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To: OECD (TransferPricing@oecd.org) 

From: Lee Odden (leeodden@hotmail.com) 

Re: BEPS Actions 8-10: Financial Transactions 

Date: September 1, 2018 

These comments are limited to Section E. 

Box E.1 questions 

For the first bullet, the requirements proposed below in modified paragraph 166 and 
new paragraph 167 must be met. 

For the second bullet, the key consideration is the personnel requirement in the captive 
of an underwriter function that accepts the amount of insurance risk that the captive 
strategically is willing to assume and has the authority to reinsure insurance risk that 
the captive does not want to assume.  These are the last two bullets of paragraph 34 of 
Part IV of the OECD’s 2010 Report on the Attribution of Profits to Permanent 
Establishments (“Part IV”) – risk retention analysis and acceptance of insured risk. 

In these two bullets, “decision” is used.  In the other activities listed as bullets of 
paragraph 34 of Part IV (setting the underwriting policy, risk classification and selection 
and pricing), “decision” is not used.  This word choice correctly implies that these 
activities can be outsourced for a fee.  Additionally, day to day management of claims 
risk and investment risk can be outsourced for a fee.  Before contracting for the services, 
the captive personnel will have instructed the service providers on the general strategy 
to apply and in what circumstances the captive personnel should be notified of decision 
choices to be made by captive personnel. 

For the third bullet, an example is not necessary.  Under a factual and functional 
analysis, were the underwriting functions of acceptance of insured risk and risk 
retention analysis found to be outsourced, a dependent agent permanent establishment 
would be found, and the analysis provided in Additional Guidance on the Attribution of 
Profits to Permanent Establishments: BEPS Action 7 should be followed.  (Were the 
outsourcer to be in same country as the captive insurer and were the arm’s length fee to 
the outsourcer for its services the same cost as the compensation paid by the captive for 
an internal underwriting function, the taxable income of the captive insurer in that 
country would seem to be the same.)   

For the fourth bullet, I cannot comment until a much more concrete example is 
provided of how the captive failed to satisfy the control of risk requirements.   
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Section E preamble 

Paragraph 163’s language “provides insurance-type services exclusively or mainly to” 
should be deleted and replaced with “transacts exclusively or mainly with.”   

Section E.1. 

The section should be retitled: “Overview of Insurance and Insurance Companies.” 

Please consider the following changes to current paragraph 166.  These changes are 
because the first test of the transaction is whether it is insurance. 

Replace the last sentence of paragraph 166 and begin with “The following are indicators 
of insurance:”.  Then could follow two more bullets. 

The current fourth bullet of paragraph 166 that focuses on whether the risk is an 
insurance risk could be the first bullet.  

The second and last bullet of revised paragraph 166 could be: “There is insurance risk 
transfer so that the captive has a real possibility of loss.” 

A new paragraph 167 should be inserted and current paragraphs 167 and following could 
be re-numbered. 

New paragraph 167 could begin with language such as: “The other key concern when 
considering the transfer pricing of captive insurance transactions is whether the captive 
is an insurance company.”  The second sentence could begin: “The following are 
indicators of an insurance company:”.  Then could follow three bullets. 

The first bullet could be the current third bullet of paragraph 166. 

Then could come the current first bullet with some additional language from the current 
second bullet: “so that the capital required by the group for covering these risks has 
been reduced.”   

The third bullet could be the current fifth bullet of paragraph 166 except “including 
investment skills” should be deleted.  As stated above, the investment function can be 
outsourced for a fee.  If helpful, the OECD could add at the end of the bullet, “and such 
employees underwrite the captive’s transactions.” 

It is also essential to delete the parenthetical language of the current second bullet of 
paragraph 166 which seems to imply an “economic family” cannot enter insurance 
transactions that retain all the subject insurance risk in the group.  Under the OECD’s 
arm’s length principle, retention of risk in an “economic family” is not prohibited.  If a 
captive insurance company takes insurance risks of multiple members of the MNE 
group in multiple countries and retains the risks, “risk diversification” is almost 
certainly achieved with the consequence that capital necessary for the risks is reduced.   
See comments below on paragraph 176 regarding “risk diversification.” 
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Paragraph 168 should delete all references to “manage” and replace the wording with 
“services.”  For example, the first sentence of the paragraph could begin: “Captives may 
receive services from within the MNE group or from an unrelated service provider.” 

Paragraph 171 should be deleted.  Most of the paragraph’s language seems to be covered 
under the second bullet of paragraph 169. 

Section E.2. 

Paragraph 172 should include as a commercial reason “to control insurance risk through 
centralization of the risk and insurance expertise.” 

Section E.3. 

The section title should be changed to “Existence of both an insurance transaction and 
an insurance company.” 

Current paragraph 174 could be modified by inserting “provided by an insurance 
company” before “as defined above.” 

The first sentence of current paragraph 175 could end with the additional words “with 
the reasonable possibility of loss by the insurer.” 

Paragraph 176 must be changed.  The first sentence could read: “An insurance company 
requires both sufficient capital for the insurance risks assumed and the benefit of risk 
diversification that reduces the capital required for covering these risks.”  The above 
wording uses “risk diversification” rather than “risk distribution.”  “Risk diversification” 
conforms with the language of the first bullet of paragraph 166 and is a more 
comprehensive term than “risk distribution.”  The former term addresses all ways in 
which multiple risks can produce diversification benefits to capital; the latter term has 
been used by tax administrations to address homogeneous risks.  “Risk distribution” is 
terminology that should be discontinued in tax analysis. 

It is crucial to add one or more sentences after the current second sentence to focus on 
the multiple ways risk diversification benefits to capital arise.  The sentence might be: 
“Risk diversification benefits to capital arise from combining insurance risks, including 
pooling non-homogeneous insurance risks, pooling similar insurance risks but in 
different locations (see paragraph 185) or insuring a significant number of insureds 
having homogeneous risk.”   

MNE captives insuring risks from the various members of the group almost always 
produce a capital diversification benefit.  Thus, paragraph 176’s sentence beginning with 
“A captive insurer” should be phrased in more hypothetical language.  The revised final 
sentence of paragraph 176 could begin: “Were a captive insurer’s portfolio of risks when 
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analyzed under actuarial/economic principles found not to be diversified or the captive’s 
capital found to be insufficient, the accurate …”.   

The suggested language includes a reference to actuarial/economic analysis to 
emphasize that analyses by both the taxpayer and the tax administration regarding 
issues, such as risk diversification, capital and transfer pricing should be based on 
documented actuarial/economic analysis.  

Section E.4. 

The first sentence of current paragraph 178 should be modified to end at “third party.”  
At minimum the paragraph should be modified to strike “is” and “may be” should be 
inserted.  Like all companies, insurance companies are concerned about creating 
reputational risk issues with tax administrations or insurance regulators.   

The second sentence of paragraph 178 should be deleted.  The language about genuine 
insurance should be deleted because it is unlikely that an insurance company subject to 
regulation will represent to its auditors and regulators that a non-insurance transaction 
is insurance.  

Section E.5. 

The section should be titled: “Determining the arm’s length price of captive 
transactions.”  Section E.5. helpfully focuses attention on the transfer pricing of captive 
insurance, which is the most critical issue when tax administrations are examining MNE 
captives.   

At the end of paragraph 179 it would be beneficial to add “and documented under the 
guidance of Chapter V.” 

Section E.5.1. 

It is very important that paragraph 181 be retained.  Usually, insurance is priced by 
actuaries using actuarial/economic analysis.  The OECD literature on pricing insurance 
premiums must acknowledge this. 

One or more additional paragraphs could state that the robustness of the 
actuarial/economic analysis depends on the reasonableness of the parameter inputs.  
Are the projected losses and timing of them reasonable?  Is the projected expense ratio 
reasonable?  Is the capital needed for the contract reasonable?  Is the investment return 
reasonable?   
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Section E.5.2. 

Many of the above comments have tried to differentiate the insurance transaction and 
the captive insurer because the draft slurs them together.  In paragraphs 182 and 183 
this slurring together taints the transfer pricing analysis.  Paragraphs 182 and 183 must 
be significantly rewritten.  The transaction is priced, not the company.  The only time 
that the transaction and the company are the same would be in the company’s first year 
were the company to have only one insurance contract.  For example, paragraph 182 
speaks of the capital of the captive; however, a contractual price must be based on the 
capital required for the subject contract.   

Furthermore, paragraph 182 seemingly prices on an ex post basis, rather than an ex ante 
basis.  See the OECD Transfer Pricing Guidelines at paragraph 1.78.  Ex post pricing is 
unacceptable pricing for insurance.  

If paragraph 182 is interpreted as an ex ante analysis of a subject insurance contract, 
paragraph 182 still has serious flaws.  First, using comparative combined ratios and 
capital returns is not a CUP method.  Second, and very important, the granularity of a 
comparative combined ratio for the subject contract may not exist.  Third, were there 
sufficient granularity for a comparative combined ratio, the ratio is a very crude tool 
that does not consider significant cost differences that may arise between companies 
because of factors such as workforce compensation including pension costs, efficiency of 
operations, and the overall size and complexity of the companies. 

As stated above, paragraph 182 goes further off-track in its discussion of investment 
income by focusing on overall capital, rather than the capital required for the risk of the 
contract.  I also do not understand why connected party investments are discussed when 
the transfer pricing issue is the reasonableness of the return on required capital for the 
contract.  Should paragraph 182 just be discarded? 

Paragraph 183 could be reworked and perhaps broken into more than one paragraph.  It 
is possible that a captive may be over-capitalized.  However, this analysis is a separate 
exercise to be done after all the captive’s contracts and insurance risks have been 
analyzed for reasonable capital, including the benefit of diversification and the necessity 
of a significant capital buffer.  To the extent there is excess capital, the captive should 
only earn the risk-free rate on the excess.  Any earnings exceeding that which would 
have accrued on the risk-free rate on the excess capital might be returned on a 
reasonable basis to related party policyholders as “policyholder dividends” or when 
there are no related party policyholders of the captive, such as may occur under 
fronting, as a taxable payment to the owner of the captive. 

Section E.5.3. 

Paragraph 184 discusses a captive that may retain some insurance risk, which is usual 
for an MNE group.  When the captive retains insurance risk, only if the pricing of the 
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risk retained is found under a rigorous transfer pricing analysis to be too high, would 
there be a transfer pricing adjustment. 

Paragraph 185 seems to have the captive retain no insurance risk.  This non-retention of 
risk should be stated more explicitly in the paragraph.  If the captive does not retain any 
insurance risk, the captive should earn an arm’s length fee for its services, with any 
additional profit in the captive to be returned to the policyholders.   

Section E.6 

The section should be deleted because the fundamental issue is not insurance pricing, 
but the sufficiency of sales compensation on an extremely high margin product.   In 
many industries, a related party having no product ownership sells for the product 
producer an extremely high margin product and receives a benchmarked arm’s length 
fee or commission.  If the OECD is very concerned about this multi-industry issue, the 
OECD should initiate a project to comprehensively address the issue. 
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Tax Treaties, Transfer Pricing and Financial Transactions Division
Attn. Mr. Tomas Balco, head of the Transfer Pricing Unit
OECD CTPA

F R O M Loyens & Loeff N.V.
R E F E R E N C E 28299686
D A T E 7 September 2018

R E Comments Loyens & Loeff on Public Discussion Draft on Financial Transactions

1 Introduction 

We warmly welcome the OECD’s initiative to issue a discussion draft on financial transactions (the
Discussion Draft). Such guidance was most awaited within the tax and transfer pricing practice as
issues arising within this important area deserve a consistent treatment by jurisdictions and
therefore also deserve an in-depth analysis by the OECD. We furthermore congratulate the OECD
for its excellent work on the Discussion Draft now released.

The comments we provide in this letter are our own comments as tax professionals. They do not
represent the comments of particular clients. Below we first answer the questions to the specific
questions in the Discussion Draft and we end with some general comments.

2 Answers to specific questions 

2.1 B. Interaction with the guidance in Section D.1 of Chapter I

In general, the exclusion of domestic rules on capital structure and interest deductibility (most
notably thin capitalization and safe harbour rules) from the Discussion Draft on financial
transactions is in line with the consensus on article 9 of the OECD Model Tax Convention (MTC)
and the respective commentary. However, emphasis should be made in paragraphs 8 to 10 that
domestic rules (often designed as safe harbour rules) should be drafted in line with the arm's length
standard in order to reduce cross-border disputes.

B.1. Commentators’ views are invited on the guidance included in paragraphs 8 to 10 of this
discussion draft in the context of Article 25 of the OECD Model Tax Convention (“MTC”),

paragraphs 1 and 2 of Article 9 of the OECD MTC as well as the BEPS Action 4 Report.
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For instance, a domestic rule limiting interest deductibility in a progressive manner depending on
the principal amount of the debt may achieve the goal of preventing base-erosion, but is not in line
with the arm’s length standard. This would for instance be the case if a domestic rule would allow
for interest expenses at an interest rate of 2% on a lower amount of a loan but reducing the
accepted interest deduction to 1% on any amount exceeding a certain threshold. Such a rule is
more likely to fail its purpose as it is prone to cross-border disputes. The guidance on financial
transactions should thus clarify that domestic rules deviating from this guidance should at least be
designed in accordance with the general principles applied in the market in order to avoid disputes.
In any event, it should also clarify that taxpayers should be allowed to demonstrate that the actual
capital structure and pricing is at arm's length.

Below we first address maximum amounts that a lender would have been willing to lend and that a
borrower would have been willing to borrow. We the address the question whether the entire
amount of a loan needs to be recharacterised as equity.

Perspectives of the borrower and the lender 

We believe the maximum amounts that a lender would have been willing to lend and that a
borrower would have been willing to borrow need to be carefully reviewed from an economic
perspective. According to modern corporate finance, the total cost of capital of a firm is independent
from its capital structure1, except for the effect of the tax shield of interest deduction and the cost of
distress. The tax shield incentivizes a company to attract incremental leverage up to a level that no
such tax shield is available anymore (e.g. due to interest limitation rules) or the (potential) cost of
distress exceeds the tax benefits.

These mechanisms dictate the economically viable level of a company’s leverage that can be 

accepted as at arm’s length. The leverage is arm’s length if two criteria are met:

 The debt-to-value ratio should be such that the return on investment for both the lender and
the borrower improves compared to the return at hypothetical lower levels of leverage. In
that case both the lender and the borrower benefit from the agreed leverage level.

1 Modigliani and Miller.

B.2. Commentators’ views are invited on the example contained in paragraph 17 of this

discussion draft; in particular on the relevance of the maximum amounts that a lender would
have been willing to lend and that a borrower would have been willing to borrow, or whether
the entire amount needs to be accurately delineated as equity in the event that either of the
other amounts are less than the total funding required for the particular investment.
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 In the majority of the possible (economic) scenarios, the interest and debt service
obligations at the agreed leverage level can be paid from the available cash flows. This can
for example be evaluated by analysing over the loan lifetime the debt service coverage
ratios (DSCR) under various economic scenarios.

We propose that for situations where no (reliable) cash flow projections are available, The OECD
allows practical solutions. Examples could be rules related to minimum interest coverage ratios
(single scenario), safe harbours for leverage levels, etc.

Recharacterisation of the entire amount of a loan 

An approach where an entire loan would be recharacterised as equity if the maximum amounts are
less than the total funding required would in our view not be in line with the arm’s length principle.
Since recharacterisation is a far-reaching measure, we believe this should only be done to the
extent that the leverage not considered arm’s length. If the entire amount is recharacterised,
taxpayers would be forced to work with separate tranches.

We agree that the accurate delineation of the transaction (including functional analysis) should be
the necessary first step in each transfer pricing analysis involving financial transactions. However, it
goes without saying that each transaction differs in terms of size, materiality, relative importance
and BEPS risk. We recommend recognizing the fact that the analysis required for each transaction
depends on its materiality.

We contend the notion that the arm’s length principle in its current form requires that a funder who
does not perform the decision-making functions to control the risk associated with investing in a
financial asset will be entitled to no more than a risk-free return. Although we appreciate the desire
to deny the allocation of profits to empty entities, we believe this cannot be achieved within the

B.3. Commentators’ views are invited on the breadth of factors specific to financial
transactions that need to be considered as part of the accurate delineation of the actual
transaction.

Commentators’ views are also invited on the situations in which a lender would be allocated 

risks with respect to an advance of funds within an MNE group.

B.4. Commentators’ views are invited on the guidance contained in this Box and its
interaction with other sections of the discussion draft, in particular Section C.1.7 Pricing
approaches to determining an arm’s length interest rate.
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current scope of the arm’s length principle but should require an explicit change of article 9 OECD. 

We refer to the article in the Erasmus Law Review that deals with this topic.2

If the notion is accepted that excess return from a company’s asset should not be allocated to that 

company on the basis of functionality (which we contend), we believe it to be more logical to
allocate a market return (based on the diversified market premium) to that company instead of a
risk-free return, as this return equals the return that any investor can make on a passive investment.

If the notion is accepted that excess return from a company’s asset should not be allocated to that
company on the basis of functionality (which we contend), we agree that the funded party should
still be entitled to a deduction of an arm’s length interest rate. The funder then needs to remunerate 

the parties contributing to the control on an at arm’s length basis. In practice this may be difficult,
since local tax authorities would need to perform an adjustment for a transaction to which the local
entity is (at least legally/contractually) not a party.  

2.2 C. Treasury functions

2.2.1 General comment regarding the pricing of intra-group loans

We appreciate the guidance given by the Discussion Draft on pricing intra-group loans. We do
believe the Discussion Draft could benefit from clearer guidance on certain issues commonly
encountered in practice. This includes issues such as (i) how to deal with early repayment clauses
(i.e. whether and how the presence of such clause should be reflected in the interest rate, etc.), (ii)

2 Post-BEPS Tax Advisory and Tax Structuring from a Tax Practitioner’s View, P.W.H. Lankhorst and J.K.H. van Dam,
Erasmus Law Review, Issue 1, 2017.

B.5. Commentators are invited to describe financial transactions that may be considered as
realistic alternatives to government issued securities to approximate risk-free rate of returns.

B.6. Commentators’ views are invited on the practical implementation of the guidance

included in paragraph 11 of this Box B.4, and its interaction with Article 25 OECD MTC in a
situation where more than two jurisdictions are involved. This could arise, for instance,
where a funded party is entitled to deduct interest expense up to an arm’s length amount, 

but the funder is entitled to no more than a risk-free rate of return under the guidance of
Chapter I (see, e.g., paragraph 1.85), and the residual interest would be allocable to a
different related party exercising control over the risk.
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how to deal with differences in liquidity of an instrument (e.g. bonds versus loans), (iii) how to deal
with negative interest rates and the appropriateness of the use of floor rates (for instance in the
framework of cash pool arrangements), (iv) whether, when and how to account for country risk, and
(v) how to deal with implicit support in the case of a shareholder loan in which case the implicit
support is provided by the shareholder/lender.

2.2.2 Input on questions in Discussion Draft

Rebuttable presumptions 

Using presumptions concerning the application of group credit ratings may be helpful as a safe
harbour. However, strict limitations should be given for cases in which tax administrations may
deviate from the safe harbour. Without such limitations this presumption would effectively not have
any added value.

Although the presumption may be useful as safe harbour, we would not be inclined to use it as a
main rule. Applying the group credit rating as rating for each member may contradict the
approaches commonly applied by rating agencies following which the use of either a bottom-up or
top-down notching method depends on the relative importance and status of the subsidiary within

C.2. Commentators are invited to consider whether the following approaches would be
useful for the purpose of tax certainty and tax compliance:

 [1] a rebuttable presumption that an independently derived credit rating at the
group level may be taken as the credit rating for each group member, for the
purposes of pricing the interest rate, subject to the right of the taxpayer or the tax
administration to establish a different credit rating for a particular member;

 [2] a rebuttable presumption that tax administrations may consider to use the credit
rating of the MNE group as the starting point, from which appropriate adjustments
are made, to determine the credit rating of the borrower, for the purposes of pricing
the interest rate, subject to the right of the taxpayer or the tax administration to
establish a different credit rating for a particular member.

 [3] Commentators’ views are invited on the use of an MNE group credit rating for

the purpose of tax certainty and tax compliance to determine the credit rating of a
borrowing MNE.

Commentators are also invited to provide a definition of an MNE group credit rating, how an
MNE group credit rating could be determined in the absence of a publicly-available rating,
and how reliable such a group credit rating would be when not provided by a credit rating
agency.
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the group. Care should be taken that such general approaches do not depart from the arm’s length 

principle.

Group credit rating 

In cases where the group has attracted external funding, a group or entity’s rating could also be 

determined through an implied credit rating analysis. Such analysis would in summary entail
searching for comparable uncontrolled transactions with a known credit rating and with similar
terms, conditions and credit spreads.

Credit rating agencies have established methods to determine the level of implicit support and the
effect thereof on credit ratings. In our view following these methods is an objective alternative to
determine and measure the effect of implicit support.

Ad 1) Differences in CDS spreads can for instance be used to calculate a country risk premium
adjustment.

Ad 2) The Discussion Draft mentions in par. 87-88 that the possibility of internal CUPs should not
be overlooked, provided that appropriate adjustments can be made. We support this view and add
that economic models can be used to adequately establish these adjustments, e.g. for duration of
the funding, level of leverage and the capacity to service debt.

C.3. Commentators are invited to provide a definition of the stand-alone credit rating of an
MNE.

Commentators’ views are invited on the effect of implicit support as discussed in paragraphs 

68 to 74 of the discussion draft, and how that effect can be measured.

C.5. Commentators’ views are invited on:

 [1] the role of credit default swaps (CDS) in pricing intra-group loans;
 [2] the role of economic models in pricing intra-group loans (for instance, interest

determination methods used by credit institutions).

C.6. Commentators are invited to identify financial transactions that may be considered as
realistic alternatives to intra-group loans.
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Depending on the circumstances, bonds and other tradable securities (e.g. commercial mortgage
backed securities for real estate loans) can be realistic alternatives (subject to appropriate
comparability adjustments to account for differences in e.g. liquidity).

In our view, the MNE group’s average interest rate paid on external debt is in many cases not a
useful CUP, as this assumes that the group leverage and risk profile equals the leverage and risk
profile of each individual company and thus would require a large number of adjustments before
being applicable (e.g. for maturity, the country of risk, the currency and the moment on which the
loan was entered into).

2.3 D. Guarantees

Ad 1: To determine whether a party would be willing to grant a guarantee, one needs to determine
whether a third party would accept the credit risk incurred on the guarantee. In general, a good
indication thereof is whether the borrower could also have borrowed the same amount without a
guarantee. This would be different if the borrower cannot borrow without a guarantee for reasons
other than credit risk (e.g. regulatory).

To answer the question whether a debtor can borrow the same amount of debt without a guarantee,
we believe that implicit support should be taken into account.

C.7. Commentators are invited to describe situations in which an MNE group’s average

interest rate paid on its external debt can be considered as an internal CUP.

D.1. Commentators’ views are invited on:

 [1] how a related party financial guarantee should be accurately delineated in
accordance with the guidance in Chapter I of the TPG (considering also, for
example, situations where it could be considered as a provision of a financial
service, the sale of a financial asset or as a simple treasury service associated with
a loan);

 [2] the circumstances in which a guarantee is likely to be insisted upon by an
independent lender granting a loan to a member of an MNE group;

 [3] where guarantees are insisted upon by an independent lender who grants a
loan to a member of an MNE group, how and why guarantees affect credit rating
and loan pricing; and

 [4] examples of the most frequent cases where borrowers obtain guarantees from
independent guarantors when borrowing from independent lenders together with
examples of the process or mechanism by which a price is arrived at.

17
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Ad 2: Circumstances where guarantees of the parent company are very common are bond
issuances by (special purpose) financing companies of an MNE group on a regulated bond
exchange. Besides pricing reasons, the guarantees on these bond issuances are also commonly
provided because this leads to a more lenient treatment under certain regulatory laws.

Ad 3: As the credit risk that a lender incurs on a loan is reduced by the additional funds that the
guarantor has, the credit rating of the financial product will generally be higher (the creditor has two
parties to recover from). By the provision of an explicit guarantee for the full amount of the debt, the
credit rating of the debt instrument will generally be equal to the credit rating of the guarantor. In
case of an unrelated borrower and guarantor, the credit rating could theoretically be raised above
the level of the guarantor, as the lender has two individual parties to recover from.

Ad 4: We have seen cases where an external private equity fund provides a guarantee in exchange
for a commission. Another common example of independent guarantors are found in “completion 

guarantees”.

2.4 E. Captive Insurance

Such actuarial approach is often used in practice and should in general be considered as a valid
approach.

We agree with the example described in these paragraphs. To analyse who is entitled to retain
most of the profits on insurances, the question to be answered is what creates the profit. We see
two potential (non-exhaustive) profit drivers in this respect: 

 Taking on the insurance risk.
 The access to the customer base.

To determine which profit driver contributes most to the profit, it is necessary to determine the
actuarial value of the expected claims in a year. If the dispersion of potential claims is squeezed
and the insurance premium is high, the insurer incurs a limited insurance risk and the high
insurance premium is likely realized because of the access to the customer base.

E.2. Commentators’ views are invited on the relevance and the practical application of the

approach described in paragraph 181 of this discussion draft.

E.3. Commentators’ views are invited on the example described in paragraphs 187 and 188

of this discussion draft.
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3 General comments 

In our view, the needed guidance on intragroup financing arrangements should reflect the trends
observed in jurisdictions around the globe. For instance: (i) there are now several jurisdictions which
have introduced safe harbours or rebuttable presumptions; (ii) there are those jurisdictions which
have created a framework to assess and measure mispricing risks; (iii) the legislators and courts of
some other jurisdictions have issued technical pricing guidance, with varying levels of detail and
backing, including on interim necessary steps of the analysis; (iv) guidance on performing a
functional analysis in regard to financial transactions with examples. Below we address safe
harbours and the functional analysis.

a) Safe harbours

Safe harbours may help to reduce the administrative burden for both taxpayers and tax
administrations. Safe harbours set out by the OECD would have as a benefit that application thereof
would be easier to defend in many jurisdictions worldwide. Appropriate cases could for instance
include low volume transactions or short-term transactions with a small tax impact or overall
relevance.

b) Functional analysis

More guidance could be provided on how to correctly analyse functions, assets and risks of
financial transactions. While the OECD Transfer Pricing Guidelines already include examples to
analyse functions for a financial transaction, more illustrations and details could be provided under
the new financial transactions section.
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Mr. Jefferson VanderWolk 

Tax Treaties, Transfer Pricing and Financial Transactions Division 

OECD Centre for Tax Policy and Administration 

2, rue André Pascal 

75775 Paris Cedex 16 

France 

By email to: TransferPricing@oecd.org 

Re: Comments on the Discussion Draft on Financial Transactions 

Dear Mr. VanderWolk, 

We would like to thank you for providing us with the opportunity to comment and 

respond to the specific questions included in the OECD Discussion Draft on Financial 

Transactions (“DD”). 

We appreciate the efforts made by the Working Party No. 6 (“WP6”) to clarify the 

principles included in the 2017 edition of the OECD Transfer Pricing Guidelines (“TPG”). 

In particular, we commend the WP6’S efforts to ensure full consistency with the 

principles related to the accurate delineation of the actual transaction (as outlined in 

Chapter I of the TPG) to financial transactions. From a substantive standpoint, we also 

appreciate the effort of guaranteeing a pragmatic application of the arm’s length 

principle to the way in which multinational enterprises (“MNEs”) structure their group 

finance activities. 

Based on such premise, Ludovici Piccone & Partners (“L&P”) provides below its 

comments and inputs to the specific questions contained in the DD. 

OPENING REMARKS 

1.1 Analytical Framework for Pricing Financial Transactions 

Although the DD provides a wider framework of analysis on financial transactions while 

depicting a number of issues on which a feedback is particularly sought, we believe that 

WP6 should enhance its work by expressly endorsing for financial transactions the same 

analytical approach provided by Chapters I-III of the TPG. 
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This entails that for each of the specific financial transactions described in sections C, D 

and E, the DD should provide the same structure of analysis from the identification of 

the commercial or financial relations to the application of the most appropriate transfer 

pricing method. To this end, the guidance provided in the DD should be re-structured so 

as to provide taxpayers with a solid and stable analytical framework that could allow a 

more coherent application of the arm’s length principle also to financial transactions. 

As an alternative, we would recommend the first part of the guidance to introduce a 

specific “conceptual road map” for pricing financial transactions which could also serve 

as the logical framework to approach the analysis of the arrangements described in 

sections C, D and E. To this end, the envisaged road map should be based on the 

general analytical framework of the TPG (i.e. identification of financial or commercial 

relations, recognition of the accurately delineated transaction, selection and application 

of the most appropriate transfer pricing method) with the inclusion of specific “focus 

sections” regarding: (i) relevant corporate financing theories, (ii) the specialized 

knowledge on financial instruments, (iii) their underlying financial principles and 

rationale, and (iv) the pricing approaches from a business perspective. For instance, 

with respect to cash pooling arrangements, it would be useful to state upfront that 

certain key features of the arm’s length principle are either “streamlined” (e.g. it is 

rather common that third party banks are involved in such arrangements, therefore 

allowing the justification for the application of the CUP method) or are “set aside” (e.g. 

cash pooling arrangements are generally entered into as to create benefit at the group 

level as they lower the cost of borrowing as the MNE as a whole only pays interest on 

the net amount borrowed). 

1.2 Compliance Burden 

We believe that the DD should be reviewed in light of the compliance burden required 

to taxpayers, at least in those cases where simplified approaches could be reliably 

applied e.g. immaterial transactions and low-risk transactions that could not rise major 

concern to the Tax Administrations involved. 

The inclusion of detailed examples could help taxpayers in identifying where a 

pragmatic approach may be applied or where a substantive support is required. The 

current DD seems in fact to require for all the financial transactions a robust/resource 

intensive-based support. In our opinion the pricing approach should consider the type 

and the nature of the transaction at stake. In particular, L&P welcomes a risk-based 

approach for financial transactions where: 

 for small balances with low risk profile the use of public available industry average

interest rates or curves or third party data should be the maximum effort

required;
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 for low-medium risk transactions with relatively simple underlying rationale but

with more differences in terms and conditions to manage (e.g. multi-currency

cash pooling arrangements, etc.), more detailed analysis may be performed.

However, it should not be required, for example, to perform technical

adjustments or, for the purpose of establishing a credit rating, adjust the Group’s

credit rating;

 for large transactions with high risk profile, an in-depth analysis based on

professional databases and international best practice should be expressively

required.

With specific reference to companies operating in the financial sector (including 

assurance companies), internal rating tools which are of course very sophisticated 

should be taken into account. 

1.3 Areas for Potential Improvement of the DD 

Other relevant items could also be taken into account in the second part of the 

guidance on financial transactions. In particular, the guidance could clarify the 

following: 

 the scope of the guidance since the current DD seems to focus heavily on

financial transactions for non-financial entities;

 the underlying reasons for inter-company financial transactions. The purpose of

borrowings within the same MNE Group could in fact respond to a completely

different underlying rationale e.g. buyback plans, structural financing or

prohibition to fund with third-party banks due to structural subordination or to

regulatory reasons (e.g. MREL regulation related to the single point of entry);

 step processes to ensure that the yield comparison is based on the sufficient yield

data over an averaged period for each security (e.g. price report thresholds, etc.);

 other financial transactions, e.g. recourse & non-recourse factoring, structured

products/transactions that include separate financial operations so closely linked

or continuous that they cannot be evaluated adequately on a separate basis (e.g.

non-arm’s length interest rates for a debt transactions in the context of complex

structured operations with collateral agreements).

COMMENTS TO THE SPECIFIC QUESTIONS 

2.1 Interaction with the Guidance in Section D.1 of Chapter I 

Box B.1 and B.2 - Thin capitalization rules and debt pricing 

From a general standpoint, thin capitalization rules and debt pricing raise a 
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fundamental dilemma currently existing within the international tax framework, in that 

the DD seems to always justify the circumstance whereby challenging the capital 

structure of a company, or limiting/denying the deductibility of interest should fall 

within the scope of TP rules. In our view, the two approaches (i.e. thin capitalization rule 

and arm’s length principle) should be placed on two different levels, which are not 

necessarily compatible with each other. This entails that tax provisions affecting the 

capital structure of a company (or limiting interest deductibility) should fall within the 

category of SAAR (i.e. Specific Anti-Avoidance rules), whereas transfer pricing 

provisions are substantive ones which not necessarily fall within the category of SAARs 

as the latter are income allocation provisions. Moreover it has to be considered that for 

companies operating in the financial sector (including assurance companies) the 

minimum capital is defined by the Capital Requirements Regulation (CRR) Art. 92 et 

seqq. Therefore, a statement should be added that as long as a financial company fulfils 

these requirements, a loan from a related party should prima facie not be requalified as 

equity. 

Against this background, and based on our experience, in order to identify the amount 

of debt that would be considered at arm’s length, key diagnostic ratios relevant for the 

industry/activity at stake should be calculated in the first instance. These ratios (e.g. 

Interest coverage ratio, Debt to EBITDA ratio, regulatory rules etc.), coupled by the 

existence of comparable data or the availability of peer analysis, could serve as a 

supporting evidence of the arm’s length nature of the amount borrowed. 

However, this quantitative analysis will have to be fundamentally completed by a 

qualitative analysis, providing, inter alia, the business reasons behind the new financing. 

In this latter regards, for instance, paragraph 35 of the DD – in discussing business 

strategies amongst the economically relevant characteristics of actual financial 

transactions – correctly refers to the need for considering the MNE group’s global 

financing policy. An example regarding this point could be provided since, in our 

experience, it is common practice for groups to enter into financial arrangements to 

support global policies and, ultimately, the shareholder’s interests (e.g. financing for 

dividends distribution1).  

Moreover, in certain cases, such qualitative analysis might reach conclusions that are 

not consistent with the ones reached by the quantitative analysis. In these cases, 

taxpayers and tax administrations should evaluate which of the conclusions reached by 

the two types of analysis are more plausible. 

For instance, the DD stipulates that once the amount of debt has been determined on 

1
 Recent examples are the bonds sales to fund buyback plan / dividend distribution made in 2017 by 

Starbucks and Oracle. 
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an arm’s length basis, the part exceeding the arm’s length amount of debt might be 

considered as an equity contribution. In our view, this mechanism should apply 

regardless of the application of rules limiting the deductibility of interest expenses 

implemented under domestic legislation. However, a coordination between those types 

of provisions will be of outmost importance. 

Box B.3 - Relevant factors for the accurate delineation of the transactions 

The DD correctly suggests in a number of instances (see, for example, Section B.2.2. 

Functional analysis) to perform a thorough functional analysis in order to have an 

accurate delineation of the transaction. Despite such remarkable effort, it seems that 

the DD falls short of guaranteeing full consistency with Chapters I to III of the TPG. In 

order to achieve such an objective, the analysis should consider the economically 

significant characteristics or comparability factors described in paragraph 1.36 of the 

TPG and provided in Section B.2 of the DD. 

In particular, in addition to the comparability factors, as mentioned in the opening 

remarks, the guidance should highlight that for financial transactions the following 

specific factors have to be duly taken into account from a business and economic 

standpoint, and namely: 

 characteristics of the product / instrument or service;

 underlying financial principles and theories;

 pricing approaches for the instrument at stake;

 regulatory rules for companies operating in the financial sector (including

assurance companies)

Box B.4, B.5 and B.6 - Risk-free rate of returns 

Governments-issued securities could be particularly useful where there is no or limited 

availability of information on financial instruments (e.g. bonds) issued in the currency of 

the tested transaction. In those cases, arm’s length results could be achieved by adding 

the risk margin on government bond yield of the target country (calculating a so-called 

synthetic rate). In any case, we believe that risk free return should be referred only to 

government bonds having an AAA rating. Indeed, the use of government bonds having 

lower credit rates might be misleading in identifying a risk free return. 

While the government bonds could be interesting for the aforementioned purposes, 

realistic alternatives to approximate risk-free rate of returns exist. For instance, useful 

proxy of a risk-free rate could be the overnight bank funding rates, overnight indexed 

swap rates or the LIBOR rate. 

In selecting the most appropriate risk-free rate, the tenor of the financial transaction 

under analysis should also be considered. 
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2.2 Treasury Function 

Paragraph 45 of the DD seems to be slightly contradictory in its current drafting as at 

the beginning it is in our view correctly assumed that treasury is a strategic decision at 

group level, but in other instances is described as a low-value adding function. Based on 

our experience, the right approach lies in an accurate delineation of the functions 

actually performed by the entity carrying on such functions.  

We fully agree on the comments contained in the  DD according to which treasury 

functions are usually “support services to the main value-creating operation” and the 

“higher strategic decision will generally be the result of policy set at group level”. 

Although, paragraph 44 maintains that the identification and allocation of significant 

risks is a key concern when it comes to treasury functions, we would suggest to clarify in 

a more explicit manner that also treasury functions have to be accurately delineated 

following the process described in Chapter I of the OECD Guidelines. Should such 

guidance remains too high-level, misleading principles to remunerate the treasury 

functions will be provided. 

A good example in this respect is reflected with cash pooling arrangements. Normally in 

this type of arrangements if the cash pool leader acts as a pure limited risk treasury 

provider, two elements should be rewarded, namely (i) the remuneration of the 

functions performed and (ii) the remuneration of the equity at risk (having the return on 

equity as a financial level indicator). The remaining benefits should be shared amongst 

the cash pool participants based on an accurate delineation of the transaction, with a 

specific focus on the actual assumption of the most significant risks and of the functions 

performed. 

Box C.2 Intra-group loans 

As a general remark, and looking at the approach taken with regard to the use of credit 

ratings, we would urge the DD to expand the guidance currently provided by clarifying 

that its use is not solely for the purpose of establishing arm’s length conditions in loan 

transactions but, in general, to set up overall conditions in financial transactions. 

With specific reference to financial transactions taking place between associated 

enterprises part of an MNE Group, the main questions relate to (i) how to determine 

credit ratings and (ii) the extent to which a stronger or weaker parental credit rating 

needs to be considered in adjusting the credit rating of the subsidiary. 

In our experience, the approaches available to determine the credit rating rely either on 

“Group rating” or on “Stand-Alone Rating”. In combining these two approaches, the 

“Up/Down Notching” may lead to intermediate results such as, for example, the so-

called “capital adjusted ratings” or “implicit ratings”. Although any of such different 

approaches have been applied in practice, a clear guidance from the DD should be 
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expected in order to establish common criteria and an acceptable framework of models 

and approaches for tax administrations, as often each country takes discretionary views 

the outcome of which is lengthy discussions and controversies with taxpayers. In this 

regard, it would be useful to provide taxpayers and tax administrations with a 

transparent step process that should at least include an analysis of the following key-

points to determine the credit rating of a company: 

 MNE Group structure;

 rationale/intent of the MNE Group structure;

 credit implications of the MNE Group structure;

 qualitative/quantitative factors supporting the credit rating process;

 implicit support2;

 regulatory rules for companies operating in the financial sector (including

assurance companies)

A clear guidance on these points is of utmost importance as it will then affect the 

pricing of the specific financial transactions described within the DD. 

With respect to loan transactions, we would also suggest to further elaborate on the 

availability of information for financial transactions considering the existence of various 

commercial databases that may lead to different results. 

Moreover, in regards paragraph 56, we would suggest to include that in renegotiating 

loans a two-sided analysis should be performed in order to account for the facts and 

circumstances both of the lender and the borrower. However it has to be pointed out 

that in some cases the lender, due to legal or regulatory constrains might not be able to 

provide an higher amount of debt to the borrower.  The arm’s length conditions should 

in fact reflect the terms negotiated by the two parties after the execution of the initial 

agreement based on the updated economic circumstances. Moreover it has to be taken 

in proper consideration the fact that implicit support could result in nil or even negative 

efforts on credit ratings as in the case when the credit rating of the subsidiary might be 

determined notching- up the rating of the Group.   

Box C.8, C.9 and C.10 - Cash pooling 

With respect to cash pooling transactions, before considering the three approaches 

depicted in the DD to allocate the cash pooling benefits to the participating cash pool 

members, the following steps should be considered: 

 verify that a cash pooling benefit exists (e.g. off-setting positions existence, etc.)

and assess the financial and economic relationships between cash pool members

2
 The criteria for approaching the group affiliation should be in line with the principles included in Chapter 

IX of the TPG.  
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and the banking environment (e.g. currency, average balances, credit ratings, 

conditions offered in local jurisdictions for deposits/withdrawals, substance of the 

cash pool leader, etc.); 

 remunerate the cash pool leader based on its functional profile (e.g. lender,

service provider);

 allocate to cash pool members the third-party costs associated with the

implementation of a cash pooling system (internal costs may also be considered

in case the treasury functions are performed by a cash pool member);

 identify and remunerate, if existing, any guarantee granted to cash pool

members or collateral guarantee provided by the parent entity to the cash pool

leader;

 split the residual profit between the cash pool leader and cash pool members.

Box C.11 - Hedging 

When off-setting positions are matched within the same entity (or country, assuming 

that domestic transactions are out of scope of the local transfer pricing legislation) no 

transfer pricing issues could be identified. However, when positions are off-set cross-

border among different entities within an MNE Group, the group position could still be 

protected while transfer pricing risks may arise. This is the case where, as in most 

groups, the hedging activity is performed centrally based on consolidated accounts. 

Notwithstanding the complexity of those cases, the treatment under the TPG should 

allocate the risk to the entity that has the financial capacity to assume the related risks 

of hedging and the control over those risks. 

For this reason, in the case at stake, if the entity which sets the group policy has the 

control over the related risks of hedging and the financial capacity to assume those 

risks, the same entity should compensate the off-setting positions of the unhedged 

entities. The losses/profits generated from the forced exposure to risks should in fact be 

off-set and residual profit/loss should be allocated to the entity which has the control 

over risk and financial capacity to assume it. Moreover, a hedging/service fee should 

also be considered for the treasury company since in case the hedging agreements were 

executed, a fee would have been charged to the hedged entities.  

2.3 Guarantees 

Box D.1 - Overview on guarantees 

Although the DD provides a framework in the context of guarantees, more guidance on 

the different type of financial guarantees, the underlying financial principles and 

rationale and the pricing approaches from a business perspective could be provided. 

Based on the current DD, it seems that the analysis has been performed considering 
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only guarantee on loan transactions. On this point, we suggest to further expand the 

scope of the guidance providing examples for cross-guarantees or guarantees in the 

context of a principal transaction as cash pooling arrangements. Moreover, we suggest 

to replace the “underlying loan” at page 34, paragraph 147 with a generic “underlying 

transaction”. 

As regards the pricing approaches, based on our experience, also CDS and Option 

Pricing Model could be reliably applied for the purpose of establish an arm’s length 

pricing for financial guarantees. The DD should provide more guidance in this latter 

regard. 

2.4 Captive Insurance 

Box E.3 – Point of sale 

In the case at stake, assumed that the captive insurer is underwriting risks with 

relatively stable and predictable loss ratio, by providing standard insurance products 

available in the general market and considered as a commodity, without performing 

relevant activities or using significant intangibles or other negotiating power, the arm's 

length remuneration for the insurer would be in line with the benchmarked return for 

comparable insurers. The high level of profitability of the insurance policies, under the 

aforementioned assumptions, is achieved based on the proximity to the targeted 

market (i.e. through the point of sale provided) and does not require to the captive 

insurer any specific product structuring that may involve value adding activities, 

valuable intangibles and the assumption of relevant risks.  

The example should be expanded as to provide taxpayers more justification for the 

aforementioned assumption and to clarify whether a captive insurer should earn a 

higher level of profit from the insurance than an independent third party insurer. As in 

DSG’s transfer pricing case3, these results should be proved with a detailed and fact-

based functional analysis that could assess the differences between the insurance policy 

at stake with standard insurance products available in the market, the functional 

profiles of the point of sale and the captive insurer, etc. 

We very much hope that you will find our comments and inputs useful and we look 

forward to working with you on these important issues over the next months. 

 (Paolo Ludovici) 

3 DSG Retail Ltd & Others v HMRC TC 00001. 

28



68188848.3
Macfarlanes LLP 20 Cursitor Street London EC4A 1LT 
T +44 (0)20 7831 9222  F +44 (0)20 7831 9607  DX 138 Chancery Lane  www.macfarlanes.com 

Macfarlanes LLP is a limited liability partnership registered in England with number OC334406.  It is authorised and regulated by the Solicitors Regulation Authority. 
Its registered office and principal place of business are at 20 Cursitor Street, London EC4A 1LT 

The word 'partner' is used to refer to a member or consultant of Macfarlanes LLP.  A list of members is open for inspection at the above address. 

Tax Treaties, Transfer Pricing and Financial
Transactions Division
OECD/CTPA
OECD Headquarters
2 rue Andre Pascal
75116 Paris
France

Sent by email to: TransferPricing@oecd.org 

7 September 2018

Dear Sir/Madam,

1. We write in response to the request for comments on the Discussion Draft on Financial transactions
(BEPS Actions 8 -10). The comments presented in this letter are by Arendt, Arthur Cox, Chiomenti,
Cuatrecasas, Gide Loyrette Nouel A.A.R.P.I., Gleiss Lutz, Homburger, and Macfarlanes LLP.

2. The pricing of financing transactions is highly complex and often highly contentious as evidenced by
the fact that there have been high profile disputes in this area. Overall, we believe that the
Discussion Draft does provide useful guidance on the transfer pricing of financing transactions. In our
view, the key point in the Discussion Draft is that a financing transaction should be analysed in such
a way as to accurately reflect the capital structure of a MNE as it pertains to a tested party and the
wider group it belongs to.

3. Section B.2 provides some helpful guidance on economically relevant characteristics that should be
taken into account when delineating financing transactions. The Discussion Draft makes it clear that
the guidance provided is not intended to prevent countries from implementing approaches to address
matters of capital structure and interest deductibility under domestic legislation. It follows that, in this
sense, domestic legislation and practice precedes the application of this Discussion Draft and we are
of the view that this should be more clearly set out within the Discussion Draft.

4. Box B.2 raises the question with respect to the relevance of the maximum amounts that a lender
would have been willing to lend and a borrower would have been willing to borrow. Whilst it is
accepted that both parties would structure the debt financing of the transaction at the maximum
amount that a lender would be willing to lend and the maximum amount a borrower would be willing
to borrow, it is less clear how the context for the analysis should be set out and to what extent (and
how) its various elements should be prioritised and weighed against each other. For example, to the
extent that a transaction requires  surplus funding above the level of debt capacity established by the
maximum lending and borrowing amounts, such surplus should be delineated as equity for transfer
pricing purposes in the context of calculating ratios such as gearing ratios and liquidity ratios.
However,  the Discussion Draft should more clearly and explicitly confirm the type (and order) of
analysis needed in order to perform a proper transfer pricing view of what properly constitutes debt
as opposed to equity. Consequently, it is our view that the guidance provided under Paragraph 17
should be further expanded to stress that a proper debt/equity analysis relating to a tested party’s
capital structure is necessary.

5. Box B.3 – the Discussion Draft invites comments on the breadth of factors specific to financial
transactions that need to be considered as part of the accurate delineation of the actual transaction.
In our view, the Discussion Draft already provides sufficient guidance on this. To summarise the key
factors that should be considered:

5.1. Factors that a lender will take into account
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5.1.1. ability of the borrower to repay interest and principal on the loan based on future cash flows
of the business;

5.1.2. credit risk of the borrower;

5.1.3. macroeconomic conditions;

5.1.4. cost of capital associated with the financing arrangements; and

5.1.5. terms on the loan including covenants, guarantees and security.

5.2. Factors that a borrower will take into account

5.2.1. borrower’s ability to repay interest and principal (i.e. solvency and liquidity risk);

5.2.2. the terms of the loan including covenants, guarantees and security;

5.2.3. cost of capital associated with the financing arrangements; and

5.2.4. other options available such as equity financing.

6. Section B.2 makes it clear that a functional analysis should not only focus on the functions performed
by the borrower but should also provide information on the functions performed by the lender. The
functions performed by a lender are often overlooked when delineating financing arrangements
because in most cases a related party lender performs limited functions. It is very helpful that the
Draft Discussion acknowledges the fact that it is reasonable for a related party to perform limited
functions when compared to a third party lender.

7. Section B.2 does acknowledge the wide variety of financial products and services in the open market
which is helpful.

8. An important clarification that should be provided concerns the granting of capital contributions.
According to the OECD Transfer Pricing and multinational enterprises Report of 1979, capital
contributions made to a controlled company by its parent were deemed to be legitimate, although not
being productive of interest. Indeed, capital contributions were not to be considered an exception to
the general principle of remunerability of interest-free funding for transfer pricing purposes, but as a
different and specific case. On this issue, it would be appreciated if the OECD would expressly
undertake that capital contributions do not fall in the general principle of remunerability for transfer
pricing purposes being not comparable to loans from a juridical and economic standpoint.

9. Box B.4 – currency risk is highly complex and the treatment of currency risk will differ on a case by
case basis. Hedging arrangements may affect the willingness of a borrower/lender to enter the
financing arrangements. In our opinion the guidance provided in section C.3 is helpful however it
would be useful if further guidance is provided on the pricing techniques that can be used in the
context of hedging arrangements and examples of the pricing of such arrangements.

10. Box B.5 – in our view it is generally accepted that government securities are the most appropriate
proxy for the risk free rate. There are few alternative measures for a risk free rate but it could be
argued that interbank rates (such as LIBOR and EURIBOR) are an informative alternative. Inflation is
an important component of a nominal interest rate however the Draft Discussion provides no
guidance on the treatment of inflation. It would be useful to provide guidance on the use of real
interest rates versus nominal interest rates and the treatment of inflation with respect to assessing
the pricing of loan arrangements.

11. Section C.1.1 – we note that certain jurisdictions, for example the German Federal Ministry of
Finance takes the view that only those terms and conditions of intra-group loans are at arm’s length if
the borrower and an independent bank or financial institution would have agreed upon such terms
and conditions in a comparable situation on a specific financial market, taking into account the
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mutual dependencies of currencies and interest rates. Whereas the borrower may choose the
respective financial market at its own commercial discretion, the German tax authorities also
compare interest rates paid on other financial markets to determine the arm’s length rate, in 
particular, if such interest rates are lower than those paid on the chosen market. However, since
value creation at the borrower’s and the lender’s level is always closely linked to the financial market 
on which they are doing business, section C.1.1. of the Discussion Draft should also mention that the
financial market the borrower would have used, if no intra-group loan had been advanced, is relevant
for the purposes of the comparability analysis. Further, the German tax authorities focus on the
borrower’s perspective and, consequently, on comparable debt interest rates an unrelated bank or 
financial institution would charge. However, as the lender might have alternatively deposited the loan
amount advanced to the borrower on the account of another bank, the interest on deposits should
also be considered determining the arm’s length rate. The middle ground between deposit and 
lending rates might be adequate. The refinancing interest rate of a third party lender may also
provide guidance.

12. Section C.1.1 – paragraph 52 suggests that granting of security over its assets is not necessary for a
subsidiary which is borrowing from its parent because the parent already has control and ownership
of its assets. It follows that if those assets are not already pledged as security to another lender, any
parental loan could be priced as if it were secured. This is an important and controversial view point
and it could be argued that such a view point contradicts with the arm’s length principle.

13. Section C.1.1 – paragraph 54 seems to provide an example which will hold in very narrow
circumstances. In our view, this example is controversial and vague and therefore it is our
recommendation that this example should be deleted.

14. Section C.1.2 – credit ratings may provide potential comparables for loan transactions between
related and unrelated parties. However, a rebuttable presumption that an independently derived
credit rating at group level may be taken as the credit rating for each group member seems
questionable. Credit ratings, inter alia, reflect the ability of the individual borrower to fulfil its payment
obligations and the ability of the lender to enforce its payment claims, each from an economic
perspective. Both depend on the individual financial situation of the borrower. Legally, only the
borrower is obliged to repay the loan, and the lender can only assert its repayment claim against the
respective borrower and not against the group as such. Therefore, the creditworthiness of the
individual group company appears to reflect the credit default risk best and not the credit rating of the
group as a whole. It seems rather unlikely that an independent third party lender would calculate the
term and conditions of a loan contract on the basis of the credit rating at group level, presuming that
the latter would correspond to that of the individual borrower. However, the credit rating of the group
may affect the individual credit rating of the borrower in cases of implicit group support.

15. Box C.2 – in our view the proposal that the credit rating of any subsidiary can be assumed to be the
same as that of the parent company of the group as a whole is incorrect. In our view this proposal
contradicts the arm’s length principal. It is unlikely that a credit agency or a bank would take such an
approach, rather the credit rating of a subsidiary is likely to be estimated on a standalone basis and
then adjusted for any implicit financial support (if any) or alternatively the credit rating of a parent is
estimated and adjusted for a lack of group financial support. Finally, with the aim of determining the
MNE group credit rating in the absence of a publicly-available rating, a largely accepted solution
could be represented by analysing a set of key financial ratios at the group level (e.g., ROE, ROA,
debt-to-equity ratio, EBITDA/debt, etc.) to be identified in advance by the OECD.

16. Box C.3 – a standalone credit rating of an MNE refers to the credit rating of a specific entity within
the MNE group. When determining a standalone credit rating of an MNE, implicit support should not
be taken into account and the standalone credit rating should be estimated based on the financials
and operations of the specific entity on an arm’s length basis. The adjusted standalone credit rating
should take into account implicit support (to the extent it is applicable).

17. Box C.5 – a credit default swap is a derivative contract between two parties, a credit protection buyer
and credit protection seller, in which the buyer makes a series of cash payments to the seller and
receives a promise of compensation for credit losses resulting from the default – that is, a pre-
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defined credit event. Credit default swaps can be used to manage credit risk and should be taken
into account in scenarios where such derivative contracts are used to manage credit risk for
intragroup arrangements. The role of credit default swaps in pricing of intra-group loans is highly
complex. Broadly credit default swaps assist in transferring the credit risk from one party to another.
Therefore it could be argued that a lender could assume higher levels of risk, if provided with the
option to enter into credit default swap transactions. But lenders could be deterred from entering into
such arrangements because of the associated transaction costs. In the open market, credit default
swaps are typically over the counter products and the structure of such products vary for different
transactions.

18. Box C.5 - economic models used to analyse credit risk include structural models and reduced form
models. Such economic models are based on option pricing techniques and are commonly used by
credit agencies to measure credit risk.

19. Box C.6 – realistic alternatives to intra-group loans include the following:

19.1. third party loan financing;

19.2. equity financing;

19.3. convertible loan financing; and

19.4. possibility of not investing in the project because of high financing costs versus the rate
of expected return on the investment project.

20. Box C.7 – in our opinion, it is unlikely that an arm’s length lender will estimate the interest rate on the
loan as the MNE group’s average interest rate paid on its external debt because such an interest rate
is unlikely to take into account the credit risk associated with the financing.

21. Box C.8 - Physical and notional cash pooling structures imply financial relationships between the
pool and each of its participants. The pooling benefits should be allocated to both, borrowers and
lenders, since net depositors, even if they have a genuine capital risk across all net borrowers from
the pool, may receive a higher interest rate from the pool than under short-term deposit agreements
with independent banks. Cross-guarantees should not be required to constitute a pool, which is
subject to specific transfer pricing guidelines, since cross guarantees would not occur between
independent parties. However, in case the particular cash pooling arrangement in place provides for
such guarantees, they should not have an impact on allocating the pooling benefits among the
participants. The respective depositor’s genuine capital risk should neither increase nor decrease if
the pool participants grant security by cross guarantees, since debit and credit balances in the pool
must always offset one another to keep the pool alive. Where an MNE is obliged to participate
although it derives no benefits from the cash pool arrangement given the particular conditions, the
participation itself would not meet the arm’s length principles. From a tax perspective, any borrowing
and lending under such an arrangement should not qualify as a cash pooling transaction. Whether
the terms and conditions of such a transaction are at arm’s length should be subject to the general
transfer pricing guidelines for financial transactions.

22. Box D.1 - the German Federal Ministry of Finance takes the view that, as a general rule, financial
guarantees at market conditions are a necessary prerequisite for any intra-group debt financing at
arm’s length. However, the presence of group support may substitute that prerequisite. Losses on
debt financings which do not match the prerequisites of the arm’s length principle would not be
recognized for German tax purposes. The German Federal Ministry of Finance further ruled that
guarantees may only be recognized if the guarantor has an economic reason of its own to guarantee
the financial obligations of an affiliated company. Otherwise, the affiliate might not be entitled to
deduct guarantee fees as expenses. The discussion draft should address those rulings.

23. Paragraph 153 – the Discussion Draft states that under the cost approach the additional risk borne
by the guarantor is estimated by valuing the expected loss that the guarantor incurs by providing the
guarantee. The Discussion Draft states that the popular pricing models can be used to price
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guarantees including treating the guarantee as a put option and using option pricing models, credit
default swap pricing models, etc. It will be very helpful if further guidance and examples are provided
on the pricing of guarantees under the cost approach.

24. Paragraph 154 – it will be very helpful if examples are provided on the application of the valuation of
expected loss approach using the CAPM model.

25. Paragraph 155 – it will be very helpful if examples are provided on the application of the capital
support method. It would also be helpful to provide guidance on how the yield approach differs from
the capital support method or whether such pricing techniques are economically equivalent.

26. Box E.2 – it will be very helpful if further guidance and examples are provided on the actuarial
analysis that is required when conducting a transfer pricing analysis in the context of captive
insurance.

Yours faithfully,

Mr. Alain Goebel, Arendt & Medernach

Mr. Danny Beeton, Arendt & Medernach

Mr. Fintan Clancy, Arthur Cox

Mr. Raul-Angelo Papotti, Chiomenti

Mr. Joan Hortalà Vallvé, Cuatrecasas

Mr. Olivier Dauchez, GIDE

Dr. Michael Marquardt, Gleiss Lutz

Mr. Reto Heuberger, Homburger

Mr. Batanayi Katongera, Macfarlanes
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BEPS ACTION 8/10: DISCUSSION DRAFT ON FINANCIAL TRANSACTION 

MEDEF COMMENTS 

7 SEPTEMBER 2018 

Box B.1. : Article 9 and article 25 of the OECD MTC Model applied to accurate delineation of the 
capital structure 

As a preliminary remark we acknowledge that the balance of debt and equity funding is the result of 
various commercial considerations (B.1 § 3). However, we disagree with the premise that “an MNE 
group has the discretion to decide upon the amount of debt and equity that will be used to fund any 
MNE within the group” (B.1.§3). Members of a group are also funded based on various economic 
considerations (i.e. risk profile, forecasted cash flows …) mainly due to the fact that their 
managers/directors are responsible for the performance of their business and also bear a 
legal/criminal responsibility which prevent them from taking decisions that could put their company 
into insolvency.   

However it is correct that internal funding can differ from external funding (B.1 § 4) mainly due to 
the fact that a group has a better understanding of the situation of its members (e.g. better access to 
specific data as mentioned in the DD §51 Box C) and a better control over their operations (e.g. no 
real need for covenants or securities in absence of conflict of interest as mentioned in the DD §52 
Box C). 

Concerning B.1.§8-10, we strongly believe that TP is i) not the best approach to “address the issue of 
the capital structure” ii) nor required in the current context of new regimes restricting interest 
deductions.  

First, TP is one of the most subjective matter in the tax area, and, so it will be difficult to reach an 
agreement between States to define what capital structure should have been put in place, in a 
specific case, to determine the amount of interest deductible and taxable, on one hand, and the 
amount not deductible and, in principle, not taxable concerning the remuneration allocated to the 
disqualified debt, on the other hand. Therefore, we do not believe that a mutual agreement 
procedure is the most appropriate method to discuss the proper delineation of a capital structure. It 
is more convenient for taxpayers and administrations to apply a clear set of rules (i.e. lump sum or 
presumptions) to determine the minimum equity required or the maximum debt allowed. We 
acknowledge that such rules are defined unilaterally which could already lead to double taxations, 
but since they are objective and known in advance they are less troublesome for businesses than the 
outcome of a lengthy and uncertain MAP.    

Second, in most countries the qualification of an instrument as equity or debt depends on the 
fulfilment of a set of different factors rather than on a transfer pricing approach based on what 
independent parties would have done in a similar case. In addition, historically many countries had 
enforced thin-capitalization rules requiring a minimum of capital or a maximum of related debt to 
limit interest deduction. After BEPS action 4, more and more countries have implemented a new 
limitation rule which aims at limiting, both, related and unrelated interest to a % of the EBITDA (cf in 
Europe ATAD directive, US tax reform). Those anti abuse regimes intend to address over-leveraging. 
Adding another method like TP could only lead to overlapping measures, confusion and uncertainty 
for taxpayers and most probably even more double taxation. 
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To conclude, we strongly oppose a system where the issue of the capital structure would be 
addressed, both, by TP rules and domestic rules providing for a limitation of interest deduction. 
Since action 4 provides for specific limitations and also let States apply SAAR, we consider that TP 
shall not address the issue of the capital structure.     

