a change of control may thus be detrimental to
start-up firms. Since a firm may engage foreign affiliates in its development
activities it is also of interest how losses incurred by foreign affiliated entities
are treated domestically. Table 3 summarizes the relevant tax rules in the
Nordic countries.
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Table 3: Treatment of tax losses

Finland Norway Sweden Denmark |Iceland
Loss carry-forward 10 years {;ldeﬁmte_ {;deﬁmte- Indefinitely | 10 years
Loss carry-back No No No' No No
Change of ownership Yes No’ Yes Yes Yes
rules
Loss trgnsfer from Yes Yes Yes Yes Yes
domestic subsidiary
Loss transfer from
domestic PE of an
affiliated company Yes Yes Yes Yes No
Los§ transfer from Yes® Yes’ Yes No* No
foreign PE

1.

The rules on profit periodization reserve may effectively cause a tax loss carry-back as
a profit reserve established in prior income year may be released in an income year
where losses are incurred.

A carry-forward of losses may be denied if the main purpose of a transaction was to
gain access to the losses.

A tax loss is disallowed if relief for double taxation is granted under the exemption
method.

Losses incurred by non-resident subsidiaries and foreign PEs are non-deductible under
the territorial principle. However, an election for cross-border tax consolidation may be
made where all foreign group companies and PEs are subject to Danish taxation. Few
companies have made such an election because the requirement to include all foreign
entities is prohibitive. Accordingly, in practice losses incurred by foreign entities are
normally not tax deductible.

The Nordic countries are quite generous when it comes to tax loss carry-
forwards. In Denmark, the previous five year limit for carry-forwards was
abolished, among other things, in order to encourage the creation of new in-
novative companies.28 All of the Nordic countries except Norway apply
change of control rules under which tax losses brought forward may be for-
feited if ownership or control changes. Selling a start-up company with tax
losses or allowing new investors into such a company may thus trigger ad-

28.

L 99 of 7 February 2002, General comments.
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verse tax consequences. However, the rules may provide exemptions for gen-
uine business transactions.

All of the Nordic countries allow a loss transfer (tax consolidation or
group contribution) between domestic affiliated entities for which reason a
taxpayer may carry out a R&D activity in a resident subsidiary without losing
the ability to deduct tax losses from the activity in its own taxable income on
a current basis.

Where R&D activities are performed by a foreign affiliated entity, a mark-
edly different tax treatment exists between organizing the foreign entity as a
branch office or a subsidiary. A foreign branch office which is solely engaged
in R&D activities on behalf of the company which it is a part of should nor-
mally not create a PE under tax treaty provisions corresponding to Article
5(4) of the OECD Model.” In this case a loss (development costs) will nor-
mally be tax deductible in the residence state. If a branch office is also en-
gaged in other types of activities, or if a R&D activity is also carried out for
other taxpayers, a PE may arise. A loss incurred by a foreign PE may normal-
ly be set off against domestic profits of a resident company unless double
taxation is relieved under the exemption method. In this respect Denmark
stands out since losses of a foreign PE are disallowed under the territorial
principle.*® In contrast, if a R&D activity is carried out by a non-resident sub-
sidiary, none of the Nordic countries provides for a transfer of losses on a
current basis. Development costs incurred by a non-resident subsidiary may,
however, in practice be claimed by a resident parent company under a con-
tract R&D arrangement where the parent company is the owner of the result
of the R&D activity. Sweden has recently amended its tax law to allow a res-
ident parent company to deduct definitive losses incurred by a subsidiary res-
ident in an EU/EEA country. In view of Marks & Spencer it is questionable
whether the tax laws of the other Nordic countries are compatible with EU
and EEA law with respect to definitive losses.’' This also holds true with re-
spect to definitive losses incurred by a foreign PE.*?

The distinction between domestic and foreign losses of a subsidiary may
make it more attractive from a tax perspective to undertake development ac-
tivities domestically, or through or a foreign branch office, rather than a non-
resident subsidiary in order to benefit from tax deductions on a current basis.
However, the future taxation of intangible profits should also be considered.

29. Para. 23 Commentary on Article 5 OECD Model.
30. Section 8(2) Corporate Tax Act.

31. Case C-446/03 (Marks & Spencer).

32. Case C-414/06 (Lidl Belgium).
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If the foreign taxation is sufficiently low, the cash flow disadvantage of not
being able to claim tax deductions for development costs incurred by a non-
resident subsidiary may be outweighed by the future advantage of a low taxa-
tion of intangible profits. In any case, if a non-resident subsidiary is generat-
ing profits the cash flow issue does not exist.

3. Licensing of intangibles
Licensing of intangibles is an alternative to development or acquisition of in-

tangibles. The tax treatment of royalty payments is summarized in table 4.

Table 4: Tax treatment of royalty payments

Payment Finland | Norway Sweden Denmark |Iceland
Ordinary royalty Deductible | Deductible | Deductible | Deductible | Deductible
Lump |Expensing |Economic |No No Patent and |No
sum' life <3 know how
years
Depreciation | Economic | Yes Yes Other IPR | Yes
life > 3
years
Upfront payment® Do. Deduction | Amortization | Deduction | Deduction

1. A payment covering several income years which is conditional upon the licensor’s per-

formance in later years.
2. A payment covering the entire licensing term which is unconditional upon the licen-
sor’s performance in later years.

Royalty payments are treated like other operating costs for tax purposes in the
Nordic countries (see 111.2.1). In Denmark, Norway and Iceland, an up-front
payment is deductible in the year of payment provided that an unconditional
liability to make the payment exists.

The Nordic countries do not directly differentiate between royalty pay-
ments relating to different types of intangibles (aside from the rules explained
above), the industry, the characteristics of the transferor or transferee of the
intangible, or the owner of the transferee.



LEGAL GENEREL REPORT 41

4. Acquisition of intangibles

Acquisition of intangibles is an alternative to development or licensing of in-
tangibles. The tax treatment of the purchase price for an intangible in the
Nordic countries is summarized in table 5.

Table 5: Tax treatment of the purchase price for an intangible

Payment | Finland Norway Sweden Denmark Iceland

Full Economic | Economic life |No (i) Patents, | (i) Purchase

deduction | life <3 years | <3 years (i) knowhow | price below

in year of and ISK 250,000

acquisi- (iii) IPR ac- | and

tion quired for (ii) patents and
R&D pur- trademarks ac-
poses quired for R&D

purposes

Ordinary | (i) IPR can- | (i) Goodwill, |(i) 30 %, (1) Goodwill, | (i) Goodwill,
amortiza- |[notbe sold |20 % declin- |declining- |upto 1/7 per |10-20 %

tion separately: | ing-balance balance year. straight-line
Economic | basis. basis, or (ii) Other basis.
life or 10 (ii) Other IPR | (ii) 20 %, IPR, max. (ii) Other IPR,
years or with limited | straight-line | 1/7 per year | 14-20 %,
economis economis life: | basis. or straigth- | straight-line
life, if Legal life, if line over re- | basis, or eco-
shorter. shorter. maining pe- | nomic life, if
(iii) Other riod of legal | shorter than 5
IPR, wconom- protection if | years.
ic life unlim- the latter is
ited: No de- less than
preciation. 7 years.

