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It is well known from financial theory that certain combinations of shares and/or equity
derivatives are a source of synthetic interest income. For a Norwegian corporation that has
such positions, the synthetic interest income will be tax-exempt as a result of the participation
exemption2. This means that in principal, the corporation achieves additional returns
compared to a bank deposit. In this paper the authors will shed further light on this issue, and
discuss possible solutions.

1. Introduction
As a general rule, investment income, such as interest, dividends and gains from the sale of
capital assets represents taxable income. However, the so-called participation exemption
regime provides an exception from tax liability on typical equity earnings in the corporate
sector. The participation exemption is intended to prevent multiple taxation of income from
equity investments. 3 In Norway it was decided to allow income from shares, i.e. both
dividends and capital gains, as well as income from equity derivatives to be tax exempt under
the participation exemption regime.4
The purpose of this article is to point out and highlight a tax loophole that seems to be
overlooked in the relevant literature5 regarding the introduction of the Norwegian
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participation exemption and the shareholder model6. We show that a corporation that owns
shares, and uses equity derivatives to manage its risk, can achieve a synthetic interest income
that is tax exempt for the corporation under the participation exemption. Furthermore, we
show that synthetic interest income can be achieved by the use of equity derivatives even
though the corporation does not own shares.
This means that the corporation can achieve a higher return compared to depositing money in
the bank or to investing in fixed interest debt securities. This extra return comes at the
expense of society in the form of lost tax revenue. In our opinion, the problem can only to a
limited extent be dealt with by the application of the Norwegian general anti-avoidance
doctrine or by limiting the participation exemption to income from shares.

2. Point of departure
2.1 The distinction between debt and equity
In Norwegian law, income taxation of interest and dividends has traditionally been
determined based on the legal form of the instrument from which the income is derived. For
tax purposes, whether the income is derived from a debt or an equity instrument is determined
by the instrument’s most prominent characteristics.7
In tax law, the central difference between debt and equity is that a debt instrument has a
predetermined repayment date contracted between the lender and borrower. There is no
repayment right/obligation related to equity. This reflects the risk of losing the invested
principal amount; an equity capital contribution has what is often referred to as "lossabsorbing capacity".
Another important difference between equity and debt is related to returns. Typical for the
debt instrument is the yield (interest rate) agreed between the parties in advance, and that the
obligation to pay/right to receive this is unconditional. The returns on equity (dividends),
however, are typically not agreed in advance, and are conditional on, among other things,
corporation profits and corporate decisions to pay dividends.

2.2 Synthetic interest
By synthetic interest income we mean current, virtually risk-free income that derives from a
position that could be construed as a loan. A simple example would be as follows: A
corporation purchases shares today for NOK100 million. At the same time, the corporation
enters into a forward contract to sell the shares for NOK105 million with settlement in 12
months. For the corporation, this aggregate position has the same characteristics as a loan:
The corporation invests NOK100 million today and will receive a fixed amount (NOK105
million) at a predetermined time (in 12 months). For the corporation, this entails a risk-free
return that is agreed in advance. We can interpret the income of NOK5 million as synthetic
interest.8
The problem we call attention to is that because of the participation exemption, companies
have an incentive to choose alternatives where the taxable income achieves classification as
6
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equity income – as in the above example – rather than classification as debt income. In other
words, the scheme leads to the situation where typical debt instruments are less attractive than
alternatives that provide similar economic reality, and which are covered by the participation
exemption.
The purpose of the participation exemption was not to favour the asset class shares at the
expense of the asset class debt instruments, but to avoid multiple taxation of the income from
equity investments. In addition to detecting the different aspects of the problem through the
use of examples, we therefore consider whether we can see solutions that can help avoid this
unintended incentive to invest in shares.