Box B.2 : A practical TP approach for a delineation of the capital structure 

As explained in Box 1 we strongly believe that a TP approach for delineating the structure of capital 
could lead to more uncertainties and double taxations than an objective method that prevents the 
deduction of excess interest defined by reference to ratio set adequately (e.g. 30% EBITDA) and that 
provides for an escape clause to include a certain degree of flexibility. 
This was for instance the choice made by the EU Member States by voting and implementing ATAD, 
fully in line with BEPS action 4. 

So in the example proposed in B.2 § 17, we do not think that it would be appropriate to conclude 
that “the remainder of Company C’s advance to Company B would not be recognised as a loan for the 
purposes of determining the amount of interest which Company B would have paid at arm’s length” 
by the mere fact that a third party would not have lent the full amount to Company C, or, Company C 
would not have borrowed the full amount from a third party.   
If country B has implemented action 4, excess interest should be computed by reference to the 
EBITDA ratio only. TP approach should mainly intervene for the definition of the arm’s length rate. 

We doubt that Country C will tax the remuneration received as an equity remuneration (instead of 
interest), and, it is highly probable that participation exemption regimes that apply in many countries 
on dividends will be allowed on such a remuneration even if Company C were to be the shareholder 
of Company B which is far from sure since funding is often provided by financial vehicles which are 
not shareholders of the operational entities.  

In any case, even if the TP approach suggested in B.2. § 17 were to be used, we do not think that it is 
as easy to estimate the maximum amount a borrower would be willing to borrow, as it is to assess 
the maximum amount that a lender is prepared to lend. Indeed, a borrower has less alternative 
options to get funds than a lender may have to invest its excess funds. If a borrower does not get a 
credit and its shareholders do not want to inject new capital, most probably he will have to give up 
its project. The main situation where a borrower might not be willing to borrow is when he is already 
cash rich, otherwise it is before all the lender’s perspective that should prevail. We do not think that 
a two sided approach is appropriate and therefore needed in most of the cases.   

To conclude, we are worried that the approach proposed in the Discussion Draft (DD) which 
consists in considering what a lender would accept to lend and what a debtor would accept to 
borrow might not lead to the same outcome as the regimes recommended by Action 4 to tackle 
over-leveraging. Two regimes to address the same issue (capital structure) can only create 
confusion, workload and double taxation.  

Therefore we do not think that a TP approach should disqualify a debt into equity. It should mainly 
focus on the appropriate interest rate between related parties taking into consideration the 
implicit group support as detailed in the rest of the DD.   
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Box B.4 : Risk free return in absence of capability or control of the risk associated to a funding 

As a preliminary remark to this section we would like to underline that the principle set in the first 
paragraph (i.e. if a funder lacks the capability or does not perform the decision making functions to 
control the risk associated with investing in a financial asset, it will be entitled to no more than a risk-
free return) stemming from the example introduced in the new Chapter 1 of the TP Guidelines 
(§1.103) shall be used in exceptional occasions only.

As a matter of fact, as well explained in another paragraph of the TP Guidelines (§1.76), large 
businesses set general financing policies and establish corporate teams or expertise centers to share 
their knowledge to define, control and mitigate specific risks, with the operational businesses which 
are themselves in charge of taking the operational risk and the financial risk inherent to their 
business decisions.  

Therefore, if the assumption of the risks is usually clearly identified in a legal entity whose 
management normally has the capacity and capability to perform decision-making functions, it is 
very frequent that the control functions are spread over different teams in potentially different legal 
entities. The typical situation is different from those referred to in the TP Guidelines (§1.981 or 
§§1.103) that are too simplistic to represent the actual imbrication of teams in groups to perform risk
management.

We consider that if the line management in business units has the capability and capacity to make 
decision to take and mitigate financial risks, it should be sufficient to allocate to the  legal entity at 
stake the attached return, whatever the technical expertise provided by other group entities, that 
should be remunerated separately with a service fee.  

Considering government bond yields to evaluate risk free rate is a common practice since they are 
easily available on the market. However, their yield may not be representative of the return on a risk-
free business asset since such bonds are subject to speculative trading, political pressure leading to 
high volatility -even in stable economic area like Europe- (e.g. impact on Brexit on the Pounds, US 
sanctions on certain currencies) and to central banks interventions (monetary policy). The weakest 
the economy is, the less relevant government bonds are.  

Quoted government bond yields are nominal rates; i.e., the yield incorporates expected inflation 
forecasts. When adjusting this parameter, most European countries have a negative real yield. It 
would then be confusing to use negative interest rate within a group when risk free rates are 
required by the Guidelines.   

Therefore it is important to stress as mentioned in B.4 § 8 that government issued securities are not 
the only reference and other alternative may be considered. Tax Administrations shall not use 
government bonds by default to assess interest rate for related financial transactions. 

Box B.6 : Remuneration of a party exercising control 

As already mentioned it is common within a group that risk management functions be performed by 
different teams. So contrarily to what is said in B.4. § 11,  it will often not be possible, to allocate to a 
specific party involved in the control process over an investment risk, the remuneration above the 

1 “If multiple associated enterprises are identified that both exercise control and have the financial 

capacity to assume the risk, then the risk should be allocated to the associated enterprise or group of 

associated enterprises exercising the most control” 
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risk-free rate of return. It will neither be appropriate since it is not rare that the entity employing the 
expertise team active in the risk management lacks the financial surface to assume the risk itself.  

As stated in the OECD TP guidelines (§1.61) the risk management is before all a capacity and 
capability to DECIDE : “ (i) the capability to make decisions to take on, lay off, or decline a risk-bearing 
opportunity, together with the actual performance of that decision-making function, (ii) the capability 
to make decisions on whether and how to respond to the risks associated with the opportunity, 
together with the actual performance of that decision-making function, and (iii) the capability to 
mitigate risk, that is the capability to take measures that affect risk outcomes, together with the 
actual performance of such risk mitigation”. 

So within a group different actors may intervene in the risk management process but only a few have 
the legal capacity to decide and have to assume the consequences. As state in OECD TP guidelines 
(§1.66) “decision makers should possess competence and experience in the area of the particular risk
for which the decision is being made and possess an understanding of the impact of their decision on
the business”. But they are not experts in all the different components of a risk and often do not have
the time to perform the exhaustive risk analysis. Expert functions and decision makers are different
actors, key to distinguish, for a proper delineation of the remuneration of the risks.

Box C.1 : decentralized treasury functions 

It is important to distinguish in a group, the team in charge of raising funds at corporate level (usually 
centralised); the team(s) in charge of raising local financing (e.g. project finance) (usually organized 
by country/region or market and so much more decentralised); the team in charge of financing the 
different entities of the group (short or long term funds providers) which is usually centralised in 1 to 
3 places to take into consideration timing differences and/or currencies.  

We do not believe that group members ever have a full autonomy for their financing (except for 
uncontrolled entities). But we do believe that in most cases line management of the business units, 
responsible for their P&L, is also concerned by the impact of the financing of their operations and 
therefore is a decision taker in the way they finance their operational activities but not in the way the 
funding is provided to them. 

In this respect, we would like to come back on example B.6. §14 where a Company F funding 
Company D which undertakes the development of an intangible is said “not to assume the risk of 
developing the intangible which is entirely assumed by company D” and therefore “Company F would 
not be entitled to that difference but a risk adjusted rate of return”. We think it is important to 
distinguish between the funding of a working capital need where the operational risk should not 
impact the cash pool leader and the funding of a project/investment where the funder needs to 
consider the nature of the operational activity to assess the creditworthiness of the borrower. In this 
latter situation even if the lender is not controlling the development of the operational entity it takes 
it into account to assess the risk profile of the entity. Therefore, in long term financing, the 
remuneration of the funder also takes into account the risks taken by the operational entities even if 
the funder is not directly controlling that risk.  

To conclude there are different levels of centralisation but neither a full centralisation nor a full 
decentralisation exist within a group. Therefore it is important to consider the actual performance 
of the decision-making function to allocate the remuneration. 

In this respect we consider useful to also comment C.1. § 43 of the DD, especially the statement “the 
treasury function will usually be a support service to the main value-creating operation”. We shall not 
interfere from the fact that the treasury function is an internal service provider that it does not take 
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and manage its own risk different from the business risk. Therefore, it is often usual for this function 
to earn x basis points on each transaction and not a lump-sum payment or a cost + remuneration. 

Similarly, we consider necessary to insist again on our previous comment in box B4 regarding the 
place and role of group financial policy.  C.1. § 45 states “the activities of the treasury take into 
account issues at a group level and follow the vision, strategy and policies set out by group 
management”. And  “usually the higher strategic decisions will generally be the result of policy set at 
group level rather than determined by the treasury itself”. Those two statements are correct but do 
not minimize the risk management functions performed by treasury teams. 

Box C.2 : effect of group membership on rating 

As a preliminary remark it can be useful to set rebuttable presumptions to ease the documentation 
work and reduce uncertainty but only if they benefit taxpayers. Otherwise it would reverse the 
burden of proof especially in an area as subjective as TP. Instead of a rebuttable presumption the 
group rating could also serve as a safe harbour. Taxpayers are already subject to an extensive TP 
documentation, tax authorities shall argue to contest the documentation without using rebuttable 
presumption. Therefore we disagree with the statement proposed in Box C.2 that either the taxpayer 
or the tax administration can invoke a rebuttable presumption.    

The existing TP Guidelines provide a detailed description of the methods used to apply the arm’s 
length principle to transactions between lenders and borrowers.  In applying the arm’s length 
principle, the preferred method is the Comparable Uncontrolled Price (“CUP”) Method, which 
requires a high level of comparability to establish comparable risk and price references. The 
underlying idea is to assess as precisely as possible the real risk pertaining to the envisaged lending 
transaction, including the creditworthiness of the borrower but also potentially exogenous risks like 
country and/or business sectors risks. 

The proposed wording in item 1 of Box C2 introduces a material breach of the above mentioned 
principle as it proposes to use by default a fixed rating - the Group rating - for the purposes of pricing 
the interest rate applying to the borrower, member of the Group.  Indeed, in much cases, not only 
the stand alone creditworthiness of the borrower will differ from the one of the group, but also the 
country of location and the sector of activity (business risk profile) of the borrower (which may not 
be the same of the group, the later averaging the sum of its components).  In particular, a 
creditworthy borrower located in a low rated country faces country risks, weighting on its ability to 
pay back a loan to the lender.  In order to reflect this risk, the rating of the borrower will usually be 
capped to the higher level of risk it faces that to say, in this case, the one of the country. In a group 
with borrowers located in various countries, the sole reference to the group rating is thus not 
relevant. To conclude, the rating of the group is certainly not the rating of each of the members of 
the group. 

The alternative rebuttable presumption that considers the use of the credit rating of the group as the 
starting point, from which appropriate adjustments are made, to determine the credit rating of the 
borrower, for the purposes of pricing the interest rate, respect more the arm’s length principle. It is 
however quite fastidious for a group with hundreds of subsidiaries. 

We acknowledge that using the group ratio might be a good starting point to assess the rating of a 
group member when no other simple method exists. But appropriate adjustments would be key and 
will probably not simplify significantly the process taking into account the implicit support of the 
group. 
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Regarding the impact of passive association, we believe that it would be very useful to have a clear 
statement in the future OECD report on financial transaction that implicit support shall be taken 
into account when pricing the remuneration of internal financial transactions. Some countries 
already recognize this concept mainly after case law but it is still on a case by case basis which leads 
to double taxation when the 2 countries at stake do not share the same approach.  

To conclude on the use of rating it would be useful that the OECD explains what those “appropriate 
adjustments” should be to approach a fair rating, like business risk profile, countries, financial profile 
etc. 

Box C.4 : Implicit support 

We agree with the concept of implicit support and with the existence of different levels of support. 
However, we would like to come back on the sentence “it may be appropriate to treat those entities 
most likely to receive group support as having a credit rating more closely linked to the group rating” 
(C.4 §70). We do not think that it is appropriate to consider that an entity with a strong support shall 
be attributed the rating of the group. Its rating will still depends on its own merits (stand alone credit 
method) but it will benefit from more notches than a company with less support. In other words we 
believe that a bottom-up approach is more in line with the arm’s length principle than a top-down. 

Box C.5:  Role of CDS in pricing intra-group loans 

Considering CDS as a relevant benchmark for intragroup loans traded by companies is not relevant 
considering the impact of their respective business mix and geographical presence on their 
respective CDS curves.  
As a consequence, two companies with a similar credit rating can have two totally different CDS 
spreads.  

Box C.7 : Cost of funds 

We believe that using average interest rate will not reflect the market conditions prevailing at the 
inception of a controlled transaction. Therefore we recommend to reject this method unless perhaps 
in case of small and homogeneous groups.  
In addition, we consider that bank opinions/proposals can be an indication of an arm’s length rate 
but shall neither a prerequisite since it is difficult to obtain nor be sufficient to conclude to the 
adequate interest (C.7 §92-93). 

Box C.8 : Cash pooling 

Cash pooling arrangements are various and adapted to each specific group based on particular 
circumstances (organisations, geographical scope, etc).  
Basically, two main kinds of cash pool leaders may be identified :  

 A coordinator with limited functions and risks providing services to the group’s members
based on the group financing policies

 An entrepreneur (like a bank) with extensive functions and assuming financial risk vis à vis
group’s members but also vis à vis third parties in which cash surpluses are invested. It needs
to have bank relations, use IT tool, perform or control front, middle and back office functions
etc.).

When the pool leader assumes the risks (risk on lending activity and treasury investments, interest 
risk, forex risk etc) and has the capacity for, the participants to the cash pool assume very limited risk 
on their cash deposits and play a limited role, like a client of a bank. In such a case, the cash pool 
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leader should be entitled to a remuneration close to a bank ie the residual profit of the cash pooling 
(remuneration after the fees paid to in-house experts or third parties if sub-contracted).  

On the other hand, in a situation where the cash pool leader does not support any risk of the cash 
investment and lending activity and has not the capacity to assume the risks, it should only be 
entitled to a service fee. This situation should be limited in practice since it is rare that legal 
arrangements provide for wide cross-guarantees etc.  

As said in § 106-107, in certain cases, the participants maintain cash surpluses in the cash pooling for 
longer period. It is sometimes very complex to assess whether it should be a posteriori requalified in 
LT deposit, or even loan to the cash pool leader. This question cannot be answered in general 
manner and should be assessed on a case by case basis: for example, a company may have 
investments projects for which keeping liquidity available is important. It might depend on working 
capital need. To address this situation groups might allocate a fidelity premium to remunerate longer 
deposit.  
In conclusion, there should not be any rebuttable presumption that a cash pool leader acts as mere 
service provider: it is key to perform a functional analysis of the parties in order to adequately 
remunerate the functions performed and risks assumed. 

Financial guarantees 

Business would appreciate guidance on the pricing of guarantees other than usual financial 
guarantees, like Operating & Maintenance guarantees or performance bond. Those guarantees aim 
at providing a cash indemnity to client when operational performance indicators are not met.  
Business would also appreciate guidance for the pricing of unlimited guarantees that for instance 
States can ask for specific activities (e.g. environmental risk) to a parent of a group which therefore 
provides a service to the local subsidiary assuming the risk prima facie. Guidance would be welcome 
since such guarantees are not provided between independent parties and so no benchmark are 
available. It could be sustained that such guaranties are shareholders activities and should not be 
remunerated. Insurance premium might also be considered up to a certain amount as a proxy.  

C.3 : Hedging

We agree with the 3 mechanisms envisaged in § 134 to hedge group’s member activities.  
It is important to distinguish a situation i) where an entity is directly hedging its risk with the 
assistance of the central treasury team which acts as a pure service provider; ii) where a centralised 
financial vehicle takes the hedge and concludes a back to back transaction with the operational 
entity at risk where both related entities are then taking different risks and iii) where the centralised 
financial vehicle or a parent company takes the hedge without transferring it to the operational 
entity with the exposure for different reasons (third party, regulatory issues, diverging views on the 
risk, …). It is important in this latter case that the entity taking the hedge in a speculative way be 
allowed to deduct the potential loss since it will also be required to tax the gain (unless in case where 
the hedge was not conform with its business). 
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September 7, 2018.

Mr. Jefferson VanderWolk.
Head of the Tax Treaties and Transfer Pricing Division
OECD Centre for Tax Policy and Administration.
2, rue Andre Pascal,
75775 Paris Cedex 16, France.

Dear Mr. VanderWolk:

Reference is made to your communication dated July 3, 2018, in which you requested
comments on the contents on the report identified as “BEPS ACTIONS 8 - 10 Financial 
transactions”.

The Mexican Institute of Public Accountants (hereinafter referred to as “IMCP”) is the 
most important professional organization with more than 25,000 Mexican Public
Accountants as members across the country and represents the professional interests
of Public Accountants in Mexico.  In order to fulfil its professional objectives, the IMCP
is organized in several Vice-Presidencies and one of them is headed by C.P.C. Mario
E. Morales, whom acts as our Vice President of Tax Affairs.  Several professional
working Commissions report to Mr. Morales, in all areas associated to the analysis of
taxation-related issues.  The Transfer Pricing Commission of the Mexican institute of
Public Accountants (Comisión de Precios de Transferencia del Instituto Mexicano de
Contadores Públicos de Mexico, A.C.)1, was formed 14 years ago by recognized
professionals with transfer pricing experience and is part of the Vice-Presidency
headed by Mr. Morales.  The Commission has monthly national meetings for the
analysis and discussion on the taxation implications of transfer pricing legislation or
doctrine.

In this respect, as part of our July 2018 national meeting the Commission organized a
roundtable for the discussion of the information requested by the OECD, considering
the recent release of the communication requesting public comments on the contents
of the report referred to above.  Our comments are the following:

1.- Sections A and B (pages 4 through 14): 

a).- There is a recurring reference in the report to a financial transaction conducted in a
“commercially rational manner”.  There is no known definition of said term, which will
surely lead to abusive, capricious and subjective determinations. OECD must define
the minimum requirements for an operation qualifying as a “commercially rational”
transaction (Paragraph 7 on page 5).

b). - The report indicates that, before conducting a financial transaction, many factors
must be analyzed with regard to the feasibility of the operation; including the

1 The current members of the Transfer Pricing Commission of the IMCP are the following entities: Deloitte Mexico; EY
Mexico; Calderon, Gonzalez y Asociados; Oliver Consulting; Baker Tilly Mexico; PwC Mexico; Corporación Interamericana
de Entretenimiento; KPMG Mexico; Chevez Ruiz Zamarripa y Cía.; Salles, Sainz Grant Thornton Mexico; Teléfonos de
Mexico; Sanchez Salgado and Natera Consultores.
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borrower’s "ability to obtain funds from independent financial entities" (Paragraph 16
on page 6).  This is an ambiguous, burdensome and subjective term, because it
involves analyzing the expected conclusion of possible operations that would NEVER
be carried out.  Should this be the intended goal of the tax authorities? It should be
noted that other factors must also be considered but the documentation in an ex-ante
exercise, the borrower is required to support what might be impossible to document.

This request for taxpayers to document alternatives of a transaction that was never
carried out, is a contradiction with respect to other paragraphs of the document, in
which it is expressly rejected to document financial operations using quotations (i.e.,
written opinions from independent banks or “bankability” opinion) because in this latter
case "the operations were never carried out" (Cfr. Paragraphs 92 and 93 on page 24).

c).- The example of paragraph 17 (on pages 6 and 7) addresses a situation where a
borrower lacking of sufficient cash flows, could not be awarded with a loan under any
circumstances; however, this conclusion is not a rule in reality.  For example,
according to the Mexican banking guidelines it is provided that in those cases in which
a borrower, part of a multinational group, cannot be awarded with a loan due to its
limited financial capability, it is possible to assign a loan to that company as long as a
collateral is placed by its holding company and complementary projected financials are
provided to the respective financial institution.  One thing is stating that none under
any circumstances would lend funds to that borrower, and quite another thing is that, in
the absence of its own financial capabilities, the borrower can be supported or
guaranteed by third parties and, thus, the loan can be granted to that borrower.
Therefore, we concluded that this example is confusing and should be adjusted or
eliminated because it departs from reality.

This example is incorrect and inconsistent with the contents of paragraph 62 on page
18 of the report (i.e., credits for start-ups, mergers and spin offs), because it is
addressed there the possibility of assigning loans to various types of entities, other
than traditional borrowers.

d).- The word “MUST” in paragraph 19 on page 7 is used to indicate that when 
conducting a financial transaction, “all other options realistically available” must always
be "considered" by the borrower. As previously noted, this obligation in an ex-ante
scenario is burdensome and very difficult to implement, regardless of whether it
materializes the problems referred to in paragraph b) above of trying to document
options that were never carried out, generating contradictions in the contents of the
document.

In any case, we recommend to replace the term "MUST" by "SHOULD", and it should
also be indicated that the consideration referred to in the preceding paragraph could
not be construed as a valid interpretation by tax authorities that the taxpayer MUST
document said options as part of the supporting documentation of the arm’s length 
nature of the intercompany transactions.

e).- The examples on pages 11 to 14 must be thoroughly revised, since they refer to
subjective, questionable or very difficult determinations to implement in practice, due to
the lack of information of comparable operations.
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For instance, in the example addressing a compensation for a lender based on a "risk 
free rate", where several tax jurisdictions are involved in a financial operation
(recommending the selection of the lowest rate), we consider that such determination
is arbitrary and could surely be questioned and rejected by the affected treaty partner.
In any case, if this example needs to be included as part of the final version of this
document, additional technical and non-subjective elements supporting the selection of
such lowest rate must be added in deep detail, to avoid double taxation problems
(pages 11 and 12).

In the example of pages 13 and 14 suggesting the implementation of a consideration
for the lender based on a risk-free rate but adding a profit element that incorporates
the risk of that operation, the drafter of the document assumed that there is an
absolute availability of detailed information in the industry, including the possibility of
"dividing" a consideration of interest in its various components, so that the additional
and required elements of the compensation can be added, depending on the risk
profile of the aforementioned operation.  This assumption is not entirely true, given
that, on the contrary, in recent years there has been a clear trend of regulatory bodies
or information sources worldwide to generalize and reduce the availability or detailed
financial information of comparable operations.

In this case, the wording used in the example should be adjusted by adopting a less
conclusive language, addressing this possibility only if comparable, segmented
information is available. Likewise, OECD should recommend to all member countries
working with their respective regulatory authorities so that detailed financial information
is requested to all financial institutions, granting full access to the public, with the final
objective of reverting the existing trend observed in all markets of disclosing aggregate
information, rather than detailed financial information.

2.- Section C “Treasury function” (pages 14 through 32):

a).- In operations involving intragroup loans, the report challenges the use of credit
rating methodologies by indicating that such models include financial data which may
be influenced by controlled transactions. We consider that this statement is totally
incorrect and unsupported, and therefore it should be removed from the report. There
is evidence indicating that the information used in those models was originally
obtained from available public information, in this case consolidated financials which
eliminate the effects of operations undertaken with related parties (Cfr. Paragraphs 64
and 65 on page 18).

In any case, the result of the application of credit rating models of the agencies cannot
be privileged in the aforementioned text, since they also have highly subjective
elements in their application, therefore we recommend revising the wording and
assertions used in paragraph 64 on the page 18 of the report.

b).- Regarding the determination of the creditworthiness of a borrower, the report
includes questionable, contradictory and unsupported references to some optional
mechanisms to assign it, since it is stated that such creditworthiness may be
determined in some cases by imposing the credit rating of the multinational group of
the borrower (Cfr. Paragraph 73 on page 20), eliminating the technical implications of
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the "separate entity approach" of the OECD’s Transfer Pricing Guidelines.  In other
cases, the report inconsistently indicates that when the borrower’s creditworthiness
rating is substantially lower than the rating of its multinational Group, it is
recommended to use the rating of the borrower, as shown in paragraph 71 on page
20. This inconsistency should be eliminated from the report, replacing it with
references to individual creditworthiness determinations, applying the stand-alone
credit rating approach in all cases.

c).- Paragraph 83 of page 22 includes a technically incorrect statement which should
be eliminated in the report, since it addresses that in all long-term financial
transactions the applicable interest rate to be used should be higher than the interest
rate that would be applicable in short-term financial transactions, which is not a
general or sustained assumption in most of the cases.

d).- Regarding the hedging operations referred to on page 31, we observed that very
limited references were included in this report to this type of financial operations, which
have become more important in recent years.  There are no references in this section
of the report to the simultaneous operation of on-balance and off-balance concepts in
these transactions, to the supporting documentation to be kept in file for tax purposes
nor to the common and combined effects of financing and derivatives operations in
hedging agreements, etc.  All of these missing elements should be addressed in this
section to provide valuable guidance to taxpayers undertaking this type of operations.

3.- Section E “Captive insurance” (pages 37 through 42):

The last sentence of paragraph 167 should be eliminated.  It is incorrect to indicate on
a general basis that there are insurance or reinsurance companies which exclusively
undertake intercompany operations assuming risks only transferred by their related
parties.  In addition, we consider it incorrect to indicate that government regulations
are lighter for companies providing insurance exclusively to members of the
multinational group.  Rather, we have observed in this sector that regulations are
uniform and general, without any type of exclusion or exception.

We sincerely hope you find the previous comments useful in your analysis. Please do
not hesitate to contact me in case you have additional comments or questions.

Best regards.

Gabriel Oliver, CPC.
President, Transfer Pricing Commission
Instituto Mexicano de Contadores Públicos de Mexico, A.C.

C.c.: Mr. Mario. E. Morales, CPC. Vice President, Taxation. IMCP.
Mr. Jose Besil, CPC. President, IMCP.
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Mr. Tomas Balco. Head of the Transfer Pricing Unit, CTPA, OECD.
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Registered in England and Wales No. 02215276. Registered Office as above.  
Member firms in principal cities throughout the world. 

Your reference:
Our reference:

07 September 2018

Tax Treaties
Transfer Pricing and Financial Transactions Division
OECD/CTPA
Organisation for Economic Cooperation and Development
2 rue André-Pascal
75016 Paris
France

Dear [Addressee name]

RESPONSE FROM MOORE STEPHENS INTERNATIONAL LIMITED ("MSIL", "WE") TO THE 
OECD PUBLIC DISCUSSION DRAFT "BEPS ACTIONS 8-10: FINANCIAL TRANSACTIONS 

MSIL appreciates the work that has been undertaken by the OECD in this area to date and welcomes
the opportunity to provide its comments and views on the complex area of the transfer pricing aspects
of financial transactions. In doing so, we appreciate that the discussion draft acknowledges that there
are a number of different views and policy approaches by different countries.

General remarks
There would be considerable merit in some separate policy guidance or recommendations that apply
to regulated financial services businesses (“FS businesses”). There is little mention of such 

businesses in the discussion draft, yet they may often be fundamentally different in terms of their
structure, purpose and transactions from non-FS regulated businesses. There is little consideration in
the discussion draft, for example, of banks or insurance businesses, in contrast to other parts of the
BEPS recommendations.

If the recommendations are intended to apply to banks and insurance businesses it would be useful to
specify this, though what would be more useful would be separate guidance; precedent for which is
provided by the permanent establishment profit-attribution guidance in Action 7. If separate guidance
is not provided, then it would appear that such businesses would potentially be obliged to document
every transaction from an Action 8 - 10 compliance perspective.

Given the difficulty in designating what constitutes an FS or FS-regulated business, it might be better
to have additional guidance for “businesses for whom lending is a core business activity” or a similar 

type of definition. This would define a business by activity, which should reduce the problems
associated with sector definition.

Identifying the commercial or financial relations

Question Box B.1  Article 25 /Article 9 / BEPS Action 4 report 

We have concerns over the lack of consistency of approach between jurisdictions regarding the
application of rules to questions of capital structure and interest deductibility. A situation where one
territory applies an arm’s length test whilst the other does not risks double taxation in terms of a 

potential disallowance of interest for the borrowing entity and a taxable interest receipt for the lender.
This may not constitute a complete disallowance of the interest deduction, depending upon the
approach adopted by the tax administration in the borrower’s jurisdiction.

For example, a tax administration in the jurisdiction of a borrowing entity may disallow all or part of an

Moore Stephens International Limited 

150 Aldersgate Street 

London EC1A 4AB 

T  +44 (0)20 7334 9191 
F  +44 (0)20 7651 1637 
E  msil@moorestephens.com 

www.moorestephens.com 
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interest deduction claim on the basis that the debt exceeds that which an independent lender would be
willing to advance, or an unrelated borrower would be willing to borrow.  If the lending country did not
adopt a corresponding approach, then presumably 100% of the interest receivable would be taxable
with no recourse to Mutual Agreement Procedure relief or similar. This runs contrary to the aims of
BEPS, which are to improve the coherence of international tax rules and ensure a more transparent
tax environment.

Question Box B.2   Re: Paragraph 17 

In our view, delineating an entire amount of funding as equity where the amount either exceeds the
amounts that an unrelated lender would lend or a unrelated borrower would borrow appears contrary
to the spirit of Article 9 and the definition of the arm’s length principle. It would seem to represent an 

unsophisticated approach that curtails the flexibility of the arm’s length test, the intention of which is to 

provide comparable commercial delineations of a transaction between unrelated parties.

Re: Paragraph 19 

Paragraph 19 (page 7 of the discussion draft) proposes that “Independent enterprises, when 

considering whether to enter into a particular financial transaction, will consider all other options
realistically open to them…”. This may be true up to a point, but our concern is whether a borrower 

would be expected to document such a process and the reasons for choosing the selected option and
not the others. This would seem to impose a considerable and potentially unrealistic compliance
burden on many businesses. It would be helpful if greater clarity could be included as to what would
constitute reasonable compliance obligations in this regard.

As a general conclusion on Section B.1 (paragraphs 3 – 21), our request would be for
recommendations that recognise the large variance in circumstances, transactions and sectors that
may fall within the scope of the guidance. The final recommendations need to be sufficiently flexible to
accommodate such differences.

Question Box B.3 Factors to be considered as part of the accurate delineation of the actual 

transaction 

In our view, it is crucial to establish the context of the complex transaction in which the loan or funds
are involved. In particular, the more complex the transaction (e.g. M&A or restructuring) the greater the
need to analyse the situation from the investor’s perspective, as this is the party that is willing to bear
risk and wait for the profit to arise over time. In such cases, the risk is allocated to the lender with
respect to the funds advanced; thus consideration should focus on allowing interest rates resulting
from capital/equity investments rather than simply analysing from a borrower’s perspective and 

increasing the capital of a local entity. It is probable that similar investment-related advanced funds
would be considered either from a discounted-dividend perspective or as a loan depending on capital
structure and the estimated profitability of the business. 

The economically relevant characteristics of actual financial transactions

The discussion draft states at paragraph 22 (page 8) that financial transactions between associated
enterprises may lack the detailed contractual arrangements found where similar transactions are
entered into between independent parties. In practice this lack of detailed documentation is likely to
extend to the key functions performed by a lender in relation to an advance to a related party as
outlined in paragraph 24 (page 8). For many relatively small or medium-sized multinationals detailed
documentary evidence regarding the functions mentioned in that section is unlikely to exist. To
compile it solely for the purpose of compliance with transfer pricing obligations will impose a
compliance burden on such businesses. Arguably, such documentation should already form part of the
transfer pricing records of a multinational entity (‘MNE’) and so this would not create additional work.
In practice, this may not be the case and our view is that materiality is crucial in this regard and
should be made clear in the guidance. There will be many situations where BEPS is not an issue and
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it would seem disproportionate to impose a burden on businesses in relation to relatively small
transactions that are low risk from a compliance perspective.

The discussion draft does not discuss in detail the disregarding of actual transactions between related
parties that lack the commercial rationality that would be expected in arm’s length transactions 

between independent parties. It refers to the principle that a transaction may be disregarded but fails
to offer recommendations or examples in relation to financing transactions. The inclusion of such
recommendations and/or examples  would be welcome, as this has been a fundamental topic of
contention for many years and has not been uniformly applied on a jurisdiction-by-jurisdiction basis.
This reconstruction power, given its wide implications, needs to provide clarity on this issue.

Question Box B.4   Risk free rate of return 

A significant proportion of the discussion draft is devoted to the issue of a risk-free rate of return. In
focusing on this issue, the discussion draft misses the opportunity, presumably due to a lack of
consensus, of seeking alignment on the related matter of excessive capitalisation of entities that are
subject to low rates of tax. This has been the subject of BEPS discussions between tax
administrations and MNEs for many years. The lack of constructive proposals or guidance may be
seen as a missed opportunity in addressing key aims of the BEPS programme.

In particular, the original BEPS plan from 2013 highlighted the excessive capitalisation issue but the
discussion draft focuses not on that but on allocation of risk. The problem in doing so is that in the
absence of an agreed multilateral approach, tax administrations will presumably adopt their own
policies or domestic legislation to tackle the excessive capitalisation issue.  The result is unlikely to be
a coherent international consensus that was the aspiration five years ago.

A potential solution that should be worthy of consideration would be an approach analogous to that
applied for the attribution of profits to a permanent establishment, whereby capital could be calculated
so as to be commensurate with the functions, assets and risks of an entity. This would have the
advantage of coherence with other BEPS actions and is an approach that has been widely discussed
and adopted.

Finally, but importantly, as a general comment, if a key BEPS policy concern is with cashbox-type
structures, there is an argument as to whether the cashbox should receive any return rather than a
risk-free return.

With respect to paragraph 4 of Box B.4, in our view the proposed approach does not correspond to the
actual circumstances which may vary across the geographical markets in which the multiple lenders
operate. The proposed approach would, in particular, put lenders located in economies characterised
by significantly higher interest rates in a non-arm’s length position, in that they would need to agree to 

lend money on conditions providing lower interest returns than those alternatively available to them in
the open market.

With respect to paragraph 6 of Box B.4, in cases where no long-term investment exists but only
prolonged operational financing, consideration should rather be given to a revolving loan, as a long-
term loan needs specified maturity – which in the quoted case is extended to new periods.

Question Box B.5  Alternatives to government issued securities 

We suggest a repo rate for an AAA issuer (from a selected geographical economy) as a potentially
useful guide to a risk-free rate of return in all markets.

Pricing approaches to determining an arm’s length interest rate

Question Box C.7  Internal CUP 

There are a number of factors and circumstances in which an MNE group’s average interest rate paid 

on its external debt could be considered as an internal CUP.

One of the most significant factors that support such a hypothesis is the common existence of highly
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integrated operations. In the case of highly integrated business operations, functional analysis
including, but not limited to, the functions, risks, and assets of one party, cannot be reliably analysed in
seclusion from those of one or more other affiliates of the MNE. Each affiliate receives and contributes
to the implied benefit of group synergies and passive association that flow from being part of an MNE.

An interest rate paid by each affiliate based on its own independent credit rating associated with the
functions, risks and assets of such an affiliate does not sufficiently represent the reality of the MNE’s 

economic and financial position or the credit rating of a highly integrated business operation

A compilation of the credit rating of each of the affiliates and calculation of an average rate based on
the pool of interest rates of all affiliates of the MNE closely exemplifies and closely aligns with the
MNE’s economic and financial position as an enterprise. This is especially true in the case of MNE
groups with a vertical-integration operating model, resulting in significant interdependence.

As outlined above, the notion of interdependence and integration supports that the credit rating of the
individual affiliate be closely aligned with the collective rating of the entire group, including the parent
company. Each affiliate contributes to, and benefits from, being a part of a multiple-entity corporation.
This inferred reliance on the related entities implies that these entities should lean towards a shared
credit rating and that the average interest rate paid on an MNE group’s external debt can be 

considered as an internal CUP.

We are grateful for the opportunity to provide our comments and would be pleased to discuss or clarify
our response. In that event please contact any of the persons listed in the table below.

Yours faithfully,

On behalf of MSIL,

Ken Almand
Global Head of Transfer Pricing
Moore Stephens International Limited

Contact person E-mail address
Ken Almand ken.almand@moorestephens.com

Rita Chung rchung@citrincooperman.com

Anthony Hayley ahayley@moorestephens.com.au

Aleksandra Jaszczuk a.jaszczuk@msca.pl

Moore Stephens International Ltd (MSIL) is one of the world’s major accounting and consulting 

networks, with 271 independent firms and 614 offices in 112 countries. Member firms are independent
entities, owned and managed in each location.
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Milan, 07 September 2018 

Tax Treaties, Transfer Pricing and Financial Transactions Division 

OECD/CTPA 

OECD Centre for Tax Policy and Administration  

2, rue André Pascal 

75775 Paris Cedex 16 

FRANCE 

Sent by e-mail 

TransferPricing@oecd.org 

To the kind attention of Mr. Balco 

Re: Comments on BEPS discussion draft on the transfer pricing aspects of financial 

transactions 

Morri Rossetti law firm is pleased to provide its comments in response to the OECD Centre 

for Tax policy and Administration’s public invitation. The comments deal with the OECD 

releases BEPS discussion draft on the transfer pricing aspects of financial transactions. 

We have focused our comments on the issue of recharacterization of “debt” into “equity”. At 

this regard we addressed only the question “Box B.1” below:  

“Commentators’ views are invited on the guidance included in paragraphs 8 to 10 of this discussion 

draft in the context of Article 25 of the OECD Model Tax Convention (“MTC”), paragraphs 1 and 2 

of Article 9 of the OECD MTC as well as the BEPS Action 4 Report.” 

Paragraphs 8 to 10 reads: 

“8. Although this guidance reflects an approach of accurate delineation of the actual transaction in 

accordance with Chapter I of these Guidelines to determine the amount of debt to be priced, it is 

acknowledged that other approaches may be taken to address the issue of the capital structure 

under domestic legislation before pricing the interest on the debt so determined. These approaches 

may include a multi-factor analysis of the characteristics of the instrument. 
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9. Accordingly, this guidance is not intended to prevent countries from implementing approaches to

address capital structure and interest deductibility under domestic legislation, nor does it seek to 

mandate accurate delineation under Chapter I as the only approach for determining whether 

purported debt should be respected as debt.  

10. Although countries may have different views on the application of Article 9 to determine the

capital structure of an entity within an MNE group, the purpose of this section is to provide 

guidance for those countries that use the accurate delineation under Chapter I to determine 

whether a purported loan should be regarded as a loan for tax purposes (or should be regarded as 

some other kind of payment, in particular a contribution to equity capital).” 

Below our comments on: 

1. Relationship between TP recharacterization of debt into equity vs application of

anti-abuse provisions;

2. Recharacterization of debt into equity vs 2017 TP Guidelines;

3. Relationship between recharacterization vs accounting standards

1. Relationship between TP recharacterization vs application of anti-abuse

provisions

Based on Article 9 of DTC
1
 intercompany loans among associated enterprises have to be at

arm’s length.  

Whether Article 9 allows – only – for “price/income adjustments” or – also – for “transactional 

adjustments” – has been long debated over the years. In any case, it must be noted that 

Article 9(1), does not allow - per se - States to make arm’s length structural or price primary 

adjustments, since authorization for those transactional adjustments must be granted by the 

1 Article 9 of OECD Model Tax Convention on Income and on Capital reads as follows: 

1. Where

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

enterprise of the other Contracting State, or b) the same persons participate directly or indirectly in the

management, control or capital of an enterprise of a Contracting State and an enterprise of the other Contracting

State, and in either case conditions are made or imposed between the two enterprises in their commercial or

financial relations which differ from those which would be made between independent enterprises, then any

profits which would, but for those conditions, have accrued to one of the enterprises, but, by reason of those

conditions, have not so accrued, may be included in the profits of that enterprise and taxed accordingly.

2. Where a Contracting State includes in the profits of an enterprise of that State — and taxes accordingly —

profits on which an enterprise of the other Contracting State has been charged to tax in that other State and the

profits so included are profits which would have accrued to the enterprise of the first-mentioned State if the

conditions made between the two enterprises had been those which would have been made between independent

enterprises, then that other State shall make an appropriate adjustment to the amount of the tax charged therein on

those profits. In determining such adjustment, due regard shall be had to the other provisions of this Convention

and the competent authorities of the Contracting States shall if necessary consult each other.
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domestic law of each Country, such as statute-based anti-avoidance rules, or court-based 

doctrines on substance-over-form. 

Therefore, we argue that, for those Countries where no authorization for “transactional 

adjustments” has be made, a capital contribution with the “form” of a loan (i.e., substance 

over form approach) should be tackled by anti-abuse provisions only.  

Furthermore, for those Countries where authorization for “transactional adjustments” has 

been granted, the application of “transactional TP adjustment” instead of anti-avoidance 

rules may lead to disadvantages for taxpayers.  

Indeed, while in general tax avoidance is excluded in case the transaction does not aim 

exclusively or mainly at a tax saving motive, a “transactional TP adjustment” under the arm's 

length principle “may be appropriate even where there is no intent to minimize or avoid tax”. 

(par. 1.2, 2017 TP Guidelines).  

Based on these considerations, we also maintain that the application of “transactional 

adjustments” (for cross-border loan agreements) and anti-avoidance (for national loan 

agreements) rules may lead to a discrimination between nationals (subject to “anti-avoidance 

rules”) and cross-border agreements (subject to “transactional TP adjustment”), potentially 

infringing the free movement of capitals.  

Clarification should be provided on this issue. 

2. Recharacterization of “debt” into “equity” and 2017 TP Guidelines

We maintain that, in order to carry out an “accurate delineation” of a loan agreement, 

reference should be made to the principles set out in the 2017 OECD Transfer Pricing 

Guidelines for Multinational Enterprises and Tax Administrations (“2017 TP Guidelines”).  

Accordingly, as a general rule, tax authorities recognize the transactions as delineated by the 

parties. Under 2010 Transfer Pricing Guidelines “non-recognition” approach was applicable 

only in cases where: 

(i) the form and economic substance of a transaction differ;

(ii) the transaction was “commercially irrational” in light of the options realistically available

to the parties.

Under 2017 TP Guidelines option (i) is no longer available. 

Therefore, no “transactional adjustment” should be carried out – even for those Countries 

which allow “transactional adjustment” – under transfer pricing rules in case a capital 

contribution has the form of a loan should be tackled by anti-abuse provisions.  

Clarification should be provided on this issue. 

3. Relationship between recharacterization and accounting standards
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IFRS, IAS and local GAAP provides for the qualification of financial assets and liabilities, which 

is relevant for tax purpose, at least for those Countries where tax follows the accounts. 

Despite the amendments brought about by IFRS 9, the same definitions of financial assets 

and liabilities sets for by IAS 32 has been kept in place 
2
.

In such a context, how is it possible to allow a “transactional adjustment” under Article 9 of a 

loan which has been qualified as “financial liabilities” under IAS 32?  

Clarification should be provided on this issue. 

*** *** *** 

We appreciate the opportunity to provide our comments and we thank you for your 

attention on this matter. 

2 C14 […] The following terms are defined in paragraph 11 of IAS 32, paragraph 9 of IAS 39, Appendix A of 

IFRS 9 or Appendix A of IFRS 13 and are used in this IFRS with the meaning specified in IAS 32, IAS 39, IFRS 

9 and IFRS 13. 

● amortised cost of a financial asset or financial liability

● contract asset

● credit-impaired financial assets

● derecognition

● derivative

● dividends

● effective interest method

● equity instrument

● expected credit losses

● fair value

● financial asset

● financial guarantee contract

● financial instrument

● financial liability

● financial liability at fair value through profit or loss

● forecast transaction

● gross carrying amount

● hedging instrument

● held for trading

● impairment gains or losses

● loss allowance

● purchased or originated credit-impaired financial assets

● reclassification date

● regular way purchase or sale.
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Please feel free to contact us with any questions or comments concerning this letter. 

Stefano Guarino 

54



NATIONAL FOREIGN TRADE COUNCIL, INC. 
1625 K STREET, NW, WASHINGTON, DC 20006-1604 

September 6, 2018 

Organisation for Economic Cooperation and Development 
Centre for Tax Policy and Administration 
Attn. Jeff Van Hove 
Head of Tax Treaty, Transfer Pricing & Financial Transactions Division 
2, Rue André Pascal, Cedex 16 
75775 Paris, France 

Re:  Comments on Discussion Draft on BEPS Actions 8-10:  Financial Transactions 

Dear Mr. Van Hove: 

The National Foreign Trade Council (the “NFTC”) is pleased to provide written comments on 
the Discussion Draft on BEPS Actions 8-10:  Financial Transactions released on July 3, 2018 
(the “Discussion Draft”). 

The NFTC, organized in 1914, is an association of some 250 U.S. business enterprises engaged 
in all aspects of international trade and investment.  Our membership covers the full spectrum of 
industrial, commercial, financial, and service activities.  Our members value the work of the 
OECD in establishing international tax and transfer pricing norms that provide certainty to 
enterprises conducting cross-border operations, and we appreciate the opportunity to comment on 
this important project.  A list of the companies comprising the NFTC’s Board of Directors is 
attached as an Appendix. 

The NFTC appreciates the opportunity to provide comments to the OECD on these important 
issues.  However, we are concerned about the approach taken in the Discussion Draft as it applies 
to intra-group funding and whether and to what extent the transfer pricing rules should apply.  

The OECD Base Erosion and Profit Shifting (BEPS) project was undertaken to restrict tax 
avoidance by multinational enterprises (MNEs), and it addressed these issues in the final BEPS 
report.  Specifically, the BEPS project restricted interest deductibility, revised the transfer pricing 
guidelines to ensure that transactions are accurately delineated, added anti-hybrid rules and 
required companies to increase transparency through country-by-country reports.  Many 
jurisdictions have already adopted a number of these rules.   

The NFTC is concerned that the Discussion Draft applies a further set of rules to intra-group 
financial transactions.   It is unclear to us, what advantage will be gained by applying additional 
rules to intra-group funding.  Companies already face large BEPS compliance burdens.  

TEL:  (202) 887-0278 FAX:  (202) 452-8160
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Guidance that applies too broadly will greatly complicate the daily funding activities of many 
MNEs and will create more work for tax administrators without any clear gain over the already 
adopted BEPS rules.  

The NFTC has consistently supported the arm’s length standard for transfer pricing and we do 
not support any deviation from that standard.   We are concerned that several aspects of the 
Discussion Draft undermine the arm’s length standard.  We request that the OECD reconsider 
this project, and if some new rules are necessary, that they be very limited in scope. 

 General Comments 

We are concerned that in its current form the Discussion Draft does not provide clear guidance 
on some difficult issues, particularly the overarching question of whether determining the capital 
structure of an MNE is something that should be tested using the transfer pricing arm’s length 
standard.  The Discussion Draft seems more concerned with pricing certain transactions and less 
concerned about how that pricing is dealt with under the current arm’s length standard. Lacking 
clear guidance in this area leaves open the opportunity for unilateral domestic action in  
addition to interdependent, but separate, transfer pricing and non-transfer pricing rules that  
would impact the tax treatment of financial transactions.  

The Discussion Draft should address certain comparable transactional conditions unique in the 
context of transfer pricing of financial transactions– e.g., implicit support.  The current Discussion 
Draft is unclear in this area and consequently presents mixed guidance, including delineation of the 
transaction, assessing the borrower’s credit rating and impact of implicit support.  Clarity in these 
areas will be integral for successful implementation of the OECD’s guidance.  

The Discussion Draft also implies that a full functional analysis and documentation exercise is 
required for all intra-group financial transaction. We believe that this requirement would be overly 
burdensome and ineffective.  If the goal is to target tax avoidance through BEPS, this approach does 
not seem to accomplish it as it simply creates additional analyses and documentation – which would 
likely result in additional work for advisory groups, Tax Administrations and taxpayers without any 
necessarily corresponding impact on tax avoidance. Considering that many transactions are very 
small and/or have minor risk, we strongly suggest that proportionality is considered and applied in 
the guidance.  To this end, thresholds and safe harbors can be valuable tools to limit time incurred by 
both business and Tax Administrations where the underlying exposure or risk is minimal. Further, 
new ideas should be considered that may be within the aim of a functional analysis but do not require 
such substantive documentation and analysis. 

The NFTC believes, it is likely that the functional analysis of one financial transaction will be 
relatively consistent across the category of transactions, i.e., meaning you could prepare a single 
functional analysis for intra-group transactions as an appendix to each financial transaction (or at the 
very least, a single function analysis for the treasury function per defined categories of financial 
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transactions).  In our view, undertaking a full functional analysis for both sides of all financial 
transactions is not likely to yield new, important information.  Alternatively, a global functional 
analysis, which provides the basis for all global financial transaction of a certain category, will 
provide helpful support as well as documentation of consistency in approach from one financial 
transaction to another.  

The NFTC suggests that the OECD include safe harbors, simplified approaches and other de minimis 
rules in this context to avoid costly analyses.  For example, a safe harbor could be applied where the 
subsidiary borrows on the same terms, conditions and leverage as the group as a whole.  Further, de 
minimis exemptions can be provided for minor or immaterial financial transaction amounts.  

Specific Comments 

Use of Credit Ratings 

The Discussion Draft seems to favor the official credit rating methodologies applied by 
independent credit agencies rather than some commercial tools by independent credit rating 
agencies or in-house models developed by lenders.  For a large multinational company, it is 
uncommon to have a significant number and frequency of intra-group financing.  Although using 
the official credit rating methodologies may derive more rigorous analysis, the amount of time 
and costs included in the analysis become tremendous for a large multinational company.  The 
NFTC recommends that the OECD modify the Discussion Draft to consider introducing certain 
materiality thresholds under which commercial tools or in-house models can be safely applied to 
avoid unnecessary burdens and ineffectiveness.  

Effect of group membership 

To determine the credit rating of a related borrower, the Discussion Draft proposes two 
approaches on the use of an MNE group credit rating.  However, both approaches start with a 
“rebuttable” presumption, which increases tax uncertainty and tax controversy.  Taxpayers would 
like to seek approaches with more tax certainty such as safe harbors or materiality thresholds of 
using different approaches.   

The OECD requested comments on the effect of implicit support from the group, the Discussion 
Draft considers the impact of the potential impact of implicit support from the group on a related 
borrower.  How to measure implicit support, however, is not clear in this Discussion Draft.  The 
current wording for applying implicit support seems to be quite subjective relying on a lot of 
judgement.  The NFTC recommends that additional guidance be provided along with practical 
examples on potential approaches (e.g., approaches used by credit rating agencies).   

Pricing approaches to determining an arm’s length interest rate 
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The Discussion Draft discusses various pricing approaches for determining an arm’s length 
interest rate, including the CUP approach, cost of funds, and bank opinions.  Once again, the 
NFTC suggests that the guidance include and discuss safe harbors.  For example, U.S. Treas. 
Reg. § 1.482-2(a)(2)(iii) states a safe harbor approach, that is, using an interest rate within a band 
based on applicable federal rate (“AFR”).  This safe harbor approach has been widely used for 
qualified USD loans. The Discussion Draft needs to address whether and when a unilateral safe 
harbor rule can be used to determine an arm’s length interest rate, in order to avoid potential tax 
disputes raised by tax authorities that haven’t adopted a safe harbor approach.   

Guarantees 

The Discussion Draft includes several pricing approaches for guarantees, including the CUP 
method, the yield approach, the cost approach, the valuation of expected loss approach, and the 
capital sponsor method.  Due to the lack of CUPs in practice and potential complexity of other 
pricing approaches, taxpayers would be glad to see safe harbors in this context to reduce 
taxpayers’ burden of pricing, documentation, and controversy.   

Captive insurance 

The Discussion Draft includes some detailed examples related to cash pooling and guarantees. 
These detailed examples, especially some numerical examples, are particularly helpful to identify 
key differences in different scenarios that might lead to different pricing outcomes.  It would be 
helpful to include a couple of clear detailed examples, especially some numerical examples, in 
the captive insurance section. 

Financial Services Industry 

The NFTC does not believe that the Discussion Draft’s guidance is well suited to the regulated 
financial services industry. The guidance implicitly views intra-group FT as ancillary to the activities 
of a taxpayer’s primary businesses, which is not the case for financial services firms whose primary 
business are financial transactions.  Intercompany financial transactions of regulated financial service 
companies were not and are not a major source of BEPS concerns and intense scrutiny and control by 
regulators in multiple jurisdictions significantly reduce transfer pricing risk on such transactions. 
Accordingly, rather than layer another, potentially conflicting, set of rules atop an existing web of 
non-tax regulation, the NFTC believes that the financial transaction guidance should exempt 
regulated financial service company’s intra-group financial transactions.   

Clarity and Certainty 

The spirit and main objectives of the BEPS reports included clarity, certainty, and avoidance of 
unnecessary disputes. Lack of a consistent approach leaves the door open to drawn out discussions 
with Tax Administrations without resolution, while also potentially creating requirements for 
documentation and functional analysis far in excess of the current requirements, given the volume of 
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transactions that would be within scope. Requiring significant functional analyses and documentation 
to the guidance may not accomplish its stated goal (i.e., to target tax avoidance through BEPS).  If 
substantive support is required for all financial transactions, the guidance will require significant 
additional resources, both in terms of internal management time and external advisory fees, resulting 
in voluminous documentation that Tax Administrations are unlikely to have the time to review, 
resulting in minimal, if any, additional certainty to Tax Authorities or taxpayers. 

The NFTC believes that the guidance should aim to provide as much certainty as possible with a 
focus on limiting the compliance burden required, at least with regards to many common and 
immaterial transactions that pose limited risk to tax bases (the volume of which our members 
believe significantly outweigh those more complex, high-risk transactions where a greater 
documentation and compliance obligation may be more appropriate). 

Conclusion 

The NFTC appreciates the opportunity to provide comments on the Discussion Draft on financial 
transactions.  For a workable framework to be drafted, we suggest that there be a further explanation 
on how such rules should be applied in practice.  We would like to see a final report representing a 
consensus amongst OECD members. The NFTC would welcome a public consultation on these 
issues as a next step to helping the OECD members to come to consensus on these difficult issues. 

Sincerely, 

Catherine G. Schultz 
Vice President for Tax Policy 
National Foreign Trade Council 
cschultz@nftc.org 
1-202-887-0278 ext. 104
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Appendix to NFTC Comments on BEPS Actions 8-10: Financial Transactions 

NFTC Board Member Companies: 

ABB Incorporated 
Amazon 
Amgen 
Anheuser-Busch 
Applied Materials 
Baxter International Inc. 
British American Tobacco 
Caterpillar Incorporated 
Chevron Corporation 
Cisco Systems 
Coca-Cola Company 
ConocoPhillips, Inc. 
Corning Incorporated 
Deloitte & Touche 
Dentons USA LLP 
DHL North America 
DLA Piper LLC 
eBay, Inc. 
E.I., du Pont de Nemours & Co.
Ernst & Young
ExxonMobil Corporation
FCA US LLC
FedEx Express
Fluor Corporation
Ford Motor Company
General Electric Company
Google, Inc.
Halliburton Company
Hanesbrands Inc.
Hercules Group
Hewlett-Packard Company
IBM Corporation
Johnson Controls
KPMG LLP
Mars Incorporated
Mayer Brown LLP
McCormick & Company, Inc.
Microsoft Corporation
Mondeléz International Inc.

Occidental Petroleum 
Oracle Corporation 
Pernod Ricard USA 
Pfizer International Inc. 
PMI Global Services Inc. 
PricewaterhouseCoopers LLP 
Procter & Gamble 
Qualcomm Incorporated 
Siemens Corporation 
TE Connectivity 
Toyota Motor Sales, USA, Inc. 
United Parcel Service, Inc. 
United Technologies 
Visa, Inc. 
Walmart Stores, Inc. 
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Tax Treaties, Transfer Pricing and Financial Transactions Division, OECD/CTPA  

7 September 2018 

For the attention of:  Tax Treaties, Transfer Pricing and Financial Transaction Division, OECD/CTPA 

Via Email:  TransferPricing@OECD.org 

Comments by1:  Amanda Pletz, Gary Lambert, and Emmanuel Llinares 

Dear Sir / Madam, 

In the context of BEPS action 8 -10, the OECD has released on 3 July 2018 a Discussion Draft on 

financial transactions. We thank the OECD for having put together such a comprehensive paper and are 

grateful for the opportunity to provide comments.  

This document provides comments in relation to Sections A to D of the recently released Discussion 

Draft. We outline below a table that summarises the main questions/comments discussed and the 

relevant sections.  

Questions / Paragraph (OECD Discussion Draft) Section 

Box B.1: Views on the guidance included in paragraphs 8 to 10 of this Discussion 

Draft in the context of Article 25 of the OECD MTC, paragraphs 1 and 2 of 

Article 9 of the OECD MTC as well as BEPS action 4 report  

Section 1 and 2 

Box B.2: Views on the example contain in paragraph 17, relevance of maximum 

amount a borrower would be willing to lend and that a borrower would borrow 

Section 3 

Box B.3: Views are invited on the breadth of factors specific to financial 

transactions that need be considered as part of the accurate delineation of the 

actual transaction / Situation in which a lender would be allocated risks with 

respect to an advance of funds within an MNE 

Section 2, 3, 4 and 

5.1 

Box B.4 – B.6: Risk free rate return and Risk adjusted return Section 3 and 5.1 

Box C.2: Rebuttable presumptions on credit rating Section 4.2 

Box C.3: Definition of stand-alone rating and implicit support as discussed in 

paragraph 68 to 74 

Section 2 and 4  

Box C.4: Relevance of paragraph 70 (implicit support) Section 2 and 4 

Paragraph 73 discussion Section 4 

Box C.5: Role of credit default swaps (CDS) or other economic models in pricing 

loans 

Section 5.1 

Box C.6:  Financial transactions that may be considered alternatives to 

intercompany loans 

Section 5.1 

Box C.7: MNE group’s average interest rate paid on its external debt can be 

considered as internal CUP 

Section 5.1 

Box C.8: Situations where a cash pool leader would be allocated risk rather than 

providing services and allocating cash pool benefits 

Section 2, 4 and 5.2 

1  This document expresses the views of the authors and not necessarily the views of NERA Economic Consulting.  The 

Authors would also like to acknowledge the support of Georg Dettmann, Ralph Meghames and Justin Beresford in 

preparing this response.  
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Box D.1: Views on guarantees (accurate delineation, circumstances in which a 

guarantee will be required by a lender, impact of a guarantee on credit rating, 

examples of process or mechanism by which a price is arrived at) 

Section 2, 3, 4, and 

5.3 

Summary of main points 

We believe that financial transactions can be complex and oversimplification may be detrimental to the 

practical application of the arm’s length principle. As in any transfer pricing analysis, facts and 

circumstances matter in financial transactions. For this reason, an understanding of the value creation 

process together with a functional assets and risks analysis is indispensable to the analysis of financial 

transactions. As with any transfer pricing analysis, accurate transaction delineation and options 

realistically available, should build on a value chain analysis. 

We note that the Discussion Draft appropriately reflects the concepts developed in the Guidelines – in 

particular as regards to Chapter I – in relation to risk.  We agree in principle that risk allocation should 

depend on the effective location of key decision-making ability. We would encourage the OECD to 

explain more precisely what this may entail in relation to financial transactions.  In particular, we 

encourage the OECD to consider the implications of default risk. 

In our comments, we provide input on a number of technical aspects. We summarize the main 

takeaways below:  

▪ We believe that financial transactions are best addressed through considering perspective of both

the lender and borrower (or the transacting parties)

▪ Where the risk-free rate is applied, we believe that it should be, in most circumstances, determined

based on the local government’s bond interest rate or government bond interest rate in the functional

currency

▪ Subsidiaries’ ratings may be, at arm’s length, lower, equal or higher than the Group’s rating and

consequently the concept of capping set forward by the Discussion Draft does not seem appropriate,

especially given that the relational aspects are considered in the context of implicit support.

▪ We are concerned that the rebuttable presumption that the stand-alone credit rating for a company

would be the same as the Group’s is not an appropriate simplification

▪ There are large amounts of potential comparable data available in the financial services industry

that can be helpful to price transactions using the comparable uncontrolled price method, including

in relation to pricing guarantees fees (for example, credit default swaps). The relevant data will be

dependent on the facts and circumstances of each individual case

▪ We believe it is important to assess whether a cash pool leader is exposed to default risk, and also

whether synergistic effects may have been achieved.  The arm’s length compensation for each

participant to the pool should be a function of the value contribution of each of the respective parties

and the terms associated with the individual transactions

▪ With regards to guarantee fees in particular, we believe that it is important to understand what the

true economic benefit is that is being achieved.  We also believe that it is important to acknowledge

that the economic benefit may be volume based rather than just cost of funding. In addition, in an

intercompany context, one should also consider default correlation between guarantor and

guaranteed.
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1. Introduction 

The decision-making on the form of capital to be relied upon is often viewed very differently by tax 

authorities and financial market participants. A firm’s decision on the type and level of funding and, 

more broadly, on how to manage funding within a group, are decisions driven by what is deemed to be 

an appropriate capital structure.  What is deemed to be appropriate will vary depending on the industry 

in which the firm operates, firm and product lifecycles, business strategy and flexibility required, and 

transactions costs involved, to name only a few such considerations. A firm will typically assess what 

the trade-offs are between the costs versus the benefits derived from a given form of funding vis-à-vis 

alternative options realistically available. 