The tax laws of the Nordic countries are quite different when it comes to the
treatment of the purchase price for intangibles. First, Denmark grants a full
deduction in the year of acquisition of patents, know-how and all types of in-
tangibles acquired for R&D purposes, irrespective of the economic life or the
amount of purchase price. A full deduction for patents and know-how has
been provided because such assets are assumed often to have a relative short
technical and commercial life due to rapid product developments. Second,
Sweden and Denmark base depreciation of intangibles on standard rates. By
contrast, in Finland, Norway and Iceland the economic life of an intangible is
the focal point (except goodwill in Norway). In Norway this means, among
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other things, that an intangible which does not lose value due to ongoing
maintenance may not be depreciated.

Finland, Sweden and Iceland do not directly differentiate between differ-
ent types of intangibles (aside from the rules explained above), the industry,
the characteristics of the transferor or transferee of the intangible, or the own-
er of the transferee. Denmark, Norway and Iceland make a distinction be-
tween goodwill and other intangibles. Danish tax law also makes an im-
portant distinction between, on the one hand, patents and know-how, and, on
the other hand, other types of intangibles. This may give rise to distortions
since taxpayer may favour a qualification as patents and know-how rather
than other categories of intangibles.

Part IV Taxation of the exploitation of intangibles

1. General
Part IV provides a comparative analysis of the taxation of intangible exploita-
tion in the Nordic countries: Section 2 on domestic exploitation and section 3
on international exploitation. Section 1 contains a general discussion of rele-
vant tax incentives.

The common types of tax incentives relating to the exploitation of intangi-
bles are summarized in table 6.
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Table 6: Tax incentives on exploitation of intangibles

Tax incentive

Content

Examples

Tax holiday

General reduced taxation.

Switzerland, ETR of 0 % for max.
10 years depending on scale and
type of investment; Luxembourg,
ETR of 2-3 %; and France, ETR of
0 % for 3 years for young innova-
tive companies.

Patent box

Reduced taxation of intangible prof-
its. A patent box may apply only to
self-developed intangibles or may
also include acquired intangibles. It
may cover royalties and capital
gains on intangibles as well as in-
tangible profits embedded in the
price of goods and services. It may
be confined to only some categories
of intangibles. A transfer to and
from a patent box may be treated as
taxable events. A cap may be im-
posed on the amount of income eli-
gible for patent box treatment.

Netherlands (ETR 5 %), Belgium
(ETR 6.8 %), Spain (ETR, 5.0 %),
France (ETR 15 %), Malta (ETR
0 %) and Luxembourg (ETR

5.7 %). U.K. proposal (ETR

10 %).** Ireland has abolished its
patent box regime.>*

In general, tax incentives targeting the exploitation stage are primarily of
benefit to mature firms. Start-up firms may thus only be able to benefit after
several years and only if R&D is successfully turned into marketable products
or services (see II.). The purpose of tax holidays is usually to attract foreign
direct investment from high-tax jurisdictions. By contrast, patent box regimes
may also be adopted in order to dissuade resident firms from migrating intan-
gibles, retain high-value jobs and increase R&D investments. A patent box
may provide a more levelled playing field for large firms and SMEs. Thus,
where a large firm often has critical mass to set up a low-taxed subsidiary,
this may not be the case for a SME.

33.

Budget 2011 (London: HM Treasury, March 2011), at 28; and para. 4.6 of Proposals

for controlled foreign companies (CFC) reform: discussion document (London: HM
Revenue & Customs, January 2010).

34.

Finance Act2011.
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2. Domestic exploitation

Intangible profits may be derived from: (i) the sale of goods and services in-
corporating intangibles (embedded royalties), (ii) royalties and (iii) capital
gains from the sale of intangibles. The taxation of domestic exploitation of
intangibles in the Nordic countries is summarized in table 7.

Table 7: Taxation of domestic exploitation of intangibles

Finland | Norway | Sweden | Denmark |Iceland

Tax rate 26%' | 28% | 263% 25% 20 %
Tax holiday No No No No No
Patent box No No No No No
Roll-over relief No No No No Yes
Deferral of income recognition or tax No No No Yes No
payment

Tax exempt sale of IPR by parcelling Yes Yes Yes Yes Yes

1. On 21 December 2010 a proposal to lower the corporate tax rate to 22 percent was pub-
lished. Due to the pending change of government, the destiny of the plan to introduce a
R&D tax incentive is uncertain for the time being.

All of the Nordic countries subject intangible profits to the ordinary, statutory
corporate tax rates. None of the countries have adopted tax holidays or patent
boxes. A roll-over relief is available in Iceland whereas Denmark allows
payment of capital gains taxes to be deferred, if payment for an intangible is
received in the form of an earnout® or instalments.*® The Nordic countries do
not offer tax incentives relating to intangible exploitation and are thus, all else
being equal, vulnerable to migration of intangibles to low-tax countries.”’

35. Section 40(7) Depreciation Act.

36. Section 27 A Tax Assessment Act. This rule is not applicable to transaction between
associated enterprises.

37. In 2007, this caused the Danish government to propose a patent box regime
which was not enacted. See proposed section 11C Danish Corporate Tax Act set
out in section 1(4) of draft No 1 of 1 February 2007 (j. No 2007-411-0081). The
proposal was not incorporated into the final bill L 213 of 18 April 2007 and law No
540 of 6 June 2007.



LEGAL GENEREL REPORT 45

The sale of an intangible may trigger a substantial tax charge because a tax
basis often does not exist where the intangible is self-developed. A tax plan-
ning strategy used in some countries is to transfer the intangible in question to
a resident subsidiary and then sell the shares in the subsidiary relying on par-
ticipation exemption. Under such a strategy, the transferor is tax exempt
whereas the transferee will usually not obtain a step-up in tax basis. It may be
possible to implement such a strategy in all of the Nordic countries. Sweden
and Norway are the only countries making it possible to transfer a separate
intangible to a resident subsidiary or domestic PE of a group company in a
tax exempt transaction. However, in Norway taxation of the transferor mate-
rializes if the transferee later on leaves the group which prevents abuse of the
law. Under Danish tax law, a tax exempt sale of patents, knowhow and other
intangibles acquired for R&D purposes is possible, because the purchase
price of such assets may be deducted in full in the year of acquisition. Hence,
prior to the sale to a third-party, an intangible may be transferred to a resident
subsidiary and the capital gain of the transferor be set off against the purchase
price of the transferee under tax consolidation. In Finland, Norway, Denmark
and Iceland, an intangible may be transferred to a resident subsidiary as part
of reorganization (transfer of assets, division, etc.) although limitations may
be imposed on the ability to sell the subsidiary shortly after the reorganiza-
tion. Such parcelling arrangements arguably do not mean that the national tax
base is diminished since the intangible continues to be owned by a resident
company and the tax basis remains the same. However, ultimate ownership of
the intangible has changed hands in a cash transaction between third-parties
which is not an option envisaged by the tax laws.