3. Synthetic interest when the taxpayer owns shares
In the following two sections we show some examples of how different combinations of
shares and/or equity derivatives result in synthetic interest which is basically tax-free for the
corporation.
Example A: Risk management using a forward contract
Consider a corporation that owns equities. As part of its risk management, suppose the
corporation wants to reduce its risk exposure to shares by NOK 100 million for a shorter or
longer period, for example one year.
One alternative is to sell the shares for NOK100 million and deposit the money into a bank
account, with the aim that this amount including return is invested in shares at a later date.
Assume an interest rate of 5%. The bank deposit provides a return of NOK5 million. With
27% in tax, in one year the corporation will have NOK103.65 million available, which can be
invested in shares (table 1). The risk-free rate of return after tax is thus 3.65%.
Table 1: Bank deposit
Value (NOK million):
Bank deposit
– Tax (27%)
=Bank deposit after tax

period 0
100
100

period 1
100 + 5
–1.35
103.65

Another alternative is to retain the shares to be secured and instead, reduce risk by way of an
equity derivative. For simplicity, we shall assume that the shares do not pay dividends the
following year. The current value of the shares to be secured is NOK100 million, while the
value of these shares in one year’s time, NOK S1 million, is uncertain viewed from today.
Suppose now that the corporation enters into a forward contract for the sale of the shares with
settlement in one year (table 2). The value of the contract today is null, while the agreed
payment for the shares in one year is NOK105million.9 The value of the contract in one year’s
time thus corresponds to the difference between the agreed payment and the value of the
shares in a year, i.e. NOK 105  S1  million. We assume that the forward contract is settled
financially, i.e. that the net gain/loss on the contract is settled in cash. This means that in one
year’s time, the corporation owns shares of NOK S1 million as well as a receivable/payable
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amount of NOK 105  S1  million, i.e. financial assets totalling NOK105 million. This implies
a risk-free return of 5% for the period.
Table 2: Retain shares and enter into a forward contract
Value (NOK million.):
period 0
Shares
100
+ Sell shares on settlement date
0
= Synthetic bank deposit
100

period 1
S1
105  S1
105

We can interpret the corporation's overall position in table 2 as a synthetic bank deposit and
the returns as synthetic interest income. The participation exemption implies that the
corporation has tax exemption for income from shares and the equity derivative, such that the
transactions have basically no tax implications for the corporation. This means that when the
corporation uses a forward contract to reduce risk in its investment portfolio, the corporation
simultaneously achieves a risk-free rate of return after tax that is higher than the corporation
can achieve by depositing money in the bank. 10
Example B: Risk management using a total return swap
Now let us extend the example above to include a longer period (T years). We assume bonds
with annual interest payments due in year T that currently trade at face value, and shares
paying an annual dividend. Current income, start and end value of having NOK100million
invested respectively in interest-bearing bonds and shares are shown in table 3 where
NOK Dt million is paid out as dividend in year t , t  1,, T , and NOK S T million is the value
of the shares in year T.
Table 3: Investment respectively in bonds and shares in T periods
Value /current income (NOK
Start
Current income/final value
mill.)
value
period 0 period 1
...
period T
Bonds
5
...
5 + 100
100
Shares
...
100
D1
DT  ST
Consider a corporation that owns shares. Suppose, as part of its risk management, the
corporation wants to reduce its risk exposure to shares by NOK100 million for a longer period
of time –for example T years.
An alternative is to sell the shares for NOK 100 million and invest the amount in bonds, with
a view to investing in shares later (table 4). The annual interest income from the bonds is
taxed at 27%, so the interest paid after tax is NOK 3.65 million per year. The final value of
10
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the bonds corresponds to the start value so that the transaction does not trigger capital gains
tax for the corporation on the horizon. Upon redemption, the corporation thus receives
NOK100 million, which can then be invested in shares. In this case, the corporation achieves
a risk-free rate of return after tax of 3.65% per year.
Table 4: Investment in bonds
Value/current income (NOK mill.)