Assessing the arm’s length nature of any form of financing arrangement (including its impact on 

leverage ratios) is therefore very much rooted in the economic environment in which a firm finds itself 

and should be addressed through the effective application of Paragraph 1 of Article 9 of the MTC. This 

is true for all types of financing related issues including loans, cash pooling, guarantees, thin 

capitalisation assessments, etc. We believe that the concepts of value creation, notably the determination 

of what drives value and the role financing plays in this context should be further enhanced in the 

guidance. Similarly, the insistence on transactional focus may obscure a more comprehensive view of 

the relevant broader context of the case at hand. 

2. Establishing the role that financing play in a 
group context 

The most important step to address any question relating to financing, is to analyse and understand what 

drives value in the group, the role that financing play in this process, and how the respective entities 

involved in the transaction fit into this. Furthermore, it is important to understand the activities 

performed by the various entities, the risks assumed and their ownership of assets (including both 

intangible and tangible assets). The information as reflected in “paragraphs 13-15” including:   

“As with any controlled transaction, the accurate delineation of financial transactions requires an 

analysis of the factors affecting the performance of businesses in the industry sector in which the MNE 

group operates...” 

“As described in Chapter I, the process of accurate delineation of the actual transaction also requires 

an understanding of how the particular MNE group responds to those identified factors…” 

In accordance with the guidance established in Chapter I, the accurate delineation of the actual 

transaction should begin with a thorough identification of the economically relevant characteristics of 

the transaction –…” 

would be information gathered through this analysis.  Such an analysis will provide information on the 

commercial relations between the entities and will provide insight on the strategic and operational 

importance of an entity to the group’s value contribution as whole (a key component when evaluating 

implicit support2).     

In addition to this, one should also consider the industry and the regulatory environment in which an 

entity and/or the multinational enterprise operates. Different industries have different capital needs; for 

example, trading businesses may rely on large volume short-term funding and may be highly leveraged; 

                                                                 
2 See Section 4 
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whilst more basic financial service companies that are less capital-intensive may rely on significantly 

lower levels of financial leverage.  In addition, certain regulatory guidelines may affect a borrower’s 

preferences for certain types and level of funding, thereby influencing the potential options that a 

borrower may realistically consider.  

The objective of the above-mentioned analyses is to obtain the necessary insights needed to understand 

(i) the rationale for financing, (ii) the reasons for the business financing need, (iii) the appropriate

structure of the financing and realistically available options to both the borrower and the lender, (iv) the

relational dynamics of the various entities and the influences of any implicit support, (v) the potential

factors that may influence default risk in the context of the transaction, and the consequential covenants

that would be expected in the transaction.

Only once the above analysis has been completed should one then look at the contractual terms of the 

intercompany financial transactions themselves including the types of loans, the repayment dates, 

interest payment intervals, etc., and not the other way around.   

3. Analysis of the terms of the transaction

Companies have several avenues at their disposal that can potentially be used to secure financing and 

several types of financial instruments with varying terms and conditions linked to it. For specific 

companies at specific times, only certain types of instruments or terms associated with the instruments 

may be realistically available to them. In this section, we address issues relating to two considerations 

including the level of funding (Section 3.1) and provide some input in relation to the currency of the 

funding and the risk-free rate (Section 3.2).  

3.1. Level of funding 

In this sub-section, we are providing our views on the question raised under box B.2. “the relevance of 

the maximum amounts that a lender would have been willing to lend and that a borrower would have 

been willing to borrow or whether the entire amount needs to be accurately delineated as equity in the 

event that either of the other amounts are less than total funding required for a particular investment”  

The level of funding that a lender is willing to extend, and the terms associated with that funding are in 

part (if not largely) driven by their willingness to take on risk. To determine the maximum level of 

funding, one should analyse the benefits and costs associated with carrying financing instruments, 

considering the full mix of potential financing instruments that a borrower may have at its disposal 

across the entire lending market, and the conditions of that market. As an example, in some situations, 

financing such as subordinated debt or hybrid debt may be available to the borrower in addition to senior 

debt and should be considered. We therefore believe that the maximum level of debt should be 

determined based on the facts and circumstance of each individual case, considering the alternative 

realistically available to both the lender and the borrower. With this caveat, we believe it is appropriate 

to consider that the amount of loan above the maximum amount that the lender and borrower would 

have agreed in arm’s length conditions as equity.    
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3.2. Currency of the funding and the risk-free rate 
considerations 

As a general approach, using the functional currency of the investor is recommended, for all the reasons 

enumerated in paragraph 32 of the Discussion Draft. We would like nevertheless to see some 

refinements regarding cases where a currency is used by several countries (as in a currency union). 

Local government bond yields reflect specificities of the economic and political conditions that a lender 

operating in that country will be exposed to. It is necessary to consider such a risk-free rate rather than 

the risk-free rate of the country with the lowest risk of default within that currency union. However, in 

some cases, government bond yields may reflect a heightened risk of default, (as priced by the market). 

In these cases, using it as a proxy for the risk-free rate may not be appropriate and alternatives methods 

should ideally be considered. 

4. Credit rating assessments

4.1. Determining default risk in an intercompany context 

In addition to the risk framework outlined in the OECD guidelines Section D in Chapter I, default risk 

and the entity that bears this risk is an important factor to consider when dealing with most types of 

financing arrangements. Default risk is typically determined by means of performing a credit rating 

analysis.  

The ‘shadow’ credit rating methodologies purport to estimate credit ratings of individual entities in the 

MNE in the absence of a publicly-available rating. In what follows, the rating that is derived through 

performing a shadow credit rating assessments is referred to as a “base rating”. To cite just one, 

Moody’s Investor Services, offer a relatively transparent methodology to assess the credit rating of 

companies in many industries that may be relied upon to perform a shadow credit rating.  

We believe that in a group setting, the rating of a subsidiary can be lower, the same, or even higher than 

the group rating.  Some of the rating agencies may choose to limit a subsidiary rating to that of the 

group rating.3  Since a group rating is ultimately an overall average considering both weak entities and 

stronger entities that form part of the group, there is no economic reason why a subsidiary’s credit 

standing cannot in principle be higher than the group rating. In our opinion, consideration of factors 

that may influence the standalone rating should be accounted for when implicit support is being assessed. 

We are therefore not comfortable with the statement at paragraph 73 that reads: 

“If the stand-alone credit rating of an entity is higher than that of the group, it may be appropriate to 

consider capping the issuer rating for the entity at the group level in circumstance where the parent 

would likely be able to impose requirement that would undermine the existing rating” 

and suggest that it is not included in the Guidelines. 

3 When reviewing the main rating agencies methodologies in this respect, we note that only S&P ties the subsidiary rating to 

the parent.  Both Fitch and Moody’s Investor services do not.  Moreover, in both Fitch and Moody’s methodologies, a 

subsidiary rating can be higher than the group rating or parent rating.  For more information, see Moody’s Investor Service, 

Rating Non-Guarantee Subsidiaries: Credit considerations in assigning subsidiary ratings in the absence of legally binding 

parent support, 2003; Fitch, Parent and Subsidiary Rating Linkage, February 2018; and S&P, General Criteria, Group 

Rating Methodology, 2013 pg,17  
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Relationship between credit rating and the Group transfer pricing policy 

An important consideration when doing credit rating analyses for subsidiaries, is that all related party 

transactions that influence the financial standing of a related party are priced at arm’s length. We believe 

that it is therefore necessary to assess the arm’s length nature of all related party transactions that form 

part of the financial accounts of the subsidiary prior to performing a shadow credit rating assessment, 

as suggested in paragraph 65 of the Discussion Draft.   

Relationship between the “base” or “overall” rating and the “instrument rating” 

In our opinion, if the characteristics of the transaction warrant it (for example when it is necessary to 

account for subordination), a specific financial instrument issued by a member of the MNE can have a 

different credit rating from the base rating derived for the member. The reason for this being that the 

probability of default on a financial instrument is linked to its features, not only the risk profile of the 

borrower. Therefore, we believe that it would be appropriate to use the specific instrument rating (rather 

than the base rating of the borrower) even in situations where it is appropriate to use similar base credit 

ratings for the members of the MNE.  

4.2. Implicit Support 

The rebuttable presumptions in Box C.2. states “that an independently derived credit rating at the group 

level may be taken as the credit rating for each group member, for the purposes of pricing the interest 

rate…”; and “tax administrations may consider to use the credit rating of the MNE group as the starting 

point…” 

We agree that in some circumstances, this approach may provide reasonable results. However, we are 

not certain that this approach is suitable as a rebuttable presumption. Namely, we believe that the 

reasonableness of these presumptions depends on the relationship between the different group members, 

and more generally how the MNE is structured. In this context, it may be important to consider factors 

such as the strategic significance and the operational integration of an entity within an MNE in assessing 

the nature of relationship between such entity and the MNE as a whole.  

Should an analysis of such factors point towards a heightened integration of the member in the group, 

one can expect that member to be attributed a credit rating more closely linked to that of the group. 

Conversely, should one arrive to the opposite conclusion, a more markedly different credit rating for 

the member compared to that of the group can be expected and the rebuttable presumption would not 

reflect the nature of the relationship. In such a case, we would expect the credit rating assigned to the 

group member to reflect the member’s specific characteristics and to be potentially different from the 

credit rating derived for the group. 

We are concerned that there are too many circumstances where the rebuttable presumption is not valid. 

In this context, we believe that such a rebuttable presumption should not be included in the guidance. 

Instead, we believe a better practice is to perform a stand-alone shadow credit rating assessment and 

the necessary adjustments to this rating for implicit support to the extent relevant.   

Moreover, whilst we are broadly in agreement with the text of paragraph 70 quoted below: 

In assessing the extent to which it may be reasonable to assume that the group would be likely to support 

a particular entity, a group member with stronger links, that is integral to the group's identity or 

important to its future strategy, typically operating in the group's core business, would ordinarily be 

more likely to be supported by other group members than a less integral member.”  
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we would suggest replacing “…group’s identity or important to its future strategy…” by “…group’s 

identity and important to its future strategy…”. Indeed, strategy can change over time, and sometimes 

quite abruptly, potentially affecting any previously identified implicit support. We believe that both 

strategic significance and being integral to the group’s identity (together with operational integration) 

need be present to assess implicit support (and hence potentially arriving at a conclusion that a 

member’s credit rating is more closely linked to that of the group).   

5. Pricing of the Financial Transaction

We believe that the pricing of a financial transaction is notably driven by the type of financing 

arrangement that one is dealing with. Thus, we divide this section into three discussion areas in line 

with the OECD Discussion Draft: loans (Section 5.1), cash pooling (Section 5.2) and guarantees 

(Section 5.3).   

5.1. Loans 

Many potential characteristics related to loans have a price impact, and they should therefore be 

considered when evaluating the interest rate paid by the borrower. Examples include up-front fees, 

optionality features such as is the case of convertible debt instruments, repayment features etc.  

When performing a pricing analysis, one should consider each element associated with the transaction, 

including form, payments, restrictions, timing, seniority, etc. identified through the analysis described 

in sections 2 and 3 above. All of these factors need to be considered and addressed in line with the 

principles detailed in Section D.1. in Chapter I of the Guidelines on Economically Relevant 

Characteristics.    

5.1.1. Components of an interest rate and related considerations 

To effectively address the pricing of a loan, it is worthwhile considering more widely the components 

of an interest rate. This would help in addressing the points raised in Box B.4, B.5 and B.6.    

Economic and financial theory indicates that the interest rate charged for a loan is a combination of: (a) 

a risk-free rate4 ; (b) expected inflation5 ; and (c) the premiums that are associated with default,6  

4 Hypothetical rate typically reflecting the time value of money. 

5 The market has expectations of price rises (or declines); inflation expectations are therefore factored into interest rates. 

6 A higher probability of default increases risk and hence increases the price necessary to bear such a risk (through higher 

interest rates). This default risk is estimated by considering potential losses of capital (expected loss) given default of the 

borrower. 
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liquidity,7 and maturity.8  These components of interest rates compensate a lender for the risk it takes 

for providing the capital over a specified time including its cost of funds.    

In the case of banks and other financial intermediaries, the interest rate also includes some element of 

functional compensation, typically relied upon to cover a bank’s operational expenses or payment and 

liquidity management. In other words, on top of the components listed in the previous paragraph, there 

is a functional component to the interest rate charged by a bank.   

Since there are several components to the interest rate, we would expect that under the guidance on 

risks in Chapter I, the remuneration of each of these components, when performed by different entities, 

is properly reflected.  

In this context, we fear that the statements of reliance on the risk-free rate as highlighted in Box B.4. 

“the accurate delineation of the actual transaction shows that a funder lacks the capability, or does not 

perform the decision-making functions, to control the risk associated with investing in a financial asset, 

it will be entitled to no more than a risk-free return” may cause confusion with regards to the 

assumption of credit risk notably.  

A key aspect is to assess whether a lender has the means to make the decisions to grant a loan and to 

undertake strategic decisions during the life of the loan. In our opinion, the current risk framework 

should be taken one step further in this context to specify what the decision-making and control 

functions may entail when dealing with loans. In this respect, we would expect key decisions to relate 

to default risk. In practice, the decision-making functions to control the risks associated with investing 

in a financial asset may involve a limited number of decisions. Such decisions making functions are 

different from the functions relating to the day to day administration of the loan and would potentially 

be compensated through what we described above to be the functional component of the interest rate.  

5.1.2. Data and pricing methods to evaluate interest rates 

When performing a transfer pricing study, there are many approaches and data sources that can be relied 

upon. We agree in general with the content and approaches outlined within the OECD Discussion Draft 

section C.1.7. However, in the context of the discussion, we outline below a few considerations when 

it comes to using different data sources.   

5.1.2.1. Comparable uncontrolled price method 

The availability of external comparable uncontrolled price data that can be relied upon depends on the 

facts and circumstances of each individual case. For example, for “plain vanilla” loans, one could 

potentially rely on comparable loan transactions or bond market data. For more complex loan 

instruments, such as certain mezzanine-type instruments with hybrid features, other sources of data or 

economic models may be needed.     

7 Liquidity is defined as the ability to sell an asset on short notice, at a price that reflects the level at which the market as 

whole values that asset at that time (efficient market). The inability to do so (or the partial ability to do so) might force a 

seller to concede to a discount when offloading that asset. Holding everything else constant, the holder of a less liquid 

security must be compensated for that potential scenario, and hence receive a higher interest rate than would have been 

prevalent, had the security been fully negotiable at any time. 

8 In general, investors need to be compensated for the fact of investing money for longer periods of time. This is true for 

‘normal’ environments where the interest rate curve is upward sloping – i.e., where long-term rates are higher than shorter-

term ones. In case of an interest rate curve inversion, the opposite is true. 
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Furthermore, averages of internal comparable uncontrolled price transactions such as, for example, an 

average borrowing rate of a firm can mask a wide range of factors that influences the interest rates.  

These can include factors such as, currency, maturity, size, position in the capital structure, the entity 

borrowing and default risk, among others. Hence unless both the identified transactions, i.e., the tested 

transaction and the transactions relied upon to apply an “internal comparable uncontrolled price” are 

highly similar (same currency, same maturity, same credit risk, etc.), the average interest rate paid on 

external debt should not necessarily be considered as a viable comparable, unless appropriate 

adjustments can be performed to achieve reliable valuations. 

5.1.2.2. Credit default Swaps and their use in intercompany loans 

The Credit Default Swap market offers large banking groups a way to offload (or gain access to) certain 

credit exposures on (for) their loan books. It can therefore be a source of financial market information 

of default risk.  

Certain caveats apply, nonetheless. The two issues described below point towards situations where CDS 

spreads might not be appropriate for assessing arm’s length interest rates on loans, in as much as the 

pricing of CDS spreads can reflect other considerations not directly linked to the default risk of the 

reference entity (issuer). 

1. Recently, the market has seen situations of ‘artificial’ credit events, where a lender invested in credit

default swaps of a certain issuer. The lender discussed extending new favourable loans to that issuer,

under the condition that that issuer took steps that constituted an Event of Default under the ISDA

Swap definitions (a consequence of which was a windfall for the lender on its CDS positions) on

existing debt. The recent Hovnanian Enterprises case illustrates that this Event of Default (and

hence the level of Credit Default spreads) did not reflect the true financial state of the issuer. In

such circumstances, CDS spreads should not be included in any arm’s length analysis for interest

rates.9

2. Basel III / CRD IV (in Europe) have imposed additional capital requirements on banks. These

requirements include additional capital requirements linked to actual and potential credit exposure

to OTC transactions contracted by the banks with their corporate clients. One way to decrease the

capital requirements due to this activity is to purchase default risk protection on these corporate

names. The new legislation has systematized such practice, leading large financial institutions to

massively buy protection via Credit Default Swaps on certain corporate names on which they are

(and potentially could be) exposed. The effect on the level of CDS spread can easily be understood:

financial institutions bidding up CDS spreads on certain names (therefore increasing the level of

those spreads) introduces a mark-up on the price of default risk, which is independent from the true

default risk of the issuer. 10   We recommend, for this reason, to always cross-reference the

information in the CDS market with other sources of information on default risk: in the bond

markets, in the asset-swap market, etc.

9 One recent case, at the beginning of 2018, involved Hovnanian Enterprises Inc. (a home builder), expecting a loan from 

GSO Capital Partners LP, a unit of Blackstone Group LP, with the condition attached that it miss a small interest payment, 

despite being financially able to pay. Hovnanian accepted this offer and the missed repayment triggered pay-outs of USD 

333 million in Blackstone’s credit insurance contracts (GSO had purchased protection in the CDS market prior to 

extending the loan). 

10 Please see, for example, C.Kenyon and A. Green “CDS pricing under Basel III: capital relief and default protection”, 22 

November 2012, or Laurie Carver, “Capital relief accounts for 70% of some CDS spreads, quant say”, 3 October 2013, 

Risk Magazine. 
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In conclusion, in arm’s length analyses of interest rates on loans, although CDS spreads should be 

consulted whenever available, this process should not be done blindly. Specific situations should be 

assessed, to guarantee that the data obtained from the CDS market constitutes a reliable source of 

comparable market information.  

5.2. Cash pooling 

5.2.1. Assessment of risk allocation to a cash pool leader 

In a cash pool analysis, we believe that it would be important to assess if a cash pool leader does in fact 

carry any form of risk (typically a physical cash pooling model) or whether it is a pure service provider 

(typically a notional cash pooling model).   

For a cash pool leader to carry default risk, there needs to be a realistic probability for it to incur losses. 

The default risk carried by the cash pool leader is based on the default probability of the participants of 

the cash pool (i.e. summarized by their respective shadow credit ratings).  

To effectively perform its activities, a cash pool leader needs to have the appropriate level of capital to 

bear the risks associated with credit risk and term transformation, including those associated with 

liquidity and maturity, should they materialise. The capital adequacy should therefore be estimated on 

an assessment of the loan portfolio that it has in relation to the participants, and liabilities that it carries 

towards third party lenders and participating depositors. In a banking context, regulatory guidance such 

as for example the Basel III framework is relied upon to establish the minimum capital adequacy 

requirements. This minimum is to ensure a financial institution (or in our case the cash pool leader) has 

sufficient liquidity to absorb the risks should they materialise.  

Similar approaches as that described under Sections 4 and 5.1 above can be relied upon to establish the 

arm’s length compensation for a cash pool structure in which the cash pool entity is exposed to default 

risk.  

5.2.2. Allocation of benefits arrived through a cash pool 

In the context of cash pools, synergistic benefits may be created. The implications of this (if any) would 

need to be firstly identified by means of analyses described in section 2 above, and then accounted for 

in an economic analysis. The remainder of this section will provide comments on the approaches 

highlight for “allocating the cash pooling benefit to the participating pool members”.   

1. Enhancing the interest rate for all participants

“This means to benefit both borrowers and lenders with a more favourable interest rate, for example 

by relating this to the size of the balance regardless of whether that is a credit or debit balance.” 

Firstly, one needs to establish that the group did in fact achieve a synergistic benefit other than a 

reduction in agency cost (which may not always be the case). However, once one has assessed that 

benefits have been achieved, applying this approach would favour all participants in the cash pool on 

an equal basis. It is not obvious why, under normal market circumstances, net borrowers should 

participate in the cash pooling benefit, in as much as the main value contributors to pool would be the 

depositors rather than the borrowers. 

2. Applying the same interest rate for all participants
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“In a situation where all cash pool members have the same or a similar credit profile, this method 

suggests using the same interest rate for all pool participants regardless of whether they are depositors 

or borrowers.”  

As an aside, we are concerned that the assumption that all pool participants have the same or similar 

credit profile may not be realistic. Notwithstanding the above, this approach would assume globally: (i) 

that all participants terms and conditions associated with each of the transactions are the same; and (ii) 

that they all operate in the same market. We are not certain that this reflects the reality of multinational 

enterprises, and we are therefore concerned that it may not result in an arm’s length valuation.  We 

would recommend that this approach be removed from the guidance. 

3. Allocating the cash pooling benefits to the depositors

“Where genuine credit risk to the depositors, the interest rate benefit of pooling may be rateably 

allocated among the net depositors on the basis that the depositors have their capital at risk across all 

net borrowers and so should be entitled to any benefit arising from the use of that capital.”  

This approach assumes that the depositors are entitled to all the synergistic benefits that arise from the 

cash pool arrangement, potentially excluding the value contribution of the cash pool leader itself and 

the risk that it carries in the context of the cash pool structure. Even if the cash pool leader was only 

performing coordination activities and would not bear any risks, it should still receive an arm’s length 

compensation based on its value contribution, and functions, asset and risk profile. Hence, we would 

suggest that the remuneration for the cash pool header is first assessed properly (also considering its 

share of synergistic benefit). Accordingly, since the depositors may not be the risk-bearing entities with 

respect to default risk per se in relation to the borrowers, they would not necessarily be entitled to the 

full profits achieved through synergies.  

4. Alternative approaches to account for synergistic benefits

To account for synergistic benefits, it is important to identify the “marginal benefit that is achieved” 

i.e., the difference with and without a cash pool for each of the parties involved. Only the marginal

benefit should in fact be shared amongst various participants in a cash pool arrangement in line with

the relative contribution to the overall marginal benefit achieved. This can be done by means of deriving

an allocation key or split factor that is based on the facts and circumstances of the case (similarly to

what one would typically do to split a residual profit as part of the profit split methodology).  Therefore,

it is essential to clearly identify separately, and quantify the contributions to the cash pool by the entities

in the various jurisdictions.

Alternative measures to allocate the arising profits amongst the contributing entities can also be applied. 

Bargaining theory can be a useful method to analyse how profits from joint value creation can be split. 

A hypothetical negotiation of related parties can be simulated based on bargaining power identified by 

options realistically available and the contributions made to the marginal benefit achieved.  

5.3. Guarantees 

The current Discussion Draft mainly considers financial guarantees. For this purpose, we will focus on 

this type of guarantee. Financial guarantees are instruments of credit enhancement which insure security 

purchasers against default (in essence, an insurance policy). Financial guarantees may typically result 
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in an increase access to finance (i.e., quantum effect) or the reduction of interest rate. Lenders would 

typically require a guarantee for the following reasons:11  

1. Transformation of the nature of credit risk by means of achieving wider recourse;

2. Lender comfort through having access to wider pool of assets against which it can claim; and

3. The reduction of the funding costs by increasing the lender’s chances of repayment, thus reducing

the lender’s risk and interest rate.

5.3.1. The economic benefit derived from a guarantee 

The economic benefit arising to the borrower from a guarantee is either related to the borrowing terms 

(interest rate) or to the borrowed amount (quantum). Moreover, in some instances, although one may 

find an improvement in rate, a firm may seek a financial guarantee solely to have relatively immediate 

access to financing of a large magnitude. One sees this often in the financial services, energy, or other 

trading sectors, capitalizing on short notice speculative trading or dealing. Therefore, the notion that an 

“entity guaranteed would not be willing to accept a guarantee equal to borrowing cost without the 

guarantee as described in paragraph 152”, is not systematically correct.  For example, if a firm without 

a guarantee was not able to achieve the level of funding needed to conduct a transaction that has 

potential to be highly profitable, then the company may be willing to forego potentially the full extent 

of the benefit achieved by the reduction in lending rate or the amount of funding, since the up-side to 

the transaction is the future expected profits achieved through the financing that otherwise would have 

been lost.   

Furthermore, in practice, equally rated businesses can provide financial guarantees to other third parties 

to allow them access to a bigger balance sheet. This has an economic value as well, and should be 

acknowledged as such.   

In light of the above, we suggest that the guidance provided in paragraph 140, page 33, be amended to 

include alternative situations that arise in practice: “Where the effect of a guarantee is to permit a 

borrower to borrow a greater amount of debt that it could in the absence of the guarantee, […]. In such 

a situation there may be two issues – whether a portion of the loan from the lender to the borrower is 

accurately delineated as a loan from the lender to the guarantor (followed by an equity contribution 

from the guarantor to the borrower), and whether the guarantee fee paid with respect to the portion of 

the loan that is respected as a loan from the lender to the borrower is arm’s length.  (D.1 para. 140 

p .33).    

5.3.2. Establishing economic benefit in an intercompany context and 
implications on pricing 

One would expect to consider the benefits achieved through passive association (implicit support) in 

the context of intercompany guarantees. If the entity being guaranteed is of significant strategic and 

operational importance, the financing achieved through the guarantee, is ultimately to the economic 

benefit of the guarantor as well. In these cases, the guarantor would probably not consider to default, 

dissolve or divest the entity being guaranteed.   

11 Peterson A et al., Butterworths Journal of International Banking and Finance Law, June 2002. 
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The second element to consider when studying a guarantee arrangement relates to the “financial ability” 

of a guarantor to honour its obligation if a default were to occur. In a related-party context, this element 

concerns not only the differential in creditworthiness amongst two entities, but also business 

correlations observed given the level of assets and liabilities in both entities (in other words, if a default 

were to occur, would the guarantor be able to honor obligation towards the financial institution, and the 

entity being guaranteed, especially if they are operating under similar market conditions that could have 

potentially adversely affected the guarantor as well?). We demonstrate this point with a much-simplified 

example:   

Entity A in country A provides a guarantee to Entity B in country B.  Entity A operates in the energy 

sector and so does Entity B.  Globally, they are exposed to the same market risk factors. Entity A is 

rated AA whilst entity B is rated BBB- including consideration of the implications of passive association. 

Relying on a yield differential approach, the maximum guarantee fee would then be the difference in 

yield between AA and BBB-. Since these entities operate in the same sector, however, and are 

potentially subject to the same market factors, market events that cause a default of entity B may also 

lead to a default of entity A. In this example, the guarantee could potentially have limited value to entity 

B (or the financial institution), in spite of the rating differential observed between the two parties.  

Similarly, if we now assume that entity A is BBB rated and entity B BBB- rated, with these entities 

operating in completely different markets, in which market events affecting entity B would not affect 

entity A, then the correlation can be said to be zero and therefore the B would potentially get the full 

benefit from the guarantee as measured by the yield differential.   

5.3.3. Pricing methodologies 

We globally agree with the methodologies outlined by OECD in the sections D.1.2 and D.1.3 Discussion 

Draft.  In addition to this, we would add the use of CDS data.  We provide some commentary on the 

various methods highlighted.   

5.3.3.1. The Comparable uncontrolled price method 

In the context of the following text: “the difficulty with using the CUP method is that a sufficiently 

similar credit enhancing guarantee is unlikely to be found between unrelated parties given that 

unrelated party guarantees of bank loans are uncommon”.   We do not agree with this statement.  

There are many market participants that provide financial guarantees. Some of these include specialist 

monoline financial guarantee insurance companies such as MBIA, Ambac, FGIC, Assured Guarantee, 

ACA Financial Guarantee Corporation, and CIFG, to name a few, amongst a number of more diversified 

insurers providing credit insurance. Typically, although these insurance policies (transactions) exist, 

they tend to be private and are therefore difficult to rely upon as benchmark comparables.  For this 

reason, it may be difficult to rely on this methodology. Furthermore, similarly to other types of insurance 

transactions, the CUP methodology would most likely require a number of adjustments since third-party 

insurers premiums would include administrative expenses and other regulatory implications that may 

not always be relevant in related party context. 

5.3.3.2. Yield Approach 

The yield approach, also referred to as a market approach, is a commonly used approach when 

performing guarantee fee analysis in transfer pricing. This approach is relatively simple to implement 
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(see example in section 5.3.2).  It does however have various drawbacks such as for example (i) in cases 

where the benefit of the guarantee may not only be rate specific but rather quantum specific; (ii) the 

data is subject to its own market factors, thereby leading to diverging results when compared to other 

methods; (iii) terms and conditions and industries will have implications on the rates observed, thereby 

often requiring a comparability adjustments as outlined in the OECD guidelines section D.1 and tested 

transaction; etc.  

5.3.3.3. Actuarial method(s) 

This methodology broadly cover approaches described under paragraph 153 and 154 of the Discussion 

Draft. The price of the guarantee contract can be estimated by summing the expected losses (loss given 

default which is a factor of the default probability and recovery rates) and the opportunity cost 

associated with the capital used to cover any unexpected losses. The unexpected loss represents the 

amount of capital a financial institution should keep in its balance sheet to cover the realization of 

unexpected losses that can arise due to adverse market conditions. The method also includes a rate of 

return on the capital needed.   

This method is typically used by insurance companies and banks that may issue guarantees.  In a third-

party context, results achieved from this methodology would be typically adjusted to account for 

administrative cost of the insurer or the financial institution providing the guarantee or credit insurance. 

This methodology can also easily be relied on in all cases where other methods may not be appropriate 

and can furthermore be easily be adjusted to account for varying features of a transaction. 

5.3.3.4. CDS Spreads 

One method not listed in the paper is the use of CDS spreads when pricing inter-group guarantees.  CDS 

spreads are probably the most direct comparable data publicly available in the market that relate directly 

to the provision of credit insurance of some sort.   Three parties are involved in a CDS transaction: (i) 

the seller of credit protection (guarantor); (ii) the buyer of credit protection (lender or entity exposed to 

the default event of the borrower); and (iii) the underlying security (the borrower or the entity on which 

the default event can materialize). Thus, CDS transactions can be used to quantify the cost of 

guaranteeing payment of a corporate loan.  When relying on this type of data, the definition of the credit 

event (i.e. bankruptcy, failure to pay, restructuring etc.) is key in the comparability between the tested 

guarantee transaction and the CDS agreement. Please see discussion in Section 5.1.2.2 above for 

potential limitations in using the information from the CDS market. 

6. Conclusion

Addressing questions associated with financing arrangements requires an approach that effectively 

delineates the transaction, which is based upon a detailed value chain analysis. This is more than just a 

two-sided functional analysis with respect to the borrower and the lender (or a guarantor and entity 

being guaranteed).  This analysis should start with the total relevant business and how value is created 

and the role that financing plays in this respect.  We believe that the relevant “accurate delineation” of 

transactions follow from that analysis, and not the other way around. This type of analysis is important 

to assess the economic benefit derived from the transaction and to understand the commercial and 

financial relations amongst the parties involved in the transaction and benefits achieved (if any) through 

passive association. It is therefore the foundation on which any inter-group pricing exercise should be 

based.    
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The risk framework already described in the OECD guidelines effectively identifies the items to be 

considered in the context of financing. This should however be taken one step further to specify what 

key decisions and capacities to control risk mean in the context of financing transactions. Furthermore, 

the evaluation and pricing of any financial transaction should be based on an analysis that is informed 

from the underlying financial economics.   

We firmly believe that in all aspects related to financing one should consistently apply the arm’s length 

principle. In this context, it may not be possible to produce simplified guidance. We would recommend 

that the guidance aims at providing additional details to facilitate application of the arm’s length 

principle.  
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For the attention of:  Tax Treaties, Transfer Pricing and Financial Transaction Division, OECD/CTPA 

Via Email:  TransferPricing@OECD.org 

Comments by1:  Amanda Pletz (NERA Economic Consulting), and Daniel F. Gibson (Oliver 

Wyman Actuarial), both businesses part of the Oliver Wyman Group 

Dear Sir / Madam, 

In the context of BEPS action 8 - 10, the OECD has released on 3 July 2018 a discussion draft on 

financial transactions.  We thank you for the opportunity to provide comments. This document provides 

comments in relation to Section E of the discussion draft covering Captive Insurance arrangements.  

The table below reference the questions / sections commented upon and the corresponding section in 

this document. 

Questions / Paragraph (OECD Discussion Draft) Section 

Box E.1: “thresholds for recognising that the policy issuer is actually assuming the
risks that it is contractually assuming”

Section 2.1 and 3

“what specific risks would need to be assumed by the policy issuer for it to earn an 
insurance return, and functions required”

Section 3

“comments invited on whether an example would be helpful to illustrate the effect
of outsourcing the underwriting function”

Section 3

“when an MNE group member that issues insurance policies does not satisfy the
control of risk requirement of Chapter I, what would be the effect on the allocation
of insurance claims.”

Section 1 - 5

Paragraph 173:  Where such risks are insured by a captive insurer this may raise
questions as to whether an arm’s length price can be determined and the
commercial rationality of such an arrangement

Section 2.1

Box E2: Relevance and the practical application of the approach described in
paragraph 181 of this discussion draft

Section 4.2

Section E.5.1 Pricing of premiums / E.5.2. Combined ratio and return on capital Section 4
Section E.5.3.  Synergies Section 1 – 3 and 5
Box E.3:  Views on the example described in paragraphs 187 / 188 Section 1 – 3 and 5

1. Introduction

We would like to thank the OECD for addressing the issue of captives. We acknowledge the attempts 

made by the OECD to use a consistent approach to the work done under action 8 to 10.  We believe that 

the concepts of value creation, notably the definition of what drives value and what the value of a 

captive (re)insurance company may be to an organization could be further enhanced. Similarly, the 

insistence of transactional focus may obscure a proper view of the relevant broader context of the case 

1 This document expresses the views of the authors and not necessarily the views of NERA Economic Consulting or Oliver 
Wyman Actuarial. 
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at hand.  To effectively address this point, it may be worth considering how captive insurance companies 

are used. The section below is therefore structured as such.  

2. Overview of Captive Insurance Companies

In broad terms, captive insurance companies can be divided globally between “pure” captive insurance 

companies and “sponsored” captive insurance companies.  The value contribution of these companies 

to the group may be different.  A “pure” captive insurance company insures related party liabilities 

whilst, a “sponsored” captive like the structure described in the UK vs DSG Retail (Dixon case) is 

potentially unrelated to the insured.  The commercial and financial relations between these two captive 

insurance vehicles with other group entities are very different and so are the benefits that a group may 

achieve (e.g., synergies that may be derived).  In addition to this, the regulatory demands and 

requirements imposed on these two types of captive insurance vehicles are also different. 

2.1. Establishing the Economic Benefit Achieved 
from a Captive 

In section E.2. “Rationale for a captive”, we believe that it is important to recognise that the rationale 

for a captive insurance company by a Multi-National Enterprise (MNE) could be driven by many 

different factors including but not limited to enhancing efficiency in the group, commercial reasons that 

are driven by supply and demand of the commercial insurance market, or just generally to have a better 

level of control of their insurance program.  In particular, for pure captives, many of these reasons may 

be cost driven whilst for sponsored captive the decision to set up a captive may be more commercially 

orientated. 

Moreover, when considering the text in paragraph 173 “possible reason for the use of a captive insurer 

by an MNE group in addition to those listed is the difficulty or impossibility of getting insurance 

coverage for certain risks whether a policy is impossible to obtain for certain risk.”, it should be noted 

that the key question is not if a captive may find a particular product on the market for risks including 

in an internal product but rather one should ask if the risk is insurable. Typically, in the insurance 

industry a risk would be insurable if the following conditions are met: there must exist an eventuality 

for loss or damage that is (1) definable; (2) fortuitous; (3) part of a similar group of risks, so as to make 

the loss reasonably predictable; and (4) pays a premium that is commensurate with the potential loss.  

To assess the rationale for a captive insurance company in a group context, it is fundamental to assess 

what the value of a captive insurance company may be to the wider organisation in the first instance. 

Through a detailed analysis of the captive insurance company and its role (if any) in the value chain, 

one can establish the decision-making process and benefits attained by a group (e.g., cost reduction, or 

any synergies achieved, commercial benefits, etc.) vis-à-vis alternative options realistically available 

externally. If an economic benefit of any form has indeed been achieved through the captive insurance 

company and the products issued, the next step would entail the captive insurance companies’ role and 

responsibilities and how this compares to the wider insurance industry value chain, an analysis of the 

products and the extent to which each of the products issued meets the above 4 described criteria.   

3. Captive Insurance Companies and Transfer
Pricing Considerations

Typically, from a functional perspective, these structures operate like commercial market insurance 

companies and should exercise the full scope of functions typically observed when analysing standard 

insurance companies.  However, in cases such as “pure” captive insurance companies, where insurance 

is only provided to related parties, certain functions such as “distribution / sales” may not be present as 
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they are not relevant.  Similar to other activities in the group, certain functions relating to the captive 

insurance company may be executed by staff not necessarily located in the captive itself or even 

outsourced to third parties.   

In addition to understanding what the value contribution of the captive (re)insurance is to the group, it 

is also important to understand the value contribution of the various activities performed in and for the 

captive insurance company to the overall captive insurance business.  Moreover, it is important to 

understand how the captive insurance company functions may compare to the insurance industry value 

chain.   

A detailed analysis of where the various functions are, who manages and controls the risk and what 

assets may be relied upon, in line with OECD Transfer pricing guidelines 2017, chapter 1, is a further 

key step to delineate the transaction. This is even more so relevant because a captive insurance company 

is in the business of managing downside risk. 

3.1. Evaluation of Risk in a Captive 

In the context of captives’ insurance companies, given their business of managing downside risk for a 

group or a group’s clients, a detailed analysis using the risk framework as outlined in chapter 1 of the 

OECD Guidelines is fundamental.   

However, this is not necessarily sufficient. A more detailed analysis is often needed as outlined in 

paragraph 166 in the current discussion draft. These analyses will include whether risk transfer has in 

fact occurred, what the risk distribution of a captive insurance company is, and what the appropriate 

loss reserving or capital adequacy of captive insurance company is given the downside risk borne; all 

of which would influence the transfer pricing of captive insurance company.    

As captives continue to grow in complexity, it is crucial for captives to operate like insurance 

companies. Thereby, captive insurance companies need to manage the underwritten risk in a similar 

manner to that of a commercial market insurance company. The reason for the complexity surrounding 

captives is to a large extent, as rightly pointed out in the discussion draft, paragraph 166, due the 

difficulty in assessing if a risk transfer has in fact occurred.  This can be further complicated due to the 

complex structures often observed in captives including many instances of transactions involving 

multiple group entities and numerous financial flows throughout the captive insurance company value 

chain and related party entities.  Further adding to the complication are regulatory considerations from 

various jurisdictions that may be imposed onto the captive.   

Similar to a commercial market insurance company, captive (re)insurance companies should rely on 

robust analytics in their operations.  We summarise below some of the important analyses that we 

believe should be performed, in addition to the recognised risk framework as outlined in the OECD 

guidelines section D1, to ensure the captive is in fact operating as an “insurance company” and that 

would potentially be considered by the commercial market as an insurance company.  This analysis will 

contribute to selection of the appropriate transfer methodology and the ultimate premiums / profit to be 

allocated to captive insurance company, given the facts and circumstances of the case.  

3.1.1. Risk Transfer 

Although the current discussion draft acknowledges the importance of assessing if a “risk transfer” has 

occurred, it fails to provide any guidance on how this should be approached.   To address this, we 

believe it is important to firstly understand what “risk transfer” means; we will then provide examples 

on how this can be approached in the insurance industry.   
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In order for a transaction to be accounted for as “insurance”, the insurance entity, in this case the captive, 

must assume significant insurance risk (downside risk) and be exposed to the reasonable possibility of 

a significant loss.  Insurance risk requires variability in both the amount and timing of payments.  This 

means a claim of potentially unknown magnitude to an agreed specified limit can occur at different 

undefined intervals.  Any contractual provisions that limit the timely reimbursement of the ceding party 

(e.g., an insurance company spreading its obligations by limiting the timings at which a claim is paid), 

would prevent this condition from being met.   If a captive insurance company is exposed to downside 

risk and is exposed to the possibility of significant loss, a risk transfer has potentially occurred.  

Evaluation of whether it is reasonably possible for the insurance entity to realize a significant loss is 

based on the present value of all cash flows between the ceding and assuming companies under 

reasonably possible outcomes.   

Historically, the insurance industry had tested risk transfer primarily using what is referred to as the 

“10-10 Rule.”  Under this test, for the amount of risk transferred between the ceding and assuming 

parties to be considered significant, there must be at least a 10% probability of the assuming party 

incurring a 10% present value loss.  In other words, there must be at least a 10% probability that the 

present value of losses incurred by the assuming party is at least 10% greater than the present value of 

premium.  While the 10-10 Rule can be insightful for many insurance transactions, it has been criticized 

in the insurance industry for its focus on a single point of the loss distribution (the 90th percentile) and 

its inapplicability of the rule for insurance transactions with a less than a 10% probability of loss.  As 

such, an alternative method referred to as “The Expected Reinsurance Deficit Test” (ERD Test) should 

also be considered. 

The ERD Test has gained acceptance in the insurance industry for use as a measure of risk transfer as 

it measures the risk across the entire loss distribution rather than focus on a single point of the 

distribution.  The deficit associated with the ERD Test is measured as the product of two terms: (1) the 

probability that the assuming entity is exposed to a present value underwriting loss; and (2) the average 

present value underwriting loss across all present value underwriting loss scenarios expressed as a 

percentage of the present value of premium.  A deficit greater than 1% is commonly accepted as 

evidence of a significant transfer of risk between the ceding and assuming entities.  

Because there is not a single test that can be relied upon exclusively to determine risk transfer, this 

conclusion may often rely on professional judgment.   

3.1.2. Risk Distribution 

The next factor to be considered in analysing a captive insurance company risk profile is that of risk 

distribution, as highlighted in paragraph 176 of the current discussion draft “Insurance also requires 

risk distribution”. Risk distribution is defined as allowing the insurer to reduce the possibility that a 

single costly claim will exceed the amount taken in as premium, and set aside for the payment of such 

a claim.  It involves spreading the risk of loss and is fundamental to the establishment of a transaction 

as bona fide insurance, even for captive insurance companies.  More specifically, it is important that 

captives are able to address the following: 

▪ Are there a sufficient number of risks for the law of large numbers2 to apply?

▪ Are the risks statistically independent?

2 In insurance, the law of large numbers is a statistical principle that states that the larger the number of exposure units 
independently exposed to loss, the greater the probability that the actual loss experience will equal the expected loss 
experience (www.irmi.com). 
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▪ Is this transaction viewed as insurance in the commonly accepted sense?

Generally speaking, risk distribution seeks to evaluate whether the number of parties being insured, the 

relative size of each of the parties’ risk to the overall collective risk insured by the insurer and the extent 

of correlation between claims that may arise is such that the underwritten risks are reasonably 

predictable.   

There are no generally accepted tests and/or analytics to address risk distribution.  As such, significant 

judgment is necessary to address these items through quantitative and qualitative efforts.   

3.1.3. Loss Reserving 

Due to the inherent uncertainty associated with the total cost of claims, it is important for a captive 

insurer to appropriately set aside funds to pay the ultimate value of claims, which is dependent upon 

various items such as exposure, coverage, location, etc.  This type of analysis involves consistently 

reviewing claim information to reflect the most recent information and adjusting ultimate claim values, 

and thus loss reserves, accordingly.   It is vital that a captive insurance company maintain enough money 

in reserves, a balance sheet item, to ensure that funds will be available when claims need to be paid.   

3.1.4 Other Factors to Consider when Performing a 
Transfer Pricing Analysis 

As an insurance company, the captive should have an appropriate asset and liability management policy 

that ensures the appropriate amount of liquidity of invested assets (premiums and capital) based on the 

underwritten risks and subsequent liabilities, including the need to pay claims when they are due.  In 

fact, when considering the insurance industry value chain, asset management is one value driver in the 

value chain. Its main purpose relates to mitigating risk.  

Also, the OECD discussion draft rightly points out that the “assumption of risk can only take place if 

the insurer has a realistic prospect of being able to satisfy a claim in the event of the risk materialising”. 

However, when considering this from an intercompany perspective, it may be worth taking this concept 

one step further: in our opinion, a captive insurer needs to be able to satisfy a claim without any financial 

implications on other related parties in the MNE.  We try and demonstrate the point below by means of 

an example:  it may appear that a captive insurance company is operating independently from other 

group entities and that a risk transfer has in fact occurred.  However, when analysing the insurance 

company’ asset and liabilities management policy, the pooled capital from premiums earned may be 

reinvested back into the group companies insured, perhaps in the form of loans or other financial 

instruments.  This may lead to a situation where, if a loss event were to occur, the captive may not be 

able to obtain access to the capital needed to honour its financial obligation without support from the 

parent company or other group subsidiaries participating to the insurance pool.  In this example, there 

is therefore a direct “correlation” between the captives’ ability to honour its obligation in case of a 

significant event occurring, and the financial position of the related parties.  In this scenario, there will 

be reduced or limited benefit from the insurance policy being issued by the captive; this would have 

direct implications on the premium to be paid.   

We would therefore like to emphasise the importance of performing a detailed value chain analysis to 

consider all the commercial and financial relations between group entities and the captive and fully 

understanding the value contribution of the captive company in the overall captive insurance business.  
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4. Transfer Pricing Methodologies

There are many analyses that can be relied upon to determine the arm’s length nature of (re)insurance 

policies each with their weaknesses and strengths.  We describe below some of the key methodologies 

that can be used.   

4.1. Comparable Uncontrolled Price Method 

In this context both internal and external CUPs need to be considered.  The Internal Comparable 

uncontrolled price transactions will typically be those transactions that may have been entered by group 

companies and third-party insurers.   The External Comparable uncontrolled price transactions are those 

transactions that are entered between third parties.  Sources of External Comparables may include data 

from brokers to the extent that such data can be obtained and that sufficient information on 

comparability can be obtained.   

Typically, problems that may arise when relying on the CUP method include comparability issues in 

relation to the policy terms and conditions, exposures, product coverages, etc.  In particular, the 

components of an insurance premium may typically include compensation for the risk, a return on the 

capital requirements, and administrative costs.  This latter element can be seen as the “functional 

compensation” and is often a significant part of the premium.   

When comparing the functional profiling of an independent insurance company versus a captive, a 

captive requires less resources.  Indeed, we would expect some of these resources (or functions) to 

either be based elsewhere in the multinational enterprise or to be absent (e.g., distribution and sales).   

When analysing capital requirements, a captive may need to carry a higher level of capital than a 

commercial insurance company due to having less diversity and thus greater volatility of results.  

When relying on CUP data, it is therefore fundamental for the analysis to be based on findings of the 

value chain, functional, asset and risk analysis, using the comparability criteria as outlined in the 

guidelines to perform the necessary comparability adjustments.  In some instances, these adjustments 

may be significant.  Furthermore, where some of the core functions may be executed by other group 

entities, parts of the “functional compensation” embedded in the premium may need to be allocated to 

those entities in the group hosting the functions. 

Finally, we should stress that the insurance market is a cyclical market with premiums changing 

constantly.  Analysing CUP data at the time of the transaction would provide insight about the market 

conditions at the time the policy was entered into, and the implications that this may have on arm’s 

length pricing.  

4.2. Actuarial Method 

One of the key components of an insurance transaction is adequately quantifying the underwritten 

risk.  It is fundamental to the solvency of any insurance entity, including a captive, to collect enough 

premium income at the start of an insurance transaction to pay for all future costs. The Statement of 

Principles Regarding Property and Casualty Insurance Ratemaking issued by the Casualty Actuarial 

Society (CAS)3 identifies four criteria for premium rates: reasonable, not excessive, not inadequate and 

not unfairly discriminatory.   

3 The CAS is a leading international organization for credentialing and professional education.  Founded in 1941, the CAS is 
the world’s only actuarial organization focused exclusively on property and casualty risks and serves over 8,000 members 
worldwide.  CAS members are experts in property and casualty insurance, reinsurance, finance, risk management, and 

82



Page 7

© NERA Economic Consulting
 

Globally we would generally agree with the actuarial pricing analysis description found in 181 under 

E.5.1 Pricing of premiums:

“Alternatively, actuarial analysis may be an appropriate method to independently determine that 

premium likely to be required at arm’s length for insurance for a particular risk.  In setting prices for 

an insurance premium, an insurer will seek to cover its expected losses on claims, its costs associated 

with writing and administering policies and dealing with claims, plus a profit to provide a return on 

capital, taking into account any investment income it expects to receive on the excess of premiums 

received less claims and expenses paid.” 

To perform such a pricing analysis, the pricing should utilize a captive insurance company’s historical 

loss information to the extent it is realistic and then supplement with industry information when 

appropriate. 

Due to the inherent uncertainty of projecting future losses, it is important to hold a reasonable amount 

of capital.  As is customary in the commercial market, we believe that captives should rely on a robust 

capital model to determine the appropriate amount of capital to be held.  Such a model should focus on 

the primary risk components of a captive insurance company and include items such as: 

▪ Pricing Non-Catastrophe Risk;

▪ Pricing Catastrophe Risk;

▪ Loss Reserve Risk;

▪ Asset / Investment Risk; etc.

The premium components noted by the OECD should be estimated for each of the individual policies 

offered by the captive.  Premiums should be analysed at the beginning of each policy term so that 

premiums will reflect the most recent information available.  Furthermore, given that in some cases 

functions such as distribution may not be applicable for captives, the actuarial methodology may be 

relied upon to effectively account for the comparability issues associated with the CUP method; noting 

that the captive’s actual expense projections can be reflected in the premiums (the third component in 

the example below). The figure below shows a numerical example of the application of the actuarial 

method: 

enterprise risk management.  Professionals educated by the CAS empower business and government to make well-
informed strategic, financial and operational decisions. (www.casact.org) 

Low Point High Unit
Frequency 1.70 1.75 1.80 Claims

x Severity x 45 50 55 $MM

Expected Loss 77 88 99 $MM

Capital 500 500 500 $MM
x Return (Net of Inv. Return) x 5% 7% 9% %

Return on Capital 25 35 45 $MM

5 5 5 $MM

Expected Loss 77 88 99 $MM
+ Return on Capital + 25 35 45 $MM
+ Expense + 5 5 5 $MM

Premium $107 $128 $149 $MM

% from Point -16% 17% %
Numbers for illustrative purposes only

3 Expense

4
Indicated

Premium

1
Expected

Loss

2
Return on

Capital
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A strength of the actuarial method is that it will be based on long-term historical averages and typically 

produce less volatile results; however, as a weakness common to all technical based methods including 

option based pricing, this methodology will not reflect market conditions due to demand and supply 

factors (cyclical behaviour) in its pricing. Other methods, such as the CUP method can reflect these 

market conditions since they rely on market data. 

4.3. The Transaction Net Margin Method  

When considering the analysis described in section E.5.2 combined ratio and return on capital, we 

would typically consider this analysis as an application of the TNMM approach, intended to evaluate 

the overall profitability of the captive relative to comparable companies.   Relying on this approach to 

determine the insurance premiums is likely to be based on a large number of assumptions and would 

require a large number of adjustments.  However, it may be adapted in circumstances where the captive 

insurance company performs standard functions of insurance companies for which benchmarks are 

available.  

We would therefore argue that this type of ratio analysis is more suited in the context of a testing 

analysis to assess the overall profitability of the captive rather than as a primary method to determine 

insurance premiums of the captive.   Furthermore, such an analysis should be performed considering 

the comparability criteria as outlined in the revised OECD guidelines. This would likely require 

considering where the functions that service the captive are based. In this context, many comparability 

issues may need to be accounted for when comparing intra-group transactions to open market 

transactions including, but not limited to diversification, type of risk, loss events of the particular 

commercial insurer, functional profile, etc. 

It should also be noted that regulatory capital requirements are one element of consideration. In this 

respect, we believe that the level of capital to be retained should be directly informed by the risk 

exposure of the captive.   

4.4. Profit Split Methodology 

The profit split method may be applied in some circumstances with regards to insurance captives. For 

example, this method may be suitable when the responsibilities for underwriting are managed by more 

than one entity. The method may also apply when both an insurance captive and a re-insurance captive 

are dealing with one another. In situations where a specific function other than underwriting plays a 

significant role in terms of value creation (e.g., this might be the case for marketing and distribution 

performed in the context of sponsored captives) and is performed by entities other than the captive, the 

profit split method may also be considered.  

This methodology typically needs to be applied in conjunction with another method in the context of 

pure insurance captives, whilst it can easily be applied as stand-alone method when it comes to 

sponsored captives. 

5. Conclusion

Addressing questions associated with captives (re)insurance companies requires an approach that 

effectively delineates the transaction that is based upon a detailed value chain analysis.   This is more 

than just a two-sided functional analysis with the captive on one end and the group on the other.  This 

analysis should start with the total relevant business inside the MNE and analyse how value is 
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created.  The relevant (“accurate delineation” of) transactions follow from that analysis, not the other 

way around.  This type of analysis is important (i) to assess the economic benefits derived through the 

captive (including assessing the relevance of synergies amongst other issues), (ii) to understand the 

commercial and financial relations of the captive company and the group, and (iii) to understand how a 

captive insurance entity operates as an insurance business in comparison to the commercial market. It 

is therefore the foundation on which any pricing exercise of a captive insurance company should be 

based.    

In the context of risks, the risk framework already described in the OECD Guidelines effectively 

identifies the items to be considered in the context of any (re)insurance captive. This should however 

be taken one step further to and more guidance is needed on the importance of issues such as risk 

transfer, risk distribution, and loss reserving. Furthermore, correlation between captive insurance 

entities financial positions and that of the group, is currently absent from the discussion draft.  Hence, 

we believe that more work is needed to understand interactions between group companies and every 

element of the captive insurance value chain (compared to the commercial market).    

As regards transfer pricing methods, one would need to recognize that each method has strengths and 

weaknesses, and it may be worth in some circumstances to consider using more than one method.  For 

example, an actuarial approach will be based on long-term averages but will not reflect certain market 

movements caused by demand and supply factors; a CUP method will reflect market movements but 

will require comparability adjustments that can be significant.  We do believe that pricing transactions 

relating to captives would benefit from an approach that reflects industry information and long-term 

averages. Finally, comparability should be considered in line with what is already described in the 

OECD guidelines chapter 1, also considering factors such as group synergies.    
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September 7, 2018 

BY EMAIL: TransferPricing@oecd.org 

Tax Treaties, Transfer Pricing and Financial Transactions Division 
OECD Centre for Tax Policy and Administration  

Dear Sirs/Mdms 

Re:  Discussion Draft on Financial Transactions released July 3, 2018 

Executive Summary 

1. We are writing in response to the request of the Centre for Tax Policy and Administration of

the OECD for comments on the July 3, 2018 Discussion Draft on Transfer Pricing Aspects of

Financial Transactions (the “2018 Financial Transactions Discussion Draft”). Our

comments are principally directed to the OECD’s recommendations relating to

recharacterizing functions, assets and risks under the guise of “accurately delineating” the

transaction(s). Our comments are not limited to the specific questions asked in the discussion

draft.

2. There is a real need for practical, workable guidance in this area. The number of global transfer

pricing disputes relating to financial transactions and the obvious difficulty courts and

taxpayers have encountered in dealing with transfer pricing issues in this context demonstrate

the urgency of the need. The issues that arise  in ascribing implicit support within a MNE group

while treating the relevant entities as independent enterprises for “transfer pricing purposes”

have been particularly troublesome and this calls for a clear, well-defined paradigm.

3. The 2015 BEPS revisions and the 2017 Transfer Pricing Guidelines reflect a shift away from

respecting legal form and substance under the rubric of “accurate delineation”. The OECD

should recognize that accurate delineation is a new concept that would require legislative

change in jurisdictions such as Canada where legal substance governs, barring the application

of explicit recharacterization rules in the domestic legislation. This new concept also

exacerbates the potential for conflict between jurisdictions where legal form and substance is

respected and those where economic realities or substance are controlling.
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4. The 2018 Financial Transactions Discussion Draft contains problematic proposals that reflect

a continued shift away from respecting legal form and substance and from focusing on the

simple question of whether prices charged between non arm’s length (“NAL”) parties are the

same as those charged in a comparable uncontrolled transaction. More particularly, the 2018

Financial Transactions Discussion Draft prescribes “accurate delineation” before considering

pricing. We believe that non-recognition of transactions as structured should continue to be

reserved for exceptional circumstances.

5. The approach recommended by the OECD envisages that tax authorities may recharacterize

transactions even if they can be reliably priced. Recharacterizing transactions that can be

reliably priced serves no arm’s length (“AL”) pricing purpose and will lead to a lack of

certainty, predictability and fairness. The OECD’s recommendations appear solely designed

to achieve certain anti-avoidance objectives rather than a desire to produce AL pricing. In our

view, any policy decisions to avoid the recognition of income in lower or no-tax jurisdictions

could best be achieved through targeted anti-avoidance rules (such as CFC rules, earnings

stripping or thin capitalization rules, etc. rather than through distortions of the AL principle in

the transfer pricing context). Recharacterizing functions, assets and risks under the guise of

accurately delineating the transaction(s) for such anti-avoidance reasons will produce results

that are not the same as those produced by the simple application of the AL principle. In our

view, this will undermine the authoritative value of the OECD Transfer Pricing Guidelines and

will lead to an increase in international tax disputes.

6. We are also providing comments on the recommendations in the 2018 Financial Transactions

Discussion Draft regarding the recharacterization of debt as equity (or vice versa) and the

suggestion that “accurate delineation” should exist in parallel with domestic thin capitalization

rules. In addition, we offer specific comments on the draft guidance related to value creation,

and determining the arm’s length conditions for treasury activities, including intra-group loans

and hedging, guarantees, and captive insurance.

Value Creation 

7. The 2018 Financial Transactions Discussion Draft was prepared under the mandate of the

Report on Actions 8-10 of the BEPS Action Plan Aligning Transfer Pricing Outcomes with
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Value Creation (“2015 BEPS revisions”). We submit that the new “value creation” criterion, 

introduced in the 2015 BEPS revisions and incorporated in the 2017 Transfer Pricing 

Guidelines, is novel and vague, does not necessarily yield the same terms and conditions as 

those produced under the AL principle embodied in Article 9 of the OECD Model Tax 

Convention, and reflects a shift away from the simple premise that prices charged between 

NAL parties should be priced the same as they would in a comparable transaction between 

two arm’s length parties.  

8. Despite implicit or explicit assumptions by the OECD  that the concept of “value creation”

accords with or is congruent with the AL principle, “value creation” is a new test and it has

no foundation in Article 9 of the OECD Model or the Commentary on Article 9. Nor was

this purportedly now self-evident objective of transfer pricing rules mentioned in the 1995

or 2010 Transfer Pricing Guidelines. Yet it is now simply assumed to be the primary

objective of transfer pricing. At a conference for the National Association for Business

Economics Transfer Pricing Symposium, in response to comments that the 2015 BEPS

revisions fail to uphold the arm’s length principle, Andrew Hickman, the then head of the

OECD transfer pricing unit, acknowledged that the 2015 Revisions may not accord with the

arm’s length principle, stating:

Perhaps [critics] will say we fudged it, but I would say that’s a pragmatic fudge 
[…] It may be that we haven’t got a pure version of the arm’s-length principle, 
but perhaps we’re looking for something that is just and equitable and might 
work.1 

9. In addition, “value creation” has no jurisprudential or doctrinal history, at least in Canada.

The adoption of such a novel concept without any legal foundation or well-defined meaning

can only lead to more disputes and the potential for double taxation. To many observers, the

introduction of this concept was simply a device to make the authorized OECD approach

(“AOA”), now prescribed for the attribution of income to a permanent establishment under

Article 7 of the OECD Model Convention, applicable for Article 9 purposes by focusing on

significant people functions (i.e., decision making) and significantly diminishing the

1  Ryan Finley, “OECD Took a Pragmatic Approach to Arm’s-Length Principle, Hickman Says” (22 July, 2016) 
Tax Analysts [emphasis added]. See also Professor Mindy Herzfeld, “Will the OECD’s ‘Pragmatic Fudge Save 
Transfer Pricing?” (August 1, 2016) Tax Analysts. 
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importance of the provision of capital, without regard to whether it is consistent with the AL 

principle. 