3. International exploitation

Intangibles may be exploited internationally under licensing agreements with
non-residents, through a foreign PE or a non-resident subsidiary. Other alter-
natives are to export goods and services manufactured on the basis of an in-
tangible and to sell the intangible itself. The latter alternatives do not normal-
ly give rise to foreign taxation and are analyzed above (see IV.2).

3.1.  Royalty payments

All of the Nordic countries subject royalty payments from foreign sources to
taxation at the statutory rates. Royalty payments are often also subject to
taxation in the source state. Tax treaty provisions akin to Article 12(1) of the
OECD Model give the residence state an exclusive taxing right to royalties,
unless the intangible in respect of which the royalties are paid is effectively
connected with a PE in the source state, cf. Article 12(3). The same applies
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under the Interest and Royalty Directive (2003/49/EC). In contrast, under Ar-
ticle 12(1) of the UN Model the taxing rights to royalties are shared between
the contracting states. If royalties are subject to source state taxation, double
taxation arises and the residence state is obliged to relieve double taxation.
Table 8 summarizes the rules on relief for double taxation in the Nordic coun-

tries.

Table 8: Relief for double taxation of royalty payments

Payment Finland Norway Sweden Denmark |Iceland
Method Ordinary Ordinary Ordinary Ordinary Ordinary
credit credit credit credit credit
Limitation Per country | Overall’ Overall Per country | Overall
Gross or net Net princi- |Netprinci- |Net princi- | Net princi- | Net principle
principle ple ple ple ple
Matching of No No No No No
costs and in-
come across
income years
Excess foreign |5 year carry- | 5 year carry- | 5 year carry- | Carry- No
tax credit forward forward; 1 forward forward if
year carry excess for-
back eign tax
credit is due
to tax losses

1. Basket system: (i) income from low-tax countries; (ii) income from petroleum activities
and (iii) other foreign income.

All of the Nordic countries are relying on the method of ordinary credit but
domestic tax laws diverge when it come to the question whether relief must
be calculated per item, per country or on an overall basis. Tax treaties do not
address this issue.”® The overall approach of Norway, Sweden and Iceland
reduces the risk of double taxation because high and low-taxed income from
different jurisdictions is pooled.

38. Para. 64 Commentary OECD Model.
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Tax treaties usually leave the choice to domestic law whether to apply a
gross or net principle.”® All of the Nordic countries adhere to the net principle
under which foreign income must be reduced with deductible costs relating to
it for purpose of calculating relief for double taxation. This means that juridi-
cal double taxation of royalties may easily arise because source state taxation
is normally made on a gross income basis. International exploitation of intan-
gibles through licensing arrangements may thus give rise to an extra econom-
ic burden vis-a-vis domestic exploitation. That said, none of the Nordic coun-
tries have adopted rules which effectively ensure that all intangible develop-
ment costs are allocated to the foreign income, since costs incurred in prior
income years must not be considered.*’ For example, costs incurred to devel-
op a patent during the years 1-10 are not set off against royalty income de-
rived from the exploitation of the patent in the years 10-20. This means that
the domestic tax base is reduced with development costs relating to profits
which are subject to foreign taxation.*’

An excess foreign tax credit may arise where: (i) the foreign tax rate ex-
ceeds the domestic tax rate, (ii) the foreign tax base exceeds the domestic tax
base, or (iii) the taxpayer incurs losses from other sources which reduces or
eliminates domestic taxes. Tax treaties do not normally address the issue of
excess foreign tax credit which is entrusted to domestic tax laws.* Sweden,
Norway and Finland allow taxpayers to carry forward excess foreign tax
credits regardless of how it has arisen. Denmark only provides for a carry-
forward if excess foreign tax credit is caused by tax losses. No carry-forward
is provided by Iceland.

39. Paras 42, 43 and 62 Commentary on Article 23 OECD Model.

40. In Denmark, section 5 D Tax Assessment aims at ensuring that income and costs are
matched across income years but it is not applicable to royalty income. See para. 8.5
Circular No 72 of 17. April 1996.

41. Treasreg. § 1.861-17 in the United States mitigates this effect by requiring R&D
costs incurred in the United States to be allocated between domestic and foreign
source income for purpose of calculating foreign tax credit. Hence, U.S. companies
with foreign sales and income are presumed to be doing at least some of their R&D
to enhance their foreign profitability. See J.R. Hines and A.B. Jaffe, “International
Taxation and the Location of Inventive Activity”, in International Taxation and
Multinational Activity, ed. J.R. Hines (Chicago: University of Chicago, 2000), at
201, 206.

42. Paras 65 and 66 Commentary on Article 23 OECD Model.
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3.2.  Permanent establishment
3.2.1. Antribution of intangible profits
An intangible may be commercially exploited by a foreign PE of a resident
company. Whether economic ownership to an intangible and intangible profit
must be allocated to a foreign PE is a complex and highly uncertain question
which is governed by domestic tax law and tax treaty provisions correspond-
ing to Article 7(2) of the OECD Model.* In 2008, the OECD adopted the
Authorised OECD Approach (AOA) for purpose of the attribution of busi-
ness profits to PEs under Article 7(2). The OECD acknowledged that some
parts of the AOA were in conflict with Article 7 and the previous interpreta-
tion thereof, e.g. the ban on deduction for notional interest, royalties and
management fees.** The AOA has thus been implemented in a two-step pro-
cess; first the Commentary on Article 7 was amended in 2008, and then the
wording of Article 7 was amended in 2010. It is thus necessary to distinguish
between OECD-based tax treaties concluded: (i) prior to 17 July 2008, (ii) af-
ter 17 July 2008 and before 22 July 2010 and (iii) after 22 July 2010. Most of
the tax treaties of the Nordic countries are still based on older versions of Ar-
ticle 7(2).* It remains to be seen whether the courts will accept dynamic in-
terpretation of Article 7(2) in old tax treaties as envisaged by the OECD. An-
other key issue is to what extent the domestic tax laws of the Nordic countries
are consistent with the fully-implemented AOA. For example, domestic Dan-
ish tax law is hardly in line with the AOA since internal interest payments
must be disregarded for non-financial enterprises,*® whereas internal interest
payments (“treasury dealings”) are, in principle, recognised under the AOAY
Under the AOA, economic ownership to intangibles is allocated between
head office and PE on the basis of another new concept: significant people
functions. In respect of internally developed intangibles, the significant peo-
ple functions relevant to the determination of economic ownership are those

43. Para. 77 2010 Report on the Attribution of Profits to Permanent Establishments (Par-
is: OECD, 2010).

44. Para. 8 Report on the Attribution of Profits to Permanent Establishments (Paris:
OECD, 2008).

45. The latest bilateral tax treaties concluded by Denmark are still based on the 2008
version of Article 7. See tax treaty with Kuwait of 22 June 2010, tax treaty with Cy-
prus of 11 October 2010 and tax treaty with Hungary of 27 April 2011.