Bonds
– Tax (27%)
= Bonds after tax

Start
value
period 0
100

Current income/final value
period 1
5
–1.35
3.65

100

...
...
...
...

period T
5 + 100
–1.35
3.65 + 100

Suppose now that the corporation is able to enter into a total return swap with a nominal
NOK100 million and duration T years. This represents a contract where the corporation
relinquishes the return from investing NOK100 million in shares in the period and receives
the return from investing the same amount in interest-bearing bonds. Returns for each of the
instruments consist of current income and estimated gains/losses on the horizon. The value of
this contract is null today and gives the corporation a current income as shown in table 5,
where NOK 5  Dt  million is the difference between annual interest payment and annual
dividend, while NOK ST  100 million is the capital gain/loss on the underlying shares for
the period.
Table 5: Investment respectively in bonds, shares and total return swap in T periods
Value/current income (NOK mill.)
Start
Current income/final value
value
period 0
period1
...
period T
Bonds:
5
...
5 + 100
100
* return (1)
5
...
5 + (100–100)
Shares:
...
100
D1
DT  ST
* return (2)
...
D1
DT  ST  100
Total return swap (1) – (2)
0
...
5  D1
5  DT  ST  100
Another option for the corporation is then to retain the shares to be secured and instead reduce
risk by using an equity derivative until time T. The current value of the shares to be secured is
NOK100 million, dividend in year t is NOK Dt million, and the value of the shares on the
horizon is NOK S T million. Further assume that the corporation enters into a total return swap
where the corporation switches equity returns (annual dividends and capital gain/loss for the
period) at an annual interest rate of return, cf. table 5, above. We assume that the contract is
calculated annually and is settled financially. By combining the shares to be secured with a
suchlike equity derivative, the corporation achieves an annual risk-free current income of
NOK5million (table 6). On the horizon, the calculated capital gain/loss on the contract's
underlying shares is settled. This means that on the horizon, the corporation owns shares of
NOK S T million and an asset/liability of NOK 100  ST  million. In total, this represents
financial value of NOK100million. Thus, the corporation achieves a risk-free return of 5 %
per year.
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Table 6: Retain shares and enter into a total return swap
Value/current income (NOK mill.)
Start
Current income/final value
value
period 0
period 1
...
period T
Shares
...
100
D1
DT  ST
+ Total return swap
0
...
5  D1
5  DT  ST  100
= Synthetic bond
100
5
...
5 + 100
We can interpret the overall position in table 6 as a synthetic bond and the return as synthetic
interest. The participation exemption implies that the corporation has tax exemption for
income from the shares and from the equity derivative11, such that the transactions have
basically no tax implications for the corporation. This means that when the corporation uses a
total return swap to reduce risk in its investment portfolio, the corporation simultaneously
achieves a risk-free rate of return after tax that is higher than the corporation can achieve by
investing in fixed income securities.

4. Synthetic interest without the taxpayer owning shares
Above we have shown examples of how a corporation that owns shares and that uses equity
derivatives to reduce risk in its investment portfolio, at the same time achieves a synthetic
interest income which is basically tax exempt. In the following we show that synthetic interest
can come into being in the derivative market without the corporation even owning shares.
Example C: Combination of forward contracts with different delivery prices
Suppose bonds that do not pay coupon interest and have redemption at period 2, and shares
that pay dividends at period 1 and period 2. Further assume three forward contracts on shares
with settlement at period 2 and with different delivery prices to be paid upon delivery. The
settlement of the contracts can be either physical (delivery of shares and payment of the
agreed price) or financial (net settlement). In the example, the market forward price is 105
(current market value of this contract is null). Thus, the current market value of a contract
with a delivery price that is lower (higher) than 105 will be positive (negative). We assume
that a potential positive/negative market value is paid/received in cash upon signing the
contract. Table 7 shows the initial value, current income and final value of the instruments in
question.
Table 7: Investment respectively in bonds, shares and three forward contracts
Value
Start value
Current income/final value
period 0
Period 1
period 2
Bonds
100
110.25
Shares
100
D1
S 2  D2
Buy forward at delivery price 100.59
4
S 2  100.59
Buy forward at delivery price 105
0
S 2  105
Buy forward at delivery price 111.615
6
S 2  111.615
If the corporation invests in bonds, the realized interest return of 10.25% during the two-year
period will be taxed at 27%.
11
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Suppose now that the corporation buys shares forward at the lowest delivery price. The
corporation must prepay 4 at the start of this contract and is obligated to pay 100.59 when the
shares are received. Further assume that the corporation sells the same shares forward at the
highest delivery price. The corporation must prepay 6 at the start of this contract and will
receive 111.615 upon delivery of the shares. Table 8 shows the position this gives the
corporation.
Table 8: Buying and selling forward
Value
Buy shares forward at delivery price 100.59
+ Sell shares forward at delivery price 111.615
= Synthetic bond