10. Richard Tremblay and Al-Nawaz Nanji of our firm previously commented on BEPS Actions

8, 9 and 10:  Discussion Draft on Revisions to Chapter I of the Transfer Pricing Guidelines

(Including Risk, Recharacterization and Special Measures) released December 19, 2014

(“2014 Discussion Draft”) prior to the 2015 Revisions. In a letter dated February 4, 2015,

they commented that the 2014 Discussion Draft introduced a new test based on “value

creation” that affords revenue authorities too much discretion. We are once again submitting

comments on this important topic.

11. There is also no broad international consensus on what value creation means from a transfer

pricing perspective.2 Jonathan Schwarz, for example, has pointed out that value creation

frequently appears in policy documents and new legal instruments as the justification for

new international tax rules, but is nowhere explained.3 Professor Herzfeld pointed out the

following flaw in that regard:

In its July report to the G-20 on BEPS implementation, the OECD continued to 
emphasize value creation, noting that “a key component of ensuring that taxation 
is aligned with value creation is the ability to tax administrators to understand 
where Multinational Enterprises have their activities and where the revenues are 
generated.” But the report on actions 8-10 and the subsequent revisions to the 
transfer pricing guidelines all suffer from a major flaw: The OECD didn’t say 
what creates value, nor did it provide guidance for determining where revenues 
should be considered generated.4 

As a result, there is no generally accepted legal meaning available to courts and revenue 

authorities to resolve future disputes. 

12. In short, the concept of “value creation” incorporated in the 2017 Transfer Pricing

Guidelines prescribes ignoring legal form and substance to re-determine the terms and

conditions of a NAL transaction based on subjective criteria which may, but will not

2 Professor Herzfeld, “GDP, Transfer Pricing and Value Creation” (September 3, 2018) Tax Notes Int’l. 

3 Jonathan Schwarz, “Value Creation: Old wine in new bottles or new wine in old bottles” (May 21, 2018) Kluwer 
International Tax Blog. Jonathan Schwarz questioned whether value creation is just a relabeling of the source 
principle (old wine new bottles) or something different (new wine in old bottles).  

4 Professor Herzfeld, “Value Creation, Digital Users, and the History of Things” (August 20, 2018) Tax Notes Int’l. 
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necessarily, yield terms and conditions that are in accordance with the AL principle as 

established in Article 9 of the OECD Model Tax Convention or indeed in the 1995 or 2010 

Transfer Pricing Guidelines.  

13. Introducing and relying on a new test without a well-defined or commonly understood

meaning, and which abandons reliance on legal form and substance, will lead to a lack of

certainty, predictability and fairness and will result in more double taxation and more tax

disputes.

14. The comments submitted by Richard Tremblay and Al-Nawaz Nanji on the 2014 Discussion

Draft pointed out that value creation appeared to be akin to an economic substance

determination. Canada, unlike the US, does not have an economic substance doctrine. There

is support for this view. Professor Wolfgang Schön, for example, put the case that “value

creation” is indeed new and has been conflated with “economic substance” which, in the

BEPS context, has in turn been conflated with tax avoidance and artificial arrangements.5

15. The adoption of a test that produces results that conflict with the AL principle for purely anti-

avoidance purposes unrelated to pricing per se, can only serve to undermine reliance by

courts and others on the OECD Transfer Pricing Guidelines.

Accurate Delineation 

16. The 2014 Discussion Draft introduced a new six-step analysis for “accurately delineating

transaction(s)”: (1) Identify economically significant risks; (2) Determine how specific,

economically significant risks are contractually allocated; (3) Determine through a functional

analysis how the associated related parties assume and manage specific, economically

significant risks; (4) Determine whether the contractual assumption of risk is consistent with

the conduct of the related parties; (5) Apply the guidance on allocating risk if the related party

assuming risk does not control the risk or does not have the financial capacity to assume the

risk; and (6) Price the transaction, taking into account the financial and other consequences of

risk assumption, as appropriately allocated, and appropriate compensate risk management

5 As cited in Jonathan Schwarz, “Value Creation: Old wine in new bottles or new wine in old bottles” (May 21, 2018) 
Kluwer International Tax Blog. 
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functions.6 

17. Under accurate delineation, the OECD does not simply ask how much would be paid to the

person who provides the control function (i.e., a service) under AL dealing. Rather, the OECD

allocates the bulk of the return to that person without regard to the fact that it did not provide

the relevant capital, and the service may be of little value.7 This is not how things work in the

AL world.

18. Accurate delineation involves assessing how parties’ arrangements (including risk allocation)

compare to what revenue authorities assert arm’s length parties would do. This allows revenue

authorities to disregard the legal form and substance of a transaction or series of transactions

to effectively create a transfer pricing fiction that attributes the bearing of risks to entities that

provide significant people functions away from the entities that legally and economically bear

the risks.

19. This reflects a departure from both the AL principle and prior guidance from the OECD that

non-recognition of legal form and substance should only be used in exceptional circumstances

– and not where a transaction can be reliably priced. From a Canadian perspective, “accurate

delineation” and recharacterization are one and the same.

20. Non-recognition is a serious undertaking which should be restricted to appropriately rare

situations and remain exceptional. As discussed in more detail below, the OECD itself has said

that non-recognition should be reserved for exceptional circumstances because

recharacterization could produce arbitrary results.

21. The 2015 BEPS revisions mandated specific follow-up work on transfer pricing aspects of

financial transactions. The 2018 Financial Transactions Discussion Draft represents the first

OECD document on this topic, aiming to clarify the principles in Chapter I of the 2017 OECD

Transfer Pricing Guidelines. Instead of clarifying the 2017 Transfer Pricing Guidelines, the

6 2015 BEPS Revisions at para 1.60.  

7 Clark Chandler, “Evolution of the Arm’s Length Standard” (August 10, 2018) Bloomberg Law International Journal. 
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2018 Financial Transactions Discussion Draft instead highlights a number of areas where the 

OECD seems unsure as to what the approach or right answer should be.  

22. Chapter I of the 1995 Guidelines was dedicated to providing guidance on the AL principle,

which OECD member countries said should be the international standard used for pricing

transactions between NAL parties.

23. The 1995 Guidelines provide that the compensation that each party receives should reflect the

functions that it performs, while also taking into account the assets used and the risks assumed

by each party. The 1995 Guidelines provided that the allocation of functions, assets and risk in

AL transactions should be determined based on the contractual terms between the parties.8

24. The 1995 Guidelines do indicate that, in some circumstances, it may be appropriate to

determine whether a purported allocation of risk is consistent with the economic substance of

the transaction by examining the actual conduct of the parties. According to the 1995

Guidelines, these situations are limited to instances where the parties are essentially engaged

in window dressing or a sham (e.g., they do not act in accordance with the terms of the

underlying agreements).9

25. The 2010 Transfer Pricing Guidelines reiterated that the starting point for any transfer pricing

analysis is to examine the actual contract between the parties10 and that the economic substance

of the transaction is only relevant where the contract amounts to window dressing or a sham.11

8 Paras 1.28 and 1.29 of the 1995 Transfer Pricing Guidelines. 

9 Paras 1.26 and 1.29 of the 1995 Transfer Pricing Guidelines. 

10 Para 9.11 of the 1995 Transfer Pricing Guidelines.  

11 Para 9.13 of the 2010 Transfer Pricing Guidelines as well as the examples given at paras 9.14 to 9.16 of the 2010 
Transfer Pricing Guidelines which involve situations where the actual conduct of the parties is materially 
inconsistent with the terms of the written contract.  

92



26. Paragraph 9.168 of the 2010 Transfer Pricing Guidelines states:

Paragraph 1.64-1.69 explicitly limit the non-recognition of the actual transactions 
or arrangement to exceptional cases. This indicates that the non-recognition of a 
transaction is not the norm but an exception to the general principle that a tax 
administration’s examination of a controlled transaction should be based on the 
transaction actually undertaken by the associated enterprises as it has been 
structured by them. The word “exception” in the context is similar to the meaning 
to “rare” or “unusual”. It reflects that in most cases it is expected that the arm’s 
length principle under Article 9 can be satisfied by determining arm’s length 
pricing for the arrangement as actually undertaken and structured.12 

27. The 1995 and 2010 Transfer Pricing Guidelines were clear –  taxpayers and revenue authorities

should try to price the actual transaction, except in rare and exceptional circumstances.

Paragraph 1.121 of the 2017 Transfer Pricing Guidelines professes to maintain this approach:

Every effort should be made to determine pricing for the actual transaction as 
accurately delineated under the arm’s length principle. The various tools and 
methods available to tax administrators and taxpayers to do so are set out in the 
following chapters of these Guidelines. A tax administration should not disregard 
the actual transaction or substitute other transactions for it unless the exceptional 
circumstances described in the following paragraphs 1.122 -1.125 apply.13 

28. In contrast, the 2017 Transfer Pricing Guidelines appear to have abandoned this “pricing first”

approach in favour of a potential “recharacterization first” approach under the guise of

accurately delineating the transaction. Paragraph 9.180 of the 2010 Transfer Pricing Guidelines

states:

[…] If an appropriate transfer price (i.e. an arm’s length price that takes into 
account the comparability – including functional – analysis of both parties to the 
transaction or arrangement) can be arrived at in the circumstances of the case, 
irrespective of the fact that the transaction or arrangement may not be found 
between independent enterprises and that the tax administration might have 
doubts as to the commercial rationality of the taxpayer entering into the 
transaction or arrangement, the transaction or arrangement would not be 
disregarded under the second circumstance in paragraph 1.65.14 

29. Although the “pricing first” approach (e.g., paragraph 9.180 of the 2010 Transfer Pricing

Guidelines) makes sense, it appears to have been discarded in the 2017 Transfer Pricing

Guidelines and is not evidenced in the 2018 Financial Transactions Discussion Draft. The

12 Para 9.168 of the 2010 Transfer Pricing Guidelines. 

13 Para 1.121 of the 2017 Transfer Pricing Guidelines. 

14 Para 9.180 of the 2010 Transfer Pricing Guidelines. 
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reason again appears to be a primary mission shift away from determining the AL pricing of 

the transaction at issue, and instead to countering perceived tax avoidance.    

30. With respect to circumstances where non-recognition is appropriate, paragraph 1.122 of the

2017 Transfer Pricing Guidelines states:

Because non-recognition can be contentious and a source of double taxation, 
every effort should be made to determine the actual nature of the transaction and 
apply arm’s length pricing to the accurately delineated transaction, and to ensure 
that non-recognition is not used simply because determining an arm’s length price 
is difficult.  

31. We submit that the reference to the transaction as “accurately delineated” in the 2017 Transfer

Pricing Guidelines allows for the recharacterization of what the OECD describes as

economically relevant characteristics before taxpayers and revenue authorities get to the stage

of determining whether legal form and substance should be disregarded as that question was

previously understood.

32. The first step advocated throughout the 2018 Financial Transactions Discussion Draft is

accurately delineating the transaction(s). The OECD prescribes that accurate delineation be

done before trying to price the transaction. This is inconsistent with prior guidance and with

the objective of the AL principle for transactions that can be reliably priced.

33. The concept of accurate delineation, introduced in the 2015 BEPS revisions, changes the focus

away from determining an AL price to recharacterizing perceived avoidance transactions into

what are deemed to be acceptable transactions between AL parties. This determination is

subjectively made by viewing the MNE’s transactions through an anti-avoidance prism that

shifts risk bearing away from entities which actually provide capital and bear risks to ones that

employ certain “decision-makers”, regardless of the market value of the functions performed

by such persons. This is not what has been commonly understood as the focus of transfer

pricing generally, or Article 9 of the OECD Model Convention in particular, and represents a

clear departure from the approach of prior Transfer Pricing Guidelines. We submit that it would

make more sense to continue with a pure pricing (terms and conditions) focus, in the absence
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of exceptional recharacterization conditions that countries such as Canada have incorporated 

into their domestic tax legislation.15  

34. The new approach is not in sync with the laws of jurisdictions like Canada, where taxpayers

are assessed on legal form and substance, not on economic realities or similar non-legal

parameters unless the doctrine of sham or a recharacterization rule such as paragraphs

247(2)(b) and (d) of the Canadian Income Tax Act applies.

35. As a general matter, deeming things to be something they are not in fact or law “for transfer

pricing purposes” can only make things more complicated for non-transfer pricing income tax

and non-tax purposes. The OECD should, for example, give some consideration to the

possibility of minority shareholdings and how groups are to deal with the incidence of tax

liability arising in entities that do not actually earn the related income.

36. It would be far better if the OECD explicitly stated in the Transfer Pricing Guidelines

recharacterization commentary all circumstances where it felt recharacterization should be

permitted. That would at least afford countries the opportunity to incorporate in their

legislation the same tests if they agree with the circumstances described or to express their

disagreement and put other countries on notice of the issue in their treaty negotiations. The

current approach suggested by the OECD is rife with uncertainty – and effectively masks the

disagreement that is likely inherent in the manner in which different countries will interpret

the guidelines.

Control over Risk 

37. There is no authority in general Canadian law for attributing income away from the party that

legally earns income merely because another party decided that the party earning the income

should either acquire the property that gave rise to it or legally assume the risk that gave rise

to the income. Our transfer pricing  recharacterization provision would require far more for its

application in such a situation.

15 Paragraphs 247(2)(b) and (d) of the Income Tax Act (Canada). 
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38. A group  entity (“Sub”)  that actually makes a loan to another group company (“Borrower”)

engaged in a high-risk venture operating in another jurisdiction is bearing the risk of loss

related to that loan in fact and in law. The fact that an employee in a sister subsidiary

(“SisterCo”) advised or recommended which group entity should make the loan (the making

of which required approval by Sub’s Board of Directors) does not legally or economically shift

the risk of loss from the actual lender, Sub, to SisterCo. SisterCo’s balance sheet will never

reflect the loan as an asset, nor will its income statement show a bad debt loss if Borrower

defaults on the loan.

39. In fact, the group’s parent company senior executives will often have ultimate responsibility

for important decisions such as which entity is to pursue certain activities. The OECD’s

approach to control over risk could lead to all group income being attributed back to the parent

company within a MNE group since that is where ultimate decision-making often occurs.16

We suspect that is not what the OECD has in mind. Similarly, we doubt that the OECD expects

countries to hasten to allocate all losses of a group to their jurisdiction based on the location of

certain “decision makers.”

40. The 2018 Financial Transactions Discussion Draft dictates that the material risk be  “allocated”

to SisterCo in such a transaction. The first question should instead be what compensation is

paid to SisterCo for the services its employees provide to Sub. The 2017 Transfer Pricing

Guidelines recharacterize the transaction under the accurate delineation rubric and attribute the

majority of the income (or loss) to SisterCo. That does not follow logically from the text of

Article 9 of the OECD Model Convention. In fact, the only relevant question from an Article

9 perspective is the AL amount of the fee payable to SisterCo for the services it rendered. If

all, or almost all, of the related income is deemed to be earned by SisterCo regardless of the

value of the services it provided, Article 9 of the OECD Model Convention has not been

properly applied.

16 Clark Chandler, “Evolution of the Arm’s Length Standard” (August 10, 2018) Bloomberg Law International 
Journal. Clark Chandler asks whether decision-making by a small number of senior executives, all of whom are 
likely going to be employed by the parent company, implies that only the parent company can be treated as the 
true risk-taker and suggests that if so, this represents a very significant change in the arm’s length standard.  
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41. For anti-avoidance reasons, there has been an increasing focus on the location of decision-

makers following the 2015 BEPS revisions.  But the  analysis provided by the OECD  does not

purport to consider whether the decision making is difficult or complex.17 There has been no

discussion whatsoever as to considering what compensation makes sense in the circumstances.

Rather, the discussion has solely been about how much to allocate to the capital provider/risk

taker (e.g., risk-free rate of return), and the residual profit is “allocated” to the service provider

without even broaching the subject of valuing the services provided. This is contrary to

common sense, real world experience with AL dealing and the well established principle that

one starts by compensating the least complex party and allocates residual profit to the most

complex. This reflects a shift away from the Article 9 AL principle to a system based on the

OECD’s AOA approach to applying Article 7 of the OECD Model Convention regarding

permanent establishments.

42. Further, as other commentators have indicated,  modern MNE groups may have decision

makers in multiple jurisdictions, and the approach advocated by the OECD in the 2018

Financial Transactions Discussion Draft could make compliance very difficult (if not

impossible). This is especially relevant in the R&D context but might also be the case where

financial decision-making is involved.

43. The anti-avoidance lens which is being inserted into the transfer pricing rules is a bridge too

far. Taxpayers, revenue authorities and the courts are already having a difficult time resolving

disputes. Reality should be addressed. The OECD initially admitted in the BEPS process that

“Special Rules”, which it recognized were not in accordance with the AL principle, were

necessary to address BEPS concerns. The OECD eventually abandoned that approach by

inventing new principles that it says were always embodied in the AL principle. Serious

consideration should be given to reverting to a methodology that does not try to stretch the AL

principle beyond its breaking point. If special rules are needed to address transfers of

intellectual property into low-tax jurisdictions, and if CFC rules are considered inadequate,

17 Clark Chandler, “Evolution of the Arm’s Length Standard” (August 10, 2018) Bloomberg Law International 
Journal. Clark Chandler has pointed out that one of the issues with linking decision-making and risk is that “there 
is no clear relationship between the magnitude of the risk control effort (in terms of either the amount of effort 
expended or the technical expertise of the decision-makers) and the magnitude of the risk that is being managed”. 
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perhaps such rules could be added via the multilateral instrument. In any event, consideration 

should be given to introducing explicit, targeted rules dealing with anti-avoidance situations, 

rather than burdening all AL pricing determinations with this added complexity. This is 

especially so  where the transactions can be reliably priced. In commercial terms, the value of 

the OECD transfer pricing franchise is seriously diminished by the current anti-avoidance 

approach. 

Debt and Equity 

44. Debt/equity issues and capitalization are addressed in Section B of the 2018 Financial

Transactions Discussion Draft, which describes the application of the principles of Section D.1

of Chapter I of the 2017 Transfer Pricing Guidelines to financial transactions. Paragraph 3 of

the 2018 Financial Transactions Discussion Draft states that the balance of debt and equity in

an AL  relationship will be the result of various commercial considerations and that, in contrast,

a MNE group has the discretion to decide the amount of debt and equity that will be used to

fund an entity within the group.

45. The 2018 Financial Transactions Discussion Draft was intended to clarify how accurate

delineation may relate to the capital structure of an entity within a MNE group. Paragraph 10

of the 2018 Financial Transactions Discussion Draft recognizes that certain countries may have

different views on the application of Article 9 to determine capitalization of an entity within a

MNE group. More particularly, the discussion draft states: “this section is to provide guidance

to those countries that use accurate delineation under Chapter I to determine whether a

purported loan should be regarded as a loan for tax purposes (or should be regarded as some

other kind of payment, in particular a contribution to equity capital).”

46. Since the OECD recognizes that acceptance of  the accurate delineation approach in this area

at least is not universal, we suggest that it would make more sense to stick with the current

(pre-BEPS)  exceptional circumstances recharacterization model, and minimize the situations

where different competent authorities are unable to resolve double taxation situations arising

due to debt/equity characterization issues.
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47. The broad discretion given to tax authorities in the 2018 Financial Transactions Discussion

Draft to determine whether an instrument should be treated as debt or equity will inevitably

invite more disputes than arise currently. For example, under Canadian law, an instrument

labelled as debt can only be recharacterized  in egregious circumstances (see below). The new

OECD accurate delineation approach will encourage Canadian and other revenue authorities

to reassess based on recharacterization more frequently under the umbrage of the 2017 Transfer

Pricing Guidelines since the threshold to recharacterization under accurate delineation  is much

lower than recharacterization is under Canadian law and the prior OECD Transfer Pricing

Guidelines. This will lead to more double taxation and more impediments to international

trade.

48. Paragraph 16 of the 2018 Financial Transactions Discussion Draft provides economically

relevant characteristics that may be useful indicators in accurately delineating a loan: the

presence or absence of a fixed repayment date; the obligation to pay interest; the right to

enforce payment of principal and interest; the status of the funder in comparison to regular

corporate creditors; the existence of financial covenants and security; the source of interest

payments; the ability of the recipient of the funds to obtain loans from unrelated lending

institutions; the extent to which the loan is used to acquire capital assets; and the failure of the

purported debtor to repay on the due date or to seek an extension to pay.

49. Under Canadian law, the nature of an instrument as debt or equity is determined by general

legal principles – i.e., the form or label attached to an instrument can be overturned only if the

legal substance of the arrangement is clearly different.

50. The Tax Court of Canada recently applied the leading Canadian case on debt/equity

characterization, Canadian Deposit Insurance Corp. v. Canadian Commercial Bank, [1992] 3

SCR 558, in the context of a hybrid instrument in Barejo Holdings ULC v. The Queen, 2015

TCC 274, aff'd 2016 FCA 304. The question before the Tax Court was whether two non-

interest bearing “Notes” that, upon maturity, would pay the value of a specified pool of

investment assets, were debt or equity. The Tax Court noted that the Notes had both debt and

equity-like features, including a specified interest rate (of zero) and the possibility of a nil

return upon maturity and concluded that the Notes were closer to being debt based on their
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features and the parties’ intention (including the fact that the instruments were called “Notes”, 

refer to a “Principal Amount”, have a maturity date and ranked pari passu). 

51. Assuming a debt is a debt as a matter of legal substance, and subject to the potential application

of the recharacterization rule in paragraphs 247(2)(b) and (d) of the Income Tax Act, there is

no support for the recharacterization of debt as equity in Canadian law. Per the Tax Court in

the Barejo decision, if the instrument has the core essential characteristics of debt, it is debt for

purposes of the Income Tax Act.

52. In Barejo, the Tax Court listed the following essential characteristics of a debt for purposes of

the Income Tax Act: (i) an amount or credit is advanced by one party to another party; (ii) an

amount is to be paid or repaid by that other party upon demand or at some other point in the

future set out in the agreement in satisfaction of the other party’s obligation in respect of the

advance; (iii) the amount described in (ii) is fixed or determinable or will be ascertainable

when payment is due; and (iv) there is an implicit, stipulated, or calculable interest rate.18 There

is no reference to several of the “economically relevant characteristics” that the OECD

suggests may be useful indicators in accurately delineating a loan including, for example, the

source of the interest payments and default of the debtor on the due date. In short, form largely

governs.

53. It should not be forgotten that allowing the recharacterization of debt “for transfer pricing

purposes” under the rubric of accurately delineating the transaction(s) can make things more

complicated for non-transfer pricing  purposes and for Mutual Agreement Procedure purposes.

Allocating income (and related tax liability) to an entity that does not in fact make a loan and

receive interest can make the payment of the related tax liability problematic – especially where

there are minority shareholders in the entity that actually earns/receives the income.

Domestic Thin Capitalization 

54. The 2018 Financial Transactions Discussion Draft states that the guidance is not intended to

prevent countries from implementing approaches to address capital structure and interest

18 Barejo Holdings ULC v. The Queen, 2015 TCC 274 at para 129. 
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deductibility under domestic legislation, nor does it mandate accurate delineation as the only 

approach for determining whether purported debt should be respected as debt.  

• How will conflicts be resolved through the Mutual Agreement Procedure if such

seemingly unprincipled latitude is permitted or indeed encouraged?

• In particular, countries such as Canada have taken the view that they are not limited by

Article 9 or the AL principle in restricting interest expense. Is the OECD telling these

countries that it is appropriate to ignore the AL principle in this situation and to limit

interest expense on debt even if the relevant economic characteristics of the capital

structure (e.g. debt equity ratio) are within the AL range?

• If that is the case, how can the OECD even purport to be applying the AL principle?

55. A recharacterization of debt as equity, or vice versa, should only be permitted in specifically

targeted exceptional situations – i.e., where the “extraordinary” transfer pricing

recharacterization rule applies. To do otherwise will simply multiply the opportunities for

competent authorities to disagree and for double taxation to arise.

56. In the Canadian context, the thin capitalization rules in the Income Tax Act provide for a 1.5:1

maximum debt-to-equity ratio, with interest on any excess debt being disallowed as a

deduction (and treated as a distribution for withholding tax purposes). The Canadian tax

authority has indicated that this rule applies even if Article 9 of a relevant treaty would permit

a greater debt-to-equity ratio.19 Surely, in this case, taxpayers should not be subject to both

arbitrary thin capitalization limits and the AL principle limitations under Article 9 of the OECD

Model Convention. Where countries such as Canada choose to ignore Article 9 when it benefits

taxpayers, they should not be able to rely on it where it benefits the fisc. We understand that,

unlike Canada, some countries apply the transfer pricing AL principle to determine how much

related party debt of a foreign-owned subsidiary is appropriate. From a fairness perspective,

such an approach should be applied consistently to either increase or decrease the amount of

19 See IC 71-175R Guidance on Competent Authority Assistance under Canada’s Tax Conventions at para. 26 
[emphasis added]. 
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debt and applicable interest expenses (which we recognize may not be as easy to administer as 

the Canadian approach). 

57. We note that there is an apparent conflict between the commentary to Article 9 of the OECD

Model Convention and the 2018 Financial Transactions Discussion Draft in this regard.

Paragraph 3 of the commentary regarding Article 9 of the OECD Model Convention states:

As discussed in the Committee on Fiscal Affairs’ Report on “Thin Capitalisation” 
there is an interplay between tax treaties and domestic rules on thin capitalisation 
relevant to the scope of the Article. The Committee considers that:  

(a) the Article [Article 9] does not prevent the application of national rules on thin
capitalisation insofar as their effect to assimilate the profits of the borrower to an
amount corresponding to the profits which would have accrued in an arm’s length
situation [emphasis added].

58. The above paragraph reflects an understanding that Article 9 limits domestic thin capitalization

rules – i.e., domestic thin capitalization rules apply only insofar as they fit the AL paradigm.20

59. The 2018 Financial Transactions Discussion Draft appears to ignore the above paragraph in

the Commentary to the OECD Model Convention by sanctioning the application of both

domestic thin capitalization rules (without any limitations) and Article 9 – i.e., the “lesser of”

approach.

60. In any event, one provision should be enough. Taxpayers that establish a capitalization

structure which is respected as a matter of legal substance and that is in line with domestic thin

capitalization provisions should not generally face this added Article 9 uncertainty – i.e.,

meeting the debt-to-equity ratio in the domestic thin capitalization rules and yet also facing

potential exposure with respect to a transfer pricing adjustment under the rubric of accurate

delineation.

61. The US history in this area should inform the discussion and any revisions to the 2018 Financial

Transactions Discussion Draft. It is very difficult to prescribe the circumstances in which an

instrument should be recharacterized from debt to equity or vice versa. The US tried to do this

20 See Specialty Manufacturing Ltd. v. Her Majesty the Queen, 97 DTC 1551 (TCC); 99 DTC 5222 (FCA). Joel 
Nitikman, “The Interaction of Canada’s Thin Capitalization Rule and the Canada-United States Tax Treaty” 
(2000), vol. 26, no. 1 International Tax Journal 20-64.  
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in the context of the IRS and Treasury’s proposed section 385 Regulations. After receiving 

public comments, the IRS released regulations under Code Section 385 that drastically limited 

the scope of the proposed regulations on related party financing transactions. 

All or Nothing 

62. In the context of the example contained in paragraph 17 in the 2018 Financial Transactions

Discussion Draft,  Box B.2 asks for commentators’ views on whether the entire amount of a

debt that exceeds that which would be viewed as appropriate under the AL principle needs to

be “accurately delineated” as equity, or just the excess amount.

63. As noted above, in Canada, there is no domestic Income Tax Act rule that provides for the

recharacterization of debt as equity. We are not aware of a situation where an instrument has

been parsed in the manner contemplated here. However, it would seem highly inappropriate to

sanction the disallowance of 100% of the interest on a debt instrument because, for example,

it is found to be 10% over the amount permitted under the accurate delineation threshold

proposed by the OECD. To do so would be grossly unfair and punitive. It might be more

acceptable to adopt such an approach if recharacterization were limited to egregious

circumstances as we suggest.

Business Strategies Relevance 

64. The 2018 Financial Transactions Discussion Draft provides factors specific to financial

transactions that need to be considered as part of accurate delineation. These include:

contractual terms; functional analysis; characteristics of financial products or services;

economic circumstances; and business strategies.

65. With respect to business strategies, the discussion draft advocates taking a MNE’s prior

practices into consideration to determine the arm’s length nature of a transaction with different

terms and conditions.

66. We submit that the test should prima facie be whether the particular loan terms and conditions

accord with the AL principle. Article 9 of the OECD Model Convention simply requires the

terms and conditions to be consistent with what AL parties would agree to. It does not require
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consistent behaviour within a MNE group. If a MNE group typically provides a parental 

guarantee but chooses not to do so in a particular situation, it is not clear why the loan should 

prima facie be deemed to be entered into on NAL terms.  

67. There are several bona fide business reasons for a MNE to depart from what it has done in the

past in other situations – e.g., a MNE might not wish to provide a guarantee to a new subsidiary

in a high risk venture. Under the OECD’s proposed approach, however, any group member

that loaned funds to a new high risk member would seemingly be forced to lend at a rate that

assumes a parental guarantee. Unless the reasons for departing from past practice result in a

transaction with terms and conditions that do not constitute AL dealing, it is not apparent why

they should fail to satisfy the requirements of Article 9. Imputing other terms and conditions

in such cases should only be based on specific anti-avoidance concerns/rules.

68. MNE group business strategies are of course relevant in specific situations, such as where a

group is trying to gain a foothold in a market and prices its goods at a price that is clearly below

the prevailing market price, i.e., a market penetration strategy. The prices charged  in such a

case are obviously not in accordance with those charged by other AL parties (at least initially),

and yet because the strategy is one undertaken by independent enterprises in uncontrolled

transactions, such prices may well accord with the AL principle. But where the terms and

conditions of a financial arrangement are in accordance with AL terms and conditions, there is

no apparent justification for deeming those terms and conditions to be NAL simply because

they do not accord to those which the group normally has in its contracts.

69. It seems reasonable to afford recognition in some circumstances to the de facto effects that

control affords in respect of one group entity vis-à-vis another – for example, it may obviate

the need for a term or condition found in AL instruments – but we fail to see how departure

from group business strategies should per se lead to a NAL dealing determination.

70. If a MNE group chooses a 100% equity capital structure for most of its group and a 50%/50%

debt/equity capital structure in one entity, the question under Article 9 should only be whether

the terms and conditions of the actual capital structure are arm’s length, not whether they are

typical to that MNE group. Once again, if there are specific avoidance concerns, they should

be dealt with by special rules rather than by a tortured interpretation of the AL principle.
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Treasury Function (Section C of the 2018 Financial Transactions Discussion Draft) 

71. Section C of the 2018 Financial Transactions Discussion Draft provides guidance for

determining the arm’s length conditions for treasury activities, including intra-group loans,

cash pooling and hedging.

Intra-Group Loans 

72. The 2018 Financial Transactions Discussion Draft assumes that the ultimate parent of a multi-

national group “owns all the assets legally owned by subsidiaries”. This is obviously not

correct from a legal perspective and suggests that the OECD is moving away from the AL

principle and a separate legal entity approach. We suggest that the guidance employ more

appropriate language – and simply acknowledge situations where the OECD is suggesting a

departure from the AL principle so that each country can clearly indicate whether they agree

or disagree with such deviations.

73. The fact that the subsidiary’s assets are not legally owned by the parent company or other

group member should not be disregarded in carrying out the TP analysis, and certainly not

without considering whether there are any priority claims or potential claims over the

subsidiary’s assets. For example, having a registered charge on a subsidiary’s property may be

far better than having legal control of the subsidiary where the subsidiary has other creditors

or potential creditors (e.g., revenue authorities, product liability claimants, etc.)

Series of Short-Term Loans 

74. The 2018 Financial Transactions Discussion Draft suggests that a series of short-term loans

should be accurately delineated as a long-term loan where the parties intend to enter into a

series of loans. However, if the short-term loans are all properly priced in accordance with the

AL principle as short-term loans at the relevant times when they are entered into, there is no

apparent transfer pricing reason to treat them as one long-term loan even if the parties’ intent

at the outset was clearly to renew the short-term loans. A long term loan would likely have had

very different terms and conditions (e.g., interest rate).
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75. The only issue being considered from a transfer pricing perspective should be whether the

short-term loans were properly priced based on their structural features.

76. An investor may reasonably choose to invest in a series of one year GICs for ten-years rather

than a ten-year GIC. If the investor in fact earns less than it would have earned on a ten-year

GIC, it can hardly go to the AL issuer at the end of  ten years and ask to be topped up to the

amount it would have received if it had chosen the ten-year instrument.

77. How the market views the future is inherent in the different terms of short and long term loans

that the market produces. The OECD cannot assume that taxpayers have special knowledge of

future fluctuations in market rates or other factors and can arrange their affairs based on that

special knowledge. If the OECD has an anti-avoidance agenda beyond determining AL prices,

it should deal with that explicitly in the appropriate form.

Bank Opinion Letters 

78. The 2018 Financial Transactions Discussion Draft rejects bank opinion letters (which state  the

interest rate a bank would apply if it were to make a comparable loan). According to the OECD,

such an approach would represent a departure from an AL approach based on comparability

since it is not based on a comparison with an actual transaction. However, this ignores the basic

reality that when pricing a hypothetical AL transaction the attempt is always to price a

transaction that did not actually happen. The profit split method is also not based on actual

comparable transactions. In many cases, the best evidence available to taxpayers (and taxing

authorities) will be to rely on opinions of experts (such as banks) regarding AL interest rates.

It is imperative that the OECD recognize and respect a taxpayers’ ability to rely upon the best

information commercially available to them for determining AL rates.

Renegotiation of Loans 

79. Another problematic statement in the 2018 Financial Transactions Discussion Draft is the

statement that borrowers need to consider the possibility of renegotiating the interest rate on a

loan when macroeconomic circumstances lead to a reduction of the financing costs in the

market. This statement suggests that AL parties would replace existing loans with new ones

when rates decline. This ignores commercial reality and the likely application of penalties.
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Typically in AL situations a borrower can not simply demand a reduction in interest rates to 

reflect changes in market conditions – much as a lender can not simply demand an increase if 

market conditions cause fluctuation in the opposite direction. Rather, the party seeking to 

terminate an existing contractual relationship will generally be required to pay a penalty to the 

other as compensation for the change in anticipated interest over the remaining term of the 

loan. The addition ab initio of an interest rate reset right at certain future dates would, of course, 

affect the interest rate applicable.  

Hedging 

80. Parent companies often hedge their subsidiaries’ foreign exchange exposure vis-à-vis the

parent’s balance sheet. The parent may be the only rated entity in the MNE group and it may

simply be more cost efficient for it to enter into one transaction rather than having subsidiaries

enter into separate transactions. In any event, there seems to be no transfer pricing reason to

deem a subsidiary to have carried out a hedge just because the hedge relates to it (as suggested

in the example in Box C.11 of the 2018 Financial Transactions Discussion Draft).

81. It is the party who enters into the hedging transaction that subjects itself to the chance of profit

and risk of loss. There is no NAL transaction or series of transactions to price in the example

in Box C.11. Accordingly, deeming the subsidiary to have carried out the hedge is beyond the

scope of Article 9 of the OECD Model Convention.

Guarantees (Section D of 2018 Financial Transactions Discussion Draft) 

82. The 2018 Financial Transactions Discussion Draft suggests that there be could be applied  a

rebuttable presumption that every group member has the same credit rating as other group

members (i.e. the effect of group membership). This may be a significant  benefit to the revenue

authorities where the debtor entity is resident (i.e., reduces the quantum of the guarantee fee).

83. The Tax Court of Canada decision in General Electric Capital Canada Inc. v The Queen, 2009

TCC 563 suggests that the presumption will often be wrong.21 More specifically, this case

establishes that a subsidiary’s credit rating does not automatically adjust to the parent’s credit

21 General Electric Capital Canada Inc. v The Queen, 2009 TCC 563, aff’d 2010 FCA 344. 
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rating by virtue of implicit support – i.e., courts look at the surrounding facts and 

circumstances. It is therefore not clear that this presumption makes sense and it would appear 

to impose an extra hurdle on taxpayers that correctly price their transactions in accordance with 

the actual facts. 

84. Moreover, from a fairness/consistency perspective, if tax authorities seek to rely on implicit

support to reduce the amount of deductible expenses paid by residents in their jurisdiction, they

should similarly reduce the amount of any income inclusions where similar payments are

received by residents in their jurisdiction.

Maximum Interest Rate 

85. The draft posits a maximum interest deduction based on the group’s average external rate.

There is no basis for assuming that this is in accordance with the AL principle on a separate

entity basis. Again, if there are separate anti-avoidance concerns they should be dealt with by

special targeted rules.

Paradigm Urgently Required 

86. The OECD should outline in detail the paradigm to be employed as a general matter when

applying the TP rules in respect of MNE groups. In particular, this paradigm is required to

apply doctrines such as implicit support in revisions to the 2018 Financial Transactions

Discussion Draft. The recognition that the debtor is “still a member of the group” raises issues

relative to   the hypothetical independent enterprise analysis that Article 9 mandates (we submit

that it should be “a” group, not “the group”). The determination of the proper paradigm has led

to considerable debate and uncertainty as is evidenced by the number of cases dealing with this

issue and the length of the judicial decisions needed to deal with them.

87. In General Electric, the  Canadian Courts  had to deal with it in the context of a guarantee

provided by a parent to its subsidiary. They viewed the subsidiary as a member not of the group

but of another group with similar characteristics. In this regard, the OECD should outline its

view on what characteristics should be preserved.
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Guarantor with same Credit Rating 

88. It may well be appropriate to pay a guarantee fee to a guarantor even if the guarantor has the

same credit rating as the borrower. Lenders, for example, may provide a lower interest rate if

they have access to more assets. The assumption seems to have been that a difference in credit

ratings is required to justify a fee, which is simply not the case in an AL context.

Captive Insurance (Section E of 2018 Financial Transactions Discussion Draft) 

89. The captive insurance proposals in the 2018 Financial Transactions Discussion Draft are out

of step with Canadian insurance law.22 In addition, the 2018 Financial Transactions Discussion

Draft departs from  arm’s length requirements in the following ways.

90. First, the OECD suggests that a captive does not need to have as much capital if dealing with

related parties as it would if it were dealing with an AL party. This seems to be a direct

contradiction of Article 9’s mandate to treat internal transactions as if they were AL ones.

91. Further, the OECD is recommending rewarding the captive based solely on regulatory capital

of their host jurisdictions. Regulatory capital in many jurisdictions commonly used by captives

is not necessarily based on sound actuarial principles, especially where the captives insure only

related party risks. In many cases sound business judgment requires a captive to retain a greater

amount of capital than the bare minimum required from a regulatory perspective. Capital

requirements should be based on market requirements (including relevant commercial

considerations) if they are to comply with Article 9 of the OECD Model Convention.

92. Second, where multiple group entities insure their risks with a group captive, and  the captive

is then able to group the risks and get a more favourable price from reinsurers than the group

members could have obtained singly, the OECD draft says that the benefit should not stay with

the captive. The OECD’s view is that the benefit should be re-distributed out to the participants.

93. Where the captive actually assumes the risks and reinsures them, it remains primarily obligated

to the insured parties. The latter usually do not have recourse to the parties that the captive

22 See Consolidated Bathurst v Minister of National Revenue (1986), [1987] 2 FC 3 (FCA). 
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reinsured the risks with. It does not make sense for the captive to earn only the equivalent of a 

brokerage commission since a broker does not assume the relevant risks. This is not akin to 

obtaining a better price for pencils on a group basis. 

94. The OECD has specifically requested comments on the example given in paragraphs 187 and

188 of the 2018 Financial Transactions Discussion Draft. The example given, which relates to

insurance contracts sold by a technology retailer to its customers and insured by a NAL party,

begins with the proposition that the AL sales of insurance to customers take place at above-

market prices, and appears to assume a particular economic analysis with respect to the drivers

of these apparently above-market AL prices – that is, that they arise from a “point of sale

advantage” enjoyed by the retailer. This assumption appears to be premature in the absence of

expert economic evidence in respect of the particular circumstances of the dealings. Moreover,

and despite the comment in paragraph 186 that competition would usually work to limit the

amount of profit that can be earned both on the part of the sales agent and the insurer, in the

example at paragraphs 187 and 188, the OECD allocates all of the residual profit to the sales

agent. This is inconsistent with the AL principle.

95. We also note that in many jurisdictions the compensation that can be received by a person who

is not licensed as an insurance agent is limited by non-tax regulation. In these circumstances,

there can be no adjustment to the compensation earned by such a person for transfer pricing

purposes, as an arm’s length distributor cannot earn more. See, for example, the 1972 decision

in Commissioner of Internal Revenue v. First Security Bank of Utah, N.A., et al,  wherein the

United States Supreme Court held that the U.S. transfer pricing rule could not be applied to

attribute income earned in respect of the reinsurance of credit insurance policies by a captive

insurer to national banks operating in the same corporate group, on the basis that the banks

“had been advised by counsel that they could not lawfully conduct the business of an insurance

agency or receive income resulting from their customers' purchase of credit life insurance.”

OSLER, HOSKIN & HARCOURT LLP

Per Richard G Tremblay
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Milan, September 7th 2018 

OECD Invitation for Public Comments: Financial transactions 

By email: TransferPricing@oecd.org 

Studio Pirola’s comments 

Studio Pirola Pennuto Zei & Associati welcomes the opportunity offered by the 
OECD to provide its comments in connection to the new project, aimed at 
providing the guidance for financial transactions, of particular scientific and 
academic but also practical interest. 

The matter is utmost interesting in light of the recent developments due to BEPS 
project outcome and the approach followed by some tax administrations, often 
using very different methodologies to define the price for financial transactions 
due to lack of specific guidance. 

Specifically, we would like to propose the following comments. 

BOX C3 
Stand-alone credit rating 

For the stand-alone credit rating definition, the reference shall be made to the 
actual financial position of the MNE, whose evaluation is based on specific 
financial ratios, aimed to identify the capital requirements of the Company and its 
capability to generate cash flows. Once identified the capital and profit ratios, 
they shall be compared with the average of the same drivers identified for the 
industry in which the Company carries out its business. We deem that the 
financial and capital implications due to the intercompany transactions already 
incurred at the moment of the evaluation of the credit rating (thus influencing the 
ratios of the Company) should not be excluded from the calculation, since the 
analysis has to be performed on ex-ante basis.  

Implicit support 
We do not agree with the statement under paragraph 70, according to which the 
implicit support is likely to be identifiable in case of a high-integrated 
multinational group.  
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First of all, it needs to be pointed out that the high integration of transactions - and 
consequently of the group members’ activity - is a typical condition of some industries 
(i.e. logistic); therefore, according to the statement reported in paragraph 70, for each 
Company carrying out logistic business, the implicit support is supposed to exist, even 
if no further elements confirm the circumstance. 
In order to avoid a mere presumption, we deem it advisable to refer to the concept of 
the control over risk to define the ‘implicit support’, reported in the Chapter I of the 
OECD transfer pricing guidelines. Substantially, it is necessary to identify if, according 
to any guarantee or support commitments, the risks – operating or financial - of the 
specific transaction guaranteed (or the general business carried out by the Company) is 
–partially- shifted to another group member.
An independent enterprise, underwriting a financial operation or entering in a specific
transaction, assumes all the related risks, being aware that the shifting of the risks to
another independent entity would imply a cost (for example, among others, in
factoring transactions). The worse scenario for the independent enterprise is to fail,
due to the unprofitable business or to a huge liquidity deficit.
Therefore, according to the arm’s length principle, every financial and operating risk
also ‘implicitly’ shifted to another group company – even based only on intercompany
commitments - shall be remunerated.
We refer, for example, to the support rendered to the Company by the MNE group
before any financial institution, in case a group company is already credited by the
bank and the latter is prepared to provide the best conditions to the Company thanks
to the high reputation of the affiliated entity. In such a circumstance, the reputation of
the group entity has to be regarded as the implicit guarantee for the bank, which
reasonably expects that, if the Company does not pay the loan, the affiliated entity will
accept the debt for not incurring in reputational damage having limited access to
funding in the future. The same applies when managers and/or key leading people
belonging of the group attends the negotiation to support other group companies
before banks and clients. In all these cases, such a risk is partially and implicitly
transferred to another group company, thus justifying an arm’s length remuneration
for the ‘support’ granted.
The remuneration for the ‘implicit support’ can be included also in the prices of the
main transaction incurred between the parties, if the group entity rendering the
implicit support is the same.

BOX C7 

With reference to the possibility to take into account (i) the average ‘external cost of 
debt’ of the MNE group or (ii) comparable loans within the MNE group and an 
independent lender as a reference for pricing the intercompany loans, it is necessary 
to underline that the interest rates applied on the loans with the other MNE group 
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entities and an independent lender cannot be considered, as such, as internal 
comparables, thus not be prioritized in respect of external comparables. Indeed, these 
transactions “have the potential for a closer relationship to the taxpayer’s transactions 
(e.g. possibly closer economic circumstances, closer business strategies and greater 
product similarity) than transactions between two unrelated parties, although this 
must be approached with great caution as in practice they are often transacted in 
different circumstances and in different markets. In addition, the taxpayer may have 
better access to information on such transactions than it would have on transactions 
between two independents. For this reason, this type of transaction should not be 
overlooked as they can in certain circumstances provide comparables of a better 
quality than those collected for instance on a database, subject to the five 
comparability factors being satisfied”1.  
In this respect, the same applies for the average cost of debt of the MNE group, 
considering that in this case the comparability factors are almost never met, apart the 
unrealistic event in which all the members of the MNE group have the same capital 
and financial capabilities (i.e. stand-alone credit rating), perform the same activities on 
the market with almost identical conditions and incurred similar loans. It is obvious 
that in this case no significant difference in the cost of debt of each group member can 
be identified, thus being the average value almost the same of the interest rate 
applied on the single loan.  
In particular, it is to be discussed if the average interest rate paid on the MNE group’s 
external debt can be considered as the minimum interest rate that could be set for the 
intercompany loans: this on the basis of the assumption that a third party lender 
would not enter in an unprofitable loan agreement . 
This perspective is partially delineated in the Discussion Draft in the following 
paragraphs 89 and 90. According to the said paragraphs the average interest rate paid 
on the MNE group’s external debt can be considered as the cost of funds for all the 
intercompany loans granted to the MNE group’s entities if it can be proved that there 
is not a potential competitor of the MNE group to be able to obtain funds at a lower 
cost (it could be very difficult to provide such a demonstration).  
In our view, in order to properly apply the CUP, both internal and external 
comparables shall be considered in order to verify that the comparability requirements 
are met and the average cost of debt referred to the whole MNE group excluded, as 
such, as a comparable.   
Finally, it shall be pointed out that independent lenders financing the Company are 
typically financial institutions, whose functional profile is quite often different from 
that of any of the MNE group members. In this respect, it is necessary to take into 
account that they could have access to different and most favorable capital markets, 
thus being in the position to reduce the costs by exploiting the economies of scale and 

1
 OECD comparability: public invitation to comment on a series of draft issues notes, May 10

TH
 2006 
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to support a huge financial risk thanks to their typical capital structure, required to 
supervised entities like banks and insurances.  

BOX E3 

With reference to the examples described sub paragraphs 187 and 188 of the 
discussion draft, we note the following. 
First of all, it needs to be pointed out that we partially agree with the conclusion 
reported in the two paragraphs of the draft, identifying Company A, the retailer, as the 
leading of the business through which it is possible to create an advantage for the 
customer since he is able to underwrite the insurance policy directly at the point of 
sale. That circumstance should be sufficient to attribute the extra profit to Company A. 
Indeed, the analysis misses, in our opinion, to consider that: (i) it exists an active 
market for insurance and reinsurance for the risks taken into account, (ii) that the 
insurance contracts are typically profitable (iii) the estimation of the arm’s length value 
of the commission paid to Company A could be result difficult from a practical point of 
view, due to the lack of comparable data available. 
The higher profitability of the transaction in respect of the market value is substantially 
due to the partnership created between Company A and B, which are able to offer to 
the customers a package including the products and the related insurance policy, 
allowing the client to save the costs related to identify a similar insurance cover on the 
market. 
Therefore, the partnership between A and B creates a competitive advantage for both 
the insurer and the retailer, thus allowing, according to the arm's length principle, a 
split of the ‘extra’ (in respect of the market) profitability equally between A and B, 
without before attributing the commission to Company A.  The equal split of  the profit 
of the whole transaction is justified since it is reasonable to assume an equal 
contribution by both Company A and Company B; indeed the competitive advantage 
generated in the ‘joint’ transaction under review is linked to the high-value synergy 
generated by the combined business carried out by the two companies, not 
attributable to any intangible property of the two entities. 

Sincerely, 

Pirola Pennuto Zei & Associati 
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 _____________________________________________________________________________ 

PricewaterhouseCoopers International Limited 
1 Embankment Place 
London WC2N  6RH 
T: +44 (0)20 7583 5000 / F: +44 (0)20 7822 4652 

PricewaterhouseCoopers International Limited is registered in England number 3590073. 
Registered Office:  1 Embankment Place, London WC2N 6RH. 

Tax Treaties, Transfer Pricing and Financial Transactions Division 
OECD / CTPA 
2, rue Andre Pascal 
75775 Paris Cedex 16 
France 

By email to: TransferPricing@oecd.org 

5 September 2018 

Dear Sir/ Madam, 

PwC’s Comments on the non-consensus public Discussion Draft - “BEPS 
Actions 8 - 10 - Financial transactions” 

PricewaterhouseCoopers International Limited on behalf of its network of member firms (PwC) 
welcomes the opportunity to comment on the non-consensus public Discussions Draft (DD) entitled 
“BEPS Actions 8 - 10 - Financial transactions”. 

We appreciate the initiative and efforts from the OECD in discussing the transfer pricing aspect of 
financial transactions in order to provide more clarity to taxpayers and consistency in the application 
of approaches across territories with the aim of minimising transfer pricing disputes and preventing 
double taxation.  

Our response first addresses our core observations in the main body. In Appendix A we then provide 
some specific comments then pertaining to each section of the DD. In Appendix B we provide detailed 
responses to the questions raised in the DD.  

General observations 

In general, we find the DD to provide helpful and informative guidance to taxpayers and tax 
authorities in an area which has historically raised a lot of challenges in terms of application and 
consistency. The DD makes important points and background references around the types of key 
intercompany financial transactions, the relevance and availability of market/ transaction information, 
the nature of considerations that market participants use around the pricing for such transactions, as 
well as elements that are unique to multinational groups and may differ from market transactions. In 
addition, the DD attempts to provide a bridge between factors to consider in the context of the covered 
financial transactions in light of guidance previously provided by the OECD in the BEPS Action 8-10 
paper (now formalised in the OECD 2017 Guidelines). This applies, in particular, in relation to the 
delineation of transactions and group synergy benefits. It also provides some practical considerations 
regarding the determination of implicit support. Importantly, there are areas where our network has 
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experienced different local country tax authority interpretations around the discussed concepts, and 
we have attempted to highlight areas where such divergence of views may actually increase the risk of 
double-taxation and where careful consideration is required around whether or not transfer pricing/ 
Article 9 and this particular guidance (or this particular guidance alone) is the right forum to address 
such issues. 

The examples provided within the DD are helpful in: a) allowing taxpayers and tax authorities to 
understand the key features of the identified transactions; and b) applying practical examples to the 
underlying theoretical frameworks. We have, in this response, sought to provide additional examples 
which could be included in the revised DD on some of the specific focus areas (notably around the 
application risk free/adjusted returns, cash pooling and guarantees).  

Finally, we consider there are opportunities to clarify or simplify the guidance provided in the DD or 
where safe harbours/ de minimum thresholds might be appropriate for lower risk transactions (such 
as entities or financial transactions of a particular size) and we provide the details of these potential 
revisions within the scope of our responses. In particular we note that the DD in its current form does 
not recommend that the degree of support/ documentation required to support the underlying loan/ 
financial transaction is aligned with the materiality of the transaction; as such we are concerned that 
this places a very high administrative burden on taxpayers with respect to very small, routine and low 
BEPS risk transactions. 

Specific comments 

In addition to the general comments noted above, we have also included here a summary of our key 
observations from specific sections of the DD, divided into the following sections: 

• Delineation
• Treasury functions / loan terms / pricing
• Cash pooling
• Guarantees
• Captive insurance

Delineation 

The draft guidance regarding delineation provides a bridge to the existing guidance provided in BEPS 
Actions 8-10 with specific reference to financial transactions. We note that whilst capital structure is 
introduced in the first few paragraphs within this section, the remainder of the report does not address 
arm’s length capital structure and instead addresses the delineation of transactions with respect to 
pricing. To ensure focus on transfer pricing matters and coordination with local country requirements, 
and in light of already concluded guidance (including within other BEPS work streams), we 
recommend that the paper is limited to the elements and considerations that directly impact pricing. 
Capital structure is often addressed and restricted under domestic measures and it also may be beyond 
the scope of Article 9 to address capital structure within the context of international tax treaties. 
Furthermore, extensive guidance is provided in the OECD Attribution of Profits 2010 paper (the 
“Authorised OECD Approach” or “AOA”) with regard to the analysis of banking and insurance 
activities and determination of the key value adding functions/ determination of key entrepreneurial 
risk takers (“KERTs”). This DD should at the least make reference to the guidance provided in the AOA 
on the same topic areas covered in this DD, and ideally align the wording and approaches accordingly 
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in order to avoid the potential for misinterpretation of the AOA when compared to the guidance 
contained in the DD. 

We also recommend the distinction between “accurate delineation” and “recharacterisation” is 
included within the revised DD. The delineation process should follow the steps outlined in this DD 
(i.e. accurately delineate the actual transaction based on the functions performed by the two parties, 
the risks borne and decisions made to determine the conditions which would have applied at arm’s 
length). The Section D.2 of the TPG note (paragraph 1.122) that “every effort should be made to 
determine the actual nature of the transaction and apply arm’s length pricing to the accurately 
delineated transaction, and to ensure that non-recognition is not used simply because determining an 
arm’s length price is difficult”. Therefore, only if the actual transaction does not possess the 
commercial rationality of arrangements that would be agreed between unrelated parties under 
comparable economic circumstances should the potential for recharacterising the transaction exist. 
There is extensive reference to the phrase “accurate delineation” within the DD and this should not be 
used as a tool by tax authorities to recharacterise a transaction unless the specific thresholds within 
Section D.2 of Chapter I of the TPG have been met. 

To the extent any retained guidance includes details regarding a risk-free return, significant further 
specificity is needed in order to inform how this could work in practice so as to avoid double-taxation 
and jurisdictional mismatches. For example, it is not clear whether delineation would result in a 
transaction from the original contractual lender to the new hypothetical lender, or instead a 
transaction from the contractual borrower to the hypothetical lender. Additional clarity as to how this 
might interplay with the characterisation of income in the hands of each entity and also the potential 
withholding tax/ treaty implications would also be helpful.  

In the related discussion around substance, one of the more specific areas where more targeted 
guidance is needed is the nature and extent of substance (in terms of “people functions”) required in 
order to support a particular financial transaction. For example, what substance does the OECD 
envisage for a full treasury function that bears a wide variety of risks associated with intercompany 
financing on a daily basis, versus a company that simply on-lends to a borrowing entity with matching 
terms? In these situations, one might expect the substance required in the first scenario to be more 
extensive given the risks being borne by the lending entity versus the relative risks of lending on a 
matched or back-to-back basis. In this regard, the incorporation of the BEPS Action 8-10 risk 
framework to financial transactions raises some issues.  

Risks underlying funding transactions have important differences versus risks underlying an 
intangible development activity (the latter requires funding but also produces an intangible asset, 
which generates subsequent returns, separable from the capital that funded the development of the 
asset). This is linked with the value of capital and the return to capital not being routine (let alone risk 
free) in the case where the very transaction under review is the extension of capital (whether in the 
form of debt or equity).  In this regard, it is useful to note guidance from the OECD itself acknowledges 
cases where capital can attract returns well in excess of the risk free rate, and can even attract the 
residual returns too based on arm’s length evidence in areas such as asset management. This  is also 
relevant to the ’delineation’ discussion as the functional/ risk/ asset analysis requirements need to 
acknowledge the potential to outsource management of capital, as one observes in arm’s length market 
transactions on a daily basis.  

There may be an opportunity to also provide some form of optional safe harbour or de minimis 
threshold (for example companies with a turnover of less than a certain size or financial transactions 
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of less than a certain quantum) which might exempt the taxpayer from the documentary evidence 
requirement to support the underlying substance. This would help to remove the increased 
administrative burden associated with documenting the decision making processes at lender and 
borrower level for transactions which might be considered lower risk in nature (therefore less likely to 
pose significant BEPS activity). 

Treasury functions / loan terms / pricing 

This section of the draft guidance provides a market-consistent framework outlining the principles of 
credit rating assessment, the fundamental terms of a loan agreement and the different characterisation 
of a treasury function (and associated underlying return). Specifically with regards to the initial 
assumption that a treasury function might be considered a “service” to the wider group, clarification is 
warranted around acknowledging the alternative case where the treasury operation is actively 
managing the liquidity, capital raising, hedging and day-to-day treasury activities of the group (a 
function that it would be extremely difficult to outsource to an external service provider). A balanced 
approach may be to provide examples of scenarios wherein a treasury operation might reasonably be 
considered a service support function for the group, and those where it might be considered to be 
performing a more entrepreneurial, risk taking function. It would be worth noting that in between 
these two scenarios there is a spectrum of treasury models, for which the appropriate pricing model 
might be a form of hybrid between the service provider and entrepreneurial models. 

While assessing the options realistically available to lender and borrower with regard to intercompany 
financing transactions may be a useful exercise in determining what conditions the two parties could 
and would have been willing to enter into at arm’s length, the DD is not clear enough as to why 
security/ collateral has been provided with such focus and in what scenarios it would be appropriate to 
imply/ assert security would have been offered by the borrower, or when a borrower might look to 
access a group guarantee.  

For example, in some instances a pledge of assets might be required by an external lender yet it might 
not provide an incremental interest rate benefit for the borrower (where the pledge is simply by virtue 
of historic practice exercised by this or other lenders). In other situations, whilst the specific assets of 
the borrower may not be pledged under an external financing agreement, the external lender may still 
impose restrictions on what any entity in the group is able to do with its assets/ income (i.e. a negative 
pledge). In such situations, any imposition of security (even inter-company) would need to be notified 
to the external lender (and in some cases, an inter-creditor deed may need to be put in place to provide 
the external lender with comfort as to rights on wind up and the order of preference). 

In addition, it may be the case that the parent of the group may not wish to provide explicit guarantees 
to group entities in certain instances (for example where that part of the business is run separately 
under a different brand name). We therefore consider that examples would be helpful in this instance, 
and where certain wording has been leveraged from the Chevron decision or other case law, it would 
be helpful to make specific reference to the facts/circumstances that led to that conclusion.  

Finally, we consider that the draft wording with regard to certain covenants within lending 
agreements, whilst aligned with what might be seen in external lending agreements, would not always 
impact the rate imposed between lender and borrower. For example, the application of certain non-
quantitative covenants is often one of the final steps in the negotiation of funding between a borrower 
and lender, after the interest rate and quantum of debt have already been determined. As such, it is 
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difficult to see how the additional administrative burden placed on taxpayers as a result of imposing 
the requirement to include covenants addresses a BEPS related risk. 

Cash pooling 

On the whole, we considered the draft guidance with respect to cash pooling to be constructive to 
taxpayers and tax authorities. The analysis of the underlying economics of the arrangement is a useful 
starting point and builds on case law in this area (e.g. Bombardier and ConocoPhilips cases). 
Additionally, the guidance regarding cross-guarantees and the potential that these may add little 
incremental value is a pragmatic mechanism for analysis of cross-guarantees that are typical in certain 
cash pooling arrangements. 

One point that we did want to highlight was with respect to the methods for remunerating the cash 
pool leader, specifically the methodology which allocates the cash pooling benefit between group 
members based upon their respective positions with the pool (positive or negative). This would seem 
to imply some form of volume-based discount for both borrowers and depositors to the pool, but we 
find it difficult to apply this in a financing context (where it would be strange for a borrower with a 
very large position to receive a larger portion of the benefit than several small depositors). Finally, 
similar to the discussion around the relative roles of treasury functions and returns to risk, it would be 
important to acknowledge that real balance sheet risk can be experienced in the event of changes in 
pool balances as well as the external environment (e.g. in an environment of rising rates with limited 
returns on investments) and the actual ex ante terms agreed to between the participants and the 
header lead to different risk (and return) profiles for pools.  

Guarantees 

The draft guidance with respect to guarantees is informative, particularly in distinguishing between 
implicit and explicit guarantees and the pricing mechanisms that could be used to determine their 
impact. Debate remains as to the consideration of implicit support where the contract in question 
represents an explicit commitment (by the parent in many cases) to undertake a contingent risk. This 
is an area where jurisdictional differences may continue, but the use of multiple approaches to price 
the benefit (as suggested by the DD) and acknowledging the range of outcomes may provide a useful 
tool for pricing agreement.  