46. TS 1993, 7 H. In 2010, the Danish minister of taxation announced a bill on
the attribution of profits to PEs presumably in order to implement the AOA in
domestic law. However, the proposal has not yet been published.

47. Paras 152, 153, 157 and 159-161 2010 Report on the Attribution of Profits to
Permanent Establishments (Paris: OECD, 2010).
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which require active decision-making with regard to the taking on and man-
agement of individual risk and portfolios of risks associated with the devel-
opment of intangible property.*® Hence, economic ownership cannot be allo-
cated to a PE alone because the employees of the PE actually developed the
intangible. If “sole or joint ownership” to an intangible is not allocated to a
PE, it may be entitled to compensation as a contract researcher.*’ In respect of
acquired intangibles, the significant people functions might include the eval-
uation of the acquired intangible, the performance of any required follow-on
development activity, and the evaluation of and management of risks associ-
ated with deploying the intangible asset.”® In respect of marketing intangibles,
the significant people functions may include, for example, functions related
to the creation of and control over branding strategies, trademark and trade
name protection, and maintenance of established marketing intangibles.’'
Under the AOA, an internal dealing may have to be recognized if one part of
an enterprise begins to use an intangible which hitherto has been allocated to
another part of the enterprise. Such an internal dealing may, depending on the
facts, be treated as a transfer of: (i) outright economic ownership, (ii) joint
economic ownership, (iii) a beneficial interest in the intangible or (iv) notion-
al right to use the intangible.’* The application of the purely factual concepts
(AOA and significant people functions) to a complex, international business
organization model that is constantly changing is bound to create disputes be-
tween taxpayers and tax authorities and between competent authorities.

In summary, exploitation of intangibles through a foreign PE is associated
with considerable tax uncertainty, both regarding the legal basis for the appli-
cation of the AOA under domestic tax laws and tax treaties concluded before
22 July 2010, and regarding the determination of the tax consequences under
the AOA.

3.2.2. Relief for double taxation

All of the Nordic countries except Denmark subject resident companies to tax
on a worldwide basis. Business profits of foreign PEs are thus subject to taxa-
tion in both the resident state and source state causing juridical double taxa-
tion. By contrast, Denmark applies the territorial principle under which busi-
ness profits of foreign PEs are tax exempt. Juridical double taxation of busi-

48. Id.para. 85.
49. Id. para. 201.
50. Id. para. 94.
51. Id.para. 97.
52. Id. paras 207-209.
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ness profits of a foreign PE is relieved under the credit method under domes-
tic law of Sweden, Norway, Finland and Iceland. Hence, if intangible profits
are subject to a low level of taxation in the source state, taxation will be lifted
up to the level prevailing in the residence state. However, some tax treaties
still rely on the exemption method, which makes it possible to maintain a
permanent low level of taxation of a foreign PE assuming that CFC taxation
is not triggered.

3.3, Subsidiary

An intangible may be commercially exploited by a non-resident subsidiary
which has developed or acquired the intangible. Intangible profits of a non-
resident subsidiary are not subject to domestic taxation at the level of the par-
ent company on a current basis, save for CFC taxation (see V.5). Table 9
summarizes the tax treatment in the Nordic countries of dividends and capital
gains from non-resident subsidiaries.

Table 9: Tax treatment of dividends and capital gains from non-resident
subsidiaries

Income |Finland Norway Sweden |Denmark |Iceland

Divi- (1) EU: Exemp- | (i) General rule: Ex- Exemp- |Exemp- |Exemp-
dends tion. emption (97 %). (ii) tion tion tion

(ii) Tax treaty EEA low-tax country
country: Treaty | and substance test: Ex-
provision. emption (97 %). (iii)
(iii) Non-treaty Non-EEA low-tax
country: Taxable, |country: Taxable, indi-

tax credit for rect tax credit.
WHT.
Capital | (i) EU or tax trea- | Do. Exemp- |Exemp- |Exemp-
gains ty country: Ex- tion tion tion
emption.

(i1) Non-treaty
country: Taxable.
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Dividends and capital gains regarding non-resident subsidiaries are generally
tax exempt in the Nordic countries. Norway is the only country which distin-
guishes between income from high-tax and low-tax countries. However, the
Finnish taxation of income from non-treaty countries is intended to have the
same effect. Otherwise, tax exemption in the Nordic countries does not de-
pend on the level of foreign taxation or the nature of the activity of the sub-
sidiary. If a parent company is able to steer clear of CFC taxation it may thus
be able to permanently reduce taxation by exploiting intangibles in non-
resident, low-taxed subsidiaries. This is a markedly difference in tax treat-
ment compared to business activities conducted through a foreign PE where
relief for double taxation normally is granted under the credit method. The
tax policy reason for granting exemption relief for dividends of subsidiaries
and credit relief for business profits of PEs is not obvious.

Exploitation of intangibles through a foreign subsidiary is not associated
with the legal and factual uncertainties of the AOA which arise where a for-
eign activity is conducted through a PE (see IV.3.2.1). Hence, contractual ar-
rangements between associated enterprises are normally decisive for the tax
allocation of assets and risks, save for general anti-avoidance rules. This is
another key difference between the use of subsidiaries and PEs.