Start value
period 0
4
6
10

Final value
period 2
S 2  100.59
111.615  S 2
11.025

We can interpret the overall position in table 8 as a synthetic bond and the risk-free return of
10.25% (= (11.025 − 10)/10) during the two-year period as a synthetic interest rate. The
participation exemption implies that the corporation basically has tax exemption for income
from equity derivatives.
What is needed to achieve a synthetic interest is to combine contracts for the same shares with
the same settlement date but with different delivery prices. The strategy is to buy forward at
low delivery price and sell forward at high delivery price. In the example there are three
forward contracts and thus three pair combinations (strategies) which give similar results. The
essential point in this example is that the discount/premium in the delivery prices is balanced
at period 0, i.e. when entering into the contract.
In principle, it is possible to create synthetic forward contracts using options, which in turn
can be combined as shown in the examples above. A variation is to use the put-call parity
known from option pricing theory: A synthetic forward purchase of shares can be achieved by
entering into a buy option (call) for the shares and simultaneously issuing a sell option (put)
for the shares with the same strike price and expiry date. A synthetic forward sale of the
shares can be achieved by taking the opposite positions. The corporation can achieve the same
position as in table 8 as follows: Enter into a call option and issue a put option both with
strike price 100.59, and simultaneously issue a call option and enter into a put option both
with strike price 111.615.
Another variant is to exploit the fact that an option with very high exercise probability (deep
in-the-money) gives approximately the same future payment as a forward contract. A call
option with a very low strike price represents an approximate forward purchase of shares at a
very low delivery price. Suppose that the corporation simultaneously enters into the deep inthe-money call option and a forward sale of shares at the market forward price. The
corporation will then achieve a virtually risk-free future payment that amounts to the
difference between the market forward price and the very low strike price. 12 The cost of this
strategy today is the call option premium.

12
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A put option with a very high strike price represents an approximate forward sale of shares at
a very high delivery price. Suppose that the corporation simultaneously enters into a forward
purchase of shares at the market forward price and the deep in-the-money put option. The
corporation will then achieve a virtually risk-free future payment that amounts to the
difference between the very high strike price and the market forward price. 13 The cost of this
strategy today is the put option premium.