We would recommend the provision of specific sources of guidance for taxpayers/ tax authorities with 
respect to applying implicit support adjustments in practice (e.g. credit rating methodology papers) 
given the subjectivity and alternative approaches that could be adopted.  

Additionally, we consider that whilst the methodologies included with respect to pricing guarantees 
are helpful, there may be scope to provide additional details as to how certain methodologies are 
applied in practice. More specifically, guidance would (in the form of examples) be welcomed with 
regard to the Cost Approach, the Valuation of Expected Loss Approach and the Capital Support 
Method. Additionally, the inclusion of Letters of Credit (LOCs) as a potential CUP approach may also 
provide a practical reference point.  This is especially relevant as the DD does not discuss performance 
guarantees, but these methodologies become more relevant for such (non-financial) guarantees. 

Finally, the DD notes that a guarantee that provides a quantum benefit to the borrower might imply 
that this portion of the loan is actually borrowed by the guarantor followed by an equity contribution 
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to the borrower. This is another area where local country debt characterization and interest limitation 
rules should be used to determine appropriate levels of allowable debt for the borrower and (any) 
limitations of deductions, and the focus of the DD guidance should be around the pricing of a relevant 
guarantee for the pricing benefit provided (and not on addressing the question of effective borrower 
versus equity holder).   

Captive insurance 

The captive insurance section of the DD provides insight as to captive insurance more generally, 
fronting and agency arrangements, and reinsurance, along with offering some potential mechanisms 
for determining the remuneration of the insurance function. The DD appears to suggest that it is for 
the taxpayer to demonstrate that the captive insurance function is performing genuine insurance 
activity and has sufficient substance, rather than that to be the expected assumption. Similarly, the DD 
appears to indicate that captive insurance more generally might be considered a service function on 
behalf of the group, rather than respecting the separate entity principle and the fact that insurance 
performed by the captive can be bone fide and akin to what a third party insurer could (and in many 
cases does) provide. We consider that the accurate delineation of the transactions through an 
appropriate analysis of the associated functions, assets and risks to be a more suitable starting point 
for the analysis of a captive insurer. 

Yours faithfully, 

Stef van Weeghel, Global Tax Policy Leader 
Stef.van.weeghel@pwc.com 
T: +31 (0) 887 926 763 
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Appendix A 

Interaction with the guidance in Section D.1 of Chapter I 

• Paragraph 6 - this paragraph outlines that this DD provides guidance as to how the concepts of
Chapter I of the OECD 2017 Transfer Pricing Guidelines (TPG)”may relate to the capital
structure of an entity within an MNE group” - however we note that beyond this reference,
most of this DD does not refer to capital but instead to the options available to both parties
(lender and borrower) and the potential impact on pricing.

• Paragraph 7 - we consider that by suggesting financing “arrangements made in relation to the
transaction, viewed in their totality”, the DD may be providing a mechanism to allow transfer
pricing to be used as a recharacterisation tool for say, hybrid transactions, where the efforts
undertaken by BEPS Action 2 should play that role. In addition, we consider that there needs
to be a distinction drawn between transactions entered into by enterprises “behaving in a
commercially rational manner” and transactions that would not exist at arm’s length under the
scope of Section D.2 of Chapter I of the TPG.

• Paragraphs 8 - 10 - the DD indicates that, besides “accurate delineation”, other approaches can
be used to address the appropriate capital structure under domestic legislation. We consider
that it would be useful to be more explicit with regard to how this guidance should be used by
tax authorities. Additionally, it would be helpful to outline that a local tax authority needs to
determine whether they will apply local domestic rules or if they will apply the guidance in the
DD (and should not be able to choose between the two depending on what is most beneficial to
the tax authority in those circumstances), and the order of preference in which these might be
applied.

• Paragraph 13 - we consider that it would be useful to note that the analysis of relevant factors
for delineation may need to (depending on the facts and circumstances) extend beyond just
the industry of the tested party to also consider variations in products and markets.

• Paragraph 14 - we consider that reference to the group treasury policy is ambiguous here as a
guide for intra-group funding decisions. It would be useful to clarify that the group policy
should not necessarily be replicated for all internal funding decisions, which instead may be
dealt with on a legal entity-by-entity basis.

• Paragraph 17 (Box B.2.) - we consider that it would be useful to obtain more detail on what the
OECD defines as “able to service the debt” (for example, ability to generate a positive free cash
flow and be able to repay the interest, or be able to repay the interest and the principal amount
over the lifetime of the loan, or consistent with industry financial metrics).

• Paragraph 19 - we consider that where the OECD makes reference to “other investment
opportunities” of the lender, on a transactional basis, if the loans are correctly priced based on
a risk-return analysis, the lender should be indifferent to alternative investment opportunities
based on the risk-reward profile.

• Paragraphs 24 and 25 - the DD comments on the reasonable expectations as to what functions
a lender and borrower might reasonably be expected to undertake with respect to a funding
arrangement. We request a detailed example of what might be considered “sufficient
functions” that might be required as a minimum threshold for even the most basic/routine
transactions. There may also be an opportunity to also provide some form of optional safe
harbour or de minimis threshold (for example companies with a turnover of less than a certain
size or financial transactions less than a certain quantum) which might exempt the taxpayer
from the documentary evidence requirement to support the underlying substance. This would
help to remove the increased administrative burden associated with documenting the decision
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making processes at lender and borrower level for transactions which might be considered 
lower risk in nature (therefore less likely to pose significant BEPS activity). 

Treasury function 

• Paragraph 38 - many treasury functions are centralised (from a decision making perspective)
but can be decentralised in terms of personnel (e.g. a virtual team of five people spread across
multiple countries). This could create challenges with regard to the application of accurate
delineation as the key decision makers are spread across jurisdictions and we consider it
would be useful to acknowledge this in the DD, with associated guidance as what the potential
implication would be for delineation (i.e. in that context who is the appropriate decision
maker).

• Paragraph 45 - we consider that it would be worth exploring further the interaction between
treasury and group management and in particular the relative significance of these bodies. For
example, whilst group management may be responsible for determining guidelines for the
group, the treasury team may then have the remit to set treasury policy / determine pricing. As
such we consider additional clarity is required to observe the value added by the treasury
function in this context, and how the simple shaping of guidelines at group level would not
necessarily render the treasury activities to be insignificant / not deserving of a value based
return.

• Paragraphs 52 - 54 - we note that significant focus has been applied to the role of security and
collateral. In paragraph 52 in particular it is suggested that a parent already controls the assets
of the subsidiary, but the assets of that subsidiary may already be secured to an external lender
(e.g. if funding is provided directly to the subsidiary). There may also be minority interests
influencing the degree of control that the parent might have over those assets. As such, we
consider that the suggestion that the parent controls the assets of the subsidiary is not true in a
lot of cases, therefore these paragraphs need to be amended to take account of this.

• Paragraph 56 - the DD notes that borrowers will consider the possibility to renegotiate loans to
obtain better conditions (for example where there has been a reduction in financing costs in
the market). This would typically only be possible in the context of a floating rate instrument
(as a lender would not allow a fixed rate instrument to be repaid early without imposing
significant early repayment penalties often outweighing the driver for early repayment), unless
the loan agreement has embedded optionality allowing for the fixed rate instrument to be
repaid early without penalty.

• Paragraph 57 - the DD notes that regulations may impact the position of the parties with the
example that insolvency law might influence the degree of subordination of an intercompany
loan. We consider that the DD needs to also acknowledge that subordination is not only a
product of the underlying insolvency law (for example loans can be structurally subordinate
simply by virtue of the fact the borrower is more distant structurally from the underlying fee
generating assets).

• Paragraph 58 - we consider that it would be valuable to discuss the different types of public
credit ratings and their uses. For example, corporate credit ratings (issuer ratings) versus
issuance ratings (linked to the rating of that particular issuance), or credit ratings assigned to
regulated entities (e.g. insurance entities). This would be important to recognize that there is a
distinction to be made regarding credit risk at the entity level, versus for specific instruments
within a credit ladder for a particular entity.

• Paragraph 59 - whilst we agree that there may be “some variance in creditworthiness between
companies with the same credit rating”, we consider that this paragraph would benefit from
the practical suggestion that this could be dealt with through the use of a statistical measure
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(such as the interquartile range) being applied to the comparable set. Without this there is a 
risk that tax authorities will simply disregard interest rate benchmarking data using a 
particular credit rating on the basis they consider there might be a theoretical difference with 
the tested party, based on this wording. 

• Paragraphs 63 - 64 - we understand the concern regarding pure “black box” models which rely
solely on financial inputs to determine a proxy credit rating. However, it is worth noting that
many of these models now incorporate a degree of qualitative overlay, and for many groups
with frequent, less material transactions, the use of such models allows for a practical and
pragmatic approach to determining underlying credit risk.

• Paragraph 65 - we note that the DD draws into account the interaction of broader operational
transfer pricing and how this could influence the proxy credit rating for the subsidiary. Whilst
we acknowledge the issue at hand, without further guidance in this regard it will lead to
extensive uncertainty for the taxpayer as to how tax authorities might seek to adjust
operational transfer prices to determine the proxy credit rating (adjustments which may not
be consistent with adjustments being otherwise determined for those operational transfer
prices under separate tax audit processes).

• Paragraph 74 - passive association is a reflection of an MNE’s willingness and ability to
provide support. Reference is made to changing facts and circumstances affecting the
likelihood of group support. Once funding has been provided, such facts and circumstances
should not be considered for the pricing of the loan as this would be an application of
hindsight.

• Paragraphs 75 - 78 - we consider that some covenants, in and of themselves, would not impact
the pricing of a loan between two parties unless they are restrictive quantitative covenants (in
fact, covenants such as those noted in paragraph 77 in particular are often included as the very
final step in the negotiation process). As such, it is unclear what risk is associated with the lack
of these covenants being present in an intercompany agreement from a pricing perspective,
especially when 1) there is often a wide range of potential metrics associated with financial
covenants and 2) the DD proposes an analysis involving the accurate delineation. It might also
be useful to clarify what the consequences would be if these hypothesized covenants might be
breached during the lifetime of the loan.

• Paragraph 80 - the DD appears to indicate that loan arrangement fees may be lower internally
given that external lenders need to offset their costs of raising finance. Clarity is required as to
whether a group may be able to take into account its cost of raising equity finance on the same
basis.

• Paragraphs 89 - 91 - more guidance would be welcomed as to when and in what scenarios this
method can be used. Paragraph 91 refers that it “may” be useful in onlending situations, but
we can also see the value in such a methodology for a treasury function when determining
whether it is covering its underlying cost base and associated risk exposures.

Cash pooling 

• Paragraphs 94 - 96 - the DD appears to assume that cash pooling structures are distinct and
separate from wider treasury activities, whereas in a lot of groups the treasury company will
also be acting as cash pool leader. Often this will require the treasury company to manage
liquidity more holistically (i.e. balancing short and long-term investments with the funding
and liquidity needs of the group). Except for reference in Paragraph 112, the DD does not
appear to consider that a cash pool leader might otherwise be deserving of more than a
service-based return.
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• Paragraph 100 - the DD cites Paragraph 1.11 TPG and warns about the difficulty to apply the
arm’s length principle given that cash pooling is not undertaken by independent
enterprises.  However, this wording is selective given that Paragraph 1.11 continues and notes
that ‘the mere fact that a transaction may not be found between independent parties does not
of itself mean it is not arm’s length’. We consider that it would be helpful to include the
additional wording from Paragraph 1.11 in order to limit the assertion by tax authorities that
cash pooling transactions should be disregarded simply because they do not exist between
independent parties.

• Paragraph 101 - the DD appears to suggest that a cash pool depositor would have different
objectives than a company making a simple overnight deposit with a bank; however, in a lot of
cases this will be the closest comparable in terms of the options realistically available to the
depositor. We suggest the insertion of wording alongside “is likely to differ from a
straightforward overnight deposit with a bank or financial institution” of “(albeit that an
overnight deposit with a bank or financial institution might provide the closest comparable)”.

• Paragraph 127 - the DD provides the suggestion of enhancing the interest rate for all
participants based on their absolute positions with respect to the cash pool (i.e. positive or
negative). This implies some form of value based discount, which would reward entities
obtaining a large borrowing position in preference to rewarding the underlying individual
depositors. This seems contrary to the underlying risks associated with the cash pooling
arrangement.

• Paragraph 128 - the DD does not appear to offer a suggestion as to how the cash pool leader
might receive a return under this scenario. For example, would the cash pool leader receive a
separate cost plus or basis point fee?

Bank Opinions 

• Paragraphs 92 - 93 - we consider that the guidance here provides a binary viewpoint (i.e. tax
authorities should or should not accept bank opinions). However, a formal offer made by a
bank, that has passed through a credit analysis and internal credit approvals, should not be
dismissed out of hand given this may provide useful insights as to possible market pricing for
the same transaction.

Guarantees 

• Paragraph 140 - the DD appears to indicate that it might be appropriate to characterise the
portion of a loan which has been obtained by a borrower, but that it potentially could not have
obtained absent that guarantee from the guarantor, as an equity contribution. Where the
funding provided to the borrower is external funding, this would result in the disallowance of
third party interest. This paragraph also jumps straight to recharacterisation rather than
following the guidance provided in Section D.2 of the TPG in that the transaction should first
be delineated and, only if the actual transaction does not possess the commercial rationality of
arrangements that would be agreed between unrelated parties under comparable economic
circumstances, should the potential for recharacterising the transaction exist. We suggest the
removal of this paragraph given that existing mechanisms are in place domestically to limit the
deductibility of interest (e.g. local thin capitalisation rules / Action 4 rules).  If this is not
achievable, we suggest that the application of the paragraph is limited to situations involving
the intercompany guarantees of intercompany loan provisions (and additional wording
inserted making it clear that the process should follow the guidance contained in Section D.2
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of the TPG, first delineating and only in the limited circumstances outlined in Section D.2 
recharacterising). 

• Paragraph 143 - the DD provides an example of a guarantee not providing benefit when the
default of any group member under the external loan agreement would trigger termination of
the facility. Whilst this might be possible, more likely the guarantee is yielding additional
benefit to the lending party (notably that there are more assets that can be sold to repay the
outstanding debt if the entity goes into default).

• Paragraph 144 - the DD notes that guarantees may be in place as part of a comprehensive
approach even though there is no difference between the credit standing of borrower and
guarantor. This is not just the application of a comprehensive approach; the fact that both
borrower and guarantor have the same credit rating does not mean the combined assets /
earnings etc. when taken collectively would not result in a higher combined credit rating
(which is what the third party lender would be analysing in its pricing decision).

• Paragraph 145 – we suggest clarifying the language “where a guarantee is found to be
appropriate” to an alternative such as “where a guarantee has been found to provide a
compensable benefit and warrants a guarantee fee”.

• Paragraphs 149 - 150 - the DD notes that the guarantee needs to be priced based on the
standalone credit rating of the borrower adjusted for implicit support. However, if the
guarantor is not the parent company, then the guarantor rating should also be adjusted for
implicit support accordingly.

• Paragraph 153 - we consider that guidance should be included as to how a put option pricing
model could be used to determine the price of a guarantee.

• Paragraph 154 - the DD notes that a valuation of loss approach could be applied to determine
the guarantee fee (after making adjustments for the expected recovery rate in the event of
default). Whist we agree that this establishes a potential guarantee fee or rate, the DD then
notes that a return on this amount of capital could be used to establish the guarantee fee
(however, an amount of capital has not been established through the calculation).

• Paragraph 158 - the DD provides an example of pricing a guarantee fee. In the example,
Company D borrows from the market, but the rate that Company D borrows at is not taken
into account (instead, the rate that independent lenders might lend to companies with a credit
rating of A or AAA is used). The more relevant value for establishing the yield differential is
the rate Company D actually borrows at. Paragraph 159 builds on the same example, and notes
that Company D would not pay a guarantee fee of 3% as it is better off absent the guarantee.
Whilst we agree with this statement, Company D would be willing to pay something for the
guarantee (i.e. the arm’s length fee is not zero for the guarantee in this instance).
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Appendix B 

Detailed responses to the questions raised in the DD 

Section B: Delineation of transactions 

• Box B.1. - Commentators’ views are invited on the guidance included in paragraphs
8 to 10 of this discussion draft in the context of Article 25 of
the OECD MTC, paras 1 and 2 of Article 9 of the OECD
MTC as well as the BEPS Action 4 Report.

To ensure focus on transfer pricing matters and coordination with local country requirements, and in 
light of already concluded guidance (including within other BEPS work streams), we recommend that 
the paper is limited to the elements and considerations that directly impact pricing. Capital structure is 
addressed and restricted under domestic measures and it also may be beyond the scope of Article 9 to 
address capital structure within the context of international tax treaties. 

In addition, a clear distinction should be made between transfer pricing and interest limitation rules 
(e.g. Action 4) which do not use (and are not based on) the arm’s length principle, instead using a 
formulaic approach. 

Lastly, the purposes of Article 9 and the interest limitation rules are principally different: the former is 
dedicated to resolving economic double taxation and non-taxation whilst the latter is dedicated to 
limiting BEPS through ‘excess’ interest deductions. 

• Box B.2. - Commentators’ views are invited on the example contained in para 17 of
this discussion draft; in particular on the relevance of the maximum amounts that
a lender would have been willing to lend and that a borrower would have been
willing to borrow, or whether the entire amount needs to be accurately delineated
as equity in the event that either of the other amounts are less than the total
funding required for the particular investment.

This example appears to contradict guidance provided elsewhere in this draft as to the options 
realistically available to the borrower and what they would and could have done at arm’s length. The 
implication of delineating the entire loan as equity is, in effect, to recharacterise the loan. The process 
should follow the steps outlined in this DD (i.e. accurately delineate the actual transaction based on 
the functions performed by the two parties, the risks borne and decisions made to determine the 
conditions which would have applied at arm’s length). The Section D.2 of the TPG note (paragraph 
1.122) that “every effort should be made to determine the actual nature of the transaction and apply 
arm’s length pricing to the accurately delineated transaction, and to ensure that non-recognition is not 
used simply because determining an arm’s length price is difficult”. Therefore, only if the actual 
transaction does not possess the commercial rationality of arrangements that would be agreed between 
unrelated parties under comparable economic circumstances should the potential for recharacterising 
the transaction exist.  

Box B.3. - Commentators’ views are invited on the breadth of factors specific to 
financial transactions that need to be considered as part of the accurate delineation of 
the actual transaction. 
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We would consider that the factors to be considered with respect to financial transactions should 
include the contractual terms of the transaction, the control of risk by the two parties and decisions 
taken based on the options available. This would include, for example, the assessment of financial 
projections, terms of the transactions, underlying credit ratings and market evidence of alternative 
transactions / comparable transactions. Other factors include the quantum of debt that may be 
advanced on a secured, unsecured or subordinated basis and terms and conditions specific to pricing 
the related party debt advance. 

We do not consider that additional factors (such as the inclusion of covenants or lack thereof) which 
would not have an influence on the pricing of the underlying transaction should be considered as 
factors relevant to the accurate delineation of the transaction. 

• Box B.3. - Commentators’ views are also invited on the situations in which a lender
would be allocated risks with respect to an advance of funds within an MNE group.

In line with Chapter I of the TPG we would consider that the lender should be allocated the risks 
associated with the advance of funds where the lender can demonstrate that: a) it has the financial 
capacity / access to funding to bear the risk; and b) the lender can evidence that it made the decision to 
lend. On b) we would consider that the level of substance documentary evidence required to support 
the decision made should be aligned with the complexity and materiality of the transaction. 

Establishing a risk-free/risk adjusted rate of 
return 

• Box B.4. - Commentators’ views are invited on the guidance contained in this Box
and its interaction with other sections of the discussion draft, in particular Section
C.1.7 Pricing approaches to determining an arm’s length interest rate.

To the extent any retained guidance includes details regarding a risk-free return, significant further 
specificity is needed in order to inform how this could work in practice so as to avoid double-taxation 
and jurisdictional mismatches (see specific detailed responses below).  

In addition, Paragraph 20 of Box B.4 in the DD states that “to estimate the risk adjusted return, 
Country’s A tax administration considers that corporate bonds issued by independent parties resident 
in Country A operating in the same industry as Company B yield a return comparable to the one that 
an independent part would be expected had invested its funds in Company B under comparable 
circumstances”. 

We consider that this paragraphs should be reworded as follows (amendments noted in bold): 

“to estimate the risk adjusted return, Country’s A tax administration considers that corporate bonds 
issued by independent parties resident in Country B operating in the same industry as Company B 
yield a return comparable to the one that an independent part would be expected had invested its 
funds in Company B under comparable circumstances” 

In this regard we strongly believe that reference to issuers resident in Country B and operating in the 
same industry as Company B would, in principle, provide a more reliable measure of the risk premium 
due to Country A. If the OECD believe that reference should be made to issuers resident in Country A, 
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it would be helpful to explain on what basis such issuers should be considered more comparable than 
those resident in Country B. 

• Specific questions are as follows:
• Box B.5. - Commentators are invited to describe financial transactions that may

be considered as realistic alternatives to government issued securities to
approximate risk-free rate of returns.

We note that the examples show that the risk-free rate will depend on the functional currency of the 
“cash box entity” and the availability of governments issuing securities in that currency.  This may 
create pricing discrimination: for some currencies, securities are only issued by governments entailing 
a high-country risk, while for others securities may also be issued by countries with lower country risk 
and some may be issued with a negative return. In other words, the “risk-free return” will highly 
depend on the availability of securities in a certain currency instead of its “risk-free” approximation. 

As an alternative to government bonds, reference could also be made to “interest rate swap” 
instruments. Although these are not totally risk-free, they may provide a fair approximation of the 
underlying “risk-free element” and would align with the wording in paragraph 15 of Box B.6. which 
outlines how an interest rate is comprised. 

Or, alternatively, government bonds could be used but based upon the territory of the lender rather 
than the underlying currency. This would reduce complexity and also retain some of the parameters of 
the initial transaction (i.e. the country of issuance). 

• Box B.6. - Commentators’ views are invited on the practical implementation of
the guidance included in paragraph 11 of this Box B.4, and its interaction with
Article 25 OECD MTC in a situation where more than two jurisdictions are
involved. This could arise, for instance, where a funded party is entitled to
deduct interest expense up to an arm’s length amount, but the funder is entitled
to no more than a risk-free rate of return under the guidance of Chapter I (see,
e.g., paragraph 1.85), and the residual interest would be allocable to a different
related party exercising control over the risk.

It is not clear whether delineation would result in a transaction from the original contractual lender to 
the new hypothetical lender, or instead a transaction from the contractual borrower to the hypothetical 
lender. Additional clarity as to how this might interplay with the characterisation of income in the 
hands of each entity and also the potential withholding tax / treaty implications would also be needed.  

Under this scenario, you might end up in a case where three different parties (and jurisdictions) have 
to resolve the case at hand.  Double tax treaties are, by definition, bilateral, however Article 25 should 
be interpreted in such a way that ‘triangular’ (or more) cases can be resolved.  Guidance on ‘triangular’ 
cases under the EU Arbitration Convention has already been developed. 

In addition, in cases where the contractual lender has its own financing costs, via say a loan, then there 
are a number of other conceptual questions which require clarification such as: 

• On what amount should the risk free return for the contractual lender be calculated? Should
this be on the entire principal of the original loan, or only on the amount of the original loan
principal that is funded by the contractual lender out of equity?

• Would a deduction for such financing costs incurred by the lender be available and by whom?
We consider there to be three possible scenarios:
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o the hypothetical lender receives a hypothetical interest deduction for the contractual
borrower's funding costs (though this would create questions as to the deductibility of such
notional interest in that 3rd territory); or

o the "residual interest" allocable to the hypothetical lender referred to in Box B.6 would be
calculated only after allowing deduction for any financing costs of the contractual lender (if
so, on what basis would it be determined which interest expenses is appropriate to be netted
off for this purpose and under the tax laws of which jurisdiction?); or

o the interest deduction of the contractual lender for its funding costs would simply be limited
to a risk free rate (such that the contractual lender ends up in a net neutral position) with the
full difference between the contractual interest rate and the risk free return being allocated
to the hypothetical lender.

We consider that it would be helpful to include an example covering the intended application of the 
guidance in such a scenario in the next draft. 

Section C - Treasury function 

• Box C.1. - Commentators are invited to describe situations where, under a
decentralised treasury structure, each MNE within the MNE group has full
autonomy over its financial transactions, as described in paragraph 38 of this
discussion draft.

Groups often operate through separate SPVs (sometimes due to regulatory reasons), for example in the 
energy sector. As such, the SPVs need to appropriately manage their underlying financial requirements 
and capital structure positions on a decentralised basis (and will often have independent credit ratings 
from the wider group). Similarly, there are regulated businesses in the financial services sector that are 
required to have stand-alone funding and capital structure positions. Some trading shops also have 
trading desks that are funded independently and deploy capital independently.  

As an alternative example, some automotive and heavy equipment manufacturers have a captive 
finance arm that, while often guaranteed, is required to report separate financials and have an 
independent credit rating for the issuance of debt and access to wholesale funding. 

Intra-group loans 

• Box C.2. - Commentators are invited to consider whether the following approaches
would be useful for the purpose of tax certainty and tax compliance:
• a rebuttable presumption that an independently derived credit rating at the

group level may be taken as the credit rating for each group member, for the
purposes of pricing the interest rate, subject to the right of the taxpayer or the
tax administration to establish a different credit rating for a particular
member;

The use of a group credit rating for subsidiaries of the group appears to be a divergence from the arm’s 
length principle and the separate entity approach. This approach may be elective for the taxpayer for 
simplicity or where the full credit rating analysis leads to the result that the subsidiary rating is aligned 
with that of the group. As both the taxpayer and the tax administration may reject a rebuttable 
presumption, this creates tax uncertainty (in particular, there will always be a tax authority having an 
interest doing so, i.e. on the lender’s or borrower’s side).  It may be useful to consider this rating 
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assumption more e.g. as a “safe harbour” approach, which would need to be respected on both the 
lender and borrower sides of the transaction in order to mitigate potential double taxation.  

• a rebuttable presumption that tax administrations may consider to use the
credit rating of the MNE group as the starting point, from which appropriate
adjustments are made, to determine the credit rating of the borrower, for the
purposes of pricing the interest rate, subject to the right of the taxpayer or the
tax administration to establish a different credit rating for a particular
member.

This second approach seems to create neither certainty nor compliance. The paragraph indicates that 
adjustments need to be made anyway so this seems to result in a “normal” credit rating analysis.  

• Box C.3. - Commentators are invited to provide a definition of the stand-alone
credit rating of an MNE.

All credit rating agencies (Moody’s, S&P, Fitch) provide significant publications on the establishment 
of stand-alone credit ratings and the adjustments to be made for implicit or group support. 

Note that, as an aside, corporate credit ratings (issuer ratings) differ from issuance ratings (linked to 
the rating of that particular issuance), or credit ratings assigned to regulated entities (e.g. insurance 
entities). It is important to recognize that there is a distinction to be made regarding credit risk at the 
entity level, versus for specific instruments within a credit ladder for a particular entity.  

• Box C.3. - Commentators’ views are invited on the effect of implicit support as
discussed in paragraphs 68 to 74 of the discussion draft, and how that effect can be
measured (the effect of implicit support).

The impact of implicit support should be measured in line with guidance provided by credit rating 
agencies (and the DD should make reference to the fact that this guidance is available from credit 
rating agencies in order to provide a reference point for taxpayers and tax authorities). We note that 
credit rating agencies and arm’s length lenders first start with a bottom-up stand-alone approach and 
evaluate the borrower as a distinct and separate entity, which is consistent with the arm’s length 
principle. Considerations of membership in a group and resulting implicit support are then 
incorporated based on specific facts. This should also consider that that there are a spectrum of cases 
where the value of implicit support is zero and cases where its material.   

There is a related consideration here around different types of entities (and related entity ratings) 
versus different types of instruments and funding. There may be strong reasons to consider group 
ratings and simplified notching approaches for ratings with respect to liquidity and short term funding 
transactions, such as within cash pools. In contrast, term debt issued as part of acquisition structuring 
or other longer term funding is often tied to specific entity profiles and uses where a stand-alone 
approach may be more indicative of the entity characteristics and instrument specific terms and 
conditions.  This makes the important connection to ensuring consistency of pricing for financing 
transactions with the operational transfer pricing considerations that impact earnings (and resulting 
cash) available to service different types of funding.  
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• Box C.4. - Commentators’ views are invited on the relevance of the analysis
included in paragraph 70 of this discussion draft (the example outlined of integral
group members being most likely to receive group support and therefore will have
a credit rating being more closely linked to the group rating).

We would consider it more helpful to refer to the guidance published by credit rating agencies rather 
than try to simplify the analysis in the DD with regard to how that implicit support adjustment should 
be made. 

• Box C.5. - Commentators’ views invited on:
• The role of credit default swaps (“CDS”) in pricing intra-group loans;

We consider that CDSs are used more commonly in the pricing of guarantees (being reflective of the 
default risk of the underlying instrument based on the respective credit ratings) rather than interest 
rates (on the basis interest rates can be more readily priced using loan or bond pricing data). In fact, if 
one were to review syndicated loan offering documents, for example, pricing indications and 
comparisons are made using comparable loan and bond transactions. 

• The role of economic models in pricing intra-group loans (e.g., for instance,
interest determination methods used by credit institutions)

We consider these such models to be helpful provided that it is clear where the underlying data is 
sourced from and that the loans/bonds supporting the established range can be identified. 

• Box C.6. - Views invited on financial transactions that may be considered as
realistic alternatives to intra-group loans.

No specific responses to this question. 

• Box C.7. - Commentators are invited to describe situations in which an MNE
group’s average interest rate paid on its external debt can be considered as an
internal CUP.

The average interest rate paid on external debt can be used as an internal CUP in those situations 
where the estimated creditworthiness of a subsidiary on a stand-alone basis is rated higher than its 
parent company. In these rare cases, we recognise that: 1) in the absence of legal or regulatory ring 
fencing, a subsidiary is seldom rated higher than the MNE (passive association both, increases and 
decreases legal entity creditworthiness); and 2) an individual legal entity may not be able to borrow at 
the same interest rate as the MNE and therefore, the internal CUP should act as the minimum interest 
rate for the related party transactions.  

More broadly, we do not consider that the average interest rate paid on external debt can act as an 
internal CUP. For example, when considering a treasury function, its cost of funding will depend on 
the actual cost of borrowing and not average cost (and if it were to lend out based solely on the average 
cost of funding, it may not generate a return on its costs, particularly if there are differences in 
currency, maturity etc.). Further, this would disconnect the various sources of funds and their 
differential risks from the subsequent uses of funds and the relevant terms and conditions governing 
the use of such funds.  
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Cash pooling 

• Box C.8. - With respect to the operation of a physical cash pool, commentators’ views
are invited on the situations in which a cash pool leader would be allocated risks
with respect to lending within the MNE group rather than as providing services to
cash pool participants coordinating loans within the group without assuming risks
with respect to those loans.

It is important to acknowledge that real balance sheet risk can be experienced in the event of changes 
in pool balances as well as the external environment (e.g. in an environment of rising rates with 
limited returns on investments) and the relevance of the ex ante terms agreed to between the 
participants and the leader result in different risk (and return) profiles for pools. In such situations, 
the cash pool leader can be exposed to a wide variety of risks associated with the multi-currency nature 
of the pool, the underlying balance of investments it must make versus deposits from the pool and 
ensuring sufficient liquidity for the pool on a day-to-day basis. 

• Box C.8. - Commentators’ views are also invited regarding the three possible
approaches that are described in the draft for allocating the cash pooling benefits to
the participating cash pool members, along with examples of their practical
application. In particular:
• Are there circumstances in which one or other approach would be most suitable?

We note that all of the methods assume that the netting effect can be easily computed. This is often not 
the case as the cash pool leader function is often combined with roles (such as the wider treasury 
function). Moreover, groups often have various cash pool leaders simultaneously (various layers, 
various currencies) with interdependencies between those cash pool leaders. 

Methods 1 and 2 allocate the netting effect via the interest rates.  This is likely to be impractical given 
the following:   

• In case the cash pool is net positive, it may need to invest this excess at very low or
even negative rates.  If it were to provide the internal depositors with rates close to the
borrowers rate, it would provide a loss to the cash pool leader

• The net positive/ negative position will fluctuate on a day-to-day basis so any method
where the netting effect is allocated via the interest rates will need to be readjusted
permanently to ensure the correct allocation

• A more feasible approach would be to apply CUPs for both lending and deposit rates
and then reallocate the netting effect to the participants based on e.g. a month-end
adjustment.  However, this raises questions on the qualification of such an adjustment
for other purposes e.g. WHT, interest limitation rules, etc.

• Method 1 would also seem to imply some form of volume based discount for both
borrowers and depositors to the pool, but we find it difficult to apply this in a
financing context (where it would be strange for a borrower with a very large position
to receive a larger portion of the benefit than several small depositors).

• Does allocation of group synergy benefits suffice to arrive at an arm’s length
remuneration for cash pool members?

We consider this to be a simplification of the accurate delineation of the transaction, and instead we 
would suggest that any analysis of a cash pooling arrangement follows the same process as for 
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intercompany financing (i.e. delineating the actual transactions and pricing these accordingly) rather 
than starting with the position that any synergistic benefits are automatically shared to pool 
participants. 

• Whether, in commentators’ experience, the allocation of group synergy benefits
is the approach used in practice to determine the remuneration of the cash pool
members?

In practice we would consider it to be more common that groups would determine the appropriate 
return to the cash pool leader, and ensure that the cash pool participants receive incremental benefit 
from accessing the pool (versus the rates they could have otherwise obtained) rather than determining 
the overall pool benefit and allocating the synergy benefit accordingly. 

• Box C.8. - Commentators are also invited to describe approaches other than the ones
included in the discussion draft that may be relevant to remunerate the cash pool
members.

No specific responses to this question. 

• Box C.9. - In the context of the last sentence of paragraph 102, commentators’ views
are invited on a situation where an MNE, which would have not participated in a
cash pool arrangement given the particular conditions facing it, is obliged to
participate in it by the MNE group’s policy.

We consider that care should be taken to ensure that guidance is not provided that indicates that an ex 
post negative return to a cash pool participant would indicate that that participant would not have 
entered into the arrangement at arm’s length. As with intercompany funding and guidance provided in 
Section B of the DD, the full context and economic circumstances surrounding the decision to enter the 
pool should be taken into account. 

• Box C.10 - Commentators’ views are invited on whether cross-guarantees are
required in the context of cash pooling arrangements (physical or notional), and
how they are implemented in practice, along with examples.

We consider that cross-guarantees are often provided in the context of cash pooling arrangements, yet 
the incremental benefit provided by the cross-guarantee to each individual participant can often be 
negligible / zero. We therefore consider the guidance offered by the OECD in this regard to be helpful. 

• Box C.10 - Commentators’ views are also invited on whether cross-guarantees are, in
effect and substance (even if not in written contractual form), present in cash
pooling arrangements.

No specific responses to this question. 

Hedging 

• Box C.11 - In a situation where there are off-setting positions within an MNE group,
commentators’ views are invited on how accurate delineation of the actual

134



transaction under Chapter I affects the profits and losses booked in separate 
entities within the MNE group as a result of exposure to risks. 

We consider that the determination of the appropriate treatment for the hedging transaction should be 
considered in line with Chapter I regarding risk control functions, in particular the discussion on 
control over risk and outsourceable risk mitigating functions. 

• Regarding scenarios where a member of an MNE group has a risk exposure
which it wishes to hedge but there is an off-setting position elsewhere in the
group and group policy prevents the MNE from hedging its exposure,
commentators’ views are invited on whether that risk should be treated as
being assumed by the unhedged MNE or by the entity which sets the group
policy. If the latter, what would be the resulting treatment under the Transfer
Pricing Guidelines?

We consider that the entity setting the group policy should ultimately assume the unhedged position as 
it is the entity having the ability to control and manage the risk. Under the OECD Transfer Pricing 
Guidelines, such entity should be liable for the unhedged MNE in case of losses as no other realistic 
option would be available to the unhedged MNE.  

Section D - Guarantees 

• Box D.1. - Commentator views invited on:
• How a related party financial guarantee should be accurately delineated in

accordance with the guidance in Chapter I of the TPG (considering also, for
example, situations where it could be considered as a provision of a financial
service, the sale of a financial asset or as a simple treasury service associated
with a loan);

The GE Capital Case in Canada reviewed related party guarantees in detail. The decision produced a 
useful three-step approach to evaluating related party guarantees. These are: 1) evaluating whether the 
guarantee produced a compensable benefit, which may include considering the result if the related 
party guarantee was removed from the transaction; 2) identify the appropriate method(s) to value the 
related party guarantee transaction; and 3) quantify the appropriate compensation given the facts and 
circumstances applicable to each party to the transaction. 

• The circumstances in which a guarantee is likely to be insisted upon by an
independent lender granting a loan to a member of an MNE group;

In our experience, as a matter of course, lenders will require or request maximum collateral or 
coverage, which includes guarantees from multiple affiliates to simplify the underwriting process and 
ensure maximum recourse in events of default. A specific example of this could be the provision of 
export credit insurance, or alternatively the credit committees of banks might request a guarantee even 
though the borrowing entity is very strongly credit rated.  As a matter of course, lender can require 
guarantees from multiple affiliates to simplify the underwriting process and ensure maximum recourse 
in events of default. 
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• Where guarantees are insisted upon by an independent lender who grants a loan
to a member of an MNE group, how and why guarantees affect credit rating and
loan pricing; and

There are documents that have been published by credit rating agencies that detail the impact of 
different guarantees on the creditworthiness of the recipient of the guarantee. Where the guarantee 
provides a rate benefit to the underlying borrower then there are grounds to conclude that the 
borrower would have paid for the guarantee at arm’s length (regardless of whether the independent 
lender insisted upon the guarantee, or if it was offered by the borrower). 

• Examples of the most frequent cases where borrowers obtain guarantees from
independent guarantors when borrowing from independent lenders together
with examples of the process or mechanism by which a price is arrived at.

No specific responses to this question. 

Section E - Captive insurance 

• Box E.1. - Commentators’ views are invited on the following:
• when an MNE group member issues insurance policies to other MNE group

members, what indicators would be appropriate in seeking to arrive at a
threshold for recognising that the policy issuer is actually assuming the risks
that it is contractually assuming;

The main indicator is whether the contract is a bona fide contract of insurance, recognised by the 
regulator in the policy issuer jurisdiction as well as in the territory of the insured. The policy issuer 
needs to have access to the resources (whether through its board, its employees or outsourced service 
providers) to evaluate and assume the insured risk (through the underwriting process) and to 
administer the claim should the insured event occur. It should equally have sufficient financial 
resources (see below) to be able to pay out the claim.  

The list of indicators stipulated by the OECD is misleading and there will be circumstances when those 
indicators are not met, and yet the use of a group insurance company remains appropriate. For 
instance, if a captive is used to pool risks in order to access the external insurance market, there may 
be little or no diversification of those risks, in the captive. That should not preclude the arrangements 
from being considered arm’s length. Equally, there are very few circumstances where a captive 
insurance company will insure anything other than the risks of the MNE of which it is a part.  

In the discussion on the rationale for a captive, there are a number of key reasons why many MNEs 
choose to self insure that are not articulated. For instance, some choose to insure internally because of 
the less contentious claims administration processes (reducing the time between when a claim in made 
and when that claim is paid); others will self insure because the policies available in the market are 
inadequate (in terms of policy wording or exclusions); still others will vary whether or how much they 
choose to self-insure over the insurance cycle as market premiums rise or fall with market conditions.  

• when an MNE group member issues insurance policies to other MNE group
members, what specific risks would need to be assumed by the policy issuer for
it to earn an insurance return, and what control functions would be required
for these risks to be considered to have been assumed; and
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For the policy issuer to earn an insurance return, it needs to have the financial resources to be able to 
meet the expected claims costs, based on an appropriate actuarial analysis of the likelihood (i.e. 
frequency) and severity of the insured events occurring. The policy issuer needs to be able to meet 
those claims costs and remain solvent. The ability to meet the expected claims costs will hinge on the 
policy issuer having the appropriate financial strength - reflected in its capital base (including 
contingent capital such as issued but unpaid share capital) - and liquidity (through the holding of 
sufficient liquid assets) or access to equivalent sources of liquidity (such as funding lines).  

The control functions that a policy issuer should be capable of exercising to warrant earning an 
insurance return are well documented in Part IV of the AOA to insurance branches in sections C-2 ii) 
a) [Underwriting insurance risk] and C-2 ii) b) [Risk management and reinsurance]. Given the typical
investment profile of many captive insurance companies, the capability to manage asset-related risk is
diminished where the assets are reinvested with the MNE in a way which provides appropriate
liquidity (e.g. short term loans to the parent or its nominated treasury vehicle).

Given the extensive work from the OECD and industry bodies to develop the framework in Part IV, 
there appears to be little value or sense in attempting to define an alternative risk control framework to 
implement this element of the BEPS Actions 8-10.  

• whether an MNE group member that issues insurance policies to other MNE
group members can satisfy the control over risk requirements of Chapter I, in
particular in the context of paragraph 1.65, in situations where it outsources its
underwriting function. Comments are also invited on whether an example
would be helpful to illustrate the effect of outsourcing the underwriting
function on the income allocated to the MNE group member that issues
insurance policies;

There are market examples of circumstances where an insurance company can outsource the 
acceptance of insurance risk to third parties (for example, brokers, Managing General Agents or other 
authorised insurance intermediaries). In these circumstances, the relative importance for the 
insurance company of certain aspects of the underwriting process are increased.  

In particular, setting the underwriting policy (as defined in C-2 ii) a) [Underwriting insurance risk]) 
with reference to detailed underwriting principles or parameters within which risks may be accepted.  
Where a captive has outsourced aspects of the underwriting process, the ability to demonstrate that it 
has defined an appropriate underwriting policy, coupled with its ability to monitor the compliance of 
the outsourced service provider with the parameters stipulated in that policy will be critical.  

A captive that outsources ALL aspects of the underwriting process (as defined in C-2 ii) a) 
[Underwriting insurance risk]) without adequate control or oversight functions should not earn an 
insurance return. In many jurisdictions in which captives are based, the outsourcing of all aspects of 
the underwriting process (without adequate control or oversight functions) would be inconsistent with 
the minimum regulatory standards required to operate an insurance business.  

• when an MNE group member that issues insurance policies does not satisfy the
control of risk requirements of Chapter I, what would be the effect of this on the
allocation of insurance claims, premiums paid and return on premiums
invested by that MNE group member.
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In principle, where a captive insurance company does not satisfy the control of risk requirements in 
relation to underwriting, the underwriting result (profit or loss) should be allocated to the territory 
where those control functions are exercised. Where a captive insurance company does not satisfy the 
control of risk requirements in relation investment activities (though see above in relation to the 
importance of these activities in the context of a captive insurance company), the investment return 
earned by the insurance company should likewise be allocated to the territory where those control 
functions are exercised. In these circumstances, the captive insurance company would be entitled to 
little other than a return on the operational costs it incurs.  

In practice, this concept may be difficult to apply for long tail risks, when there is a substantial time lag 
between when the risk is underwritten, compared to when the claim is made.  

The discussion on the use of fronting insurers is misguided and fails to adequately recognise the role 
and responsibility of the fronting insurer. In the event of a legitimate claim by the insured, the fronting 
insurer has the primary responsibility to pay out that claim. The fronter must recover from the captive 
reinsurer that amounts that the captive owes to the fronter. If the captive is unable to do that, Par. 166 
provides some useful indicators.  However, the addition of “all or substantially all of which would 
typically be met” can be interpreted as “conditions” rather than “indicators”. 

The DD suggests as an indicator that “the captive has the requisite skills, including investment skills, 
and experience at its disposal, including employees with senior underwriting expertise”.  

• In a third party context, the investment of the premiums is often outsourced to a third party
against arm’s length management fee.  Although the captive should be able to define its
investment strategy and to carry-out credible oversight of the investments, it does not
necessarily need to have to have specific investment skills.

• We agree that a captive should have underwriting experience.  Depending on the nature of the
activities of the captive, the latter’s activities may range from very to little time consuming
activities.  Hence, the condition that captives should have “employees” may in certain cases
not be required.

• Box E.2. - Commentators’ views are invited on the relevance and the practical
application of the approach described in paragraph 181 of this discussion draft
(application of actuarial analysis)

Actuarial pricing models rely on a set of assumptions as well as industry metrics for calibration 
purposes that might lead the models to suffer from a perceived black box argument. As such they 
should be used judiciously but their reliability cannot be dismissed off-hand. 

• Box E.3. - Commentators’ views are invited on the example described in paragraphs
187 and 188 of this discussion draft (agency sales)

We consider that this specific example draws indications / facts from the DSG Retail v HMRC case. On 
that basis, we consider that this case deserves a broader and more in depth discussion given that the 
conclusions from that case (which broadly are included in the DD) were very fact specific and would 
not apply in all agency situations. 
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• We are one of North America's leading diversified financial services companies, and provide

personal and commercial banking, wealth management, insurance, investor services and capital

markets products and services on a global basis.

• We have 81,000+ full and part-time employees who serve 16 million clients in Canada, the U.S.

and 34 other countries.

Executive Summary 

The Discussion Draft addresses a complex area of transfer pricing that affects cross-border transactions 

for taxpayers across numerous industries. In this Discussion Draft the OECD provides a multitude of 

potential considerations that will undoubtedly lead to an increasing number of disputes between, on 

one side taxpayers and, on the other side overzealous government tax authorities. Taxpayers and tax 

administrations will both benefit from clear and unambiguous guidance that provides little room for 

subjective interpretations of facts and provides clarity on the application of the transfer pricing rules, 

thus creating certainty for taxpayers and tax administrations. In practice this would be achieved by 

providing guidance for safe-harbors and/or rebuttable presumptions {e.g., thin-cap rules, combinations 

of covenants in loan agreements that are frequently found in the open market and can easily be 

benchmarked). Such guidance would provide taxpayers and tax administrations greater certainty and 

reduce the risk of lengthy and costly disputes being resolved by courts and/or the mutual agreement 

procedure. 

The Discussion Draft suggests adding significant complexity to arms' length pricing determinations for a 

number of situations which appear to be anti-avoidance situations involving low tax jurisdictions. RBC 

strongly suggests that the OECD take the opportunity to give consideration to introducing explicit, 

targeted rules dealing with anti-avoidance situations and not attempt to address anti-avoidance 

situations through strained application of the transfer pricing rules. 

With respect to the financial services industry, the OECD should provide commentary in the Discussion 

Draft outlining a clear distinction between the guidance in this Discussion Draft on Financial

Transactions and the guidance relevant to financial institutions in the 2010 OECD Report on Attribution 

of Income to Permanent Establishments {the "PE Report"), specifically Part II (Special Considerations for 

Banks) and Part Ill {Special Considerations for Global Dealing of Financial Instruments). The PE Report 

contains well established guidance for taxpayers active in the financial services industry. In the interest 

of taxpayer certainty, it is highly advisable to clarify that the Discussion Draft does not intend to modify 

or inform the guidance in the PE Report as it relates to the financial services industry. The OECD should 

also consider that taxpayers operating in the financial services industry approach financial transactions 

differently than taxpayers active in general services or manufacturing industries. In particular, banks are 

subject to significant regulatory oversight, have many different sources of funding and their main 

objective is the creation of financial assets and the management of both financial asset and liability risk. 

Please find below our comments and observations on the statements and questions in the Discussion 

Draft which in our view required a more detailed response. 
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Box Bl 

The 2017 OECD Transfer Pricing Guidelines (hereafter "TPG") articulate the concept of 'accurate 

delineation' of related party transactions and reflects on how to approach this
1

. The Discussion Draft 

states that this concept can be applied in the context of financial relationships between related parties, 

specifically as it relates to 1) the capital structure of a legal entity and 2) interest rate determination for 

debt instruments. While the Discussion Draft clarifies that is does not seek to mandate accurate 

delineation, it provides extensive guidance on the factors that should be considered in that approach. 

While most of the guidance with respect to interest rate determination is helpful (subject to the 

comments on specific sections below), the guidance related to the capital structure is not. The reasons 

for this are as follows. The Discussion Draft describes the many factors that should be considered in the 

determination of the arm's length nature of the conditions in financial transactions: particular point of 

an industry in its lifecycle, effect of government regulations, availability of financial resources in a given 

industry, the difference between industry sectors in amounts and type of funding etc. Considering these 

factors and determining their relative weight is an exercise that will by definition be subject to a high 

degree of judgement. Requiring taxpayers and their advisors and the many individual tax auditors 

employed by tax authorities around the world to apply these factors will lead to an enormous variety in 

potential outcomes. Instead of providing guidance that leaves it open to anyone to develop a position 

and hence create almost infinite potential outcomes, the OECD should provide guidance that provides 

taxpayers and tax administrations with the goalposts to stay within and reduce the risk of subjective 

interpretation of the TPG. In practice this would be achieved by providing guidance for developing safe

harbors and/or rebuttable presumptions (e.g. thin-cap rules, combinations of covenants in loan 

agreements that are frequently found in the open market and can easily be benchmarked). The OECD 

should provide guidance to taxpayers and tax administrations in order to increase certainty for both and 

reduce the risk of lengthy and costly disputes ending up in courts and mutual agreement procedures 

under Art 25 (MTC). 

1 OECD Transfer Pricing Guidelines, July 2017, Chapter 1, Section 01, paragraph 1.33: There are two key 

aspects in such an analysis: the first aspect is to identify the commercial and financial relations between 

the associated enterprises and the conditions and economically relevant circumstances attaching to 

those relations in order that the controlled transaction is accurately delineated; the second aspect is to 

compare the conditions and the economically relevant circumstances of the controlled transaction as 

accurately delineated with the conditions and the economic relevant circumstances of comparable 

transactions between independent enterprises. 
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Box B.2 

The OECD should, in general, suggest approaches that would re-characterize only a portion of a loan as 

equity and only for those situations where it is beyond any doubt that the leverage ratio of taxpayer is 

non-arm's length. More specifically, the concept of "realistically available alternatives" as discussed in 

paragraph 19, creates significant uncertainty due to the subjective nature of the factors that one could 

consider and the lack of publically available (and sufficiently comparable) data. Challenging sound 

business decisions under the guise of "realistically available alternatives" should be discouraged by the 

OECD, given the significant risk that this concept enables tax authorities to take positions based on how 

they subjectively believe a taxpayer should have behaved. There needs to be specific and strong 

acknowledgement of paragraph 1.122 of the 2017 OECD TP Guidelines in the context of this Discussion 

Draft, i.e. " ... the mere fact that the transaction may not be seen between independent third parties does 

not mean that it should not be recognized. Associated enterprises may have the ability to enter into a 

much greater variety of arrangement than can independent enterprises ... ". 

Box B.3 

As noted above, the breath of factors suggested for consideration as part of the accurate delineation of 

the actual transaction is not an issue in itself and suggesting additional factors or reducing the number 

of factors does not address the issue at hand. Regardless of the breath of factors, the main issue is the 

uncertainty regarding how to weigh them against each other, thus creating a situation where even 

reasonable people can arrive at many different outcomes. While the factors noted in Section 82 are 

relevant, they do not provide a path for taxpayers or tax administrations to arrive at reasonable 

conclusions that both taxpayers and tax administrations can accept and hence reduce the risk of dispute 

for MNE's. Quite the contrary is true. Please refer to the comments for Box Bl for suggested 

alternative approaches. 

Box B.4 

Risk free rate of return. 

The example provided appears to represent an unusual situation. Having said that, even if all functions 

related to a transaction involving the creation of a financial asset (e.g. an intercompany loan) were 

separated from the capital provider, e.g. legal entity A performs all people functions while legal entity B 

has the capital to make the intercompany loan, the mere assumption in Box 84 that the "funder" (legal 

entity B) would only be entitled to a risk free return lacks support. In a third party relationship, an entity 

that possesses capital and hence has the ability to bear the risk of loss would not agree to a mere risk 

free return even if it would outsource all functions in relation to management of those funds. Even if 

one were to accept the notion that the entity that performs all functions (legal entity A) is entitled to 

any amount above the risk free return, this leaves the question unanswered as to whether that entity 

would also have to share in a loss. Without the financial capacity to bear losses, that would be very 

difficult to argue. The example does not acknowledge that at arm's length, the party that possesses 

capital will always seek compensation commensurate with the risk taken by that party. The fact that a 
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separate legal entity performs (part of) the risk management function does not shift risk to this entity, 

which is entirely evident if that entity does not even possess the necessary capital to take on that risk. 

It appears the Discussion Draft attempts to allocate income to the functions performed under the 

implicit assumption that the functions are performed in a high tax jurisdiction, while the entity that 

possesses the capital is located in a low tax jurisdiction. It is highly questionable whether the suggested 

transfer pricing approach is the right way to address the assumed tax avoidance. It would be more 

effective to address this form of perceived tax avoidance through effective controlled foreign 

corporation legislation ("CFC") and not some contortion of the transfer pricing rules. 

Box C.1 

Clarification would be helpful to distinguish treasury functions for an MNE that does not operate in the 

financial services industry from the ones that do and for which extensive guidance is provided in the 

OECD PE Report. In particular, the following should be considered: 

• The regulatory requirements imposed on financial institutions which determine the ability to

initially assume risk and subsequently transfer assets and risks between members of an MNE;

• The unique manner in which financial institutions obtain funding,

• The management of both financial asset and liability risk, unique to financial institutions.

Box C.7 

For financial institutions, the cost of funds analysis is more complicated than for non-financial 

institutions due to the multitude of sources and uses of funds and the resulting inability to trace the cost 

of specific funds to specific assets and macro hedging activities. These factual complexities associated 

with financial institutions should be recognized by the OECD and an acknowledgement is required that 

this guidance cannot be applied directly to financial institutions. 

Box C.9 

The following comment is not limited to the issue of cash pooling and we refer to the comment on Box 

8.2, which asks for specific and strong acknowledgement of section 1.122 of the TPG. The Discussion 

Draft seems to invite tax administrations to put on the hat of an entrepreneur and determine what a 

given taxpayer should and should not accept in an intercompany situation. It needs to be clearly 

acknowledged that MNE's make decisions for a consolidated group that make good business sense and 

benefit all group companies, even when one could argue that a stand-alone a group company may have 

made a different decision. The question in Box C.9 does not acknowledge that independent taxpayers 

can also make illogical and even detrimental decisions. Related party transactions that result from the 

fact that the group has mandated a group wide policy, whether it is for cash pooling or other business 

requirements (e.g. the use of one specific global supplier for computer equipment), should be respected 

unless there is clear evidence that the related party transactions were only entered into in order to 

obtain a tax benefit. 
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General comment regarding Section E, Captive Insurance 

It appears that Section E of the Discussion Draft attempts to describe transfer pricing approaches to 

reallocate income from a captive insurance company to related parties under the implicit assumption 

that the captive is located in a low tax jurisdiction. Paragraphs 162-185, specifically address the 

situation where one MNE group member issues insurance policies to other MNE group members to 

assume and centrally manage the risks faced by these group members. However, paragraphs 186 to 188 

then address a situation where risks faced by customers of an MNE group member are insured by 

another MNE group member. These paragraphs seem out of place in Section E, Captive insurance, since 

that fact pattern does not constitute a captive insurance arrangement as described in the opening 

paragraphs of the section E which again refers to risks of MNE group members being transferred to a 

related MNE group member. In addition, our comments under Box C.1 with respect to acknowledging 

both the regulatory regime and other guidance contained in the OECD PE Report for those MNEs 

operating in the financial services industry have equal application to Section E Captive insurance. 

It is unclear and highly questionable whether the suggested transfer pricing approaches have a sound 

basis in the TPG. If the goal is to ensure taxing rights for tax authorities in countries other than the 

country of residence of the captive, it would be far more effective to address any perceived tax 

avoidance by MNE's using captive insurance companies through implementation of CFC legislation and 

not some contortion of the transfer pricing rules. Section E of the Discussion Draft ignores situations 

where the functional and factual analysis shows that the captive insurance company factually assumes 

insurance risks, performs all risk management and mitigation functions with regard to the insured risk 

and possesses the capital to support these risks. The OECD should not just address situations where the 

functional and factual analysis does not support the arrangements implemented by the taxpayer. 

Section E.5.2 

Paragraph 182 seems to provide an approach to adjust the return that accrued to the captive to an 

arm's length return. The first sentence states that "A comparable uncontrolled price can be arrived at by 

considering the arm's length profitability of the captive". It is unclear how the TPG support the 

determination of a comparable uncontrolled price ("CUP") as stated in this section. Paragraph 2.14 of 

the TPG clearly states that the CUP method compares the price charged (emphasis added) for property 

or services transferred in a controlled transaction to the price for property or services transferred in an 

uncontrolled transaction in comparable circumstances. It is difficult to distinguish from paragraph 182 

which price is being tested by using the CUP method. In fact, the description in paragraph 182 seems to 

be more akin to the application of the Transactional Profit Split Method, where the profit of the captive 

is benchmarked and any excess profit recorded by the captive is not deemed to be allocable to the 

captive. The OECD should provide clear guidance by reference to the existing guidance in the TPG 

regarding the selection of an appropriate transfer pricing method in relation to transfer pricing 

arrangements between the captive and related parties. 
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Box E.3 

The central tenet of the example in paragraphs 187 and 188 appears to be the notion that the insurance 

contracts are highly profitable and that the profit Company B earns is above the level of profit realized 

by third party insurers providing similar cover. This fact is then used to construe an argument for 

Company A to be entitled to a remuneration in excess of the arm's length sales commission it receives 

from B. The reason why this approach is flawed and has no basis in the 2017 OECD Transfer Pricing 

Guidelines (the "TPG") is set out below. 

The example states that A offers accidental damage and theft coverage for the products it sells to third 

parties at the point of sale and receives a commission from Company B for its role in the process. The 

example then states that "Benchmarking studies show that the commission paid to A is in line with 

independent agents selling similar cover as a standalone product." Based on these facts, the only 

conclusion can be that the commission received by A from B constitutes arm's length compensation for 

the functions performed, assets used and risks assumed by A in offering the insurance policy to A's 

customers. Given that A merely offers insurance coverage provided by a third party which involves very 

little effort for A's employees, no significant use of assets and virtually no risk for A, it only stands to 

reason that A would be satisfied with a commission in line with independent agents selling similar cover 

to enhance its overall profits from the sales of products at its point of sale and even reduce its own 

product liability risk. 

The first sentence of paragraph 188 attempts to provide a technical basis for assigning a remuneration 

to A in addition to the sales commission by stating one needs to " ... consider how the high level of 

profitability of the insurance policies is achieved and the contributions of each of the parties to that 

value creation" (emphasis added) when considering how the conditions of the transactions between A 

and B differ from those which would be made between independent enterprises. This statement is 

incorrect for two reasons: 

1) As stated in paragraph 1.6 of the TPG, the comparability analysis is at the heart of the

application of the arm's length principle. The comparability factors stated in the TPG do not

include consideration of how a high level of profitability by one party to the transaction is

achieved. In paragraph 188 the argument. is put forward that 'The sales agent has the

advantage of offering the insurance policy to its customer alongside the sale of the goods to be

insured.' While this appears to be a correct factual statement this is then followed by 'It is the

advantage of intervening at the point of this sale which provides the opportunity to earn a high

level of profit' and 'The ability to achieve the very high level of profit on the sale of the insurance

policies arises from the advantage of customer contact at the point of sale'. Even within the

limits of the facts provided in the example, this conclusion is evidently incorrect. The ability for

B to earn a profit is inherent in the nature of the insurance product, the fact that a third party

customer is willing to pay a certain price and B's risk management and mitigation strategies.

The involvement of A at the point of sale has no bearing on the profitability of the insurance

product and therefore B's profitability. A high level of profitability for one related party may be

an indicator to a tax authority that non-arm's length pricing has occurred, but it cannot be

construed as a required consideration in the determination of an arm's length price. The only

reason for introduction of the consideration of a high level of profitability appears to be (as per
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the last sentence of paragraph 188) to adjust the remuneration for B to a benchmarked return 

for insurers insuring similar risks and allocating the balance of the profit to A and in fact bypass 

the comparability analysis as required by paragraph 1.6 of the TPG. 

2) The TPG state that one of the comparability factors is the functional analysis (paragraph 1.36)

and paragraph 1.51 indicates that the contributions of related parties to value creation are a

consideration. Where it is evident (as stated in the example) that A merely offers the insurance

at the point of sale without using any assets and/or assuming any risk in relation to the

insurance coverage offered, while B assumes all risks and performs all risk management and

mitigation functions with regard to the insured risk and possesses the capital to support these

risks, the selection of the most appropriate transfer pricing method requires determination as to

whether there are sufficiently comparable uncontrolled transactions. As stated in the example,

this is the case and no compensation over and above the sales commission would be

supportable when a comparable uncontrolled price can be determined.