Part V Base erosion

1. General

Since value creation in private firms is largely based on intangibles and the
arm’s length principle allocates income of MNEs between group members
with market transactions as benchmark, ownership of intangibles within a
MNE affects the income allocation between group members and tax jurisdic-
tions. A MNE may thus realize significant tax savings by exploiting intangi-
bles in low-tax jurisdictions. A recent U.S. study shows that the global effec-
tive tax rate of six U.S.-based MNEs is in the range 10-20 percent despite the
fact that more than 50 percent of their revenues are derived in the U.S. and
that U.S. profits are subject to federal taxation of 35 percent. 53 The study
confirms that a large portion of the foreign profits are derived in low-tax ju-
risdictions. Hence, each of the MNEs has established a foreign principal in a
low-tax jurisdiction. The principal owns and is responsible for the develop-

53. Present Law and Background Related to Possible Income Shifting and Transfer
Pricing (Washington D.C.: Joint Committee on Taxation, JCX-37-10, 20 July
2010).
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ment of intangibles. In contrast, lower value functions such as contract manu-
facturing or limited risk distributor functions are located in jurisdictions as
dictated by nontax business needs. Although tax planning of Nordic MNEs
may traditionally have been less aggressive, globalization undoubtedly also
has an impact in this area. The general business attitude to tax planning may
thus gradually be changing and Nordic MNEs become more receptive to in-
tangible tax planning opportunities.

Governments may counteract base erosion by an arsenal of different types
of anti-avoidance rules, some of which is discussed below. In this respect two
questions emerge: (i) what taxpayer behaviour should be prevented, and (ii)
what means should be adopted in order to achieve the desired effect, see ta-
ble 10.

Table 10: Scope of anti-avoidance rules

Anti- Intangible ownership established by low-taxed subsidiary
avoidance
rules
Acquisition Self- | Outsourcing CCA!
devel-
Related-party Third- | op Related-party Third
party | ment -party
Resi- Non- Resi- Non-
dent resident dent resident
Transfer
pricing and v J J

exit taxation

CFC and
dividend N v v N v N v v

taxation

Withhold-
ing tax

1. Cost contribution arrangement, see Chapter VIII of the OECD Guidelines.
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A low-tax subsidiary may establish ownership to an intangible in various
ways. It is not given that anti- avoidance rules should address all situations.
There is probably widespread consensus about that a transfer of an intangible
from a resident, high-taxed company to a non-resident, low-taxed subsidiary
should be targeted. On the other hand it is debatable whether acquisitions
from third-parties, self-development, outsourcing and cost contribution ar-
rangements should be within the scope of anti-avoidance rules.

Related-party transfers of intangibles from a resident company may be
targeted by two categories of rules: (i) transfer pricing and exit taxation, and
(ii) CFC and dividend taxation. Third-party acquisitions of intangible and
self-development of intangibles may only by targeted by CFC taxation and
dividend taxation. Withholding tax on royalties is usually not an efficient
means of preventing the exploitation of intangibles by low-taxed subsidiaries
because a license arrangement will normally not be put in place and because
tax treaties normally grant an exclusive taxing right to the residence state.
CFC-taxation and dividend taxation rules are only applicable with respect to
resident parent companies.

Part V provides a comparative analysis of some of the anti-avoidance rules
of the Nordic countries which may address migration of intangibles: Section
2 on transfer pricing rules, section 3 on exit taxation, section 4 on domestic
development and foreign exploitation of intangibles, section 5 on CFC taxa-
tion and section 6 on withholding taxes. General anti-avoidance rules are out-
side the scope of this report.

2. Transfer pricing

2.1.  General

Transfer pricing of intangibles is a key issue in international tax law. Tax is-
sues relevant for transfer pricing cases may be categorized as follows: (i) non-
pricing issues of general tax law, (ii) transfer pricing issues and (iii) other
specific transfer pricing issues. There is a discussion of these three issues be-
low.

2.1.1. Non-pricing issues

Evaluation of a transfer pricing case requires a preliminary decision on other
basic tax issues. Among other things, such non-pricing issues include the fol-
lowing questions: (i) does a taxable asset exist, (ii) who is owner of the asset;
(iii) has a transaction relating to the asset occurred and (iv) who are the par-
ties to the transaction. Such issues are outside of the scope of the arm’s length
principle of Article 9(1) of the OECD Model and normally also domestic
transfer pricing provisions and they must be resolved under general tax rules
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of domestic law.>* An international consensus or coordination of these basic
issues is lacking and domestic laws often diverge. This means that transfer
pricing cases may not always be resolved under the arm’s length principle of
domestic tax law, tax treaty provisions corresponding to Articles 9(1) and 25
of the OECD Model, the OECD Guidelines and the Arbitration Convention
(90/436/EEC).

An example of a transfer pricing case dealing with non-pricing issues is
Cytec Norge.55 This case concerned a Norwegian partnership which was con-
verted from fully-fledged manufacturer into a toll manufacturer of a Dutch
affiliated company causing a significant decrease of its taxable income. This
triggered a transfer pricing adjustment of NOK 374m (later reduced to NOK
300m), since the conversion was held to involve a transfer of customer base,
technology, trademarks and goodwill. The taxpayer argued, among other
things, that the decision was based on incorrect facts, since the partnership
had not been the owner of the technology. Hence, the technology had been
transferred to the partnership under license agreements with the two partners,
and the license agreements had been terminated before the conversion. The
Court agreed that the intangibles were critical for the business of the partner-
ship and that the partnership had the right to exploit the intangibles prior to
becoming a toll manufacturer. The crucial issues were whether the rights had
an intrinsic value for the partnership through ownership or license rights and,
if so, whether these rights were transferred to the associated enterprise at the
time of conversion. The majority of the Court upheld the decision. The ma-
jority found that, under the license agreements, the partnership had obtained
royalty-free, exclusive, irrevocable and indefinite rights to exploit the tech-
nology, and that the partnership was also the owner of its own technology.
The license rights to the technology were held to have an intrinsic value. In
addition, the partnership was found to be the tax owner of the customer base,
trademarks and goodwill. Based on the contractual terms and the actual con-
duct of the parties, the intangibles were held to have been transferred in con-
nection with the conversion.

54. J. Wittendorff, “The Object of Art. 9(1) of the OECD Model Convention: Com-
mercial or Financial Relations”, 17 International Transfer Pricing Journal 3
(2010), at 200.