5. Tax law assessment
Equity derivatives are financial contracts of which character is derived from stocks.
Concerning which derivatives are included in the participation exemption, the preparatory
works states that “crucial to whether the participation exemption is applicable will be whether
the gain or loss on the underlying shareholding would have been covered by the participation
exemption, if the ownership had been realized at the time the gain or loss on the derivative is
realized.”14
An equity derivative is a financial contract of which the return is determined by the return on
one or more shares. In the above examples we have seen that different combinations of shares
and/or equity derivatives provide a total return that is risk-free and detached from equity
returns. It is obvious that a financial contract with such a financial reality (loan) would not be
considered an equity derivative in relation to the participation exemption, and as such, that
income (interest) would be taxed as capital income according to ordinary rules. The central
tax law question is whether positions in equities and/or equity derivatives are within the scope
of the non-statutory general anti-avoidance doctrine, when the correlated positions create a
financial reality that does not have the character as derived from shares.
The Norwegian tax general anti-avoidance doctrine is generally described as a rule consisting
of two requirements which both must be met in order for the doctrine to apply: Pursuant to the
basic requirement the main purpose of the transaction must have been to save tax. And
pursuant to the second requirement taxation on the basis of the transaction as it appears must
be deemed to conflict with the object and purpose of the otherwise applicable tax rule(s).15 A
major issue concerning the second requirement is whether there is a sufficient business
purpose behind the transaction, which is normally a matter of establishing the extent of
commercial inherent value16 (business purpose) of the transaction; if there is sufficient
business purpose behind the chosen transaction the anti-avoidance doctrine does not apply.
There is no such threshold as 50% or other. Probably far less than 50% business purpose is
sufficient to render the doctrine inapplicable.17
In examples A and B, the need for risk management is the taxpayer's primary goal behind the
transactions. However, it is possible to achieve the same by selling shares and buying bonds.
But the buying and selling of shares and bonds is costly; it incurs fees to brokers and other
transaction costs, such as bid-ask spread. Moreover, the taxpayer will normally lose both
dividend and voting rights on the shares if he sells the shares to buy a bond.
13
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Given that rational actors would have chosen the derivative alternative even though the tax
rules treat both alternatives equally, the primary purpose of the transaction cannot have been
to save taxes. Thus, the basic condition of the general anti-avoidance doctrine is not met, and
it is not necessary to decide whether the additional condition is met.
All the same, it is natural to mention the potential importance of dividends and voting rights,
in that the inherent value of the transaction is the most important aspect in the assessment of
the second requirement. The most prominent aspects of ownership of shares are normally the
dividends and the voting rights. Thus a most natural assumption is that the more short-lived
the ownership of the shares, the less inherent value is represented in ownership. It is
nevertheless conceivable that the specific timing of the brief ownership implies a certain
inherentc value. It is, for example, possible to imagine that an actual utilization of the voting
right may affect the assessment.
In example C, it is difficult to see any rational purpose beyond saving tax: When the starting
position is that the taxpayer does not own shares, there is no risk to manage, and no
transaction costs to reduce. It is also difficult to see that the positioning means that the
taxpayer speculates on his own market view. Therefore, the probable motive behind this kind
of positioning is solely to convert ordinary equity income to tax-free interest income. In such
cases, the basic condition of the general anti-avoidance doctrine could probably be considered
as met.
It is not inconceivable that a positioning as in example C will also be considered not to have
sufficient business purpose to stay clear of the anti-avoidance doctrine. The purpose of the
exemption from taxation that the participation exemption provides is that, to avoid multiple
taxation of the income from equity investments, only equity income is to be covered by the
tax exemption. Ergo, applying the general anti-avoidance doctrine, with taxation of income
such as interest – could potentially be the result.
What concerns the second requirement the Supreme Court in a ruling of March 2014
concluded that the anti-avoidance doctrine was not applicable to the taxpayer’s customization
of transactions in order to make a certain income tax exempt under the participation
exemption regime. The court in particular held that the legislator has been fully aware of the
tax planning opportunity in question, and still has chosen not to adopt rules that could prevent
it from being taken advantage of. 18 Then, the court held, the court should not apply the antiavoidance doctrine, especially the taxpayer’s need for legal certainty taken into consideration.
If to compare to our example C, such tax saving alternatives are far from as well-known as the
tax saving alternative present in the court case referred to above. Allowing the most creative
and relatively unknown customizing alternatives to stay clear of the anti-avoidance doctrine
would easily imply the favouring of the taxpayers who have sufficient resources to spend on
tax planning, at the expense of society in the form of lost tax revenue. Hence, it is not
inconceivable that a breach of the principle of equality between taxpayers could be a good
reason for applying the anti-avoidance doctrine to an arrangement such as the one in our
example C. This, in particular, as the principle of legal certainty would not be particularly
challenged in such a case.