We welcome the opportunity to elaborate on the comments provided above. 

Yours sincerely, 

Royal Bank of Canada 

Q;Qwlx( 
Ted Tomkowiak 

Senior Vice-President Taxation Global Head of Tax Transfer Pricing 
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1 Intragroup loans 

Paragraph 1.38 of the Transfer Pricing Guidelines (TPG) to financial transactions 
(Chapter I, Section D.1) requires multinational entities (MNE) to evaluate any potential 
intragroup transaction based on a comparison with other ‘options realistically available’. 
However, within a highly centralized group financing structure1 the options at group 
company level might effectively be limited as the anonymized example shows. 

‘The [holding] shall ensure (to the extent permitted by applicable law) that no other member of the Group 
will at any time incur or allow to remain outstanding any Financial Indebtedness from a person not being a 
member of the Group the aggregate amount of which would exceed [•] % of the consolidated total assets 
[…] as shown in the most recently delivered consolidated financial statements … whereby financing under 
any Ancillary Facility shall be disregarded. […]’2   

External loan agreements based on templates published by the Loan Market Associa-
tion (like the example above) are very common. Even for borrowers with an (implicit) 
investment grade rating key elements of the contract (like representations, undertak-
ings and events of default) may, in practice, affect additional group entities (e.g. guar-
antors, material subsidiaries or all subsidiaries). To ensure debt compliance and ulti-
mately the group’s solvency, a central management approach (along with a consistent 
transfer pricing concept) needs to be adopted. In those cases, the ‘options realistically 
available’ at the local level are of theoretical nature only.3 In our opinion, this underlines 
the importance of choosing appropriate benchmark data.    

1.1 Identification of financing transaction 

Basic criteria used for ‘accurately delineating financial transactions’ (outlined in section 
B.1/13) are covered by industry-specific rating methodologies (such as published by
Moody’s Investors Services) if deemed relevant for a concrete industry’s credit risk
assessment. Apart from industry-specific rating methodologies (often developed for
corporates on a global scale), Moody’s deals with sovereign risk (the ‘effect of govern-
ment regulation’) using the following ‘rule of thumb’:

 ‘In most cases, non-financial corporates, insurance companies and sub-sovereigns will not be rated more 
than two notches above the sovereign, and banks not more than one notch, due to multiple channels of 
shared exposure and contagion for issuers in the same sovereign environment. Exceptions do, however, 
exist. In most cases these issuers have reliable external support, or sufficient access to assets, revenues 
and financing resources that are domiciled outside their home sovereign environment.’4  

Even though publicly available rating methodologies, like the ones mentioned above, 
could be used as objective guidance for evaluating the ‘bankability’ of internal financing 
transactions, their update frequency seems to conflict with the OECD’s current re-

1 Borrowing at the local level restricts the group’s potential debt capacity and thereby curbs the group’s strategic 
options (e.g. to undertake major acquisitions) as well as the choice of potential financing instruments. Promissory 
note loans (‘Schuldscheindarlehen’), for instance, are only available for groups with a highly centralized financing 
structure due to lenders’ concerns with respect to structural subordination. Moreover, a concentration of expertise 
may improve negotiation results (incl. economies of scale). This leads us to the conclusion, that a highly decen-
tralized group financing structure is no longer ‘state of the art’.  

2 Group companies might be exempted from this provision if they are deemed to be ‘non material’ (with thresholds 
such as ones based on their contribution to group EBITDA or consolidated total assets defined on a case-by-case 
basis). 

3 This is another argument against the use of indicative quotes provided by local banks for transfer pricing purpos-
es. 

4 Moody’s Investor Service (2012). How Sovereign Credit Quality May Affect Other Ratings, S. 2 
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quirement to consider ‘the particular point of an industry in its life cycle’ in such an 
analysis.5  

Moreover, from a practitioner’s perspective, some of the requirements outlined in this 
public discussion draft are too extensive and seem to introduce more subjective 
judgement into an analysis that ought to be performed with utmost objectivity to reduce 
tax uncertainty or disputes. Why, for example, does an ‘accurate delineation of financial 
transactions’ need to be based on extensive peer analyses (see e.g. B.1/14 or 15)? For 
reasons of competition, the publicly available information on business strategies (sec-
tion B.2.5) pursued by other market participants will be limited and does not seem to 
matter for classifying internal transactions, if the internal loan characteristics are con-
tractually specified (e.g. according to the criteria outlined in section B.2/28) and the 
respective loan is extended to a group company with an ‘adequate’ credit rating.6    

Comments on Box B.2 and B.3: The ‘bankability’ of the internal loan described in sec-
tion B.1/17 could be evaluated based on the borrower’s rating instead of applying a 
single debt capacity ratio (e.g. Net Debt/EBITDA) lacking sector-specific limits. From 
our project experience, banks start to request cutbacks (e.g. postponement of capex, 
sale of assets, cost reductions) when lending to corporates with ratings of ‘BB-‘ or low-
er.7 These measures tend to become increasingly burdensome as the rating level de-
clines. Conceptually, a minimum rating could be used as a threshold for distinguishing 
internal debt and equity funding.8 Accordingly, the amount of internal funds pushing a 
borrower’s creditworthiness below the specific level would not be recognized as a loan 
for transfer pricing purposes.  

Furthermore, the internal contractual terms need to be scrutinized from an economic 
perspective. In this context, methodologies for classifying hybrid instruments (also pub-
lished by rating agencies) might provide some helpful insights. In addition to formal 
debt criteria (e.g. level of seniority, subordination, collateral) section C.1.1/57 points to 
the fact, that the insolvency law applicable to the borrower’s jurisdiction needs to be 
considered with respect to a legal subordination of internal liabilities.9 This technical 
problem could be solved by adequately notching the respective internal loan’s rating.10 
In this context, section C1.4/78 addresses the usual lack of formal covenants in internal 
loan contracts, which are common to third-party transactions. Nevertheless, ‘it will be 
appropriate to consider […], in practice, the equivalent of a maintenance covenant be-
tween the parties and the consequential impact of the loan.’ This requirement seems 
excessive. As correctly pointed out in the discussion draft, internal transactions usually 
do not suffer from the information asymmetry underlying transactions with third-parties. 
However, within a group context, a range of interventions (including for example the 
exchange of managing directors) are conceivable to ensure compliance with the con-
tractual terms and conditions.      

5 For instance, more than 55% of Moody’s sector-specific corporate rating methodologies are older than one year. 

6 Some aspects of business strategy are covered by financial metrics. Revenue, for instance, is typically used as a 
proxy for the degree of diversification.   

7 In EUR bond markets, for instance, data tends to be very limited for the ‘B’ rating segment. 

8 Additionally, thin capitalization rules applying to a borrower as well as strategically defined local target ratings 
could be incorporated into such an approach (see section B.1/14).    

9 Even though this applies, for instance, to German insolvency law (§ 39 I (5) InsO), banks nonetheless typically 
require a formal ‘postponement of priority’ (Rangrücktrittserklärung) as well as a ‘Darlehenbelassungserklärung’ 
from German borrowers to be able to recognize such loans as equity. 

10 See for instance Moody’s Investors Services (2017): Moody’s Proposes Update to Notching Corporate Instrument 
Ratings Based on Differences in Security and Priority of Claim. If the rating is adjusted, senior unsecured transac-
tions can be used as benchmarks.  
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1.2 Rating analysis 

Section C.1/59 specifies that a ‘credit rating will depend on a combination of quantita-
tive and qualitative factors’. Putting this requirement to test, the risk assessment for 
example of a MNE group supplying the automotive industry with parts, could draw upon 
seven quantitative and two qualitative factors (competitive position, financial policy).11  

If all MNEs work within the same sector, the question that needs to be raised, in our 
opinion, is, why the risk analysis (see criteria and weights below) does not exclusively 
focus on criteria allowing for a differentiation of the MNEs (under a ceteris paribus as-
sumption). Following that line of reasoning, we believe that in our case the qualitative 
factors could be disregarded, as the competitive position and the financial policy ought 
to influence all group entities in a similar way. With respect to a ‘through-the-cycle-
approach’ to credit risk assessment (briefly outlined in section B.2/34) further guidance 
would be helpful. The rating methodology selected as an example contains a single 
metric ‘FCF through the business cycle’ but neither comprises information on the typi-
cal length of the cycle nor explicitly requires business plans or forecasts to be taken 
into account.      

Comments on Box C.3 and C.2: From an external perspective a group entity will only 
be rated on a stand-alone basis if the loans extended at the local level are protected by 
a tight ring-fencing structure. Furthermore, our project experience shows that the affilia-
tion to a group reflected in an entity’s rating is skewed: If the group’s rating (based on 
consolidated figures) is lower than the entity’s stand-alone rating, the latter is down-
graded accordingly (corresponding to the approach described in section C.1.3/73). On 
the contrary, if the group’s credit rating is higher than the stand-alone rating (and the 
MNE lacks formal group support) typically no change is made. Given such market evi-
dence, the proposals outlined in Box C.2 do not reflect current practice. Nonetheless, 
from a conceptual point of view the approaches described therein would be helpful as 
long as the ‘independently derived ratings at group level’ are not restricted to external 
rating agencies assessments.  

In practice, industry-specific rating methodologies are already used for transfer pricing 
purposes as proxies for external ratings. Alternatively, commercial econometric models 

11 Moody’s Investors Services (2016): Global Automotive Parts Supplier Industry 
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(like the ones developed by Moody’s Analytics RiskCalcTM) are applied.12 Additionally, 
the risk assessment provided by banks could be considered for validation purposes.13    

Comments on Box C.4: In its rating methodology for banks, Moody’s Investors Services 
suggests criteria to measure implicit ‘affiliate support’ by analyzing the probability and 
capacity to provide support as well as the dependence/correlation between the respec-
tive entities (essentially comparable to section C1.3/69). Even though this methodology 
tries to work out a systematic approach, no objective measures exist for aspects like 
the ‘strategic fit’ or the ‘degree of integration between the respective entities’. Nonethe-
less, a regular qualitative assessment of group entities’ (i) strategic, (ii) operational and 
(iii) financial interdependence could help outlining the group’s implicit rating impact.

Proposal for attribution of group (G) or separate entity rating (E) … 

Group dependence ► High Medium Low No 

▼ MNE entity rating class

 Investment Grade G E E E 

 Cross-over G E E E 

 High-Yield G rating floor rating floor E 

From a practitioner’s point of view, the group rating could be applied to highly depend-
ent MNEs. All other entities should basically be rated according to the ‘separate entity 
approach’. If an entity exhibits a very low stand-alone rating and a certain extent of 
group dependence a rating floor could be applied (anticipating a minimum of implicit 
support). The rating could be floored at a level of for instance ‘BB-‘, assuming the 
group will ensure at least a ‘bankable’ rating at MNE level (see also comments on Box 
B.2 and B.3).

1.3 Comparables 

Groups with a centralized financing unit performing more than a service function with 
respect to intragroup funding need a full range of comparable market data to be able to 
price different maturities as well as different rating levels in a consistent way. Applying 
the selection criteria outlined in section B2.4/31, which require a differentiation of prices 
by ‘different currencies, geographic locations, […] the business sector of the borrower 
and the timing of the transaction’ to bonds denominated in EUR practically prevents the 
compilation of a sound margin grid, like the following example shows. 

12 Contrary to industry-specific rating methodologies, Moody’s Analytics RiskCalcTM (at least in the current version of 
the ‘German model’) only provides a rough distinction by sectors.    

13 See EU Nr. 575/2013 Artikel 107 (1), Artikel 113 (1) und Artikel 374 (1) 
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tenor 
[years]

AAA AA+ AA AA- A+ A A- BBB+ BBB BBB- BB+ BB BB- B+ B B- CCC+ CCC CCC- Sum

1,0 1 5 1 4 10 15 15 23 5 1 2 1 1 84
2,0 4 3 4 10 16 20 24 5 4 1 1 2 1 2 97
3,0 2 5 4 6 7 13 23 22 7 6 7 2 3 107
4,0 1 5 2 4 13 19 14 25 3 15 6 1 4 10 4 126
5,0 1 4 3 6 11 19 20 25 8 7 8 1 4 1 118
6,0 1 3 3 4 11 18 27 26 7 9 5 4 10 1 2 1 132
7,0 1 2 5 9 21 19 19 3 10 3 6 2 1 2 103
8,0 1 5 2 4 9 15 16 23 2 3 3 83
9,0 1 2 2 2 7 9 16 14 5 7 1 66

10,0 2 1 3 1 5 3 14 13 4 2 2 50
11,0 1 2 3 1 5 4 8 3 27
12,0 1 2 1 7 5 1 17
13,0 1 4 1 2 8
14,0 1 2 5 6 1 1 16
15,0 1 2 1 4
20,0 1 1 1 1 4
25,0 1 1
30,0 1 1
Sum 6 7 43 27 47 108 176 204 211 45 64 35 13 22 18 13 2 3

On September 5th, 2018 in total 1.044 rated senior unsecured EUR-bonds (‘plain vanil-
la’) with fixed coupons are available via Reuters, the majority of which is rated ‘BBB’ 
and has a remaining tenor of six years. Selecting only ‘Industrials’14 reduces the num-
ber of available bonds to 195 (see grid below). 

tenor 
[years]

AAA AA+ AA AA- A+ A A- BBB+ BBB BBB- BB+ BB BB- B+ B B- CCC+ CCC CCC- Sum

1,0 2 1 2 1 8 1 15
2,0 1 6 4 6 1 1 2 21
3,0 2 2 2 2 3 1 2 2 2 18
4,0 2 2 3 2 5 1 3 2 3 1 24
5,0 1 3 1 5 3 3 2 1 19
6,0 1 3 7 4 2 1 3 3 4 1 29
7,0 2 1 6 4 4 1 3 1 22
8,0 1 1 6 2 6 16
9,0 1 2 1 4 1 9

10,0 2 3 1 6
11,0 1 2 3
12,0 1 1 1 2 5
13,0 1 1 2
14,0 1 1 2 1 5
15,0
20,0 1 1
25,0
30,0
Sum 5 19 13 47 29 40 4 11 8 8 3 5 3

Choosing subsequently only bonds issued in Germany further narrows the range of 
available market data. On September 5th, 2018 only 11 bonds meet the outlined criteria 
(see grid below). The selection of different sectors or countries produces similar re-
sults. 

tenor 
[years]

AAA AA+ AA AA- A+ A A- BBB+ BBB BBB- BB+ BB BB- B+ B B- CCC+ CCC CCC- Sum

1,0 1 1 2
2,0 1 1
3,0 2 2
4,0 3 3
5,0
6,0 2 2
7,0 1 1
8,0
9,0

10,0
11,0
12,0
13,0
14,0
15,0
20,0
25,0
30,0
Sum 3 1 4 3

14 The sector ‘Industrials’ covers the production of capital goods, commercial and professional services (i.e. com-
mercial printing, office services and supplies) and all kinds of transport. 
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This leads us to conclude that at least the requirement to use only the most recent sec-
tor-specific data needs to be abandoned.15 Within the EUR zone the requirement for a 
market segregation by countries also seems too extensive. First, the EUR zone has a 
common body of capital market regulation (for example the ‘Directive on the prospec-
tus to be published when securities are offered to the public or admitted to trading’16) 
and second, differences in sovereign risk are directly reflected (if relevant) in external 
corporate ratings. 

Comments on Box C.6: Data from corporate loans would be an excellent alternative or 
complement to bond market prices. However, the information provided by commercial 
databases (like e.g. Dealogic) is very limited – mainly due to a lack of external ratings 
(see following example). Even though corporate bonds can be ‘transferred’ more easily 
than corporate loans17 and thus do not need to reflect a certain ‘illiquidity premium’, 
they seem to be the most reliable source of information for developing a consistent 
margin grid with respect to rating levels and tenors. Furthermore, from a contractual 
point of view, bonds typically lacking covenants seem to better match the internal loan 
characteristics. Experience shows, that it is also helpful to use bond market indices 
(whenever available) instead of individual bonds. 

Comments on Box C.7: 

We believe that the lack of a sufficient number of comparable data disqualifies internal 
comparables as an appropriate source for systematically pricing intragroup loans. 

1.3.1.1 Credit spread 

To be able to produce a consistent margin grid – experience shows us – that spreads 
need to be ‘modeled’ to compensate for a lack of data in specific time and rating buck-
ets as well as for differences in liquidity (as the following schematic examples show).18 
Our modeling approach is based on two assumptions (ceteris paribus) that may also be 
observed in the market: (i) The longer the tenor, the higher the credit spread. (ii) With a 
decreasing rating, the credit spread increases exponentially. With a view to the current 
environment, further guidance would be helpful on how to bridge the ‘illiquidity gap’ 
between corporate bonds and corporate loans. 

15 Pricing intragroup corporate loans, only bond data from financial corporations (i.e. bank, insurance companies) 
should be excluded. 

16 Directive 2003/71/EC of the European Parliament and of the Council of 4 November 2003 

17 See e.g. section ‘Changes to Parties’ (assignment/transfer clause) of the LMA investment grade template. 

18 With a consistent margin grid, cash pooling transactions (involving transfers of risks) may be priced using the 
same approach (e.g. with a tenor of one year). 

The example covers corporate loans 
denominated in EUR and closed 
between January 2017 and March 
2018. Within this period of time only 
135 loans provide information on 
ratings. The majority of the loans has 
a tenor between five and seven 
years. Source: Dealogic 
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3 July Discussion Draft on BEPS Actions 8-10 Financial Transactions 

Comments Submitted By the Securities Industry and Financial Markets Association 

September 6, 2018 

I. Introduction

These comments are being submitted to the OECD by the Securities Industry and Financial 
Markets Association1, in response to the OECD’s paper of 3 July 2018 entitled BEPS Actions 8-
10 Financial Transactions (the Discussion Draft). The stated aim of the Discussion Draft is to 
provide guidance on the application of Chapter I, Section D of the OECD Transfer Pricing 
Guidelines (the 2017 TPG) (identifying commercial or financial relations) to financial 
transactions.  

We welcome the recognition in the Discussion Draft, regarding the accurate delineation of 
financial transactions, that it is important to analyze the factors affecting the performance of 
businesses in particular sectors. We note that the Discussion Draft states that because 
differences exist between sectors, the effect of government regulation and the availability of 
financial resources in a given industry “are relevant factors” that should be considered to 
accurately delineate the controlled transaction. However, the Discussion Draft is also notable 
in that it excludes any specific recognition that regulated banks and broker dealers have a 
different way of looking at risk and capital, and that, in fact, risk and capital are core 
components of financial services businesses subject to prudential regulation. 

Further guidance and examples are generally welcome in terms of providing greater clarity 
relating to the treatment of financial transactions. However, the OECD, working with the 
financial services industry over the last 10 years, has spent considerable time examining and 
developing transfer pricing and other guidance that acknowledges the unique financial services 
business model, including the volume of intercompany and interbranch transactions in which 

1 SIFMA is the leading trade association for broker-dealers, investment banks and asset managers operating in the 
U.S. and global capital markets. On behalf of our industry’s nearly 1 million employees, we advocate on legislation, 
regulation and business policy, affecting retail and institutional investors, equity and fixed income markets and 
related products and services. We serve as an industry coordinating body to promote fair and orderly markets, 
informed regulatory compliance, and efficient market operations and resiliency. We also provide a forum for 
industry policy and professional development. SIFMA, with offices in New York and Washington, D.C., is the U.S. 
regional member of the Global Financial Markets Association (GFMA). For more information, 
visit http://www.sifma.org 
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banks and broker dealers regularly engage, the role of regulation, and the importance of capital 
and debt in the day to day business of operating banks and broker dealers. 

Therefore, we believe that existing transfer pricing guidance applies appropriately to regulated 
financial services businesses such that the additional rules proposed in the Discussion Draft are 
unnecessary. To support this recommendation, this submission provides background on the 
volume of financial transactions engaged in by regulated financial services businesses, the 
nature of regulation of banks and broker dealers, and why that regulation and prudential 
supervision, in combination with existing guidance, makes the proposals in the Discussion Draft 
unnecessary. The submission also highlights areas in the Discussion Draft in which the special 
characteristics of our businesses warrant different considerations. We did not comment on 
many of the questions that we believe are not relevant to our business or are not relevant in 
the context of this submission, but we welcome the opportunity to discuss all these issues in 
more detail at the convenience of the secretariat and the working party. 

II. Understanding the banking and finance businesses within the context of transfer
pricing

a. The banking and finance business

The core business of the financial industry is financial intermediation. For example, in the case 
of a bank, the transmission of funds from lenders to borrowers, intermediating between them, 
or, in the case of a dealer in securities or commodities, engaging in the purchase and sale of 
financial assets or commodities with customers is their core business. In a very literal sense, 
money is the inventory, the stock in trade, of a financial group. Similar to the way in which a 
multinational manufacturing group with a global supply chain and distribution network must 
have the ability to transfer raw materials and finished products between members of the 
group, a global financial group cannot operate without the ability to transfer money between 
jurisdictions and between members of the group. Money is moved around the world where it 
can be used most efficiently. These movements give rise to intercompany loans and other 
transactions treated as intercompany debt. In the ordinary course of their business, members 
of a financial group will engage in hundreds or thousands of intercompany debt transactions, 
involving many billions of dollars, over the course of a single year. 

The sheer number and magnitude of intercompany debt transactions between members of a 
financial group is unique and simply cannot be ignored in the context of the Discussion Draft, 
particularly, as noted below, the type of transaction-by-transaction analysis contemplated by 
the Discussion Draft.  

b. The regulation of the financial services business should and does take into
account the role of risk and capital
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The nature of the financial services business and existing and evolving regulatory requirements 
surrounding capital and risk result in considerable safeguards against BEPS in the industry. 

The financial services regulatory framework requires that customer-facing activity be 
conducted in regulated entities with a focus on where the customers are located. Regulators 
closely monitor the activities of financial institutions and impose restrictions on the ability to 
transfer capital to foreign subsidiaries. To the extent an entity on one-side of an intragroup 
loan might not be subject to regulation, the counterparty will be. Furthermore, each global 
financial services company is subject to an overall regulator that focuses on the capital and 
assets of each member of the group without regard to a particular entity’s local regulation. 
While a more detailed explanation of regulatory regimes and rules can be provided, several 
themes relevant to the Discussion Draft are: 

• Many of these regimes and rules affirmatively or effectively require or
incentivize the situations in which intercompany debt and equity should be
used. At the same time, these regimes and rules may limit the extent to which
group members may make intercompany loans or incur other intercompany
credit exposures. It is difficult to overlay the types of analysis suggested in the
Discussion Draft in the context of this regulatory environment.

• In many cases where there is not specific regulation or guidance that applies
to a transaction, regulators have broad powers, under their consolidated
supervisory authority, to encourage or require, or discourage or prohibit
various financial transactions, deployment of capital and borrowing to invest
in subsidiaries. Again, this overlay of financial regulation should be taken into
account as the OECD considers transfer pricing guidance relating to financial
transactions.

• In addition, the pace of change in the regulatory environment globally over the 
last 10 years has been significant and this trend is not likely to end. It is
important, therefore, that not only should transfer pricing guidelines relating
to financial transactions acknowledge, accept and critically support this
regulatory environment, but also be accepting of the flexibility necessary to
operate in this environment.

• Since the financial crisis, regulators around the globe have imposed new capital 
standards aimed at preventing another financial crisis, including mandates on
the amount of capital and loss absorbing debt, and how that additional capital
and certain other loss-absorbing instruments should be positioned at the
holding company level and in affiliates.
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• Creditors and rating agencies provide a second line of defense: they create a
powerful incentive to prevent financial institutions from separating risk, risk
management, and capital in different group entities.

The following are examples of the different types and the different reasons for intercompany 
funding used by a global banking or broker dealer group in the ordinary course of its business:  

• Intraday/daylight funding – An operating member of the group will obtain
intraday funding from other members of the group to address intraday cash
needs, including as a result of unpredictable client needs, market volatility, and
non-aligned deadlines for cash and securities instructions to settle securities
trades and other financial transactions.

• Deposits – Intercompany deposits (including time deposits, demand deposits
and money-market deposits) provide both a source of funds for the receiving
bank and cash management options for the depositor non-bank member.

• Cash variation margin and collateral – For regulatory and market reasons, one
member of the group may enter into a derivative or similar contract with a
customer, while the market risk associated with the contract may be
transferred to another entity (e.g., an entity that manages all of the relevant
market risk for the group) through an internal derivative contract. The client-
facing entity and the market-risk entity will post cash variation margin or
collateral on the intercompany contract (treated as a loan for tax purposes)
with each other as the value of the contract changes.

• Secured funding – Secured funding, in the form of repurchase and reverse
repurchase, or “repo,” transactions is used as a general funding mechanism as
an alternative to more expensive unsecured funding, as well as to centralize
common positions in a single dealer.

• Senior unsecured lending – Senior unsecured funding (typically in the form of
committed and uncommitted revolving facilities) allow the group’s cash to be
managed efficiently, to provide liquidity to operating entities, including in
times of stress, and the centralization of liquidity at the parent or other
appropriate entity within the group.

The Discussion Draft does not appear to acknowledge the discussions that have already taken 
place with industry during the development of the guidance on Article 7 of the OECD Model 
Tax Convention or the preparation of the 2010 OECD Report on the Attribution of Profit to 
Permanent Establishments. Prior work by OECD in this area has been extensive, as have the 
consultations with the industry on these issues. We strongly recommend that this prior work 
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and conclusions be incorporated into any final analysis relating to the transfer pricing guidelines 
and financial transactions because of the importance of distinguishing such transactions in a 
regulated financial group in which many indicia and suggestions in the Discussion Draft relating 
to the accurate delineation of transactions, risk, and capital considerations are provided for 
and often mandated through prudential regulation.  

The Discussion Draft also fails to take into consideration the prior work and consultations with 
the industry relating to the proper treatment of interest expense for regulated financial 
institutions. Specifically, its 2016 final report on Action 4, entitled “Limiting Base Erosion 
Involving Interest Deductions and Other Financial Payments,” explores factors that can impose 
constraints on the ability of banking and insurance groups to engage in BEPS involving interest, 
together with limits on these constraints.  

Overall, significant regulatory and commercial considerations reduce the risks 
posed by banking and insurance groups, but differences exist between 
countries and sectors. Each country should identify the specific risks it faces, 
taking into account the characteristics of banking and insurance groups and 
the requirements of regulators . . . Where BEPS risks involving interest are 
identified, a country should introduce rules which are appropriate to address 
these risks, taking into account the regulatory regime and tax system in that 
country. In all cases, rules to protect countries from BEPS should not weaken, 
but support, the effectiveness of capital regulation in providing protection 
against a future financial crisis.2 (emphasis added) 

The Discussion Draft states that it is an initial draft and that another draft will be developed 
based on comments received and consultations. Two important objectives should be 
considered as the OECD develops its next draft on transfer pricing and financial transactions. 
First, prior BEPS guidelines and recommendations relating to domestic anti-abuse rules, 
particularly those contained in the final report on Action 4, are more appropriate ways for 
jurisdictions to address perceived BEPS risks relating to the capital structure and use of debt by 
banks and broker dealers than transfer pricing guidelines. Second, if any new guidelines relating 
to banks and broker dealers remain after considering comments received, the prior work noted 
above should form the basis for these guidelines. 

Alternative or additional safeguards against BEPS in the industry are unwarranted and 
impractical. The sort of detailed analysis on a per loan basis as contemplated by the Discussion 
Draft is unwarranted in the context of the existing guidance and regulation of the financial 
services industry, especially taking into account that such additional guidance is being proposed 

2 Limiting Base Erosion Involving Interest Deductions and Other Financial Payments, Action 4 - 2016 Update, page 
14.
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as applying to the thousands of intercompany and interbranch transactions in which banks and 
broker dealers regularly engage. 

While, in theory, a special rule to examine each intragroup loan could be developed, such a 
framework would be difficult to create and even more difficult to monitor. 

III. Existing transfer pricing guidance for banking and finance groups

The OECD has spent considerable time and effort to understand the functions and value chain 
of the banking business in developing bespoke guidance for the allocation of risk and capital 
within banking groups and broker dealers. 

a. Pre-BEPs initiatives

The OECD had extensive discussions with the industry during the development of guidance to 
Article 7 of the OECD Model and preparation of the OECD Part II3 report. This report applies 
the authorized OECD approach in order to allocate risk and capital to the respective parts of a 
bank by reference to people functions. OECD Part II, and its subsequent adoption into domestic 
laws and tax treaties, is widely regarded by both tax authorities and taxpayers as a reasonable 
and fair approach to taxing banking and finance businesses. However, for separate legal entities 
subject to Article 9 which the Discussion Draft addresses, a separate transfer pricing analysis 
would be required to distinguish how to determine the arm's length return to capital. 

b. The principal value-creating functions in banking and finance, as set out in
OECD Part II,4 are the creation of financial assets (in a notional context for
purposes of Article 7 only) and the subsequent management of risk associated
with those assets. These Key Entrepreneurial Risk Taking (“KERT”) functions are 
described as “most relevant to the attribution of economic ownership” of the
financial assets and accordingly the return to capital to support these
notionally attributed assets. Final BEPS guidance under Actions 8-10 also
acknowledged special circumstances of regulated financial institutions

The final report sets forth a revised version of Chapter I, Section D of the 2017 TPG concerning 
the role of risk assumption and management. After the heading “Analysis of risks in commercial 
or financial relations”, the report has the following helpful footnote: 

The guidance in this chapter, and in this section on risk in particular, is not specific to 
any particular industry sector. While the basic concept that a party bearing risks must 

3 Part II of the OECD’s Report on the Attribution of Profits to Permanent Establishments (“OECD Part II”) (July 17, 
2008 and 22 July 2010). 

4 OECD Part II, Section B-1 (paragraphs 8-9). 

160



have the ability to effectively deal with those risks applies to insurance, banking, and 
other financial services businesses, these regulated sectors are required to follow rules 
prescribing arrangements for risks, and how risks are recognized, measured, and 
disclosed. The regulatory approach to risk allocation for regulated entities should be 
taken into account and reference made as appropriate to the transfer pricing guidance 
specific to financial services businesses in the Report on the Attribution of Profits to 
Permanent Establishments (OECD, 2010).” (emphasis added) 

With respect to the effect of group synergies on transfer pricing, the report uses two examples 
involving a financial services group and the pricing of loans and guarantees (Examples 1 and 2, 
pages 48-49 of the Final Report on Actions 8-10). The comments on the second example are 
subject to the following footnote in the report:  

Example 2 should not be viewed as providing comprehensive transfer pricing 
guidance on guarantee fees in respect of financial transactions. Further guidance 
will be provided on transfer pricing for financial transactions, including identifying 
the economically relevant characteristics for determining arm’s length 
conditions. This work will be undertaken in 2016 and 2017. (emphasis added) 

IV. Particular aspects of the Discussion Draft of concern to the financial services
industry

The Discussion Draft addresses the two key aspects of the arm’s length principle (ALP) – the 
accurate delineation of the transaction and pricing – as they relate to financial transactions. 
The comments and recommendations below address these aspects in the same order as the 
Discussion Draft. Specific requests for comments made in the Discussion Draft for the accurate 
delineation of the transaction are addressed in a separate section following general comments 
on capital structure and the multi-factor analysis.  

a. Accurate Delineation of the Transaction (ADT)

i. Capital structure

The Discussion Draft suggests at paragraphs 6 and 7 that the capital structure of an MNE might 
change when the form of a transaction is determined (via ADT) to be different from the 
substance of the transaction.] The suggestion is based on the idea that “an MNE group has 
discretion to decide upon the amount of debt and equity that will be used to fund any MNE 
within the group”.5 The suggestion – that the capital of an MNE should be changed by ADT – 
and the basis of that suggestion for financial services companies – that there is discretion in 
debt and equity determinations – fails to acknowledge the role of regulation in the day-to-day 

5 Discussion Draft at paragraph 3. 
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operation of a bank or broker dealer. In the financial services industry slight differences in form 
can affect the amount of risk assumed and the substance of the financial transaction. Tax 
administrations should not be encouraged to recast the transaction to achieve a result more 
favorable to them. In fact, issues of capital structure and the definition of debt and equity 
should rely on the guidance already contained in Action 4, and are more appropriately the 
domain of domestic anti-abuse provisions such as thin capitalization rules.  

The Discussion Draft recognizes that some domestic legislation addresses capital structure 
while others that do not have such legislation need the additional guidance provided by the 
Discussion Draft.6 Varying approaches may not be an acceptable approach. Rather, consensus 
on this basic issue should be reached before attempting to provide separate guidance aimed 
at “those countries that use the accurate delineation under Chapter I to determine whether a 
purported loan should be regarded as a loan for tax purposes,” to the exclusion of other 
countries that quite rightly do not believe that this is appropriate under the arm’s length 
principle. Separate guidance for different countries is never a good idea, and will simply lead 
to unresolvable disputes. Where some countries have adopted the agreements of BEPS Action 
2 on hybrids, the combined approach of these BEPS actions can only result in penal taxation. 

Recommendation: The capital structure of a MNE or MNE group should be determined by 
domestic law provisions and prior OECD guidance as to what constitutes valid intercompany 
debt. For financial services companies, these determinations have been set out in rules agreed 
upon by local tax authorities and by the local regulators. It should be sufficient that financial 
transactions satisfy local regulatory supervision and are not contrary to domestic tax law 
provisions.  

ii. Factors and comparison with independent enterprises (IEs)

A key focus of applying the ALP under the 2017 TPG is to compare the form of a transaction in 
which an independent enterprise (IE) might engage to determine whether the form of the 
transaction between associated enterprises (AEs) should change for transfer pricing purposes. 
The Discussion Draft applies this principle specifically to financial transactions but fails to take 
into account that financial transactions engaged in by financial services companies differ from 
financial transactions of other MNE groups. For banks and broker dealers, and entities engaged 
in similar financial businesses, financial transactions – issuing and acquiring debt – is their 
business. Many of the debt instruments issued or held will be short-term in nature (e.g., 
deposits). Finally, MNEs in the financial services industry are subject to regulation and 
regulators can require companies to make decisions that would not be required of an IE 
engaged in the same financial transaction. For example, regulators might require MNEs of an 
MNE group to forego their enforcement rights under a debt instrument or even prohibit the 

6 Discussion Draft at paragraphs 8 - 10. 

162



issuer from repaying the debt. These differences justify a different approach for financial 
services companies when applying the factors addressed in Section D of Chapter I of the 2017 
TPG. In this context, for example, a cash pooling financing company as part of an industrial 
conglomerate is different from a financial services company under the assumption it is not 
subject to regulations like a traditional bank/broker. 

Recommendation: At a minimum, if the analysis of factors is not replaced in total, certain 
exceptions should apply when financial services companies issue or acquire debt in the ordinary 
course. 

Regulators set out rules that monitor the financial transactions of financial services companies. 
These rules impose an analysis that will result in an arm’s length standard for related party 
lending and take into account whether an MNE is thinly capitalized and consider if the parent 
entity is excessively leveraged. In the context of banking and broker dealer groups, the factors 
identified in the Discussion Draft add little value to a thin cap analysis in determining the debt 
capacity of related party transactions. As noted above, this type of thin cap analysis in the case 
of banks and broker dealers by regulators and by local country tax authorities is a far more 
appropriate analysis than that suggested in the Discussion Draft. 

Another specific concern is the suggestion at paragraph 19 that an additional, theoretical 
analysis should be undertaken. This additional analysis requires companies to consider other 
options realistically available (ORA) for the transactions as structured. This would impose 
unrealistic and burdensome conditions on financial services companies to model various 
options without any evidence that such modeling would be a reliable indicator as to whether 
there were better ORA. Even if the modeling could be done efficiently, ranges of debt tolerance 
exist among third parties and it would be difficult to determine which of the ORA would 
produce the right comparable. These lines of inquiry – questioning why the funder chose to 
make a particular investment – are entirely too subjective to be helpful to analyzing the 
substance of the transaction and, specifically in the case of banks and broker dealers, 
duplicative of the oversight and analysis required by prudential regulators.  

Recommendation: A financial transaction that satisfies the local regulator’s rules should be 
accepted as the equivalent of the ALP for tax purposes. The rules set out by the local regulator 
for financial transactions (including lending) focus on each transaction from a non-tax 
perspective that are consistent with tax objectives. Satisfying the local regulator’s 
requirements should be viewed as sufficient for ADT. Imposing additional rules that might 
conflict with the objectives of the regulators creates confusion in regulating the industry 
appropriately. Furthermore, where the local regulator’s rules apply an arm's length standard 
for related party lending, a rebuttal presumption should apply for transfer pricing purposes 
that the rate is arm's length. 
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In various paragraphs, the Discussion Draft suggests that the application of the multi-factor 
analysis identified in the 2017 TPG is appropriate for determining the substance of lending 
transactions between AEs. As described in response to Box B.3 below, the multi-factor analysis 
would be more helpful if replaced with the analysis regulators conduct relevant to financial 
transactions engaged in by financial services companies. 

iii. Responses to specific requests for comments

Box B. 1 

Commentators’ views are invited on the guidance included in paragraphs 8 to 
10 of this discussion draft in the context of Article 25 of the OECD Model Tax 
Convention (“MTC”), paragraphs 1 and 2 of Article 9 of the OECD MTC as well 
as the BEPS Action 4 Report. 

For purposes of Article 9 and 25, consistency in transfer pricing outcomes globally might justify 
tax treaty partners to agree to thin capitalization rules for transfer pricing purposes that are 
more stringent than what domestic law may allow. However, in regards to the BEPS Action 4 
Report, as noted above, the final Action 4 Report, in particular the 2016 updated Report that 
focuses on regulated financial services groups, encourages countries to consider rules that 
“should not weaken, but support the effectiveness of capital regulation …” as they consider 
measures to address BEPS. 

Box B.2 

Commentators’ views are invited on the example contained in paragraph 17 of 
this discussion draft; in particular on the relevance of the maximum amounts 
that a lender would have been willing to lend and that a borrower would have 
been willing to borrow, or whether the entire amount needs to be accurately 
delineated as equity in the event that either of the other amounts are less than 
the total funding required for the particular investment. 

The example is too simplistic to be helpful and some of the simplifying facts might create more 
confusion than understanding. For instance, the example provides that financial projections 
indicate a potential inability to pay, but in a third party context, not all loans are expected to 
be paid off. For the banking industry, these are the risks that banks seek to manage. Refinancing 
or extensions of loan terms are possible and should not alone be the basis for determining 
whether the debt is bona fide and the interest expense is permissible. 

Furthermore, it is not accurate to suggest that ability to pay a loan is limited to projections on 
current operations. Loans can be extended to the extent thin cap standards are satisfied 
without jeopardizing the bona fides of the loan. Finally, it is too simplistic to suggest the validity 
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of a loan is determined solely by whether a third party bank would have made such loan.

Box B.3 

Commentators’ views are invited on the breadth of factors specific to financial 
transactions that need to be considered as part of the accurate delineation of 
the actual transaction.  

Commentators’ views are also invited on the situations in which a lender would 
be allocated risks with respect to an advance of funds within an MNE group. 

U.S. and non-U.S. groups that include banks, bank holding companies and dealers in securities 
and commodities are subject to a number of wide-ranging regulatory regimes and rules that 
constrain and affect virtually every aspect of their businesses, including the use and terms of 
intercompany debt. Several of these regimes and rules operate to limit the extent to which the 
group can engage in intercompany debt transactions and require allowable intercompany debt 
transactions to have terms and conditions that are at arm’s length. In other circumstances, the 
rules affirmatively require or encourage the use of intercompany debt. Identifying factors 
unique to regulated banking and broker dealer groups that should be used by tax authorities 
to help delineate financial transactions among members of such groups seems duplicative, 
inefficient and potentially in conflict with regulatory objectives. Key factors that regulators look 
to in order to supervise and ensure arm’s-length behavior in the case of related party financial 
transactions include intense monitoring of a financial institution’s level of liquidity; leverage 
exposure considering risk weighting of assets; considerations relating to maintaining a single 
point of entry for funding purposes that includes resolution planning analysis; and the fact that 
global banks and broker dealers face off against multiple regulators in multiple jurisdictions 
that are looking at levels of capital, debt, and cash. The effects of these regulatory regimes on 
the intercompany funding structures and financial transactions between members of such 
groups and upon intercompany funding structures generally in such groups are so pervasive 
that we must question whether other “factors” need to be considered in the accurate 
delineation of financial transactions. Rather, tax authorities should recognize and generally 
acknowledge that the regulatory regimes and rules that constrain or affect virtually every 
aspect of their businesses, including the use and terms (“factors”) relating to intercompany 
debt. 
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Box B.4 

Commentators’ views are invited on the guidance contained in this Box and its 
interaction with other sections of the discussion draft, in particular Section 
C.1.7 pricing approaches to determining an arm’s length interest rate.

A risk free rate of return approach is a hybrid of respecting the transaction under the ALP and 
disregarding it outright. Such an approach would require tax administrations to engage in 
analysis that is atypical and possibly creates controversy about the appropriate capital 
structure of MNE groups. For the reasons stated with respect to capital structure above and, 
most importantly, the roll of prudential regulation that is part of the day-to-day life of a banking 
or broker dealer group, regulatory regimes and domestic law should control when challenging 
the capital structure of banking and broker dealer MNE groups. 

As described, the risk free rate of return approach relies on the risk assessment steps provided 
in the 2017 TPG with regard to funding transactions. The guidance offers a single approach to 
address funding transactions that can occur in a variety of ways. The different funding 
transactions carry their own risk assessment. Without an understanding of these differences, 
the risk free rate of return in the Discussion Draft as well as the risk assessment provided in the 
2017 TPG has serious flaws. Suggesting that a single approach can address the different types 
of funding, investors, and the reasonableness of the returns on those investments makes it 
difficult to apply the approach to real transactions.  

Recommendation: Regulated banks and broker dealers enter into thousands and even millions 
of financial transactions every day. Instead of a risk free rate of return approach, the 
transaction should be analyzed for its substance. If the transaction lacks economic substance 
and business purpose by financial regulators and under domestic law, it should be disregarded, 
but having a hybrid approach where the transaction is respected for some purposes and 
outright disregarded for other purposes will be impossible to implement by banking and broker 
dealer groups subject to prudential regulations, and will lead to increased tax controversy and 
be unsatisfactory for all stakeholders. 

b. Pricing considerations for financial transactions

The focus of the Discussion Draft on pricing considerations is aimed at determining whether 
the rate of interest provided for in an AE loan meets the ALP. For financial services companies, 
regulators limit the ability of a bank or broker dealer to shift risk to an affiliate lacking 
appropriate capital and people functions. Regulators have the power to mandate the amount 
and location of capital and loss absorbing debt. There is little opportunity for interest rates to 
vary significantly from the ALP. The comments below reflect this reality for these regulated 
companies, and, in large measure, the regulation of financial services companies acts as its own 
assurance that the ALP is being satisfied. 
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i. Treasury function

A. Intra-group loans

In paragraphs 37 - 46, the Discussion Draft describes the business and tax functions of intra-
group loans. Intra-group loans provide necessary funding to MNEs within the MNE group but 
also have tax implications that need to be monitored to ensure the loan’s pricing meets the 
ALP. From a tax perspective, pricing most directly relates to the interest rate charged on the 
loan. Therefore, analyzing the interest rate requires understanding the risk assumed by the 
related lender and whether it is reasonable that the related lender would lend to the related 
borrower on the terms provided in the contract. Determining the reasonableness of the rate 
takes into account (as it does for IE lending) the borrower’s ability to pay, collateral used to 
secure the loan, and implicitly ORA for both lender and borrower. The terms of the loan 
(including the rate charged) can be compared with terms in IE loans for companies with similar 
credit ratings as the AE loan.  

As noted above, financial regulators may require certain terms, based on specific risk 
assessments and funding circumstances. Given that as part of the BEPS deliverables (Action 4) 
the OECD considered non-transfer pricing measures as the primary tool to combat excessive 
interest payments, the Discussion Draft’s proposal (regarding ADT of intra-group loans) lists too 
many areas for hypothetical exploration with little practical applicability. 

Box C.1 

Commentators are invited to describe situations where, under a decentralized 
treasury structure, each MNE within the MNE group has full autonomy over its 
financial transactions, as described in paragraph 38 of this discussion draft. 

Financial services companies may have a hybrid of a decentralized funding model and group 
synergies can provide the sourcing of funding from which related party lending occurs. In the 
case of many financial services companies, MNEs still must demonstrate that the lending rate 
is comparable to a rate charged by an IE. Regardless of the level of centralization in a MNE 
group’s treasury, group synergies exist in providing liquidity and reducing duplicative costs.  

Recommendation: Any sharing of group synergies should be shared in a reasonable fashion. 

• Specific considerations for comparing the pricing of AE and IE loans

The Discussion Draft states at paragraph 52 that an unsecured loan might be treated as secured 
(and therefore justify a lower interest rate) if the AE-lender is the parent of the AE-borrower 
and can control the subsidiary’s assets. In the context of regulated banks and financial service 
companies this is not necessarily true and demonstrates the differences faced by the sector. 
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For instance, even where there is organizational control over a subsidiary’s assets, recovery 
and resolution plans are required for systemically important banks. This is a critically 
distinguishable factor imposed on banking and broker dealer MNE groups and not others. 
These plans can override the protections that might be afforded to unrelated secured and 
unsecured creditors by requiring assets be available to protect the financial stability of the 
subsidiary. 

Unlike IE loans, a related loan might be supported by revenue generated from other AE 
transactions. To the extent those other AE transactions do not meet the ALP, the revenue 
supporting the loan might change pricing of the loan because factors relating to pricing the loan 
– like the ability to pay or interest rate charged – may not be supported without revenue from
the other AE transactions.

Box C.2 

Commentators are invited to consider whether the following approaches would 
be useful for the purpose of tax certainty and tax compliance: 

• a rebuttable presumption that an independently derived credit rating
at the group level may be taken as the credit rating for each group
member, for the purposes of pricing the interest rate, subject to the
right of the taxpayer or the tax administration to establish a different
credit rating for a particular member;

• a rebuttable presumption that tax administrations may consider to use
the credit rating of the MNE group as the starting point, from which
appropriate adjustments are made, to determine the credit rating of
the borrower, for the purposes of pricing the interest rate, subject to
the right of the taxpayer or the tax administration to establish a
different credit rating for a particular member.

Commentators’ views are invited on the use of an MNE group credit rating for 
the purpose of tax certainty and tax compliance to determine the credit rating 
of a borrowing MNE.  

Commentators are also invited to provide a definition of an MNE group credit 
rating, how an MNE group credit rating could be determined in the absence of 
a publicly-available rating, and how reliable such a group credit rating would 
be when not provided by a credit rating agency. 

Recommendation: An independently derived credit rating at the group level may be taken as 
a starting point in developing the credit rating for each group member, with the exception of 
entities in a group that may have their own independently derived credit ration.   An 
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independently derived (and publicly available for most regulated financial services firms) credit 
rating presents a clear, objective and reliable metric for both tax payers and tax authorities.  As 
discussed above, the very nature of the financial services business requires a significant number 
of related entities to engage in intercompany financial transactions.  Given the substantial 
number of entities in scope, it is untenable to subject taxpayers to the burden of performing 
entity-level credit analysis.  While performing this analysis would divert critical resources from 
the operations of the business, the effort is unlikely to produce meaningfully more accurate 
results.  Given the critical role reputation and creditworthiness have in the financial services 
sector, a subsidiary is unlikely to have a meaningfully different credit profile outside of a 
significant stress scenario (particularly after the effects of passive association are taken into 
account).  Requiring entity-level credit analysis would, however, introduce unnecessary 
uncertainty and complicate audits.  The uncertainty faced by taxpayers grows exponentially 
when one considers not only the number of counterparties but also the volume of transactions 
(both in number and dollar value).  In situations in which the presumption produces an 
inappropriate result because the possibility of a significant stress scenario is not remote or 
other factors are present, the presumption can be rebutted and, in those limited 
circumstances, an entity-level analysis can be undertaken.   Adopting the aforementioned 
rebuttable presumption therefore serves to maximize certainty while minimizing the 
compliance burden. 

• Commentators are invited to identify financial transactions that may
be considered as realistic alternatives to intra-group loans.

As noted in the background section above, banking and broker dealer groups utilize various 
types of group funding every day, typically in substantial volumes and value. These include 
intraday/daylight funding, deposits, cash variation margin and collateral, secured funding in the 
form of repurchase and reverse repurchase, or “repo” transactions, and senior unsecured 
lending, typically in the form of committed and uncommitted revolving facilities.  

B. Cash Pooling

The Discussion Draft acknowledges at paragraphs 94 - 95 that cash pool arrangements are 
short-term in nature to address short-term liquidity management. This is important for 
financial services companies that issue and acquire very large amounts of debt. The debt 
typically has a stated term of less than one year, and in many cases, is subject to numerous 
regulatory constraints and considerations that track the movement of cash between AEs in the 
cash pool. Short term debt with a stated term to maturity of less than one year that bears 
interest at a rate that is commensurate with the term of the debt is less susceptible to being 
used as a device to undermine the ALP. Moreover, to the extent financial services companies 
are subject to local regulation, any additional requirements imposed by the Discussion Draft 
would be outweighed by the corresponding burden borne by regulated financial services 
companies.  
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Recommendation: An exception from pricing adjustments should be provided for short term 
debt issued by or to a member of a regulated financial group with a stated term to maturity 
not exceeding one year.  

C. Hedging

The Discussion Draft explains at paragraphs 132 - 136 that hedging transactions for AEs and IEs 
are frequently used in the ordinary course of business to mitigate various financial risks and 
that hedging within a MNE group, might result in the transfer of risk among MNEs. Depending 
on how the MNE group manages the hedging transactions among its MNEs, assessing the 
compensation for such services might be required to align the pricing of the hedging 
transactions with the ALP. 

We appreciate the acknowledgment that hedging is part of ordinary course business. This is 
especially accurate for financial services companies. Hedging is undertaken as a key function of 
a bank or broker dealer’s business and typically on a portfolio rather than an individual 
transaction basis. As with intracompany lending, these transactions are subject to regulation 
of the industry as well as subject to oversight from local tax authorities. Even the local AE 
monitors the impact of these transactions on their local business. These factors combine to 
ensure that appropriate pricing occurs in hedging transactions. Furthermore, this complexity 
has already been considered by the OECD with a KERTS-type analysis and not on a transaction-
by-transaction basis. Therefore, it is appropriate, as with intracompany lending, to permit 
current guidance to govern these transactions. 
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September 7, 2018 

Via E-Mail 

Mr. Pascal Saint-Amans 

Director 

OECD Centre for Tax Policy and Administration 

2, rue André Pascal  

75116 Paris  

France 

Re: Comments on the Public Discussion Draft on Financial Transactions 

Dear Mr. Saint-Amans, 

The Silicon Valley Tax Directors Group (the "SVTDG") is pleased to accept your invitation to submit 

comments on the Public Discussion Draft on Financial Transactions dated July 3, 2018 (the "Draft").   The 

SVTDG represents U.S. high technology companies with a significant presence in Silicon Valley that are 

dependent on R&D and worldwide sales to remain competitive.  The SVTDG promotes sound, long-term 

tax policies that allow the U.S. high technology industry to continue to be innovative and successful in the 

global marketplace.  A list of the current members of the SVTDG is appended.   

We have organized our response into two sections:  the first presents a more detailed discussion of the 

issues we consider to be the most important to our membership, while the second consists of responses 

to some of the specific questions on which you have requested comments.   

SECTION 1. COMMENTS ON ISSUES OF PARTICULAR IMPORTANCE TO THE SVTDG 

The SVTDG notes in the introduction that the proposals in the Draft do not represent a consensus view of 

the participants in the OECD process.  This is not unexpected, given the complexity of the issues under 

discussion.  The SVTDG notes a few areas in the Draft that strive to offer simplification and a practical way 

forward.  We are pleased by this approach and some of our comments in this letter are intended to 

encourage these ideas and explore whether they can be expanded to other financial transaction issues.  

There are also areas where the proposals increase complexity and lead to risks outside the scope of 

transfer pricing.  Our comments on these proposals are intended to highlight our concerns and to put 

forward alternatives that might offer a more practical way forward.   

In recent years the OECD's transfer pricing guidance has increasingly authorized the use of 

recharacterization by tax authorities in order to properly determine an arm's length result in cases where 

171



OECD Centre for Tax Policy and Administration 
September 7, 2018 
Page 2 

the authorities believe that a transaction has not been accurately delineated.  We note that the Draft 

outlines a number of issues related to financial transactions where the use of recharacterization is 

suggested, and we find this particularly concerning.  In response, we have outlined below our concerns 

and proposed a few alternative ideas that would limit the scope and effect of recharacterization to its 

proper purpose, namely to establish an arm's length price, and not to affect issues outside the scope of 

the TPG.  

Finally, we note that the OECD describes and characterizes the corporate treasury function in a manner 

that is inconsistent with the treasury operations of the great majority of our member companies and, we 

believe, other multinational enterprises.  This is particularly concerning, hence this is the first topic we 

discuss below.       

1.1 - Views on the Treasury Function 

There are a number of instances where the Draft expresses the opinion that treasury companies are a 

support function and suggests that they provide a routine service that should be compensated as such 

(e.g., para. 43).  Another example is found in para. 45, which states that actions by the treasury function 

to manage risk are merely implementing group strategy and do not have sufficient substance to merit a 

return consistent with bearing risk.  Finally, para. 111 states that  "a cash pool leader performs no more 

than a co-ordination or agency function, and given such a low level of functionality, the cash pool leader's 

remuneration as a service provider will generally be similarly limited." 

Our Concerns 

The role of the treasury in multinationals is typically to centralize the risk where it can be controlled and 

managed by professionals with specific relevant expertise, who normally maintain a network of market 

relationships that enable them to best implement these strategies and to secure and manage services 

provided by financial institutions.  It is common for a treasury to invest in and maintain sophisticated 

computer systems to implement the large number of financial transactions that take place every month. 

The treasury will also typically hold a significant amount of capital required to support and manage the 

risks and transactions that make up its daily business.       

Our Proposals 

We propose that the OECD amend its description and characterization to reflect a potential spectrum of 

functionality and risk exposure.  The descriptions noted above in the current Draft represent the low end 

of the substance spectrum, and there are undoubtedly some companies for which this characterization is 

fair and appropriate.  However, it is essential to recognize that it is much more common in multinational 

enterprises to find treasuries that operate at different points on the spectrum.  In fact, the treasury 

functions of the majority of our member companies operate at the high end of the functional spectrum 

and truly function as an "in-house bank" and should be recognized and compensated as such.   

Examples of the specific responsibilities of the corporate treasury include: analysis and making decisions 

on the investment of surplus cash, making decisions on the participation of affiliates in cash pools (i.e., 

setting credit limits), ensuring the pool arrangements are economically efficient for group members, 

addressing commercial challenges resulting from negative interest rates (such as swapping to other 

currencies or absorbing the negative rate), managing, netting and bearing FX risks, hedging the net 

exposure, raising external financing, making inter-company loans not covered by the cash pool 

172



OECD Centre for Tax Policy and Administration 
September 7, 2018 
Page 3 

arrangements, providing guarantees, establishing captive insurance arrangements, and establishing and 

managing commercial relationships with financial institutions on behalf of group companies. 

The view that the treasury is a service provider, giving support to group companies or the head office with 

respect to the above, is not realistic.  The affiliates do not generally have the expertise to address any of 

the above issues, and do not want the financial transaction results reflected in their P&Ls as this would be 

inconsistent with their goals and performance metrics.  If the OECD characterises the treasury as 

supportive in nature, it implies that the operating companies are responsible for their own financial 

transactions and the associated risks.  This would be completely inconsistent with their functional profile, 

as they certainly do not actively manage and control such risks, which the Draft has established elsewhere 

as a key condition for bearing the economic results of the arrangements.        

1.2 - Simplifying assumptions / measures to provide certainty 

The setting of inter-company interest rates has been an unsettled transfer pricing issue for many years.  

The consideration of credit rating, and the impact of group synergies / implicit support has merely added 

to the complexity.  The SVTDG welcomes the fact that the Draft proposes simplifying assumptions that 

would allow affiliates to use the group rating, or to use this as a starting point and adjust it to reflect the 

circumstances of the borrower.   

Our Concerns 

The SVTDG believes that the terms of the large majority of inter-company loans are not contentious and 

are not designed to achieve a tax advantage that would bring them into the focus of the objectives of the 

BEPS project.  With tax rules and guidance under Action 4 in place in many countries, there is limited 

scope for companies to seek a tax advantage through inter-company debt.  We would therefore like to 

strongly encourage the adoption of the simplification proposed in Box C.2.   

Many groups will have ratings assigned by the recognized credit rating agencies (but may have to 

determine a suitable approach if more than one rating has been assigned), which should be a very sound 

starting point.  For those groups that do not have a rating from a recognized third party rating agency, 

then a rating may be estimated through an analysis similar to the rating process.  This practice has been 

common in the field of transfer pricing for many years and should not present problems going forward. 

Our Proposals 

A number of our members welcome ideas that have the potential to simplify the issue, such as the use of 

a simplified notching approach, but other members see significant potential problems and distortions 

resulting from the actual implementation of such an approach.  We therefore conclude that a prescriptive 

solution to this issue should be avoided.  The best approach, in our view, is a flexible one which makes the 

simplifying approaches available, but is not prescriptive in requiring their use. 

Please refer to our discussion in Section 2 where we make further proposals relevant to the simplification 

of the transfer pricing analysis related to guarantees. 

1.3 - Recharacterization 

The Draft contains a number of proposals that would enhance the discretion allowed to tax 

administrations to recharacterize debt, and in particular would result in the attribution of interest income 
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to deemed lenders.  The SVTDG accepts that there may be situations, such as the case outlined in Box B.2 

and para. 17 where the debt arrangements may be inconsistent with the arm's length principle.  Such 

cases arise periodically for commercial reasons, and a tax adjustment or recharacterization in such cases 

may be a reasonable outcome. However, there is further guidance in the Draft that presents 

recharacterization risks which we do not consider reasonable.   

One example outlined in the Draft (Boxes B.4 and B.6) states that when a lender does not control the risks 

associated with an inter-company loan, then the interest received must be bifurcated and the lender is 

entitled only to a risk-free return, while the entity performing the risk control functions receives the 

remainder of the interest.  Another example outlined in para. 140 applies to cases when the effect of a 

guarantee is to increase the borrowing capacity of the recipient.  The guidance suggests that a portion of 

the loan to the borrower should be recharacterized as a loan to the guarantor, and the same amount is to 

be recharacterized as an equity contribution from the guarantor to the borrower.   

Our Concerns 

The SVTDG is very concerned about the over-broad authorization to recharacterize a loan instrument in 

the two specific cases outlined in the previous paragraph.  We are also inherently opposed to the idea of 

partial recharacterization of a loan where this creates onerous compliance tasks which include issues 

beyond the scope of transfer pricing.  Some specific areas where this concern is relevant are outlined 

below.  

1.3.1 Control over Risks by the Lender 

In respect of cases where the lender is considered not to control the risks inherent in the decision to make 

the loan, we have the following concerns which are discussed briefly below:  

 The actual performance of control functions for inter-company loan transactions is often minimal,

hence the functional determination that a lender does not control the relevant risks may be

missing the point that it is in fact performing the rather limited functionality that is actually

required, including the initial setting of performance covenants;

 The proposal that the entity performing the control functions should "earn" deemed interest

would create a number of unwarranted correlative consequences.  Importantly, the scope of

these issues goes well beyond the field of transfer pricing and includes withholding taxes, FATCA

and CRS regulatory reporting rules; and

 Both the actual lender and the deemed lender will experience  "book / tax" differences which will

be problematic for accounting and, for regulated businesses, may raise additional concerns.

Performance of Control Functions 

Paragraph 24 in Section B.2.2. outlines the functions that would be viewed as controlling the risk 

associated with the decision to make inter-company loans: 

"an analysis and evaluation of the risks inherent in the loan, the capability to commit the capital 

of the business to the investment, determining the terms of the loan and organising and 

documenting the loan.  This may also include any ongoing monitoring and review of the loan."  
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The questions to address with respect to this issue are: 

 What are the actual tasks performed in the group to achieve the functions outlined above?

 Who actually performs them?

It is helpful as a starting point to this analysis to consider the functions performed when a multinational 

invests in external debt, such as might be the case when a multinational buys bonds for its pension plan.  