55. Utv 2007/1440 (Cytec Norge).
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General tax rules of domestic law may be critical to the ability to protect
the national tax base. This may be illustrated by a case concerning a Danish
sales company of a foreign MNE which had restructured its Nordic sales or-
ganization for a specific product group.56 Thus, there was to be only one
company in the Nordic region for this product group which would establish a
branch office in each Nordic country, including Denmark. A newly estab-
lished Danish branch office would be given sole distributorship of the product
group in Denmark. The Danish company’s assets, liabilities and employees
allocated to these products would be transferred to the new branch office. The
rest of the group’s products would continue to be distributed by the existing
Danish company. The question was whether the goodwill relating to the cus-
tomer base in Denmark would be transferred from the Danish company to the
affiliated Nordic company. The customers would cease to trade with the Dan-
ish company as soon as it no longer had the right to sell the products in ques-
tion. The ruling was based on the fact that the sole distributorship agreement
could be terminated at 6 months’ notice, that no intellectual property rights
would be transferred, and that the distributor’s transfer of rights under the
agreement was subject to the group’s consent. On this basis, the National Tax
Board decided that the Danish sales company was not the tax owner of the
goodwill. Instead, the goodwill was found to belong to the regional parent
company in Europe or the ultimate parent company. Hence, under Danish tax
law a business restructuring will often mean that marketing intangibles are
not transferred from a Danish distributor to a foreign affiliated company.”’ In
other countries, tax ownership of marketing intangibles may be deemed to be-
long to the local distributor and a business restructuring may trigger capital
gains taxation.”®

2.1.2. Transfer pricing issues

Where an analysis under general tax law leads to the conclusion that a con-
trolled transaction has occurred, the scene is set for an arm’s length test of the
transfer price. The arm’s length test of intangibles accentuates a number of
general transfer pricing issues. First, comparable reference transactions rarely
exist because valuable intangibles are often unique and are usually not trans-
ferred between independent parties. Second, the value of an intangible is

56. TfS2004,342 LR.

57. The binding ruling relied on two Supreme Court decisions dealing with domestic
transactions. See TfS 2001, 231 H and TfS 2002, 563 H.

58. T. Miyatake, “Transfer pricing and intangibles”, Cahiers de droit fiscal internation-
al, Vol. 92a (2007), at 19, 26.
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normally its value in use (not value in exchange) which is expected to last
several years, and which depends on the resources and competencies of the
individual enterprise. Third, these matters give rise to informational asym-
metry between taxpayers and tax authorities. Hence, a proper arm’s length
test requires detailed knowledge of the technological features of the intangi-
ble and its profit potential, the group’s strategy and opportunities for exploit-
ing the profit potential, as well as an understanding of complex financial, le-
gal and commercial matters. The uncertainty associated with an ex ante valu-
ation of intangibles is a particular problem for the tax authorities. If the actual
profits attributable to an intangible exceed the projected profits which influ-
enced the valuation of an intangible transferred in a controlled transaction, the
tax authorities may question whether this discrepancy was caused by unfore-
seen circumstances or by an abuse of the informational asymmetry. The valu-
ation issues are evidenced by the significant amounts that are often at stake in
transfer pricing cases dealing with intangibles.

The OECD Guidelines is still relying on the comparable uncontrolled
price method (CUP) for intangibles, even though this method usually cannot
be reliably applied due to the lack of comparables.® The OECD is thus not
offering any practical guidance which is reflected in the absence of an inter-
national consensus about the methods to be used to evaluate transfer prices of
intangibles.60 A cross-border transfer of intangibles is thus particularly vul-
nerable to international disputes and double taxation. The new Chapter IX of
the 2010 OECD Guidelines on business restructurings addresses some as-
pects of the migration of intangibles.*’ Moreover, the OECD has recently
launched a project on transfer pricing aspects of intangibles.®”

The lack of international guidance has caused some countries to introduce
their own rules. The transfer pricing laws of the United States and Germany
have recently been tightened in order to stem the migration of intangibles.
The German rules address the transfer of intangibles in the course of a reloca-
tion of ’functions,63 whereas the U.S. rules address intangibles in the context

59. J. Wittendorff, “Valuation of Intangibles under Income-Based Methods — Part 17,
17 International Transfer Pricing Journal 5 (2010), at 323, 327.

60. T. Miyatake, “Transfer pricing and intangibles”, Cahiers de droit fiscal internation-
al, Vol. 92a (2007), at 19, 33.

61. Chapter IX is based on Transfer Pricing Aspects of Business Restructurings: Dis-
cussion Draft for Public Comment (Paris: OECD, 2008).

62. http://www.oecd.org/topic/0,3699,en_2649 _45675105_1_1_1_1_37427,00.html.

63. Business Tax Reform Act (Unternehmensteuerreformgesetzes) of 14 August 2007
(BGBI112007 1912).
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of buy-in transactions under cost sharing arrangements.** Both countries have
adopted income-based methods under which intangibles are valued on the ba-
sis of the expected future cash flow thereof. The Danish® and UK. tax au-
thorities have followed suit and issued guidelines on the application of in-
come-based methods. The OECD Guidelines acknowledge such methods, but
adopt a cautious attitude and provide no real guidance. The absence of inter-
national guidelines creates uncertainty about appropriate approaches which is
reflected in the diverging, and sometime conflicting rules of the United States
and Germany. Hence, there are no consensus on the scope, methodology, in-
put parameters and certain other issues relating to the application of income-
based methods.®” The application of income-based methods on the basis of
identical facts may thus lead to widely different results in the two countries.

Income-based methods address the issue of lack of empirical market data
and the issue of the value of an intangible being its value in use. The new
methods generally entail a shift from direct, empirical methods to indirect,
hypothetical methods. A number of legal and factual issues are associated
with the use of income- based methods in transfer pricing which do not al-
ways arise in corporate finance.

From a legal perspective, it is pivotal that valuation is made on the basis of
the arm’s length principle rather than fair value, which is applied in account-
ing and corporate finance. Although both standards focus on the transfer price
that would have been agreed in a transaction between independent enterpris-
es, they diverge from each other in certain significant respects.®® Hence, the
arm’s length principle requires a subjective, entity-specific valuation, whereas
fair value requires an objective, market-based valuation. A subjective, entity-
specific valuation is of particular importance to specialized assets such as in-
tangibles, where the economic value is the value in use of the property which
is expected to last several years, and which depends on the resources and ca-
pabilities of the individual enterprise. This may cause the profit potentials of
intangibles to differ significantly between enterprises, and the arm’s length
price to differ from fair value.

64. Treasury Decision 9441 (Internal Revenue Bulletin 2009-7).

65. Transfer pricing; kontrollerede transaktioner; verdiansettelse (Copenhagen: SKAT,
2009).

66. HM Revenue and Custom’s International Manual, INTM467200.

67. J. Wittendorff, “Valuation of Intangibles under Income-Based Methods — Part 1I”,
17 International Transfer Pricing Journal 6 (2010), at 383, 389.