18
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On the other hand, the following general starting point expressed in the ruling pulls in the
opposite direction: “Viewed apart, it obviously conflicts with the purpose of the general
capital gain taxation rule if the oil corporation’s gain is not taxed. However, this is with no
relevance because the purpose of the participation exemption regime in fact is to make such
gains tax exempt.” 19 Consequently it seems very hard to predict what would be the result if
our example C or a similar case was brought before Supreme Court.
In summary, the rule of thumb probably is that when the purpose of the specific choice of
transaction alternative has been risk management, speculation or reduction in transaction
costs, the basic condition in the anti-avoidance doctrine is normally not met.
Our examples are, however, simplified with the intention of clearly presenting the purest of
motives and course of events. An example of a significant simplification we have assumed is
that it is clear what financial realities a taxpayer's positions represent. But before avoidance
can be assessed, extensive effort is usually needed to ascertain the situation. This becomes
even more complicated as equity derivatives are often settled financially (net settlement) and
there is then no demonstrable correlation in time between the settlement of the derivative and
the potential realization of the underlying shares.
Furthermore, we have assumed a clear relationship between the returns from equity
derivatives and shares. Suppose now that the corporation has a share portfolio with a
composition similar to the OBX index.20 A combination of this equity portfolio and the sale of
an OBX index forward contract will give the corporation a virtually risk-free interest income.
How much must the composition of the corporation's equity portfolio differ from the OBX
index for the transaction to have sufficient "commercial intrinsic value" for tax purposes?

6. Tax on equity derivatives?
Suppose now that the tax exemption for income from equity derivatives was repealed and that
gains and losses are treated symmetrically. Let us first go back to table 2 in example A above,
where the corporation which offloaded share price risk with a forward contract achieved a
synthetic tax-free return. With tax on the return from the forward contract, the corporation
must take a somewhat stronger position in this contract, i.e. 101.27 instead of 1, to achieve the
desired risk relief.

19
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Table 9: Retain the shares and enter into a forward contract – with taxable equity
derivative
Value (NOK mill.)
Start value
Final value
Period 0
period 1
Shares
100
S1
0
105  S1  101.27
+ Sell 101.27 shares forward
= Synthetic bank deposit before derivative tax
100
S1  105  S1   101.27
– Tax (27%) on forward returns
 105  S1   100, 27
.27
= Synthetic bank deposit after derivative tax

100

105

By comparing table 9 with table 2, we see that even with the introduction of tax on income
from equity derivatives, the corporation achieves the same risk-free position. This means that
even if the participation exemption is restricted to only include income from shares, it will
still be possible for the corporation to achieve a tax-free synthetic interest return. It can be
shown that the same applies in example B above.
Finally, let us consider example C. In this example, we showed that the corporation can
achieve a synthetic interest return by combining forward contracts. With tax on returns from
equity derivatives, we must expand table 8 above, and the return will be as shown in table 10.
Table 10: Buying and selling forward – with tax on equity derivatives
Value (NOK mill.)
Start value
Final value
period 0
period 2
Buy shares forward at delivery price 100.59
4
S 2  100.59
+ Sell shares forward at delivery price 111.615
6
111.615  S 2
= Synthetic investment before derivative tax
10
11.025
– Tax (27%) on forward at delivery price 100.59
 S 2  100.59  4  0.27
– Tax (27%) on forward at delivery price 111.615
 111.615  S 2  6  0.27
= Synthetic investment after derivative tax
10
11.025  1.025  0.27
We see from table 10 that the realized two-year return before tax of 10.25% from the
synthetic investment is now taxed in the same manner as interest returns from a two-year bank
deposit.
The examples illustrate that the problems are not necessarily eliminated by limiting the
participation exemption to stock income.

7. Conclusion
The Norwegian participation exemption, with different tax treatment of equity and interest
income, allows for tax arbitrage. In our opinion, the problem can, only to a limited extent, be
dealt with by the application of the general anti-avoidance doctrine or by limiting the
participation exemption to income from shares. We see no simple solutions to the tax
loophole that is pointed out in this article. There is good reason to believe that the problem
will persist as long as the participation exemption is retained.
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