The assessment of risk is usually outsourced to a rating agency, which will assign a credit rating to a 

particular bond, and the interest rate is usually set by the investment bank that underwrites the debt, 

which reflects an assessment as to the market interest rate given the characteristics of the bond (such as 

maturity, credit rating, collateral if any, etc).  The investment decisions actually made by the portfolio 

manager for the pension plan are few and may simply consist of ensuring diversification of industries held, 

the safety of the fund (such as setting a minimum acceptable credit rating), and deciding what term or 

duration of bonds in which to invest.      

In the context of an inter-company loan, the lender may face a similar situation where the risk rating is 

largely determined, given the implicit and explicit support issues discussed in this letter, and the interest 

rates may be readily determined by reference to market sources.  Given that portfolio diversification and 

duration management are not relevant, there is very little risk management that actually needs to be 

performed.  For this reason, we believe it is appropriate to downplay the focus on risk control, and to 

adopt the suggestions discussed below that would result in far less extensive recharacterization authority 

than is currently presented in the Draft.      

Tax Considerations 

Considering a loan from an entity in Country A to an entity in Country B, where the interest is received in 

the first instance in Country A but then partially attributed to an entity in Country C that may not actually 

receive the cash interest payment, there may be unwarranted collateral consequences related to the 

implementation of Action 4, the potential liability to withholding taxes, and the possible application of 

anti-hybrid rules.   We consider that this would be an unacceptable outcome, hence we discuss below 

alternative solutions.  

Accounting and Regulatory Issues 

We note that there may also be concerns about the accounting and regulatory treatment of deemed 

interest.    

Our Proposals 

We noted above that the necessary control functions for intercompany debt may be quite minimal, and 

where some aspects of the control process are performed by entities other than the lender, it is clearly 

overkill to recharacterize the loan.  Except perhaps in the most extreme cases, discussed below, we 

propose that the performance of control functions should be characterized as a separate service and be 

compensated accordingly, either directly or as part of a more comprehensive management services fee.  

This does not necessarily imply that the service is routine in nature:  it may be a high value service that 

attracts an appropriately high return, but this approach would be more consistent with arm's length 

behavior.   Absent an allocation of the risk of capital loss, there is no apparent justification under transfer 

pricing principles to treat the entity providing these control functions as other than a service provider.   
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For the reasons outlined above, we advocate setting a much lower threshold for control over risk 

substance than envisioned in the Draft at present.  The SVTDG suggests that the test applied to the 

selection of lenders may focus on substance, subject to the comments above about the realistic extent of 

substance to expect with respect to the decision to make an inter-company loan, but also focus on 

commercial rationale for the selection of the lender.  There should be a presumption that the parent and 

the group treasury companies, assuming they actually perform a number of treasury activities, have a 

sound rationale for being selected as a lender.  That said, it is reasonable that any group company with 

sufficient resources may act as a lender, and would be exposed to credit losses should they occur, but 

would compensate affiliates for services provided in connection with making the loan, as discussed 

further in this letter.  

1.3.2 Terms of Debt Impacted by Guarantees 

In respect of cases when the terms of debt are impacted by a guarantee we have the following further 

concerns (noting that the issues discussed above may also be applicable): 

 A guarantor may enter into a transaction with an affiliate expecting to provide a guarantee and

receive a guarantee fee, but instead may end up bearing interest expense and the

recharacterization risk on the loan for reasons it may not be aware of and which are potentially

beyond its control.  This adverse outcome cannot happen in arm's length situations with third

parties and therefore represents an extraordinary degree of potential adversity that is

completely inconsistent with the arm's length principle.

 There are further complexities with this issue resulting from the need to consider the extent to

which the borrowing capacity increased as a result of the specific guarantee compared with the

impact of implicit support.

Our Concerns 

The recharacterization of a guarantor as a lender, and the further recharacterization of the loan deemed 

to have been made by the guarantor as equity, is perhaps the most unpalatable proposition in the Draft.  

We discussed above a range of unwarranted collateral consequences, the scope of which extend well 

beyond transfer pricing.  As noted above, this is a risk which does not exist in third party arrangements.  

The SVTDG believes that it is imperative to find an alternative solution.  We are perplexed by why the 

OECD believes that recharacterization is needed, and believe that it is both possible and preferable to 

address the OECD's concerns through normal transfer pricing adjustments.     

Our Proposals 

The solution to this issue may lie in the simplifying ideas noted above which would mitigate to a 

considerable extent the need for measures to prevent group guarantees from increasing the borrowing 

capacity of a group company.  We further believe that the guidance on Action 4, and the domestic 

legislation that has been issued in many countries in response, should be sufficient to address the OECD's 

concerns on this point.  We therefore propose that the OECD remove para. 140 from the Draft.     
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SECTION 2. RESPONSES TO SELECTED QUESTIONS ASKED IN THE DRAFT 

The SVTDG notes that the OECD has invited comments on a quite a few questions embedded in the Draft. 

We have decided to be selective in our responses so that we can discuss the associated issues in more 

detail.   Accordingly, we have responded to three questions. 

Box C.8.  Comments on the Allocation of Risks to a Cash Pool Leader 

We provided a discussion above of the overall characterization of the corporate treasury.  This discussion 

extends specifically to a cash pool leader.  The question in Box C.8 explores situations in which the cash 

pool leader bears risks rather than merely providing a service.  The SVTDG recognises that there is an 

element of the cash pool leader's role that is routine in nature and relates to the administration of the 

bank relationships and accounting for the flows between entities.  This view is incomplete and does not 

recognize the full extent of the contributions required of the cash pool leader in many cases, examples of 

which were provided above.  There are three significant risks that are integral to the cash pooling process 

which are borne, managed and controlled by the cash pool leader in the majority of cases: 

1. Liquidity risk:  The cash pool invariably involves the management of payments on behalf of the

cash pool participants.  Each entity will have payments in, from internal and external customers,

and payments out, to internal and external suppliers.  When a payment is not received but a

payment is due, the entity will draw on the lending function inherent in the cash pool structure.

The cash pool leader is responsible for the liquidity in the system to make sure that such needs

are met.

2. Foreign exchange risk:  Most multinationals operate multi-currency pools or a number of pools

with cross-currency transactions between each other.  As a result, the cash pool leader is

responsible for managing the FX risk inherent in the timing differences between payments

received and liabilities to be settled.  A core objective of the corporate treasury is to bear and

manage the FX risk so as to relieve operating companies of any FX exposure.

3. Technology risk:  Cash pooling, and the associated FX and payments processes, requires a

substantial investment in IT systems to efficiently support the processes.  The cash pool leader is

invariably responsible for managing the technology risk, which includes the risk of inefficient

development, operational failures and premature obsolescence.

Box C.4.  Views on the Relevance of the Analysis in Para. 70 (Implicit Support) 

The discussion of implicit support is integrally linked to the discussion below of related party guarantees.  

The view is based on the premise that the accurate delineation of a guarantee is the incremental benefit 

over the level of implicit support which has been described as a group synergy benefit.  The Draft suggests 

that subsidiaries with greater links to the group's core business and identity are more likely to receive 

support.  Conversely, entities with weaker links to the group's business and less strategic importance will 

not necessarily receive support in the event of difficulty. 

The SVTDG notes these observations but questions whether it is ever realistic to assume that a group will 

allow an affiliate to default.   Further, we question how the Draft interprets and applies these premises in 

the context of recognizing and pricing inter-company guarantees.  One of the reasons for the 

disagreement is the divergence of the guarantor's perspective from the recipient's perspective.  The OECD 

(following the Canadian court decision in General Electric Capital Canada Inc. v. The Queen (December 
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2010)) argues that from the recipient's perspective the value added by an explicit guarantee is the interest 

rate reduction compared with what it would have to pay under the implicit support scenario.  The 

characterization of this scenario has been presented as a group synergy benefit which is to be made 

available to group companies without charge, under the general guidance that companies do not charge 

affiliates for group synergies or the benefits of mere association.    

             

It is particularly helpful that the Draft focuses on analysing issues bilaterally and considers the transfer 

pricing issues from the perspectives of both buyer and seller or provider and recipient as the case may be.  

When viewed from the (deemed) provider's perspective, implicit support is not a "free" group synergy at 

all.  There is a significant economic cost of bearing this "off balance sheet" liability.  When a parent 

intervenes to support a subsidiary it is because it is rational economic behavior to do so based on the 

perception that failure to provide support would have greater adverse economic consequences.  The 

SVTDG urges the OECD to amend the view that implicit support is a group synergy benefit.  Further, 

implicit guarantees are incorporated into an analysis based on the notching approach, hence it is 

challenging to assess the actual economic impact of an explicit guarantee relative to the starting point, 

which would assume a degree of implicit support.    Our specific proposals on this point are noted below.      

 

Box D.1.  Views on How a Related Party Guarantee Should be Accurately Delineated 

 

The accurate delineation of related party guarantees continues to be a highly contentious matter.  The 

current guidance in para. 1.167 of the 2017 Transfer Pricing Guidelines suggests that the accurate 

delineation of a formal guarantee is the incremental benefit that the recipient receives compared to the 

underlying position based on implicit support which the paragraph cited above describes as being 

"attributable to the group synergy derived purely from passive association."  The SVTDG agrees that this 

delineation may be appropriate when viewed from the recipient's perspective, but it misses the mark 

when considered from the guarantor's perspective.  

 

From the perspective of a guarantor, in arm's length situations it would not necessarily be able to benefit 

from the implicit support.  As the provider of a guarantee, the guarantor is relieving the parent of the 

economic cost inherent in the implicit guarantee, and unlike the loan scenario, there is no economic 

motive for the parent to relieve the guarantor.  This would be equivalent to an insurer writing a policy on 

a commercial risk, such as property loss or damage.  The insurer would not reduce the premium on the 

assumption that the parent would have an economic reason not to claim in the event of a loss, as the 

reason for buying insurance is to lay the risk off to a third party.   

  

Our Proposals 

 

As noted above, the primary objective of the SVTDG on these issues is to promote solutions that offer 

practical and simpler ways to avoid and resolve contentious matters.  The discussion above explains why 

we believe there is currently an irreconcilable difference between the provider's and recipient's 

perspectives on the economics of formal guarantees.  We suggest that the OECD consider three possible 

approaches to resolving this matter: 

 

1. Where a formal guarantor is not the same as the implicit guarantor, then the difference between 

the value from the recipient's perspective and the provider's perspective could be explained if 

there is a guarantee payment from the implicit guarantor to the formal guarantor for relieving it 

of what we described above as the off-balance sheet liability inherent in providing the implicit 

liability.   
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2. Extend the implications of the simplifying assumption discussed above with respect to the

assumed credit ratings of group companies to guarantees.  If, as suggested above, an assumption

is made that all group companies share the group rating (or a slightly lower rating), then the

economic relevance of guarantees would be greatly reduced, particularly with respect to inter-

company loans.  The logical extension of this point is to consider the elimination of fees for

formal guarantees on inter-company debt.

3. Consistent with suggestion (2), a possible modification to suggestion (1) would be to consider all

guarantees provided to third-party lenders as a central function and treat them as shareholder in

nature.  The logical support for this proposition is that the parent company currently bears the

majority of the economic cost of supporting the affiliates through implicit support and is

therefore the primary beneficiary of providing the formal guarantee to the third party lender.

This would make it less likely that there would be a reason for an affiliate other than the parent

to provide a guarantee, but if this is the case, an analysis would be required of whether the

parent should compensate the relevant entity for the provision of the guarantee.

SUMMARY OF OUR VIEWS ON THE DRAFT 

The SVTDG recognises the Draft as an ambitious undertaking to achieve a consensus view among tax 

authorities on issues that are complex and on which there has been a history of divergence of views.  The 

Draft reveals just how complex the issues are, but in our view does not fully respond to the complexity in 

the way we would hope.  There is a great need for simplification and the reduction of transfer pricing 

compliance risks for transactions that are covered by other guidance, such as resulted from BEPS Action 4. 

We have noted with approval a few areas in the Draft where the focus is on simplification and practicality, 

but have highlighted a number of other areas where the Draft seems to increase complexity unnecessarily 

with the attendant increased risk of challenge by tax authorities.  We therefore look forward to engaging 

further with the OECD to help develop approaches that protect the interests of tax authorities in this area 

while also offering multinationals the much-needed relief from complexity and burdensome compliance 

requirements. 

Yours sincerely, 

Robert F. Johnson 
Co-Chair, Silicon Valley Tax Directors Group 
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Appendix:  List of SVTDG members 

Accenture 
Activision Blizzard 
Acxiom 
Adobe 
Agilent 
Airbnb 
Amazon 
Ancestry.com  
Apple 
Applied Materials 
Aptiv 
Arista 
Atlassian 
Autodesk 
Bio-Rad Laboratories 
BMC Software 
Broadcom Limited 
CA Technologies 
Cadence 
Chegg, Inc. 
Cisco Systems, Inc. 
Dell Inc. 
DocuSign 
Dolby Laboratories, Inc. 
Dropbox Inc. 
eBay 
Electronic Arts 
Expedia, Inc. 
Facebook 
FireEye 
Fitbit, Inc. 
Flex 
Fortinet 
Genentech 
Genesys 
Genomic Health 
Gilead Sciences, Inc. 
GitHub 
GLOBALFOUNDRIES 
GlobalLogic 
Google Inc. 
Grail, Inc. 
Guidewire 
Hewlett-Packard Enterprise 
HP Inc. 
Indeed.com 
Informatica 
Ingram Micro, Inc. 

Integrated Device Technology 
Intel  
Intuit Inc. 
Keysight Technologies 
KLA-Tencor Corporation 
Lam Research 
Marvell 
Maxim Integrated 
MaxLinear 
Mentor Graphics 
Microsoft 
NetApp, Inc. 
Netflix 
NVIDIA 
Oath, A Verizon Company 
Oracle Corporation 
Palo Alto Networks 
PayPal 
Pivotal Software, Inc. 
Pure Storage 
Qualcomm 
Red Hat Inc. 
Ripple Labs, Inc. 
Rubrik  
salesforce.com 
Sanmina-SCI Corporation 
Seagate Technology 
ServiceNow 
Snap, Inc. 
Stripe 
SurveyMonkey 
Symantec Corporation 
Synopsys, Inc. 
The Cooper Companies 
The Walt Disney Company 
TiVo Corporation 
Trimble, Inc. 
Twitter 
Uber Technologies 
Velodyne LiDAR 
Veritas 
Visa 
VMware 
Western Digital 
Workday, Inc. 
Xilinx, Inc. 
Yelp 
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Our ref FMCMG/MXVHPERSONALOPEN/-1/MXVH 06 September 2018
Your ref

Tax Treaties, Transfer Pricing and Financial Transactions
Division
OECD / CTPA

By e-mail to: TransferPricing@oecd.org

Dear Sir/Madam:

Comments on the Discussion Draft on the Transfer Pricing Aspects of Financial 

Transactions 

Executive Summary 

Treasurers more and more have the responsibility to use their cash management function to help
MNEs meet financial and business challenges. They ensure steady cash flow, look at investment
strategies and try to balance risk and reward. Guidance on transfer pricing requirements for intra-
group financial transactions is very helpful. However, many treasury functions are performed by
small teams. Nevertheless, they must perform the same functions as the treasury departments in
bigger organizations. Treasurers in smaller organizations will take on debt, FX and cash
management activities but must do so without a team of analysts, experts or specialists to review
the financial transactions and products used.

We much welcome the OECD guidance on the transfer pricing aspects of financial transactions.
Financial transactions are the lifeline of an organisation and key to the operating process of
MNEs. However, we believe the Discussion Draft tends to approach the transfer pricing of
financial transactions in a more synthetic than pragmatic fashion, which makes compliance very
challenging for smaller and less specialized treasury teams and their colleagues in the MNE’s tax 

department. The Discussion Draft at times appears to ignore the legal reality of transactions and
impute business decisions and transactions by stretching transfer pricing considerations. For a
subsidiary of a midsize MNE to present persuasive evidence of its ability to issue arm’s length 

stand-alone debt pursuant to the guidance in the Discussion Draft requires credit rating and capital
markets professionals to work with tax, legal and treasury specialists. Smaller firms may not have
those resources readily available. We would therefore welcome that the OECD considers how the
financial transaction rules can be simplified.
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Furthermore, we note that the Discussion Draft does not indicate whether the guidance provided
relates to corporate MNEs or financial MNEs (e.g., banks and insurance companies) or both. In
case of banks, however, there is a major difference in focus and function towards financial
transactions, as compared to corporate MNEs. Corporate enterprises need funding to finance their
core business. For banks, funding is their core business. The risk-related guidance in the
Discussion Draft does not match the reality of the Basel capital regulatory requirements banks
operate in. For example, banks mandatorily are subject to an annual Supervisory Review and
Evaluation Process (SREP) to ensure that they have adequate arrangements, strategies,
processes and mechanisms as well as capital and liquidity to ensure sound management and
coverage of their risks, to which they are or might be exposed, including those revealed by stress
testing. We therefore suggest that the footnote belonging to current paragraph D.1.2.1. of the
OECD Transfer Pricing Guidelines regarding the insurance, banking and other financial services
businesses be moved to Subchapter D of Chapter 1 of the OECD Transfer Pricing Guidelines to
better clarify that the comparability factors ought to be applied pragmatically as applying them
strictly and methodically does not work in certain industries, or more specifically does not work in
the financial services industry. Alternatively, this may need to be emphasized and repeated in the
new financial transactions chapter itself. Better still, would be a reference to (or more
comprehensive inclusion of) the 2010 Report on the Attribution of Profits to Permanent
Establishments, that addresses special considerations for applying the AOA to PEs of financial
services businesses (e.g. banks).

In the comments, we have attempted to indicate in what areas further guidance or examples could
prove helpful, to make sure that the arm’s length principle is properly applied to intercompany
financial transactions.

We also wish to emphasize that reality dictates the need for a certain proportionality in applying the
financial transactions guidance to smaller companies. At the very least, safe harbour rules may help
avoid a significant number of entirely unnecessary transfer pricing disputes.

We have appreciated the opportunity to comment on behalf of Simmons & Simmons and remain
available to elaborate on any of the above observations and comments.

Yours sincerely,

Simmons & Simmons LLP
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Our ref FMCMG/MXVHPERSONALOPEN/-1/MXVH 06 September 2018
Your ref

Tax Treaties, Transfer Pricing and Financial Transactions 
Division
OECD / CTPA

By e-mail to: TransferPricing@oecd.org

Dear Sir/Madam:

Comments on the Discussion Draft on the Transfer Pricing Aspects of Financial 
Transactions

Introduction

Simmons & Simmons LLP welcomes the opportunity to submit comments on the Discussion Draft 
on the Transfer Pricing Aspects of Financial Transactions released by the OECD on 3 July 2018 
(hereafter: the “Discussion Draft”).

Simmons & Simmons is a leading international law firm with more than 900 legal staff in offices 
situated in key business and financial centres across Europe, the Middle East, and Asia. We believe 
it is who we are and how we approach our work that sets us apart from other firms. We set the 
highest standards for the work we do and pride ourselves on our client focus.

In building our international business, we have created a closely knit and cohesive network of 
lawyers who seek to balance local business needs with the delivery of a global service. Our current 
client base includes a significant number of the current FTSE 100 and Fortune Global 500 
companies and we advise the world’s leading investment banks, many of the world's largest financial 
conglomerates and more than half of the top 50 European hedge fund managers. We provide 
services from locations based in Europe, the Middle East and Asia. We work across core practice 
areas including corporate, dispute resolution, EU, competition & regulatory, employment, pensions 
& employee benefits, financial markets, intellectual property, projects, real estate, information, 
communications & technology and tax.

A key commercial advantage for our clients is our focus on specific sectors, including asset 
management & investment funds; financial institutions; technology, media and telecommunications 
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(TMT); and life sciences. We also focus on the energy and infrastructure market, in particular 
through our international projects and construction teams.

Our comments on the Discussion Draft are provided below. For clarification as regards our 
comments, please do not hesitate to contact us through the contact details listed below. 

Simmons & Simmons 
contacts

E-mail address Telephone number

Monique van Herksen monique.vanherksen@simmons-
simmons.com

+31 20 722 2325

Clive Jie-A-Joen clive.jie-a-joen@simmons-
simmons.com

+31 20 722 2338

Fan Bai fan.bai@simmons-simmons.com +31 20 722 2376

General observations

Treasurers more and more have the responsibility to use their cash management function to help 
MNEs meet financial and business challenges. They ensure steady cash flow, look at investment 
strategies and try to balance risk and reward. Guidance on transfer pricing requirements for intra-
group financial transactions is very helpful. However, many treasury functions are performed by 
small teams. Nevertheless, they must perform the same functions as the treasury departments in 
bigger organizations. Treasurers in smaller organizations will take on debt, FX and cash 
management activities but must do so without a team of analysts, experts or specialists to review 
the financial transactions and products used. 

We much welcome the OECD guidance on the transfer pricing aspects of financial transactions.
Financial transactions are the lifeline of an organisation and key to the operating process of 
MNEs. However, we believe the Discussion Draft tends to approach the transfer pricing of 
financial transactions in a more synthetic than pragmatic fashion, which makes compliance very 
challenging for smaller and less specialized treasury teams and their colleagues in the MNE’s tax 
department. The Discussion Draft at times appears to ignore the legal reality of transactions and 
impute business decisions and transactions by stretching transfer pricing considerations. For a 
subsidiary of a midsize MNE to present persuasive evidence of its ability to issue arm’s length 
stand-alone debt pursuant to the guidance in the Discussion Draft requires credit rating and capital 
markets professionals to work with tax, legal and treasury specialists. Smaller firms may not have 
those resources readily available. We would therefore welcome that the OECD considers how the 
financial transaction rules can be simplified. 

Furthermore, we note that the Discussion Draft does not indicate whether the guidance provided 
relates to corporate MNEs or financial MNEs (e.g., banks and insurance companies) or both. In 
case of banks, however, there is a major difference in focus and function towards financial 
transactions, as compared to corporate MNEs. Corporate enterprises need funding to finance their 
core business. For banks, funding is their core business. The risk-related guidance in the 
Discussion Draft does not match the reality of the Basel capital regulatory requirements banks 
operate in. For example, banks mandatorily are subject to an annual Supervisory Review and 
Evaluation Process (SREP) to ensure that they have adequate arrangements, strategies, 
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processes and mechanisms as well as capital and liquidity to ensure sound management and 
coverage of their risks, to which they are or might be exposed, including those revealed by stress 
testing. We therefore suggest that the footnote belonging to current paragraph D.1.2.1. of the 
OECD Transfer Pricing Guidelines regarding the insurance, banking and other financial services 
businesses be moved to Subchapter D of Chapter 1 of the OECD Transfer Pricing Guidelines to 
better clarify that the comparability factors ought to be applied pragmatically as applying them 
strictly and methodically does not work in certain industries, or more specifically does not work in 
the financial services industry. Alternatively, this may need to be emphasized and repeated in the 
new financial transactions chapter itself. Better still, would be a reference to (or more 
comprehensive inclusion of) the 2010 Report on the Attribution of Profits to Permanent 
Establishments, that addresses special considerations for applying the AOA to PEs of financial 
services businesses (e.g. banks). 

Below, we list our observations and comments on the questions to commentators in the order at 
which comments have been requested in the Discussion Draft.

B. Interaction with guidance in Section D.1 of Chapter I

B.1. Views are invited on the guidance included in paragraphs 8 to 10 of the Discussion
Draft in the context of Article 25 of the OECD Model Tax Convention (MTC), 
paragraphs 1 and 2 of Article 9 of the OECD MTC as well as the BEPS Action 4 
Report.

1.1. Paragraphs 8-10 of the Discussion Draft provides guidance to use the accurate delineation 
under Chapter 1 of the OECD Guidelines to determine whether a purported loan should be 
regarded as a loan for tax purposes (or should be regarded as some other kind of 
payment, in particular a contribution to equity capital). 

1.2. The Commentary to Article 9 (1) of the OECD Model Convention provides in relevant part 
that paragraph 1 is not only relevant to determine whether the rate of interest provided for 
in a loan contract is an arm’s length rate, but also whether a prima facie loan can be 
regarded as a loan or should be regarded as some other kind of payment, in particular a 
contribution to equity capital. It also provides that rules designed to deal with thin 
capitalisation should normally not have the effect of increasing taxable profits or the 
domestic enterprise to more than the arm’s length profit and that this principle should be 
followed in applying existing tax treaties.

1.3. The wording in the Discussion Draft supports a recharacterization of financial transactions 
in case an accurate delineation thereof provides that a purported financial transaction does 
not fall within the typical or more common characteristics of that particular transaction (a 
loan; an insurance contract; a financial guarantee or a cash pool arrangement). 

1.4. Although the accurate delineation process may certainly on occasion give rise to questions 
as to whether an intercompany transaction is labelled correctly for transfer pricing 
purposes, if a transfer pricing analysis serves to determine to what extent an intercompany 
(financial) transaction is conducted at arm’s length, we believe that concluding that the 
instrument is a different animal altogether arguably should be strictly reserved for those 
occasions where a transaction is commercially irrational and can be ignored entirely (i.e. 
paragraphs 1.122 – 1-127 of the OECD Guidelines). 

1.5. We reference an observation by the United States listed in the Commentary notes that 
there may be reasonable ways to address cases of thin capitalisation other than changing 
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the character of the financial instrument from debt to equity and the character of the 
payment from interest to a dividend. For instance, it says, in appropriate cases, the 
character of the instrument (as debt) and the character of the payment (as interest) may be 
unchanged, but the taxing State may defer the deduction for interest paid that otherwise 
would be allowed in computing the borrower’s net income. 

1.6. There is a history in many jurisdictions to apply the convention that the legal 
characterization of a transaction ought to prevail unless it can be established beyond 
reasonable doubt that the parties altogether intended a different transaction to effectively 
take place. We believe that Article 9 of the OECD MTC should not hold a separate or 
alternative taxing right outside the scope of the application of a treaty. This is because in a 
treaty context, a recharacterization arguably would be sanctioned by both taxing 
authorities. To the extent that countries have explicitly included this approach in their 
domestic rules, recharacterization only applies in extreme circumstances. We believe that 
recharacterization would require that both parties to the transaction under review intended 
that transaction to be different than the title assumes. Full recharacterization of an 
intercompany financial instrument presents a challenge if it is applied on a one-sided basis: 
it may lead to situations of double taxation (for example: no interest deductibility on one 
side and continued inclusion of interest income on the other side of the transaction) or 
mismatches (for example: interest deductibility on one side and no taxation on the other 
side of the transaction) as no foreign taxing jurisdiction is involved.

1.7. Ideally Article 25 (Mutual Agreement Procedure) of the OECD Model Tax Convention 
would serve to address the challenge mentioned in paragraph 1.6. but not all countries 
have treaties for the avoidance of double taxation in place with a comprehensive group of 
other jurisdictions. Also, not all cases are submitted to the mutual agreement process for 
practical reasons (including the time and cost of the process) and not all cases are 
accepted for consideration in the mutual agreement process either. 

1.8. Rather than encouraging an outright recharacterization based on the process of 
transaction delineation and the arm’s length standard, we would prefer that the Discussion 
Draft emphasizes that the starting point of a transfer pricing analysis is that the relevant 
instrument be respected as contractually agreed, until and unless the instrument meets the 
“commercially irrational” test of paragraphs 1.122 – 1.127 of the OECD Transfer Pricing 
Guidelines. This would mean that the financial transaction would be priced based on the 
accurately delineated transaction considering the appropriate transfer pricing method and 
comparables. This approach may still lead to the challenges listed above, as part of the 
intercompany payments resulting from the financial transaction may not be respected as 
interest, for example because the debt capacity of the borrower is insufficient compared to 
the loan amount made available but it would at least leave possibility for taxpayers to seek 
alternative solutions for the excess loan amount to avoid the challenges mentioned in 
paragraph 1.6. (like a deferral or the ability to look for alternative solutions to deal with the 
disallowed amounts). A (full) recharacterization under Article 9 of the Model Tax 
Convention should probably be reserved for treaty situations. 

B.2. Views are invited on the example contained in paragraph 17 of this discussion draft;
in particular on the relevance of the maximum amounts that a lender would have 
been willing to lend and that a borrower would have been willing to borrow, or 
whether the entire amount needs to be accurately delineated as equity in the event 
that either of the other amounts are less than the total funding required for the 
particular investment.

1.9. Consistent with the analysis presented under B.1. above, we would suggest that in a 
scenario where an intercompany advance of funds is provided denominated as a loan with 
a term of 10 years, but it becomes apparent that the borrower cannot service the loan, 
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there are several options. It should not necessarily be that black or white that the entire 
instrument gets recharacterized as equity. If anything, only the part of the loan that based 
on current terms and conditions is in excess of what can be characterized as a bona fide 
loan arguably could be subject to recharacterization. We also reference what was 
mentioned in paragraph 1.6 above.

1.10. Assuming the transaction under review is not a situation covered by paragraphs 1.122 –
1.127 of the OECD Transfer Pricing Guidelines, one could imagine several options to cure 
the arm’s length nature of the instrument and adjust the related interest costs accordingly. 

1.11. Furthermore, the discrepancy between what a lender would be willing to lend and what a 
borrower would be willing to borrow (through a debt capacity analysis) will invariably result 
in a range. There is no guidance currently on how that range should be applied. It would be 
helpful if further guidance could be provided on (i) specifics for conducting a debt capacity 
analysis and on (ii) how to deal with the results of the analysis if the outcome provides for a 
(broad) range. That would make it clearer how to deal with a double-sided analysis and 
help avoid unreasonable positions (by either party) that may lead to double taxation or no 
taxation.  

B.3. Views are invited on the breadth of factors specific to financial transactions that
need to be considered as part of the accurate delineation of the actual transaction. 

Views are also invited on the situations in which a lender would be allocated risk 
with respect to an advance of funds within an MNE group.

1.12. The Discussion Draft identifies (B.2.1.) Contractual terms, (B.2.2.) Functional Analysis, 
(B.2.3.) Characteristics of financial products or services, (B.2.4.) Economic circumstances 
and (B.2.5.) Business strategies as the economical relevant characteristics of actual 
financial transactions. More particularly, the Discussion Draft references as examples the 
following economically relevant characteristics (paragraph 16): 

 the presence or absence of a fixed repayment date;
 the obligation to pay interest;
 the right to enforce payment of principal and interest;
 the status of the funder in comparison to regular corporate creditors;
 the existence of financial covenants and security;
 the source of interest payments;
 the ability of the recipient of the funds to obtain loans from unrelated lending

institutions;
 the extent to which the advance is used to acquire capital assets; and
 the failure of the purported debtor to repay on the due date or to seek a

postponement.

1.13. Certain characteristics in real-life are less relevant intercompany than in a third-party 
setting. For example, a parent company will be fully aware of available collateral of a 
subsidiary to secure an intercompany loan and would not need any provisions regarding 
access to collateral where a third party would arrange a security interest. 

1.14. Furthermore, although the above mentioned comparability factors are generic and 
common as regards transfer pricing for multinational corporate enterprises, one could 
question whether it makes sense to have them all apply one on one and whether they are 
appropriate towards transfer pricing for financial institutions, e.g. banks which operate in a 
highly regulated industry and are subject to tailored capital adequacy ratios, liquidity 
coverage ratios, net stable funding ratios etc. and which approach intercompany funding 
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quite differently from corporate enterprises that need funding to finance their core 
business. For banks, funding is their core business.

1.15. With respect to the above comment regarding financial institutions, we would like to 
suggest that the footnote belonging to current paragraph D.1.2.1. of the OECD Transfer 
Pricing Guidelines regarding the insurance, banking and other financial services 
businesses be moved to Subchapter D of Chapter 1 of the OECD Transfer Pricing 
Guidelines to better clarify that the comparability factors ought to be applied pragmatically 
as applying them strictly and methodically does not work in certain industries, or more 
specifically in the financial industry. Alternatively, this may need to be emphasized and 
repeated in the new financial transactions chapter. Some of the listed comparability factors 
will cost mere time and effort and provide little or no relevant information in the situation of 
a financial services business (e.g. bank). 

1.16. As regards comments on the situations in which a lender would be allocated risk with 
respect to an advance of funds within an MNE, we assume comments are sought on the 
issue of adequate substance to manage risks with respect to an advance of funds within 
an MNE. Any comments in this respect will be included under B.4. below. 

B.4. Views are invited on the guidance relating to the text in Box B.4. on risk free rate of
return and its interaction with other sections of the discussion draft, in particular 
C.1.7. pricing approaches to determining an arm’s length interest rate.

1.17. The Discussion Draft concludes that if after accurate delineation, the funder lacks 
capability or does not perform decision-making functions to control the risk associated with 
investing in a financial asset, it should only receive a risk-free rate of return as an 
appropriate measure of the profits it is entitled to retain. This conclusion appears to state 
that the borrower only pays interest based on a risk-free rate of return calculation to the 
funder, but paragraph 11 of the Discussion Draft provides that the funded party would still 
be entitled to a deduction up to an arm’s length amount in respect of the funding.

1.18. We are concerned that the Discussion Draft over-estimates the substance required to 
perform risk management functions for intercompany financing transactions. Relevant 
decision-making functions to control risk associated with investing in a financial asset are 
those mentioned in paragraph 1.61 of chapter D.1.2.1. of the OECD Transfer Pricing 
Guidelines: (i) the capability to make decisions to take on, lay off, or decline risk-bearing 
opportunity, together with the actual performance of that decision-making function, (ii) the 
capability to make decisions on whether and how to respond to the risks associated with 
the opportunity, together with the actual performance of that decision-making function, and 
(iii) the capability to mitigate risk, that is the capability to take measures that affect risk
outcomes, together with the actual performance of such risk mitigation. In this respect,
reference should also be made to paragraph 1.65 of chapter D.1.2.1. of the OECD
Transfer Pricing Guidelines which provides in relevant part that “it is not necessary for a
party to perform the day-to-day mitigation, as described in (iii) of paragraph 1.61 in order to
have control of the risks. Such day-to-day mitigation may be outsourced [etc.] ...”

1.19. What type of decision making would be required to control the risk of the investment once 
the transaction has been formally entered into? Part II, Special Considerations for Applying 
the Authorized OECD approach to Permanent Establishments (PEs) of Banks of 2010 lists 
the following functions to manage an existing financial asset – a loan: 

(a) Loan support (administering the loan, collecting and paying interest and other
amounts when due, monitoring repayments, checking value of any collateral
given);

(b) Monitoring risks assumed as a result of entering into the loan (reviewing
creditworthiness of the client, monitoring overall credit exposure of the client to the
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bank, monitoring interest rate and position risk, using the profitability of the loan 
and return on capital employed, […]); 

(c) Managing risks initially assumed and subsequently borne as a result of entering
into the loan (deciding whether and if so to what extent various risks should
continue to be borne by the bank, e.g. by transferring credit risk to a third party by
means of credit derivatives or hedging interest rate risk by purchase of securities,
reducing overall risk by pooling individual risks and identifying internal set-offs and
actively managing the residual risks retained by the bank […]);

(d) Treasury (managing the bank’s overall funding position including managing the
interest rate risk and liquidity risk exposures […]);

(e) Sales/Trading (refinancing the loan, deciding to sell or securitize the loan,
marketing to potential buyers, pricing the loan, negotiating contractual terms of
sale, completing sales formalities etc.

1.20. It does not take much imagination to see that once an intercompany loan is issued, the 
more substantive functions to manage related risks would seem to be restricted to items 
(a) and (c), whereas many corporates don’t engage at all in the activities listed under (c).
There may be very little substance required to manage an intercompany loan. On top of
that, the relevant risk management function may have been outsourced intercompany to
an associated enterprise that performs Group Treasury functions.

1.21. If the decision-making function to control the relevant risk is properly outsourced for the 
account of the funder, the arm’s length remuneration (deductible and) due by the funded 
party can be fully allocated to the funding party, subject to an obligation for the funder to 
remunerate the party to whom the decision-making function to control the relevant risk has 
been outsourced at arm’s length. In that case, the net result for the funding party should de 
facto be (close to) a risk-free rate of return and there is no need to obligate the funded 
party to bifurcate its obligations under the loan in two separate payment streams. 

B.5. The Discussion Draft invites commentators to describe financial transactions that
may be considered as realistic alternatives to government issued securities to 
approximate risk-free rate of returns.

1.22. Certain bonds issued by the World bank (The International Bank for Reconstruction and 
Development) may constitute realistic alternatives to government issued bonds to 
approximate risk-free rate of returns. Bonds issued by the World Bank are collectively 
backed by the capital commitments of its member countries (189 sovereign shareholders). 
The World Bank has been AAA-rated for over 50 years by the main credit rating agencies. 
Up to now, the World Bank has offered investors bonds in more than 60 different 
currencies. The World Bank expects annual bond issuance of about US$ 50-55 billion for 
FY 2019 and going forward. Funds raised by the World Bank are used amongst others for 
lending to developing and emerging economies in order to fight poverty. The World Bank 
enjoys a “preferred creditor” status with its borrower shareholders, which puts the World 
Bank first in line for repayment. Please refer to 
http://treasury.worldbank.org/en/about/unit/treasury/impact/faqs/debt-products-faqs for 
more information on bonds issued by the World Bank.

1.23. Interest rate swaps may also constitute a realistic alternative to government issued bonds 
to approximate risk-free rate of returns because of the availability of data under certain 
conditions.

B.6. Views are invited on the practical implementation of the guidance included in
paragraph 11 of Box B.4. and its interaction with Article 25 OECD MTC in a situation 
where more than two jurisdictions are involved. This could arise, for instance, where 
a funded party is entitled to deduct interest expense up to an arm’s length amount, 
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but the funder is entitled to no more than a risk-free rate of return under the 
guidance of Chapter 1 (see, e.g. paragraph 1.85), and the residual interest would be 
allocated to a different related party exercising control over the risk. 

1.24. Paragraph 11 of Box B.4. regards the situation (also mentioned in 1.17. above) where the 
funder lacks capability to control the risk associated with investing in a financial asset and 
supposedly is entitled to no more than a risk-free rate of return, but the other party to the 
transaction would still be entitled to a deduction up to an arm’s length amount in respect of 
the funding. 

1.25. As long as an intercompany loan is not commercially irrational (see paragraphs 1.122 –
1.127 of the OECD Transfer Pricing Guidelines), as long as the transaction is not deemed 
abusive because of being exclusively motivated for tax purposes, and as long as both 
debtor capacity and the creditor’s willingness to grant funding (ORA) are considered for 
pricing purposes, it would seem that requiring extensive and detailed risk management 
functions for a funding party may need to be very carefully (re)considered, if not revisited. 
To decide that absent obvious performance of such risk management functions, a risk-free 
rate is the only arms’ length compensation does not seem to do justice to the commercial 
reality of how MNEs operate. The application of Article 25 of the Model Tax Convention 
would allow for formalization of the payment streams between the respective group entities 
and allocation of the arm’s length amounts to the involved jurisdictions. Reality prescribes 
that applying Article 25 in a bilateral situation requires a certain amount of cost and 
administrative effort. Involving a third jurisdiction or more, may be an option theoretically, 
but for all practical purposes and unless the amounts in issue are extreme, assuming that 
Article 25 of the Model Tax Convention will resolve this is not a realistic option.  

1.26. Control over financial risk in case of intercompany funding by an associated enterprise that 
serves as Group Financing company would seem generally quite limited when it regards 
having control over how funds are invested by the debtor. Once the funding needs are 
reviewed and approved and the funds granted, the debtor/funded party would seem to 
have primary responsibility for its use.

1.27. The example in paragraph 14 of Box B.4. “Questions to commentators” also presents a 
case where contractually one related party is allocated certain risks yet de facto does not 
perform activities related to that risk. This example appears to be different, and a situation 
where actual delineation shows that the transaction is not consistent with its contractual 
terms and conditions: Company F advances funds to Company D who undertakes to 
develop an intangible. Under the terms and conditions of the loan, Company F is allocated 
the financial risk with funding the development of the intangible, including the risk that 
Company D fails to develop an intangible and is unable to repay the loan. Company F 
does not/cannot assume that specific risk, however, and the example provides that the 
development risk is entirely assumed by Company D.  

1.28. The terms and conditions of the example in paragraph 14 seem to require that Company F 
monitors and reviews the activities of Company D related to the development of an 
intangible, which it apparently doesn’t or cannot. In this case example, Company F 
arguably carries more financial risk than the initial contract terms assume. It is allocated 
intangible development risk under the agreement but does not or cannot perform that 
function. A risk-adjusted rate of return would seem to be the appropriate return for 
Company F under these facts. 

1.29. As regards a situation where a funding party perhaps does not actively and substantively 
perform the activities listed in paragraph 1.19 above, within an MNE context, reality 
prescribes that it could very well be assumed (but upon audit may need to be 
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corroborated) that another Group entity does. From a commercial business perspective 
there is a Group interest to make sure that intercompany funding is commercially 
defensible and to manage the risk associated with investing in a financial asset. 

C. Treasury function

1.30. The Discussion Draft provides that the treasury function will in general be a support service 
to the main value-creating operation (e.g., the services rendered by a cash pool leader). 
Whether the treasury function constitutes a support service will depend on the facts and 
circumstances and on the industry sector. 

1.31. In traditional banking activities (i.e. the borrowing and on-lending of money), treasury 
functions constitute a core function. Treasury may conduct activities, such as raising funds 
for use by other parts of the bank, managing the bank’s funding position, managing the 
interest rate risk and liquidity risk of the bank, allocating the costs of funds to branches / 
business units. In conducting these activities, treasury may act as a profit centre or agent. 

C.1. A description is requested of a decentralized structure where an MNE has full
autonomy over its financial transactions, as described in paragraph 38 of the 
Discussion Draft.  

1.32. It may not be uncommon for MNEs that consist of many acquired businesses that some 
acquired business lines continue to run independently for an extended period of time or 
remain that way as legacy structures. In practice, business reorganizations can take much 
longer to complete than projected/envisaged at the time of planned acquisitions. This also 
means that they may run (regionally) decentralized treasury functions. 

C.2. Comments are requested on whether the following approaches would be useful for
the purpose of tax certainty and tax compliance:

A rebuttable presumption that an independently derived credit rating at group level 
may be taken as the credit rating for each group member to price the interest rate 
(subject to the right to establish a different credit rating for a particular member); 

A rebuttable presumption that tax administrations may consider using the credit 
rating of the MNE group as starting point from which appropriate adjustments are 
made to determine the credit rating of the borrower to price the interest rate (subject 
to the right to establish a different credit rating for a particular member);

Views are requested on the use of MNE group rating for the purpose of tax certainty 
and tax compliance to determine the credit rating of a borrowing MNE;

Suggestions are invited to provide a definition of an MNE group rating, and how it 
would be determined in the absence of a publicly available rating and how reliable 
such a rating would be.

1.33. Prior to providing comments on the above, we would like to note that the Discussion Draft 
emphasizes the importance of analysing the economically relevant characteristics of an 
intra-group loan from a two-sided perspective. We strongly recommend that more detailed 
guidance is provided on how this analysis subsequently affects the terms and pricing of an 
intra-group loan. We recommend the OECD to provide guidance on the steps involved in 
conducting an economic analysis in determining an arm’s length interest rate, such as: 
 determining the credit rating of the borrower;
 determining the credit rating of the loan under review (“issue rating”); and
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 interest rate benchmarking based on credit rating and other comparability factors
using databases.

1.34. We believe that either of the suggested presumptions under C.2 could be used. In this 
respect, we can refer to guidance provided by independent credit rating agencies with 
respect to whether a top down approach (starting from the MNE group credit rating and 
then notching down) or a bottom-up approach (starting from the stand-alone credit rating of 
the related party borrower and then notching up) should be used to determine the derived 
credit rating of the related party borrower to take into account the impact of implicit support. 
For an example, please refer to S&P’s group rating methodology.1

1.35. According to this guidance, when a subsidiary is categorised as core subsidiary, which is 
integral to the group’s current identity and future strategy and likely to receive support from 
the rest of the group under any foreseeable circumstances, the credit rating of the 
subsidiary is generally the same as the group credit rating. However, when the subsidiary 
is highly strategic to the group, the credit rating is generally one notch below the group 
credit rating. For categories lower than highly strategic, the credit rating of the subsidiary 
can be notched up from its stand-alone credit rating depending on its group status. 

1.36. We suggest defining an MNE group credit rating as “the overall ability of an MNE group to 
honour senior unsecured financial obligations and contracts.” 

1.37. In the absence of a publicly-available rating, an MNE group credit rating can be estimated 
using a credit rating tool offered by independent credit rating agencies based on 
consolidated financial information of the MNE group. Such a credit rating analysis is 
appropriate and practical absent a publicly-available rating. Please note that the credit 
rating resulting from a credit rating tool may not deviate significantly from the publicly-
available rating. Independent credit rating agencies may have performed analyses in this 
respect. 

C.3. Comments are invited to provide a definition of the stand-alone credit rating of an
MNE

Views are invited on the effect of implicit support (as discussed in paragraphs 68 –
74 of the Discussion Draft) and how it can be measured).

1.38. The stand-alone credit rating of an entity that is part of a MNE group (MNE group entity) 
can be defined as “the credit rating of the MNE group entity assuming that it is an 
independent enterprise that is not part of an MNE group”. The so-called “derived credit 
rating” of this MNE group entity would also consider the relevant indicators of the MNE 
group to which it belongs and the position it has within the MNE group. 

1.39. The Discussion Draft regards implicit support as a benefit of passive association that 
affects the credit rating of the related party borrower and would not require a payment. 
Paragraphs 68-74 of the Discussion Draft contain relevant factors to consider when 
performing an implicit support analysis in practice. 

1.40. We emphasize that in order to avoid double taxation, it is important that there is consensus 
among jurisdictions on the impact of implicit support on the pricing of cross-border intra-
group loans and guarantees.  

1 General Criteria: Group Rating Methodology, www.standardandpoors.com/ratingsdirect, 19 
November 2013.
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1.41. The OECD could perhaps clarify the distinction between implicit support and an explicit 
financial guarantee and whether the benefits of both are the same. The implicit guarantee 
included in the concept of implicit support cannot be legally executed by a creditor and 
therefore we believe that arithmetically, passive association benefit would in general have 
to be lower than the benefit offered by an explicit financial guarantee.

C.4. Comments are requested on the relevance of the analysis included in paragraph 70
of the Discussion Draft.

1.42. We refer to our comments under 1.33 – 1.37 above. Please note that an analysis of the 
group status of MNE group members (i.e. core, highly strategic, strategically important, 
moderately strategic and nonstrategic) may also consider quantitative factors in addition to 
qualitative factors. 

C.5. Comments are requested on the role of credit default swaps in pricing intra group
loans and on the role of economic models in pricing intra group loans (for instance, 
interest determination methods used by credit institutions).

1.43. Credit default swaps are financial instruments for swapping the risk of debt default. In 
practice, information on CDS has been used to price the credit risk component of an interest 
rate under certain conditions. However, note that prices of credit default swaps are also 
influenced by the supply and demand in the market and CDS are not recognized as a 
financial product in all countries.  

1.44. The economic models used by credit institutions may be useful under certain 
circumstances. In general, the CUP method described under paragraphs 82 – 86 of the 
Discussion Draft is appropriate for pricing intra-group loans. 

C.6. What financial transactions may be considered as realistic alternatives to intra-
group loans?

1.45. Because of the reasons listed below, we believe that bond issuances can constitute 
realistic alternatives for intra-group loans in applying the CUP method: 
 There is more information available on bonds than on loans because of e.g. regulatory

requirements to provide information to the potential bond investors;
 Both loans and bond are methods for a company to borrow money;
 Both the loan borrower and the bond issuer need to pay back the principal and interest

periodically;
 When a loan and bond have the same credit rating, the creditworthiness of the

securities are comparable.

C.7. In which situations can an MNE’s group average interest rate paid on its external
debt be considered as an internal CUP?

1.46. We recognize the application of the average interest rate paid on external debt as internal 
CUP for an MNE group. This is because external debt regards 3rd party transactions. 
Although this method may not conform to a traditional comparability analysis, it can be a 
very pragmatic solution and provide some relief from the compliance burden for MNE 
enterprises. We would encourage the OECD to consider providing practical guidance in 
this respect for financial transactions under certain conditions (e.g., for transactions 
involving small loan amounts or as a safe harbour).
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C.8. In what situations would a cash pool leader (of a physical cash pool) be allocated
risks with respect to lending within the MNE group rather than as providing services 
to cash pool participants coordinating loans within the group without assuming 
risks with respect to those loans.

Views are also invited regarding three possible approaches that are described in the 
draft (paragraphs 127 – 129) for allocating the cash pooling benefits to the 
participating cash pool members, along with examples of their practical application:

 Are there circumstances in which one or another of the approaches would be
most suitable?

 Does the allocation of group synergy benefits suffice to arrive at an arm’s
length remuneration for the cash pool members?

 Whether the allocation of group synergy benefits is the approach used in
practice to determine the remuneration of the cash pool members.

1.47. We believe that the assumption of any risks by the Cash Pool Leader (CPL) of a physical 
cash pool should be rewarded on an arm’s length basis. The cash pool arrangement 
should be accurately delineated to determine whether the CPL assumes any risks. A 
detailed review of the inter-company agreements is key in this respect. It should be 
determined whether the CPL acts as an agent for the participants or as the principal for the 
MNE group. 

1.48. Contractually, a CPL can run risks, such as bad debt risk or foreign currency risk under a 
physical cash pool because of the inter-company receivables and payables. However, it 
should be analysed whether these are genuine risks (a cash pool is a short term liquidity 
arrangement) and whether it is the task of the CPL to assume these risks.

1.49. The Discussion Draft provides that the CPL in general performs no more than a 
coordination or agency function. This should be properly described in (separate) inter-
company agreements in case applicable in the relevant case. With respect to insolvency 
issues in a physical cash pool, for example, legal obligations would be created between 
the CPL and a specific cash pool participant in the event of a specific problem with the 
participant or the CPL. Unless a separate guarantee, indemnity or other agreement has 
been concluded, the CPL that is unpaid by an insolvent cash pool participant to which 
funds have been advanced can proceed only against this cash pool participant.  

1.50. In case the CPL has an agency function, it should earn a limited reward and the group 
synergies should be allocated to the cash pool participants whose concerted actions 
produce the benefits. In this respect, we assume the OECD recommends a cost-based 
approach to remunerate the CPL provided the CUP method cannot be applied.

1.51. Nowadays, cash pooling is a “standard” product offered by banks to multinational 
enterprises. In principle, a large MNE can decide to use a cash pool without involving a 
third-party bank. This is possible in countries where it is not required to obtain a banking 
license to conduct cash pooling activities. In such a case, the CPL will have a more 
extensive functional role (e.g., acting as an in-house bank) for which it should receive an 
arm’s length remuneration. It is recommended that the OECD also provides guidance on 
rewarding such an in-house banking function. There might be situations in which the role of 
the CPL is elaborate such that a profit split method would be an appropriate transfer 
pricing method.

1.52. Please note that a detailed review of cash pool agreements is also important as starting 
point to understand insolvency and other issues in notional cash pool structures.
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1.53. As regards the three possible approaches that are described in the Discussion Draft 
(paragraphs 127 – 129) for allocating the cash pooling benefits to the participating cash 
pool members, along with examples of their practical application and the relevant 
questions asked, our comments are provided below. 

1.54. The suggested OECD approaches are based on setting interest rates for cash pool 
participants on debit and credit balances to allocate the benefits to the depositors, 
borrowers and the CPL. The interest rates affect the allocation of the benefits. The spread 
between the borrowing rates and deposit rates will presumably lead to the reward for the 
CPL for its functions, risks and assets.

1.55. We understand that the applicable overall interest rates resulting from the above 
approaches basically aggregates the market interest rates for the participants (without the 
cash pooling arrangement) and the cash pooling benefits to be allocated to the 
participants. The question arises whether such interest rates can be estimated reliably, 
taking into account that cash pool benefits (in particular the netting benefits) can only be 
determined afterwards. At the start of the year it is unknown which participant has either a 
deficit or surplus balance (and when those occurred). Taxpayers should therefore work 
with an annual true-up based on using interest rates as the transfer pricing mechanism. 

1.56. In case the CPL acts as an agent for the participants, for example, it should earn a limited 
remuneration, for example a cost-based remuneration (based on the cost-plus method or 
the TNMM using mark-up on total cost as the financial ratio). However, by using interest 
rates to allocate benefits to the participants, the actual spread remaining at the CPL may 
deviate significantly from the cost-based remuneration. Thus, if such a mechanism is used, 
adjustments should be performed in case of unexpected developments in order to arrive at 
the cost-based remuneration for the CPL.

1.57. Alternatively, the market interest rates to be received or paid by the participants absent the 
cash pooling arrangement can first be determined. The application of these debit and 
credit rates will result in a gross margin for the CPL that is higher than an arm’s length 
gross margin required to remunerate the functional role of the CPL. The residual gross 
profits of the CPL can subsequently be allocated to the cash pool participants on a periodic 
basis.

1.58. The circumstances for using the approach listed in paragraph 127 of the Discussion Draft 
(Approach A: enhancing the interest rate for all participants) would include those where 
there are continuously changing balances of the current bank accounts of the participants. 
A cash supplier can be a cash user the next day. In essence, participants are benefiting 
from participations of other participants on a reciprocal basis; Furthermore, in situations 
where both cash users and cash providers are equally needed to achieve the pooling 
benefits this approach should apply. Without group entities that have a cash deficit, there 
are no interest costs, and hence no pooling benefits can be achieved.

1.59. Approach A can be applied in different ways, however. One method is the pro-rata equal 
allocation of benefits between cash users and suppliers. In that case, the pooling benefit is 
equally allocated between cash users and suppliers. For example, assume the following 
balances of four participants: Participant 1: 800; Participant 2: -/- 600; Participant 3: 500; 
Participant 4: -/- 300; this would lead to a positive aggregated balance of 400 deposited to 
the bank. Assume that pooling benefits are 20 (after remunerating the CPL). This 20 will 
then be allocated equally between cash users (i.e. 10) and cash suppliers (i.e. 10) under a 
pro rata equal allocation method.

1.60. In our view, as regards approach listed in paragraph 128 of the Discussion Draft (Approach 
B: applying the same interest rate for all participants), it is unclear based on what rationale 
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the benefits should be allocated. That is, it is unclear whether under this approach the 
benefits will be allocated to the depositors or to the borrowers. 

1.61. The approach listed in paragraph 129 (Approach C: allocating the cash pool benefits to the 
depositors) is often used in practice in case of real credit risk faced by depositors. The 
reasoning is that providing funds to an external bank is in general less risky for cash 
providers as compared to providing funds to the cash pool (the CPL will on-lend the funds 
to the cash user).   

1.62. In addition, we would like to refer to https://www.gov.uk/hmrc-internal-
manuals/international-manual/intm503100, the HMRC manual on cash pooling, for 
examples illustrating the following approaches: (i) all the benefit flows to the borrowers (not 
included in the Discussion Draft); (ii) all the benefit flows to the depositors, which 
corresponds to approach C; (iii) all the benefit flows to the cash pool leader (not discussed 
in the Draft); (iv) all the participants are made better off through the use of more favourable 
interest rates, and the spread between the deposit rate and borrower rate is the 
remuneration of the CPL, which corresponds to approach A. 

1.63. We recommend that the OECD also incorporates (these) examples to illustrate the various 
approaches.

C.9. Views are invited on the situation where an MNE which would not have participated
in a cash pool arrangement given the particular conditions facing it, is obliged to 
participate in it by the MNE group’s policy in the context of paragraph 102 of the 
Discussion Draft.

1.64. Paragraph 102 of the Discussion Draft’s ultimate sentence provides that “no member of the 
pooling arrangement would expect to participate in the transaction if it made them any 
worse off than their next best option.” 

1.65. In an MNE group context it is not at all impossible that associated entities are obligated to 
be cash pool participants. If one entity tends to be more liquid due to its functions and 
transactions, that may provide a benefit for all cash pool participants. Because of the cash 
pool benefits (e.g., netting benefits), the cash pool participants should in practice not be 
worse off under the cash pool arrangement. Putting a cash pool member at par with an 
independent entity that could make its excess funds available in the market disregards the 
related transaction costs and treasury function costs it would have to incur to be able to do 
so. 

1.66. In addition, we observe that paragraphs 106 and 107 of the Discussion Draft touch upon 
the practical difficulty to decide how long a balance should be treated as part of the cash 
pool before it potentially could be treated as something else, for example a term loan (re-
characterisation). This issue is often raised in audits of cash pool arrangements based on 
our experience, but the Discussion Draft does not provide sufficient detail on the factors to 
consider. 

1.67. In our view, it may be entirely commercially rational for a cash pool participant to keep 
excess cash as deposits in a cash pool rather than in other options realistically available. 
Factors to consider in this respect may include:
 Investment policy of the MNE group;
 Liquidity ratio of comparable independent enterprises;
 Functional profile of cash pool participant;
 Does the participant need cash funding?;
 Terms and conditions of Options Realistically Available (e.g. credit risks of ORA’s).
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C.10. Views are invited on whether cross-guarantees are required in the context of cash
pooling arrangements (physical or notional), and how they are implemented in 
practice, along with examples, and whether cross-guarantees are, in effect and 
substance (even if not in written contractual form), present in cash pooling 
arrangements.

1.68. Under a notional pool arrangement, banks would normally require cross guarantees of 
participants in respect of other participants’ borrowing and the right of set-off over pool 
accounts to justify the accounting treatment. This will also protect the bank’s interests in 
case a cash user cannot repay the borrowings. The transfer pricing issue for the MNE 
group is whether a guarantee fee is due for such cross guarantees. The Discussion Draft 
suggests that such a guarantee fee is not needed because of the implicit support of group 
members.  

1.69. Under a physical cash pool arrangement, the issue of insolvency and rights of participants 
also exists. In case the CPL plays only an agency role, the participants of the cash pool will 
be liable for any negative balance on the master accounts. If the cash pooling agreement 
does not explicitly provide for this, it could be assumed implicitly that cross-guarantees 
exist. 

C.11. Views are invited on how accurately delineating a transaction affects the profits and
losses booked in separate entities within the MNE group as a result of exposure to 
risks. Also, if a member of an MNE has a risk exposure which it wishes to hedge but 
there is an off-setting position elsewhere in the group and group policy prevents the 
MNE from hedging its exposure, should that risk be assumed by the unhedged MNE 
or by the entity which sets group policy? 

1.70. We believe that transfer pricing considerations arguably should not be stretched to impute 
business decisions and transactions that were not made in reality. 

1.71. Based on paragraph 1.66 of the OECD Transfer Pricing Guidelines, which provides that 
the setting of the policy environment relevant for the risk does not qualify as the exercise of 
a decision-making function sufficient to demonstrate control over a risk, the risk ought to be 
assumed by the unhedged MNE. In addition, the unhedged MNE may have other options 
to manage the risk.  

D. Guarantees

D.1. Views are invited on how a related party finance guarantee should be accurately
delineated in accordance with the guidance in Chapter 1 of the Transfer Pricing Guidelines
(considering also, for example situations where it could be considered as a provision of a
financial service, the sale of a financial asset or as a simple treasury service associated
with a loan);

Views are invited on the circumstances in which a guarantee is likely to be insisted upon 
by an independent lender granting a loan to a member of an MNE group; 

Views are invited on where guarantees are insisted upon by an independent lender who 
grants a loan to a member of an MNE group, how and why guarantees affect credit rating 
and loan pricing; and 

Views are invited on examples of the most frequent cases where borrowers obtain 
guarantees from independent guarantors when borrowing from independent lenders 
together with examples of the process or mechanism by which a price is arrived at.
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1.72. An explicit guarantee provided by a related party guarantor which improves the terms and 
conditions of a loan (e.g., lower interest rates) provided by an (independent) lender to the 
related party borrower constitutes an intra-group service for which the related party 
borrower should pay a guarantee fee. In this respect, it will be relevant to note (i) whether 
the guarantee provides a benefit; (ii) whether the guarantee is included in the notion of 
implicit support or is an explicit guarantee; and (iii) whether the guarantee is a service (i.e. 
actually granted and conferring a benefit).

1.73. According to a Transfer Pricing Decree issued by the Dutch tax authorities, in case the 
borrower cannot obtain a loan from third parties on its own without an explicit guarantee 
provided by a related party guarantor (e.g., because the borrower has a very low credit 
rating), the guarantee would constitute a shareholder activity for which no guarantee fee is 
due intra-company. As a result, the loan will change for tax purposes, from being a loan by 
a third-party lender into a loan by the related party guarantor for Dutch tax purposes.2  

1.74. An independent lender may also insist on a guarantee from an associated enterprise of the 
borrower to avoid that the borrower becomes insufficiently solvent due to acts by the 
parent company. In addition, a risk-averse lender may also insist upon an explicit 
guarantee. 

1.75. Where guarantees are insisted upon by an independent lender who grants a loan to a 
member of an MNE group, this should in general lead to lower interest costs for the 
borrowing member of the MNE group.