68. J. Wittendorff, “The Arm’s Length Principle and Fair Value: Identical twins or
just close relatives?”, 62 Tax Notes International 3 (18 April, 2011), at 223.
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One of the factual issues associated with the use of income-based methods
is that valuation in transfer pricing is usually confined to a single intangible or
group of intangibles, whereas in corporate finance valuation is often made on
a group or entity level. Thus, in transfer pricing there is a need for a refine-
ment of income-based methods in order to reliably capture more narrowly de-
fined cash flows of individual intangibles. For example, where an intangible
relates to one component of an asset consisting of many components, such as
a car, it would be difficult to calculate the present value of the profit attribut-
able to the intangible in question reliably as the cash flow attributable to the
intangible will be difficult to isolate from the overall cash flow attributable to
the final asset.”” It may thus be necessary to supplement traditional income-
based methods used in corporate finance with profit-split approaches in order
to allocate total profits between the intangible in question and other, existing
and future production factors. This is usually a highly arbitrary exercise
where historical intangible development costs may be used as proxy for arm’s
length values of intangibles. Another factual issue is whether the profit poten-
tial of an intangible should be confined to existing applications that do not re-
quire further development (make/sell value), or whether it should also include
exploitation of the intangible as a platform for the development of new gen-
erations of the intangible (platform value). This is a hot audit issue in the
United States where taxpayers often have valued intangibles contributed to
cost sharing arrangements solely on the basis of their make/sell value. This
may cause relative low values especially for property with a short economic
life such as computer software. The IRS has lost the first case dealing with
this issue because the Tax Court found no legal basis for taking the platform
value into account under the 1995 cost sharing regulations.”” However, the
2008 cost sharing regulations have been amended to expressly consider plat-
form value.””

69. Preamble, Explanation of Provisions, Sec. 1.482-4(c)(2)(ii)(B)(1), in Treasury
Decision 8552 (Internal Revenue Bulletin 1994-31). See also para. 6.22 OECD
Guidelines.

70. Veritas Software Corp. v. Commissioner, 133 TC 14 (2009). The IRS believes that
the Court’s factual findings and legal assertions were erroneous. On this basis it
does not acquiesce in the result or the reasoning of the decision. See Action on De-
cision, Internal Revenue Bulletin 2010-49, 6 December 2010.

71. Treas.reg. § 1.482-7T(c)(1). See J. Wittendorff, Transfer Pricing and the Arm’s
Length Principle in International Tax Law (2010), at 555.
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Income-based methods do not address the issue of informational asym-
metry. Under income-based methods key input parameters are projected prof-
its and risk-weighted discount rates. This gives rise to significant uncertainty
and offers taxpayers the opportunity of manipulation. The uncertainty may be
illustrated by the Swedish Ferring case concerning the transfer of intangibles
from Sweden to Switzerland in the course of a business restructuring, both
the taxpayer and the tax authorities applied income-based methods but ar-
rived at values of SEK 275.5m and SEK 957m, respectively.” Likewise, in
the Norwegian Dynea case concerning the valuation of a subsidiary, two ex-
pert witnesses both applied income-based methods and arrived at values of
NOK 0.5bn and NOK 1-5bn, respectively.” Income-based methods are thus
not a panacea for transfer pricing of intangibles.

2.1.3. Other transfer pricing measures
The difficulties and uncertainties associated with making arm’s length tests of
intangibles may cause countries to adopt transfer pricing measures which
supplement or supplant the arm’s length principle. Such measures may be
categorized according to whether they address: (i) the allocation norm, (ii) en-
forcement of the allocation norm or (iii) dispute resolution under the alloca-
tion norm.

Substantive rules regarding the allocation norm may infringe on the arm’s
length principle of Article 9(1). Table 11 summarizes such transfer pricing
measures and their compatibility with the arm’s length principle.

72. District court (ldnsretten) in Malmg, decision of 3 March 2009, case No 6132-07.
73. Court of appeal (lagmannsretten) in Borgarting, decision of 12 June 2009, case No
08-159542ASD-BORG/03.



60 JENS WITTENDORFF

Table 11: Transfer pricing rules on the allocation norm

Measure

Content

Compatible with Article
9(1) of the OECD Model

Realistic alterna-
tives

Realistic alternatives to a controlled
transaction may be applied in

two fundamentally different capaci-
ties in a transfer pricing analysis: (i)
as a criterion under the comparability
analysis or (ii) as a separate means
for determining transfer prices. The
U.S. § 482 regulations from 1994
make use of realistic alternatives for
both purposes.” The use of realistic
alternatives as a separate means for
establishing arm’s length prices is
illustrated by examples which show
that the arm’s length test of a royalty
rate may take into account the result
of the taxpayer’s alternative of pro-
ducing and selling the goods itself.”
If the alternative transaction would
be expected to provide the taxpayer
with higher profits than the actual
transaction, the transfer price of the
actual transaction is deemed not to
be arm’s length. The U.S. fiscal year
2012 budget proposals would add to
Section 482 a realistic alternative ap-
proach for intangibles, which is in-
tended to receive a similar result as
the highest and best use principle of
fair value.”

No. The OECD Guidelines
emphasize that the valua-
tion of intangibles should
not be made on the basis of
a highest and best use prin-
ciple.”” The OECD has also
stated that it is inappropriate
to use realistic alternatives
as a separate means for es-
tablishing arm’s length
prices.78 Hence, this would
be in breach of the follow-
ing principles: (i) the recog-
nition of the controlled
transaction as actually
structured, and (ii) an arm’s
length test from the per-
spectives of both parties.

74. Treasreg. §§. 1.482-1(d)(3)(iv)(H), 1.482-1()(2)(ii)(A), 1.482-3(b)(2)(B)(8), 1.482-
3(e)(1), 1.482-4(d)(1), 1.482-7T(g)(2)(iii)(A), 1.482-7T(g)(4)(i)(A) and 1.482-9(h).
75. Treas.reg. §§. 1.482-1(f)(2)(ii)(B) and 1.482-4(d)(2).

76.

77.
78.

General Explanations of the Administration’s FY 2012 Revenue Proposals
(Washington D.C.: Department of the Treasury, February 2011), at 45.

Para. 6.15 OECD Guidelines.

Paras 3.14-3.18 OECD Task Force report on intercompany transfer pricing
regulations under US section 482 temporary and proposed regulations (Paris:
OECD, 1992).
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Commensurate with | A CWI standard entails that the No. However, the OECD
income standard transfer price is evaluated on an ex | Guidelines essentially con-
(CWI standard) post basis, i.e. projected profits are | strue the arm’s length prin-
replaced with actual profits of the ciple of Article 9(1) as in-
transferee realized after the transac- | corporating a CWI stand-
tion. A CWI standard has been ard.®° This is in breach of
adopted by the United States, Canada | the principle of the recogni-
and Germany. By contrast, the UK. |tion of the controlled trans-
has recently decided not to introduce | action as actually structured
a CWI standard (“‘earnout ap- and the ban on the use of
proach™).” hindsight.*!
Authorised OECD | The AOA of Article 7(2) of the No. There is no legal basis
Approach (AOA) | OECD Model involves that risks and | in the arm’s length principle
intangibles are allocated between of Article 9(1) to apply the
head office and PE on a factual basis. | AOA because the existence,
Adopting the AOA for associated form and content of “com-
enterprises under Article 9(1) would | mercial or financial rela-
prevent a contractual separation of | tions” should be determined
the risks and intangibles from the under domestic law prior to
functions and thereby the basis for | the application of the arm’s
much tax planning. The 2010 OECD | length principle.
Guidelines have, in essence, intro-
duced the AOA in relation to Article
9(1).32 Hence, the OECD argues,
among other things, that the arm’s
length principle authorizes tax au-
thorities to disregard actual transac-
tions, such as the transfer of an in-
tangible to a low-taxed subsidiary, if
employees of the subsidiary do not
have authority to and effectively do
perform control functions in relation
to the intangible.®®
79. Corporate Tax Reform: delivering a more competitive system (London: HM Reve-

nue and Customs, November 2010), at 34.

80.
lines.
81.

Law (2010), at 166 and 689.

82.
83.

Paras 9.22-9.28 OECD Guidelines.
Paras 9.190-9.192 OECD Guidelines.

Paras 3.72,3.73, 6.28, 6.32, 9.87 and 9.88 and Annex to Chapter VI OECD Guide-

J. Wittendorff, Transfer Pricing and the Arm’s Length Principle in International Tax
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Formulary appor- | Under FA the overall profits of an No.*
tionment (FA) MNE is calculated as a whole and
allocated between the associated en-
terprises on the basis of allocation
keys. This resolves the transfer pric-
ing issues related to intangibles. The
Commission has proposed that EU-
based MNEs should be able to elect
to apply FA within the EU .3 The
scheme for SMEs is Home State
Taxation (HST) and the scheme for
large companies is a Common Con-
solidated Corporate Tax Base
(CCCTB). The Commission has pub-
lished a proposal for a Council Di-
rective which would implement the
CCCTB.®

The arm’s length principle of Article 9(1) of the OECD Model does not ad-
dress enforcement and dispute resolution. Rules of domestic tax law dealing
with these issues are thus of a supplementary nature. Table 12 summarizes
examples of transfer pricing measures dealing with enforcement and dispute
resolution.

84. Towards an Internal Market without Tax Obstacles — A Strategy for Providing Com-
panies with a Consolidated Corporate Tax Base for the EU-wide Activities
(COM(2001) 582 final of 23 October 2001), at 11 and 21.

85. COM(2011) 121/4. Under the proposed directive a company’s tax base would be
shared among EU Member States in which the company is active on the basis of
a formula that equally weighs the company’s assets, labour and sales. According
to Article 92(2), assets include not only fixed tangible assets but also, as a proxy for
intangible assets for an initial five-year period, the costs of R&D, marketing, and
advertising incurred in the six years prior to a company entering the CCCTB.

86. Paras 1.16-1.32 OECD Guidelines.
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Table 12: Transfer pricing rules on enforcement and dispute resolution

Measure Content

Reporting require- | Reporting requirements may be imposed in order to make tax au-

ment thorities aware of extraordinary transactions undertaken for tax
planning purposes, such as the transfer of valuable intangibles.

Documentation Documentation requirements address the issue of informational

requirement asymmetry.

Penalties Transfer pricing penalties imposed for noncompliance with docu-
mentation rules and/or the arm’s length principle generally encour-
age taxpayers to comply with the relevant tax law.

Advance pricing Transfer pricing disputes may be avoided if a taxpayer and tax au-

agreement (APA) | thorities reach an APA on an appropriate transfer price prior to the
controlled transaction in question. An APA may be unilateral, bi-
lateral or multilateral.

Burden of proof The burden of proof in transfer pricing cases often rests with the

tax authorities. It may be

difficult for the tax authorities to substantiate that income projec-
tions underlying valuation of intangibles under income-based
methods were unreliable on an ex ante basis. This issue may be ad-
dressed in various ways: (i) the burden of proof may generally be
shifted to taxpayers in cases dealing with intangibles; (ii) the bur-
den of proof may be reversed if a taxpayer does not comply with
documentation requirements (iii) the burden of proof may be shift-
ed to the taxpayer if, at a certain time after a transfer of an intangi-
ble, a test shows that critical assumptions for the valuation to a sig-
nificant degree have not been satisfied; or (iv) statutory presump-
tions may be imposed to the benefit of the tax authorities.
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2.2.  Nordic countries
All of the Nordic countries rely on the arm’s length principle as allocation
norm for associated enterprises in their domestic transfer pricing tax law and
tax treaties.”” The arm’s length principle is normally interpreted on the basis
of Article 9(1) of the OECD Model and the OECD Guidelines, although the
legal status of the OECD material differs between the Nordic countries.
Denmark is the only Nordic country which has published guidelines on the
valuation intangibles. None of the Nordic countries have adopted substantive
tax rules that deviate from the arm’s length principle (realistic alternatives,
CWI standard, AOA or FA). For example, in the Ferring case the Court em-
phasized that the arm’s length test should be based on the actual transaction
rather than a hypothetical transaction (rejection of realistic alternatives) and
on the information available at the time of the controlled transaction rather
than later information (rejection of CWI approach).88

Table 13 summarizes the rules on transfer pricing enforcement and dispute
resolution in the Nordic countries.

87. Swedish tax law distinguishes itself from the tax law of the other Nordic coun-
tries by the fact that the domestic transfer pricing provision is solely applicable to
cross-border transactions. Certain domestic below market value transfers (under-
prisoveridtelser) between resident companies do not trigger taxation. Thus, while
cross-border transactions must be at arm’s length prices, domestic transactions
can be at cost-only prices. In the Malta case (RA 2008, ref. 30) the Supreme
Administrative Court found the rules on below market value transfers to be in
breach of Article 43 of the EC Treaty (now Article 49 TFEU). The compatibility
of the Swedish transfer pricing provision with EU and EEA law must be exam-
ined on the basis of the criterion established in Thin Cap Group Litigation (Case
C-524/04 ) and SGI (Case C-311/08). Although the Swedish transfer pricing
provision constitutes a restriction on the freedom of establishment, it may be
justified in the need to maintain a balanced allocation of taxing rights and to
prevent tax avoidance. In order to comply with the principle of proportinality the
legislation needs to meet two conditions. First, in all cases where the arm’s length
principle is not observed, the taxpayer must be given an opportunity, without being
subject to undue administrative constraints, to provide evidence of any commercial
justification that there may have been for that arrangement. Second, there must only
be an adjustment of that part of the payment that exceeds the arm’s length price. In
the opinion of the general reporter, the test of commerciality is separate from the
arm’s length test. See J. Wittendorff, Transfer Pricing and the Arm’s Length Prin-
ciple in International Tax Law (2010), at 270.

88. District court (ldnsretten) in Malmo, decision of 3 March 2009, case No 6132-07.

















































































































































































































































































































































































































































































































































































































































































































































