1.76. The Discussion Draft discusses the yield approach and the cost approach to determine an 
arm’s length guarantee fee and suggests that these approaches represent the maximum 
amount that the borrower would be prepared to pay and the minimum amount that the 
guarantor will be willing to accept, respectively. We suggest that the OECD provides 
guidance on determining the arm’s length guarantee fee based on these approaches. 

E. Captive Insurance

E.1. Views are invited on the following:

When an MNE group member issues insurance policies to other MNE group 
members, what indicators would be appropriate in seeking to arrive at a threshold 
for recognising that the policy issuer is actually assuming the risks that it is 
contractually assuming:

1.77. We suggest that in this case the indicators could include the following aspects: 
 whether the captive provides real risk transfer for the related insured parties (e.g., will

the insured parties’ balance sheets be affected in case of an insured loss?);
 whether the risks covered are true insurance risks. The top 10 types of risk underwritten

by captives are: 1) property, 2) general / third party liability, 3) employers
liability/workers compensation, 4) product liability, 5) professional indemnity/errors &
Omissions, 6) auto liability, 7) marine, 8) environmental / pollution & catastrophe, 9)
crime/fidelity, and 10) directors & officers liability;3

 the functions performed by the captive to control the risks;
 the appropriate amount of capital at risk to assume the risks;
 whether the captive has reinsured (part of the) risks with (a) third-party insurance

company(ies).

2 Transfer Pricing Decree of April 22, 2018, No. 2018-6865 published in the Dutch Government Gazette
(Staatscourant) (no. 26874) of 11 May 2018.

3 Source: Aon’s 2015 Global Risk Management Survey.
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When an MNE group member issues insurance policies to other MNE group 
members, what specific risks would need to be assumed by the policy issuer for it to 
earn an insurance return, and what control functions would be required for these 
risks to be considered to have been assumed:

1.78. Depending on the case at hand the specific risks assumed by the policy holder may 
include:
 insurance risk, which is the risk that the amount or timing of actual claims differ from

expected cash flows (e.g., incorrect estimation of expected damage burden, moral
hazard risk [acceptance policy], cumulations or correlated risk [damages do not occur
independently from each other (e.g., storm, earthquake, flood)]);

 risk associated with investment activities (e.g., market risk and credit risk). The
company may make investments from the reserves and surplus that it holds out of
which investment risk arises;

 retrocession risk;
 foreign currency risk;
 other risks (e.g. liquidity risk and other risks).

1.79. Because of risk distribution, please note that the insurance risks assumed by a policy 
issuer is in general lower than the sum of individual risks that the insured parties have 
transferred to it. However, although the task of a policy issuer is to combine independent 
risks of various policy holders it cannot diversify away all risks. The insurance company 
therefore needs adequate capital to absorb the risk. 

1.80. The Discussion Draft provides that risk distribution is an essential element for a captive 
arrangement to qualify as insurance. We are of the view that this risk distribution analysis 
should not only consider the number of MNE group entities taking part in the captive 
arrangement, but also the number of independent risks at issue. For example, even though 
one associated retailer may have an insurance policy with one associated insurer, the 
associated retailer may have thousands of customers that have taken our insurance 
policies covered by the insurance contract between the associated retailer and the 
associated insurer. And all these customer insurance contracts may present risk.

1.81. Part IV of the 2010 OECD Report on the Attribution of Profits to Permanent Establishments 
provides some guidance on the definition of above-mentioned risks. It also presents 
specific functions performed, such as underwriting functions, risk management and risk 
reinsurance, contract and claims management, asset management and support functions). 
Since the captive insurance industry is very specific, it is recommended that the financial 
transactions chapter includes a description of potential functions performed by a captive 
insurance company.  

Whether an MNE group member that issues insurance policies to other MNE group 
members can satisfy the control over risk requirements of Chapter I, in particular in 
the context of paragraph 1.65 of the Discussion Draft, in situations where it 
outsources its underwriting function. Comments are also invited on whether an 
example would be helpful to illustrate the effect of outsourcing the underwriting 
function on the income allocated to the MNE group member that issues insurance 
policies:

1.82. The importance of the underwriting function in controlling insurance risk depends on the 
type of insurance product (e.g., standard product or complex product). Other functions, 
such as asset management to control investment risk, may also be important depending 
on the facts and circumstances. 
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1.83. The policy issuer can outsource certain underwriting functions, but it should control the 
outsourced underwriting functions and perform the important underwriting functions, if 
required (i.e. active involvement in the decision-making relating to the assumption of risk).

1.84. An example would certainly be helpful to illustrate the effect of outsourcing the underwriting 
function on the income allocated to the MNE group member that issues insurance policies. 

When an MNE group member that issues insurance policies does not satisfy the 
control of risk requirements of Chapter I, what would be the effect of this on the 
allocation of insurance claims, premiums paid and return on premiums invested by 
that MNE group member.

1.85. Based on OECD guidance and Dutch tax court cases, the captive should probably merely 
earn a basic return for limited functions performed. 4

E.2. Commentators’ views are invited on the relevance and the practical application of
the approach described in paragraph 181 of the Discussion Draft.

1.86. Paragraph 181 of the Discussion Draft provides that an actuarial analysis may be 
performed to determine a premium that covers the insurer’s expected claims losses, its 
underwriting and administrative costs, and its claims handling expenses.  The calculation 
should contemplate a profit to make available a return on capital while also accounting for 
any investment income. 

1.87. Such an actuarial approach would be relevant in case the CUP method as discussed in 
paragraph 180 of the Discussion Draft cannot be applied. We expect that the application of 
such an actuarial approach would be quite complex.

1.88. In discussing quantification of comparability adjustments in paragraph 180 of the 
Discussion Draft, we strongly recommended a description of the specific comparability 
factors that are relevant in the captive industry be added. 

1.89. We would also encourage and welcome concrete examples by the OECD to illustrate the 
above approaches for pricing premiums.

1.90. Please note that in determining or evaluating arm’s length premiums, a multiple year 
analysis should be considered. For example, it could be that in the starting period of a 
captive insurance arrangement a buffer needs to be built such that sufficient capital is 
present at the captive to deal with annual variation in total damage burden, which results in 
relatively high premiums in these years. If such buffer is not needed anymore, the buffer 
can be returned to the insured parties through a premium reduction.   

E.3. Views are invited on the example described in paragraphs 187 and 188 of the
Discussion Draft about Agency Sales. 

1.91. Under this example, a related sales agent with point-of-sale advantage (high street retailer 
of technology consumer goods) receives a commission for offering insurance policies to 3rd

party customers. There is an active market for insurance of the type of risks covered. The 
commission is in line with commissions received by independent sales agents offering 

4 We reference a court case involving a Dutch holiday and leisure group: Court of The Hague, July 11, 2011, 
AWB 08/9105 and a court case involving a Dutch mutual insurance company: Rechtbank Zeeland-West-
Brabant, Jan. 17, 2014, AWB11/3717, 11/3718, 11/3719, 11/3720 and 11/3721.  
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similar cover. The insurance contracts are profitable, and the related party policy issuer 
earns a profit that is higher than that of insurers offering similar cover.  

1.92. The example illustrates that in case the opportunity to earn high level of profits arises from 
the customer contact at the point of sale, the related party policy issuer should receive a 
remuneration consistent with the benchmarked return for insurers insuring similar type of 
risks, while the rest of the profits should be allocated to the sales agent.  

1.93. In case examples like this, a relevant question is what constitutes the threshold point of 
sale advantage to warrant benchmarking comparable insurers. It would be helpful if the 
OECD could provide guidance on specific comparability factors to search for comparable 
insurers. We believe that the method to be used here is the TNMM using as financial ratio 
the return on capital. 

1.94. The transfer pricing aspects (the appropriate transfer pricing methodology) of the agency 
sales scenario with point of sales advantage was litigated in the DSG Retail Ltd (DSG) 
case where the Special Commissioner ruled in favour of Her Majesty's Revenue and 
Customs (HMRC).

Conclusion

In the above comments, we have attempted to indicate in what areas further guidance or examples 
could prove helpful, to make sure that the arm’s length principle is properly applied to intercompany 
financial transactions. 

We also wish to emphasize that reality dictates the need for a certain proportionality in applying the 
financial transactions guidance to smaller companies. At the very least, safe harbour rules may help 
avoid a significant number of entirely unnecessary transfer pricing disputes. 

We have appreciated the opportunity to comment on behalf of Simmons & Simmons and remain 
available to elaborate on any of the above observations and comments. 

Yours sincerely,

Simmons & Simmons LLP
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Submission File

10 September 2018

Tax Treaties, Transfer Pricing and Financial Transactions Division
OECD/CTPA
Paris
France

BY E-MAIL: TransferPricing@oecd.org

Dear Sir/Madam

COMMENTS ON THE PUBLIC DISCUSSION DRAFT BEPS ACTION 8-10 – FINANCIAL 

TRANSACTIONS  

1. We herewith take the opportunity to present our comments on behalf of the South African
Institute of Chartered Accountants (SAICA) Transfer Pricing Sub-committee (a sub-
committee of the SAICA National Tax Committee) on the Public Discussion Draft paper
under Base Erosion and Profit Shifting (BEPS) Action 8-10 dealing with Financial
Transactions (the discussion draft) issued by Working Party 6 of the CTPA working group
of the Organisation for Economic Co-operation and Development (OECD).

2. It is understood that the OECD is considering revised guidance in respect to the transfer
pricing of financial transactions and is seeking comments from interested parties.
Specifically, the OECD has requested comments in response to specific questions raised
in the discussion draft.

3. We would like to thank the OECD for the opportunity to provide constructive comments in
relation to the transfer pricing of financial transactions. SAICA believes that a
collaborative approach is best suited in seeking actual solutions to complex problems.

4. Should you wish to clarify any of the above matters please do not hesitate to contact us.

Yours sincerely

Christian Wiesener

CHAIRMAN: SAICA Transfer Pricing 
Sub-committee 

Madelein Grobler

PROJECT MANAGER: TAX (SAICA) 

The South African Institute of Chartered Accountants 
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A. GENERAL

5. This submission has been prepared by the members of SAICA’s Transfer Pricing sub-
committee, which comprises transfer pricing specialists from different industries with
difference specialisations.

6. Given the distinct nature of the discussion draft, which focuses on financial transactions,
this submission focuses on providing general commentary, but where appropriate,
comments relating specifically to Financial Institutions (FI’s) operating in South Africa and

other African countries were added.

7. Given the comments relating specifically to FI’s, we deem it necessary to provide further
detail regarding the environment in which FI’s operate in Africa. FI’s in Africa - similar to
other developed markets - are subjected to stringent regulatory requirements, in particular
with regards to capital, liquidity and leverage.

8. One of the unique attributes of emerging markets (EM’s) such as Africa, is that a typical

organisational structure comprises legal entity subsidiaries (not branches) that include
external local shareholders per local FI regulatory requirements. Albeit that such
shareholders may represent a minority shareholding, the local boards of such legal
entities are very much governed by an attitude of local in-country revenue maximisation.
This in itself creates an overlay requiring FI’s to not only comply with in-country FI
regulations, but to prove to local, independent Boards that any transaction conducted with
a related party complies with the arm’s length principle.

9. The majority of EM’s FI’s are governed by domestic Central Banking policies in relation to

related party payments further limiting the ability of banks and other FI’s to engage in

activity which may cause concern in relation to BEPS.

10. Submission: We submit that this is an important feature of the financial services sector
and we are pleased that this has been acknowledged by the OECD in several places in
the discussion draft.1

11. Our submission follows the structure of the discussion draft and address the relevant
questions raised below.

B. SECTION B - INTERACTION WITH GUIDANCE IN SECTION D1 OF CHAPTER 1

BOX B1 - DETERMINING THE CAPITAL STRUCTURE OF AN ENTITY

12. Commentators views are invited relating to the guidance contained in paragraphs 8-10 of

the discussion draft pertaining to the capital structure of an entity and the alignment to

Article 9 and Article 25 of the Model Tax Convention and BEPS Action 4.

1 For example, we note that in paragraph 3, the OECD states that “in the absence of other influences such as 

legal or regulatory constraints, the balance of debt and equity funding between independent enterprises will be
the result of various commercial considerations…Thus, in an intra-group situation, other considerations such as
tax consequences may also be present”. Furthermore, in Paragraph 13, the OECD states that “the effect of 
government regulations” is acknowledged
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13. It is noted that the OECD does not intend to provide prescriptive measures for
determining what constitutes debt and equity and that this is largely left to individual
countries to include in their domestic legislation.

14. In South Africa we have specific rules which apply to hybrid instruments and will therefore
provide guidance on whether an instrument is deemed to be debt or equity.

15. Furthermore, South Africa has varied guidance relating to thin capitalisation which in its
current draft form does not align to the OECD recommendations put forward in the final
BEPS report on Action 4.  Submissions have been made to the South African Revenue
Services (SARS) Legal and Policy Division to consider adopting the OECD
recommendations in finalising its draft guidance.

16. Submission: It is submitted that the above provides support that if countries adopt
differing domestic guidance for hybrid instruments and thin capitalisation rules, there is a
high risk of increased double taxation.  The guidance put forward in both BEPS Action 2
and 4 should therefore form the basis for countries to legislate against these two aspects.
The guidance provides comprehensive discussion on what should be acceptable from an
arm's length perspective and therefore adhere to Article 9 of the Model Tax Convention.

17. We therefore submit that countries adopting the OECD Model Tax Convention should be
encouraged to legislate based on guidance already provided in the BEPS reports Actions
2 and 4.

BOX B2 - RECLASSIFICATION OF DEBT TO EQUITY 

18. Commentators comments on the example provided in paragraph 17 of the discussion

draft are invited, notably the maximum level of debt that should be considered to be arm's

length.

19. There is a considerable amount of guidance globally both in terms of Rulings issued by
Tax Administrations and Case Law as to how to distinguish between debt and equity.
The OECD, in its guidance, should seek to consider this.  Re-characterising debt
instruments to that of equity should be approached with caution.  Having a "shopping list"
of factors which may indicate that an arrangement is more akin to the contribution of
capital than that of a debtor-creditor relationship may be helpful, however, it should not be
prescriptive to the extent that Tax Administrations rely on it to make re-characterisations
without due attention to the economic conditions.  There are many reasons that a group
may seek to leverage its constituent entities other than for tax reasons.  For instance,
capital reductions in certain countries can be difficult, making debt financing the most
practical form of funding an entity.

20. Two possible scenarios where it could be argued that independent parties would not enter
into loan arrangements can be considered.  The first is as outlined in the example in
paragraph 17 of the discussion draft and is responded to below.

21. The second example is where a borrowing entity does not actually require capital funding
based on its balance sheet.  This scenario has been considered for the purposes of the
draft guidance on thin capitalisation in South Africa.  SARS’ view in this draft is that where
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a borrowing entity has a healthy balance sheet and excess cash reserves, the arm's
length debt amount should be nil. It should be noted that many South African taxpayers,
however, do not agree with this view.

22. Submission: It is submitted that the OECD working party should consider providing
guidance in such circumstances as part of this project.

23. MNE's should be free to determine how to structure the working capital of entities within
the group and the determination of an arm's length debt amount should be considered in
light of broader transfer pricing provisions and commercial considerations.  As indicated in
the discussion draft, there are frequently many commercial reasons behind a company's
decision to borrow funds other than its existing financial position and its ability to service
the debt.

24. Considering the example provided in paragraph 17 of the discussion draft, care needs to
be exercised in relation to testing the arm's length amount of debt an entity can service,
other than based purely on financial projections.

25. Submission: We submit, for example, in the scenario where Company B was a recently
acquired target by investors (such as in the case of a Private Equity deal), the acquired
entity may require considerable working capital to turn around its business albeit that the
financial projections are poor.  We submit that account should be taken of the asset base
of the company and its relative worth.  Liquidity and solvency tests should also be
considered in addition to interest cover and debt cover tests to determine whether the
proposed lending arrangement is commercially reasonable.

26. Further concerns may also arise in scenarios where inter-group loans are granted on an
unsecured basis to a South African subsidiary with a negative Earnings-Before-Interest-
Tax-Depreciation-Amortization (EBITDA), making the use of the interest cover and the
leverage ratios impossible.  The question is then, if one has to assume that the subsidiary
has no entitlement to any interest and that the subsidiary should be funded through equity
only.

27. Submission: It is submitted that this would not be commercially fair seeing that when the
EBITDA goes positive as a result of turning the business around or growing the business,
then interest deductions are justified, but the subsidiary requires the loan to finance the
cause of the negative EBITDA.

28. Guidance is therefore required on what is considered arm’s length when no other person
would lend money to the subsidiary until it turns its business around and the shareholder
is the only one willing to provide loan financing. It cannot be that the shareholder must do
so through equity only as one also needs to consider:

- The fact that the shareholder loan is actually a secured loan as the lender (or its
shareholder) directly or indirectly holds the shares in the subsidiary borrowing,

especially
considering that the subsidiary’s assets should not be used as security
on the basis that no bank would lend it money in any case; and
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- The arm’s length test for the amount should then not be whether a third party would lend

money to the subsidiary, but rather whether shareholders in general would support a
subsidiary in similar financial distress.

BOX B3 - DELINEATING THE FINANCIAL TRANSACTION 

29. Commentators views are invited on the breadth of factors specific to financial transactions

that need to be considered as part of the accurate delineation of the actual transaction.

30. The key comparability factors should remain the base line factors for delineating the
financial transactions.  It is considered that even where there are no formal contracts in
place allowing the determination of the contractual obligations of the parties, undertaking
a comprehensive functional analysis should provide sufficient evidence of the parties’

conduct to enable the transaction to be identified and delineated.

31. Submission: It is submitted that the specific economic circumstances in the country in
which the borrower is situated should also be considered in any analysis.  We
recommend that the guidance go further in ensuring consideration is given to countries
with high interest rates, unstable currencies and regulatory controls which restrict the free
movement of capital.

32. For instance South Africa has a very volatile currency, which is impacted by global events
outside of a borrowing entity’s control.  Furthermore, South Africa has high interest rates
and Reserve Bank restrictions on the amount of interest which may be paid offshore on
an inbound loan. The implications these factors may have do not always align to our thin
capitalisation provisions.

33. However, care should be taken in labelling financial transactions.  Often these are a
combination of many different aspects and delineating parts of an aggregated
arrangement could lead to absurd transfer pricing outcomes.  For instance, a multinational
parent company may be engaged in managing the cash pooling of the group which would
involve providing loans to meet working capital requirements, providing bank guarantees
for third party funding and managing foreign currency exposures.  The parent company
could be rewarded based on the fact that it holds funds for the group and can perhaps
borrow on more reasonable terms than the individual subsidiaries.  Thus, it is able to on
lend on better terms and conditions to the subsidiaries as opposed to the terms and
conditions applicable if the subsidiaries borrow locally.

34. Submission: We submit that if each aspect of the above is delineated into separate
transactions with a stand-alone interest on the loans, a guarantee fee and a service fee,
the result could be that a subsidiary benefiting from all three activities ends up in a worse
position than if it had simply managed its cash position independently.  Therefore
commercial common sense needs to prevail when looking at delineating financial
arrangements.

35. When considering the allocation of risk to a lending entity within the group, it will largely 
depend on whether the financial transactions involve a third party or are simply the 
advancing of funds from a parent company to its wholly owned subsidiary.  In the latter 

instance it could be argued there is no real commercial risk as the relationship of the
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parties ensures that the lending entity carries limited risk as it owns the assets of the
borrowing entity.  However, assuming there is a degree of independence relating to the
day to day management of the subsidiary, there still remains a risk to the lender of a
reduced investment value where the balance sheet of the borrowing entity is weakened
as a result of the liability.

36. For other financial transactions, risks will be attributed to the lending entity where it is
managing currency risk through lending in a different currency, or where it is assuming
primary obligation over a third party debt through a guarantee arrangement.

37. Submission: We therefore submit that the OECD should consider the nature of risks and
how these are allocated within the financial services sector.  Such risks are regulated and
may therefore present a challenge when considering the allocation of risk for the
purposes of delineating a transaction.

38. The volume and complexity of activities undertaken by FI’s implies that a transaction-by-
transaction approach which has been suggested in the discussion draft is impractical for
both FI’s and Tax Administrations. Rather, the OECD has already considered the
allocation of risk and capital within FI’s when developing the 22 July 2010 “Report on the

attribution of profits to permanent establishments” (the 2010 report). The 2010 report
recognises the importance of Key Entrepreneurial Risk Taking (KERT) functions in a bank
or financial institution (i.e. the creation of financial assets and management of the risk
associated with those assets).

39. Submission: We submit that the 2010 report is widely regarded by both Tax
Administrations and taxpayers as a reasonable and fair approach to taxing banking and
finance businesses and should remain the principle source of guidance for the banking
and financial services sector. We urge the OECD to make this clear in any further
possible guidance.

40. In evaluating the factors specific to a taxpayer’s ability to accurately delineate the financial

transaction, system capabilities must also be taken into account. From a FI perspective,
substantial sums of money are allocated to investment in infrastructure, inclusive of
systems that support the processing of high volumes of transactions. These systems have
limitations in terms of reporting transactions on an individual basis and in the event of a
single related party transaction being part of a sum of many larger transactions (e.g. a
related party Foreign Exchange (FX) Spot transaction which ultimately ends up being
traded as a portfolio hedging transaction with a third party) it would not, by way of
example, be possible to “delineate” the initial individual related party profit and loss on
such original FX Spot trade.

BOX B4 - RISK FREE RATE OF RETURN

41. Commentators comments are invited on the guidance put forward in respect of pricing

debt transactions and specifically the use of a risk free rate of return.

42. It is stated that if a lender lacks the financial capability or does not undertake any
decision-making in respect of a loan, the lender should only be entitled to a risk free rate
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of interest on the loan.  This could be benchmarked using a relevant government security 
rate. 

43. Submission: It is submitted that the above broad statement may not be in line with
commercial reality.  It is highly unlikely that any lender would operate on this basis and
risk free lending arrangements rarely, if ever, exist in the commercial world.  It is further
submitted that comparison could perhaps be drawn from a third party situation in terms of
which one party instructs a bank to lend funds to a third party and assumes the obligation
for payment.  Arguably, the bank makes very limited decisions over lending the money,
but would still go through the appropriate checks before advancing the funds, including a
credit check of the guarantor.  Thus, the bank is still taking some degree of decision-
making and to some degree assuming a level of risk.  It is considered that the example
included is unrealistic.

44. A risk free rate of return is typically found in government securities, as well as between
banks.  The latter are regulated and required to maintain certain amounts of capital, thus
shortfalls in cash are often met through inter-bank lending arrangements.  The rate is
normally linked to the availability of money in the market, on prevailing interest rates and
dependent on the specific lending contract.  This makes them similar in nature to
government bonds and inherently less risky than any normal commercial loans.

45. A risk free rate of return could simply be used as a starting point for any interest rate
analysis.  However, any commercial lender would add risk parameters to get to a
commercial interest rate, irrespective of the functions undertaken or the risks assumed by
the lender.  Furthermore, even a bank which may be provided government capital at a risk
free rate would need to make a profit on its on lending.  Therefore it is maintained that no
third party lending institution would advance funds with an interest rate marked to a risk
free rate of return.  They may have a "base rate" which is the risk free rate with a profit
margin added, to which various risk premiums are also added.

46. Currency risks, frequency of repayment of capital and the duration of the lending
agreement would all comprise risk premiums which would be added to a base rate of
interest.  However, care should be undertaken in considering these. For instance, a
longer duration loan may be considered to create less risks, but a commercial lender
would generally provide a higher rate of interest if the money is provided on deposit as it
provides additional investment capital for the lender for a longer term. However, if lent
over longer periods, the lender may charge a lower rate of interest than a shorter term
arrangement.  Thus interest rates vary considerably depending on whether they are
applied to deposits or loans which would impact any transfer pricing analysis in a group
context where a treasury function is present.

47. Submission: It is submitted that country risk adjustments represent a significant challenge.
Using government bond rates for the country in which the debtor is situated would present
a reasonable starting point, however, as indicated above a third party lender would add to
this a profit margin plus premiums to account for other risks associated with the borrowing
entity.
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BOX B5 - ALTERNATIVES TO GOVERNMENT SECURITIES 

48. Commentators are invited to describe financial transactions which offer a realistic

alternative to government issued securities to approximate a risk free rate of return.

49. As indicated above it is our view that the use of risk free returns represents only the
starting point for determining an arm's length interest rate and would never be used in
practice for commercial loan arrangements.

50. Submission: We submit that Government issued securities are one example of risk free
returns which may be available, however as indicated above, the inter-bank lending rates
between central banks and the commercial banks are also low risk rates of return and are
readily available.

BOX B6 - COMMENTS ON DOUBLE TAXATION RISKS WHERE ONE ENTITY IS 

ONLY ENTITLED TO A RISK FREE RATE OF RETURN 

51. Commentators are invited to comment on the guidance provided in paragraph 11

pertaining to the double taxation risk which may arise.

52. As indicated above we are of the view any transactions within a multinational where a risk
free return is considered, the appropriate level of reward is not consistent with the arm's
length principle for the reasons outlined above.

53. The comments on the risk adjusted rate of return are noted.

54. Submission: However, it is submitted that in any scenario where the funder is taking risk
over a project undertaken by the borrowing entity, the arrangement would not have the
same characteristics as a typical loan.  Thus, adjusting for risk under a typical debtor-
creditor arrangement would not apply.

55. Comparability would need to be sought from arrangements between third parties which
have the same characteristics of the lending entity, having some degree of control over
the risk on the underlying project or intellectual property (IP) being created by the
borrowing party.  This would be more akin to a venture capital or joint venture
arrangement whereby one party is providing the capital funding and another undertaking
the development.  It would not be typical in a debtor-creditor arrangement.

C. SECTION C - TREASURY FUNCTIONS

BOX C1 - COMMENTS ON DECENTRALISED TREASURY STRUCTURE

56. Commentators are invited to describe situations where, under a de-centralised treasury

structure, each MNE member has full autonomy over its financial transactions.

57. Where a MNE group operates a decentralised treasury structure, each entity would be
responsible for managing its funding requirements and working capital requirements.  The
treasury operation within the group would simply operate as a centralised bank for the
group providing for excess funds to be placed on deposit at the behest of the group
entities, and providing funding were requested.  The treasury operation would seek to
manage the group funding balances including sourcing external funding where needed.
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Thus, the individual entities within the group would benefit through reduced cost of
funding.

58. Submission: We submit that the treasury operation under a de-centralised model would
not manage any of the risks associated by the individual entities in the group.  It would
only manage its own risk as the group banking entity.

59. With regards to FI’s, It is important to distinguish between a FI whose core business and
measure of success is to achieve a return on capital as opposed to a corporate whose
measure of success may be to manage costs.

60. The legislative framework to be adopted by EM FI’s regarding the Recovery and

Resolution Planning (RRP)2 will impact substantially on classifying the treasury function
as indeed being a centralised or decentralised structure given explicit requirements for
systemically important banks that have multiple points of entry and their need to be self-
sufficient and not over-reliant on, for example, related parties advancing of funds (Note:
treasury related services are deemed to be a critical shared service in accordance with
current Guidance – page 7, paragraph 2.3).

61. The above referenced legislative framework would thus go against the principles
contained in paragraph 52 of the discussion draft which states that “the parent already

has control of and ownership of the assets of the subsidiary which would make the

granting of security less relevant to its risk analysis as a lender”. The implications of the
RRP referenced in paragraph 53 above may imply that shareholders are deprived of
advancing funds as a result of protection afforded to other creditors.

BOX C2 - COMMENTS ON TAX CERTAINTY PERTAINING TO CREDIT RATINGS

62. Commentators are invited to consider various approaches put forward in the discussion

draft pertaining to providing tax certainty associated with determination of a credit rating.

63. Submission: It is submitted that the rebuttable presumption should be that an independent
credit rating for the group should be the starting point in determining the credit rating for a
borrower in a specific debt transaction.  This would ensure a consistency in the starting
point in the analysis and mitigate the risk of double taxation as a result of differing
approaches by individual countries.

64. In the absence of a publicly available independent credit rating, a credit rating can be
established using reputable third party credit rating tools.  These should take into
consideration the country in which the parent company is located, the strength of its
consolidated balance sheet and cash flow, as well as the industry in which the group is
predominantly operating.

BOX C3 - CREDIT RATINGS AND IMPLICIT SUPPORT

65. Commentators are invited to define a stand-alone credit rating of a MNE and the impact of

implicit support.

2
FSB Key Attributes of Effective Resolution Regimes for Financial Institutions contained in the FSB Guidance on 

Arrangements to Support Operational Continuity in Resolution, 18 August 2016
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66. Submission: We submit that recent case law3 has established when it could be
considered appropriate to determine the credit rating of a borrowing entity within a group
on a stand-alone basis and when the implicit support of the parent should be taken into
account.

67. Where the borrowing entity is a "core" operating subsidiary for the group and plays a vital
role in the supply chain, then there is an argument that the parent company would seek to
ensure that the borrowing entity does not default on its debt obligations.  In such a case
therefore, implicit support should be taken into consideration in determining the credit
rating of the subsidiary.

68. Where, however, the borrowing subsidiary does not play a significant role in the value
chain, or is not considered "core" to the MNE, the level of implicit support provided by the
parent company is inherently less and therefore plays a less important role in determining
the subsidiaries credit rating.  In such a case the subsidiary may have its credit rating
determined on a stand-alone basis dependent on the terms and conditions of the loan
arrangement.

69. Submission: However, we submit that care should be exercised in treating a non-core
subsidiary as if it is not part of a broader group given the judgment in the Chevron case.4

70. We do recommend that acknowledgement should be made by the OECD regarding local
banking regulations (e.g. Section 70 of the Banks Act of South Africa) that may
specifically provide for the fact that the Parent company will essentially ensure that its
subsidiaries’ capital requirements are met in the event of default (i.e. local regulations
depict an implicit level of support by the parent company).

71. Third party credit rating agencies’ may factor in this “implicit support” in determining a

stand-alone local entity credit rating and the relevant local Tax Administration would not
look favourably on any implicit support cost or benefit being priced into related party
transactions.

BOX C4 - GROUP STRATEGY

72. Commentators are invited to comment on the example contained in paragraph 70 of the

discussion draft.

73. We address this in the preceding paragraphs. We would like to comment, however, on the
capping of stand-alone credit rating.

74. Submission: Whilst the approach appears reasonable, we would request that careful
consideration needs to be provided to capping credit ratings in a general manner.

75. Where the determined credit rating is extreme when considered in the context of the
group, this may indicate that the arrangement is more akin to the contribution of capital

3 Chevron Australia Holdings Pty Ltd (CAHPL) v Commissioner of Taxation [2017] FCAFC 62; General Electric 

Capital Canada Inc. v. The Queen, Docket numbers 2006-1385(IT)G and 2006-1386(IT)G (December 4, 2009). 
4 Chevron Australia Holdings Pty Ltd (CAHPL) v Commissioner of Taxation [2017] FCAFC 62, at 44. 
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than a loan transaction.  It could lead to an increase in disputes if Tax Administrations
adjust to a capped credit rating as a means to re-characterise a contribution to capital or
quasi-equity arrangement to that of a loan arrangement with a view to imputing an interest
charge.

BOX C5 - ROLE OF CREDIT DEFAULT SWAPS 

76. Comments are invited on the role of default swaps and economic models for pricing inter-

company loans.

77. Whilst it is recognised and fully supported that the comparable uncontrolled price (CUP)
method is considered to be the most favoured method relevant to the pricing of intra-
group loans, such third-party pricing information may be readily available for G10
currencies. However, in EM’s such as Africa, there is no credit default swap (CDS) pricing
information for bank debt. Local currency pricing information is thus simply not publicly
available and may be “developed” by various data points collated by the relevant FI that

may have traded at various preceding periods in the affected country in varying tranches.
Such pricing information limitations imply that whilst a CDS may indeed inform the pricing
of an intra-group loan, these instruments are only available in developed markets, for
example, G10 currencies and a different pricing approach is generally required for other,
EM currencies.

78. Economic models such as Moody’s are indeed relied upon by FI’s that simultaneously rely

on such internal models for purposes of defending the arm’s length nature of their very

own intra-group loan pricing. The relevant EM FI would rely on the outcome (i.e. credit
rating) of such economic model whilst simultaneously developing country specific data
(i.e. an internally developed economic model) for purposes of incorporating a country risk
premium relevant to the underlying loan to ensure such loan is priced at arm’s length.

79. The issue at hand for taxpayers is that such data – per limitations referenced in the
paragraph above – is (a) not publicly available and may be developed by the taxpayer
itself that is attempting to validate the arm’s length nature of the pricing of the loan and (b)

the economic model itself used to determine the pricing may be interpreted and applied
differently by different Tax Administrations or may even differ amongst credit institutions
depending on the available pricing information (e.g. deals / transactions in which such
credit institutions have recently participated in the underlying currency in order to develop
some form of database / pricing repository) at the time the transaction was entered into
and for which reasonable adjustments have been made to essentially represent a CUP for
the underlying loan. Whilst paragraph 85 acknowledges that a loan to a member of a
different group could be a valid comparable, one can appreciate the complexity that this
brings up to 8 years post the event in defending the arm’s length nature of such loan (very

relevant to EM Tax Administrations in Africa that have limited data available to benchmark
such transactions).

80. Submission: It is submitted that the OECD should commit to acknowledge the lack of
suitable comparable data in EM’s such as countries in Africa and to accept that there may

be a range of arm’s length pricing information due to a lack of consistency.
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BOX C6 - ALTERNATIVES TO INTRA-GROUP LOANS 

81. Comments are invited on realistic alternative transactions to intra-group loans.

82. It is submitted that an alternative to an intra-group loan may be a bond issued by a
company to investors. Companies often issue bonds to investors because direct
borrowing from a bank may be more restrictive and/or expensive. However, in such cases
the maturity date is usually pre-determined/agreed, which is not necessarily the case in
respect of intra-group loans. In addition, potential limitations of a bond issuance may be
that the bond issuance would effectively represent a one-sided approach (i.e. from a
borrower’s perspective) and would not necessarily reflect the options realistically available

to the lender.

BOX C7 - INTERNAL CUP 

83. Commentators are invited to comment on situations where the average interest rate paid

on external debt can be used as an internal CUP.

84. Submission: We submit that, whilst this could be used as a possible starting point to
determining an arm's length interest rate, variances in the terms and conditions which
exist between the external loan arrangements and the intra-group loan arrangements,
should also be taken into account.

85. In the event the funds are on lent to a subsidiary operation, this could be an appropriate
starting point.

86. Within the context of FI’s in EM’s and the cost of funds approach, the cost of liquidity

together with a country risk premium is generally applied in pricing related party interest in
lieu of the fact that it is extremely difficult to isolate specific costs relevant to specific
entities together with the Group strategy that considers treasury to play a critical role in
ensuring liquidity and managing assets and liabilities accordingly. Such function is thus
not deemed to be a “profit centre” activity for which profit margins should be achieved in

accordance with the Group’s risk management framework. Acknowledgment of the Group

strategy should also be considered by the OECD in relation to this section.

87. In relation to the OECD commentary contained in Paragraph 92 of the discussion draft
regarding bank opinions, FI’s themselves rely on bank quotes (referred to by the OECD

as bankability opinions) in many instances for related party pricing purposes. This reliance
is especially relevant in the context of EM’s where pricing information is not readily

available (e.g. subordinated debt in West Africa) and is also especially relevant where the
underlying product is complex to price and highly competitive (e.g. trade finance in East
Africa) and the relevant FI that has relationships with other FI’s does not want to

jeopardise their key relationship with another FI by not executing off the back of a formally
drafted contract. We thus request that the OECD expand on why a bank opinion / quote
would not be considered to be adequate and provide FI’s with realistic, commercial

alternatives when faced with the afore-mentioned market limitations.
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BOX C8 - CASH POOLING 

88. Commentators are invited to provide examples where a cash pool manager is allocated

risks relating to group lending.  Commentators are also invited to comment on the

examples put forward for allocating cash pooling benefits.

89. Submission: It is submitted that a cash pool manager could assume risk in an intra-group
lending arrangement where the pool manager assumes currency risk as a consequence
of using external borrowing in one currency to advance a loan to an operating affiliate in a
less stable currency. Other circumstances where a cash pooling manager could assume
risk is where it is on lending to an entity in a jurisdiction with regulatory restrictions which
may impact the ability of the borrowing entity to repatriate the funds and/or interest.
Commercial risks could be embedded into the loan arrangement which shelters the
borrowing entity by allowing a roll-up of interest when, financially, it is unable to pay the
interest due to requiring cash for operational reasons.

BOX C9 - CASH POOLING 

90. Comments are invited on how to treat the requirement for all members of the group to

participate in a cash pooling arrangement.

91. Submission: It is submitted that in a relationship between third parties, an entity would not
have entered into a transaction which is clearly non-beneficial.5

D. SECTION D - GUARANTEES

BOX D1 - DELINEATING THE TRANSACTION

92. Comments are invited on certain circumstances when a guarantee should be recognised

and priced.

93. Submission: We submit that the facts and circumstances relating to the guarantee
arrangement should determine the nature of the transaction.

94. Where the guarantor is standing as primary surety on an external loan arrangement with a
third party and the impact for the lender is to enable a more preferential interest rate, then
there is an argument that the guarantee should be a financial service and measured in
terms of an interest rate spread.

95. Where a guarantee is a requisite in order to provide lending and without that the
borrowing entity would not be able to secure any external funding, it can also be argued
that this is a financial service.  The only other option the group would have is for another
entity to borrow the funds and on lend to the entity requiring the funds.  Pricing this would
depend on the cost of the external borrowing that would be required as an alternative.

96. Submission: It is further submitted that most guarantees are used to obtain improved cost
of borrowing. In such cases these are typically priced in accordance with an interest rate
spread.

5 Refer paragraph 102 of the discussion draft
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E. SECTION E - CAPTIVE INSURANCE

BOX E1 - DELINEATING THE TRANSACTION 

97. Comments are invited on the various issues pertaining to allocation of risk and the

appropriate return for captive insurance arrangements.

98. Submission: We agree that it would be helpful if an example was provided which
illustrates the effect of outsourcing the underwriting function on the income allocated to
the MNE group member that issues the insurance policies.

99. In South Africa, as in most African countries, external CUPs are not readily available.
Actuarial methods to arrive at a price are used, but specialists are rare. The methodology
suggested in the draft regarding how a CUP can be arrived at by combining two methods
appears useful, but more guidance would be required.

100. Submission: Guidance regarding the use of actuarial methods as well as a combination of
two methods, regarding application thereof, would be required.

101. It may also be useful to include guidance regarding the use of broker quotes, which would
be common in the industry. The submission relating to the use of bank quotes (paragraph
87 above), and the underlying principles as set out above, is here referred to. Paragraph
166 of the discussion draft provides insightful and valid points in relation to “testing” an

independent insurer for arm’s length comparability purposes. What would be of value is

practical guidance as to how a taxpayer evidences such “capabilities” to Tax
Administrations.
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OECD request for public comments on public discussion draft BEPS 8-10: 

Financial transactions 

Dear Sir or Madam,

The Swiss Bankers Association (“SBA”) would like to take the opportunity and provide its com-
ments on the public discussion draft “BEPS ACTIONS 8-10: Financial transactions”. 

Our views are based on long time experience with transfer pricing audits, subsequent adjust-
ments and related dispute resolutions of Multinational Enterprises (“MNE”) operating in the busi-
ness fields of:

 asset management,
 investment banking,
 retail banking and
 wealth management.

General Comments

The SBA welcomes the opportunity to comment on the Discussion Draft (“DD”) that addresses 

common issues in intra-group Financial Transactions (“FT”). We believe that the DD presents a 

comprehensive overview of the key topics, to which more guidance would be welcome. The SBA
would especially appreciate, if the DD would clarify, how the separate legal entity principle should
be applied in the context of FT.

As a matter of principle, the SBA believes that FT should not be subject to higher scrutiny than
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other intra-group transactions. At the same time, we would expect that reclassification of FT to be 
somewhat rare in tax audits. Since the residence country of the SBA applies unilateral safe har-
bor rules for interests, the points in the DD addressing the interaction between the Arm’s Length 

Principle (“ALP”) and the safe harbor rules are relevant to us. In addition, we would appreciate if, 
the Comparable Uncontrolled Price (“CUP”) method would be more promoted by WP6 in the area 

of FT.  

Finally yet importantly, an introduction of de minimis rules / materiality thresholds and safe harbor 
rules in order to reduce the administrative burden for low volume transactions would be highly 
welcome.  

Specific Comments 

1. B.1 Identifying the commercial or financial relations

Box B.1. Question to commentators  

Commentators’ views are invited on the guidance included in paragraphs 8 to 10 of this discussion draft in the context of Article 25 of 

the OECD Model Tax Convention (“MTC”), paragraphs 1 and 2 of Article 9 of the OECD MTC as well as the BEPS Action 4 Report. 

The SBA appreciates that WP6 addresses the potential mismatch between the unilateral 
measures on interest deductibility and the arm’s length principle according to Art. 9 OECD Model 

Convention (“OECD MC”) in international context. In our experience the application of one-sided 
measures (e.g. safe harbor interest rates) is a pragmatic, simple and cost efficient solution for 
loans provided by various MNE entities within one country. However, they seem to present a less 
favorable solution when it comes to credits provided between MNE entities in an international 
context. This is due to the different perception of transfer pricing approaches at the lender and 
borrower side that can result in a primary adjustment and subsequently trigger an (economic) 
double taxation. The SBA would welcome, if tax authorities would be encouraged in the final re-
port on FT (BEPS Actions 8 – 10) to restrain from the application of one-sided tests, if the arm’s 

length character was substantiated via other means, e.g. a benchmarking study or a CUP refer-
ence. 

Considering that BEPS Action 4 Report1 explicitly allows the application of one-sided interest de-
duction limitation methods, the SBA would further welcome any simplification and acceleration of 
the double taxation mitigation procedures. The SBA recognizes that Art. 9 Para. 2 OECD MC 
results in much faster remedy from economic double taxation than the direct application of Art. 25 
OECD MC. It is therefore important that at least among OECD member countries, these provi-
sions become part of their tax conventions.2  

1 OECD (2016), BEPS Actions 4, Limiting Base Erosion Involving Interest Deductions and Other Financial 
Payments, p. 13. 
2 Swiss Banking, Public Comments on Scoping of the Future Revision of Chapter IV (Administrative Ap-
proaches) of the Transfer Pricing Guidelines, 20 June 2018. 
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Box B.2.  Question to commentators

Commentators’ views are invited on the example contained in paragraph 17 of this discussion draft; in particular on the relevance of

the maximum amounts that a lender would have been willing to lend and that a borrower would have been willing to borrow, or

whether the entire amount needs to be accurately delineated as equity in the event that either of the other amounts are less than the

total funding required for the particular investment.

Overall, we believe that the accurate delineation of FT should not be subjected to higher scrutiny
than other intra-group transactions. Consequently, any reclassification of FT (e.g. from debt to
equity) should be a rare exception in tax audits. Should it be the case, corresponding requalifica-
tion should take place on the other side of the transaction (lender vs. borrower).

Box B.3. Question to commentators  

Commentators’ views are invited on the breadth of factors specific to financial transactions that need to be considered as part of the

accurate delineation of the actual transaction.

Commentators’ views are also invited on the situations in which a lender would be allocated risks with respect to an advance of funds

within an MNE group.

As regards the breadth of factors, reference is made to our comments to the Box B.2. In addition,
the SBA would welcome more guidance on how the separate legal entity principle should be ap-
plied in the context of FT within a MNE.

2. B.2 The economically relevant characteristics of actual financial transactions

Box B.4. Question to commentators 

Commentators’ views are invited on the guidance contained in this Box and its interaction with other sections of the discussion draft,

in particular Section C.1.7 Pricing approaches to determining an arm’s length interest rate. 

Risk free rate of return  

1. Where, in accordance with the guidance in Chapter I of these Guidelines, the accurate delineation of the actual transaction shows

that a funder lacks the capability, or does not perform the decision-making functions, to control the risk associated with investing in a

financial asset, it will be entitled to no more than a risk-free return as an appropriate measure of the profits it is entitled to retain.

2. A risk-free rate of return is the hypothetical return which would be expected on an investment with no risk of loss. Ultimately there

is no investment with zero risk, and the reliability of available proxies for approximating a risk-free rate of return will depend on pre-

vailing facts and circumstances.

3. An approach which is widely used in practice is to treat the interest rate on certain government issued securities as a reference

rate for a risk-free return, as these securities are generally considered by market practitioners not to carry significant default risk. The

intention of this guidance is to outline an approach for reference purposes without suggesting that a particular government security

should always be used to determine a risk-free rate.

4. To eliminate currency risk, the reference security for determining the risk-free rate would need to be a security issued in the same

currency as the investor's cash flows, i.e. the functional currency of the investor rather than its country of domicile. When there are

multiple countries issuing bonds in the same currency, the reference point for the risk-free rate of return should be the government

security with the lowest rate of return as any difference in rate must be due to differences in risk between the issuers. (See paragraph
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32 )

5. Another relevant aspect in determining the risk-free rate of return will be the temporal proximity of the reference security to the

tested transaction. The security should ideally be issued at the time as the controlled transaction was entered into to eliminate the

effect of differences which may be present between securities issued at different times. (See paragraph 31)

6. Another key consideration would be the maturity of the financial instrument. The duration of the reference security should match

the duration of the investment since the duration of an investment will usually affect its price. The duration of the controlled invest-

ment should be determined as part of the process of accurate delineation of the actual transaction. For example, a financial instru-

ment which is short-term under the written contractual terms between the parties but which is consistently replaced with a new in-

strument may, depending upon the exact facts and circumstances, be accurately delineated as a long-term investment.

7. Due to difficulties in practice, practical solutions might be considered for estimating the risk-free rate of return. For instance, as-

sume a situation where Company A, a member of an MNE group, is not entitled to any more than a risk-free return under the guid-

ance in Chapter I in relation to an advance of funds with a term of 1 year to an associated party, Company B. In approximating that

return, the starting point would be to identify a security issued at the time of the provision of the funding in the same currency as

Company A’s functional currency. Assume that the tax administration of Country X, where Company A is resident, identifies three

securities issued in Company A’s functional currency by the governments of Country X, Country Y and Country Z with a term of 1

year. The credit ratings of the issuing governments are A for Country X, B for Country Y and AA for Country Z. In specifying a mini-

mum credit rating for the issuing government to consider the issued security as a risk-free investment comparable to the controlled

financial transaction, the tax administration of Country X may select the security issued by Country Z as a reference for the risk free

rate of return since it represents the lowest rate of return available at the time of the provision of the funding on all outstanding gov-

ernment bonds in the relevant currency with a term of 1 year.

8. To approximate risk-free rate of returns, government issued securities are not the only reference, and other alternatives may be

considered on prevailing facts and circumstances of each case.

The SBA would appreciate, if CUP would be a more commonly recommended method when de-
termining and testing the arm’s length character of FT prices. In addition, the SBA would welcome,
if the WP6 would provide guidance on how to adjust CUPs that are not perfectly comparable, e.g.
different currencies, ratings or risk profiles, maturity or principal. It would be highly appreciated, if
the WP6 would further provide clearer guidance on the boundary, from which the tax authorities
could consider a CUP reference as not sufficiently comparable.

The SBA believes that there would be no need to further elaborate on risk-adjusted rate of return
method, which is at present the most common pricing approach for loans and financial guaran-
tees, if adjusted CUP would be broadly accepted. In addition, there would be no necessity to
search for alternative sources of risk free rate of return.

Box B.5. Question to commentators 

Commentators are invited to describe financial transactions that may be considered as realistic alternatives to government issued

securities to approximate risk-free rate of returns.

9. The risk-free rate of return may be relevant, for example, as a component in calculating a risk-adjusted rate of return on an in-

vestment or as the return allocable to an investor who has provided funding but has not assumed any of the risks related to the

funding.

10. Paragraph 1.85 gives an example of circumstances where an investor would not be entitled to any more than a risk-free return as

an appropriate measure of the profits it is entitled to retain, where it lacks the capability to control the risk associated with investing in
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a financial asset. In such circumstances, the risk will be allocated to the enterprise which has control and the financial capacity to 

assume the risk associated with the financial asset. That enterprise will be entitled for transfer pricing purposes to the return com-

mensurate with the risk allocated to it. Reference is also made in paragraph 1.103 to the possibility of an assessment being needed 

of the commercial rationality of the transaction in paragraph 1.85 based on the guidance in Section D.2, taking into account the full 

facts and circumstances of the transaction. 

Overall, the SBA believes that the WP6 should recommend CUP method to be referred to in the 
area of FT. Reference is made our comments to Box B.4 above. Secondly, there is a very limited 
risk assumed, if the lender and borrower belong to the same MNE.  

However, should there still be a need for a new source of risk-free rate of return a possible alter-
native to consider could be data from digital commercial platforms for private placements and 
loans for municipalities and other state bodies. Alternatively, other crowdfunding platforms for 
municipalities and state bodies could be considered. The SBA believes that such instruments are 
– as to government issued securities – also connected with risk-free return on the borrower side.

Box B.6. Question to commentators  

Commentators’ views are invited on the practical implementation of the guidance included in paragraph 11 of this Box B.4, and its 

interaction with Article 25 OECD MTC in a situation where more than two jurisdictions are involved. This could arise, for instance, 

where a funded party is entitled to deduct interest expense up to an arm’s length amount, but the funder is entitled to no more than a 

risk-free rate of return under the guidance of Chapter I (see, e.g., paragraph 1.85), and the residual interest would be allocable to a 

different related party exercising control over the risk. 

11. Where a funder lacks the capability to control the risk associated with investing in a financial asset and so is entitled to no more

than a risk-free rate of return, subject to other constraints, the funded party would still be entitled to a deduction up to an arm's length 

amount in respect of the funding. The difference between those amounts would be allocable to the party exercising control over the 

investment risk in accordance with the guidance in Chapter I. 

Risk-adjusted rate of return 

12. As stated in paragraph 6.61, “where a party providing funding exercises control over the financial risk associated with the provision

of funding, without the assumption of, including the control over, any other specific risk, it could generally only expect a risk-adjusted 

rate of return on its funding.” (See also Section D.1.2 and paragraphs 1.85 and 1.103 in particular). 

13. Therefore, in determining the risk-adjusted rate, it is important to identify and differentiate the financial risk which is assumed by

the funder in carrying on its financing activity, and the operational risk that is assumed by the funded party and is connected to the use 

of the funds, e.g., for developing an intangible asset. Guidance on the relationship between risk assumption in relation to the provision 

of funding and the operational activities for which the funds are used is given in paragraphs 6.60-6.64. 

14. For instance, consider a situation where Company F advances a loan to an associated party, Company D, which undertakes the

development of an intangible. Under Chapter I guidance, it is determined that Company F controls and consequently is allocated the 

financial risk associated with funding the development of the intangible, including the potential risk of Company D failing to develop the 

intangible and therefore being unab 

le to repay the loan. However, Company F does not assume the risk of developing the intangible, which is entirely assumed by Com-

pany D under the accurate delineation of the actual transaction. Accordingly, in the event that the ex post results derived from the 

exploitation of the developed intangible were higher (or lower) than the results calculated on an ex ante basis, Company F would not 

be entitled to that difference but to a risk-adjusted rate of return as described in this section. 

15. In general, the expected risk-adjusted rate of return on a funding transaction can be considered to have two components, i.e., the
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The SBA believes that in the scenario described under Para. 14 above, there would be in practice
a guarantee provided to the entity D by e.g. the parent company. Consequently, D would be able
to assume the risk. However, the SBA appreciates that the WP6 addressed the different percep-
tion of arm’s length price that might be applied by the residence state of the borrower and the 

residence state of the lender. We believe that such a mismatch frequently appears due to the
application of one-sided pricing approaches in cross-border FT. Reference is made to the com-
ments to the Box B.1 above and D.1 below.

3. C. Treasury function

Box C.1. Question to commentators  

Commentators are invited to describe situations where, under a decentralised treasury structure, each MNE within the MNE group has

full autonomy over its financial transactions, as described in paragraph 38 of this discussion draft.

The SBA believes that in a decentralized treasury structure, each entity is in charge of its own
cash flow management, credit facilities policy, foreign exchange strategy and hedging transac-
tions. The more international and bigger the MNE is, the faster ceased the decentralized structure
to be efficient in practice. The major benefit of the centralized treasury structure is the concentra-
tion of the treasury expertise in one entity that can provide standardized quality of services to all
other parts of the MNE.

risk-free rate and a premium reflecting the risks assumed by the funder.

16. When the funder is assuming the financial risk under the guidance in Chapter I and is therefore exposed to the potential playing

out of that risk, it will encounter the upside and downside consequences of that risk outcome. Therefore, the assumption of that risk

will warrant an expected remuneration higher than a risk-free rate of return.

17. A risk-adjusted rate of return can be determined under different approaches, for example, based on the return of a realistic alterna-

tive investment with comparable economic characteristics or the cost of funds. 13

18. It may be possible to find a reasonable indicator of a risk-adjusted rate of return from comparable uncontrolled transactions or by

considering realistically available alternative investments reflecting the same risk profile. Depending on the facts and circumstances,

realistic alternatives to an intra-group loan could be bond issuances or loans which are uncontrolled transactions.

19. Another approach to determining the risk-adjusted rate of return would be to add a risk premium to the risk-free return, based on

the information available in the market on financial instruments issued under similar conditions and circumstances.

20. For instance, consider the same fact pattern as described in paragraph 7 but, in this particular scenario, assume that Company A

is found to be entitled to a risk-adjusted rate of return under Chapter I. To determine that return, the tax administration of Country A

considers adding a risk premium to the risk-free rate of return, i.e., the security issued by the government in Country C with a term of 1

year. To estimate the risk-adjusted return, Country A’s tax administration considers that corporate bonds issued by independent

parties resident in Country A operating in the same industry as Company B yield a return comparable to the one that an independent

party would have expected had it invested its funds in Company B under comparable circumstances.

21. Under an approach based on the cost of funds, the controlled transaction would be priced by adding a profit margin to the costs

incurred by the lender to raise the funds advanced to the borrower. That mark-up should be proportionate to the risk assumed by the

lender and calculated according to the guidance provided in paragraphs 89 to 91.
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4. C.1 Intra-group loans

Overall, the SBA would appreciate that WP6 promotes CUP for determining the prices of intra-
group FT. Should other pricing approaches be applied, the SBA takes the following position:  

• a rebuttable presumption that an independently derived credit rating at the group level may be
taken as the credit rating for each group member, for the purposes of pricing the interest rate,
subject to the right of the taxpayer or the tax administration to establish a different credit rating for
a particular member;

Position: The MNEs represented by SBA usually possess several ratings, e.g. short and long 
term counterparty risk ratings, long and short term deposit ratings and issuer rating. In addition, 
several commercial web based tools work with credit default risk rating.3 In our experience all the 
said ratings tend to present different results. Therefore, the SBA would welcome, if the WP6 
would explicitly mention in the finalized report “BEPS Actions 8 – 10: Financial transactions” 

which rating is relevant for the determination of the arm’s length interest rates and guarantee fees. 

Otherwise, the SBA agrees with this rebuttable presumption.   

• a rebuttable presumption that tax administrations may consider to use the credit rating of the
MNE group as the starting point, from which appropriate adjustments are made, to determine the
credit rating of the borrower, for the purposes of pricing the interest rate, subject to the right of the
taxpayer or the tax administration to establish a different credit rating for a particular member.

Position: The SBA suggests that the starting point should be an individual rating of the borrower 
that already exists. In such a case, no adjustment from the MNE group rating to the individual 

3 https://www.moodys.com/sites/products/ProductAttachments/Credit%20Risk%20Calculator.pdf, entered 
on 30 August 2018. 

Box C.2. Question to commentators  

Commentators are invited to consider whether the following approaches would be useful for the purpose of tax certainty and tax com-

pliance: 

• a rebuttable presumption that an independently derived credit rating at the group level may be taken as the credit rating for each

group member, for the purposes of pricing the interest rate, subject to the right of the taxpayer or the tax administration to establish a 

different credit rating for a particular member; 

• a rebuttable presumption that tax administrations may consider to use the credit rating of the MNE group as the starting point, from

which appropriate adjustments are made, to determine the credit rating of the borrower, for the purposes of pricing the interest rate, 

subject to the right of the taxpayer or the tax administration to establish a different credit rating for a particular member. 

Commentators’ views are invited on the use of an MNE group credit rating for the purpose of tax certainty and tax compliance to 

determine the credit rating of a borrowing MNE. 

Commentators are also invited to provide a definition of an MNE group credit rating, how an MNE group credit rating could be deter-

mined in the absence of a publicly-available rating, and how reliable such a group credit rating would be when not provided by a credit 

rating agency.
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rating will be needed. Only if, there are no such values at hand, the starting point should be the
MNE group’s rating.

Box C.3. Questions to commentators

Commentators are invited to provide a definition of the stand-alone credit rating of an MNE.

Commentators’ views are invited on the effect of implicit support as discussed in paragraphs 68 to 74 of the discussion draft, and how

that effect can be measured.

Reference is made to our comment to the Box C.2 – first bullet point.

In our experience the implicit support tends to be provided in most of the cases by the top holding
company, or direct parent company to any existing group company without closely analyzing the
link to the group’s identity. Concerning the determination of the credit rating for individual group 

members reference is made to the Box C.2 – second bullet point.

The SBA welcomes any suggestion of the WP6 that would increase the use of CUP references
for FT. See our comments to the Boxes B.4 and C.2 above. CDS for pricing intra-group loans is
not the most commonly used solution in this context: it is simpler to apply the interest rate of the
underlying loan between third parties than to use the interest rate of the derivative product that
might reflect additional margins.

In practice, application of (adjusted) CUPs and other methods considering credit ratings are the
mostly spread approaches.

The SBA believes that issuance of bonds or crowdfunding present realistic alternatives to the
intra-group loans.

Reference is made to our comments to Boxes B.4, B.5 and C.5.

Box C.4. Questions to commentators  

Commentators’ views are invited on the relevance of the analysis included in paragraph 70 of this discussion draft.

Box C.5. Questions to commentators 

Commentators’ views are invited on:

‒ the role of credit default swaps (CDS) in pricing intra-group loans;

‒ the role of economic models in pricing intra-group loans (for instance, interest determination methods used by credit institutions).

Box C. 6. Questions to commentators  

Commentators are invited to identify financial transactions that may be considered as realistic alternatives to intra-group loans.

Box C. 7. Questions to commentators  

Commentators are invited to describe situations in which an MNE group’s average interest rate paid on its external debt can be con-

sidered as an internal CUP.
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5. C.2. Cash pooling

Box C. 8. Questions to commentators  

With respect to the operation of a physical cash pool, commentators’ views are invited on the situations in which a cash pool leader

would be allocated risks with respect to lending within the MNE group rather than as providing services to cash pool participants

coordinating loans within the group without assuming risks with respect to those loans.

Commentators’ views are also invited regarding the three possible approaches that are described in the draft for allocating the cash 

pooling benefits to the participating cash pool members, along with examples of their practical application. In particular,

• are there circumstances in which one or another of the approaches would be most suitable?;

• does the allocation of group synergy benefits suffice to arrive at an arm´s length remuneration for the cash pool members?;

• whether, in commentators’ experience, the allocation of group synergy benefits is the approach used in practice to determine the

remuneration of the cash pool members?

Commentators are also invited to describe approaches other than the ones included in the discussion draft that may be relevant to

remunerate the cash pool members.

In our view, the cash pool leader only provides a service to the cash pool participants by coordi-
nating loans within the group. The risk inherent to the loan provision is assumed by the lender, i.e.
usually a bank.

Box C. 9. Questions to commentators  

In the context of the last sentence of paragraph 102, commentators’ views are invited on a situation where an MNE, which would have

not participated in a cash pool arrangement given the particular conditions facing it, is obliged to participate in it by the MNE group’s 

policy.

The SBA believes that in a centralized business model individual members of MNEs are bound by
the strategic decision of the group. This applies to any kind of intra-group transactions, e.g. provi-
sion of a brand. Therefore, we would appreciate, if the same transfer pricing treatment would ap-
ply to cash pooling transactions.

Box C.10. Questions to commentators  

Commentators’ views are invited on whether cross-guarantees are required in the context of cash pooling arrangements (physical or

notional), and how they are implemented in practice, along with examples.

Commentators’ views are also invited on whether cross-guarantees are, in effect and substance (even if not in written contractual

form), present in cash pooling arrangements.

In our experience, cross-guarantees are used in the area of FT. However, the MNEs represented
by the SBA have observed their use rather in the area of issuance of bonds.

Box C.11. Questions to commentators  

In a situation where there are off-setting positions within an MNE group, commentators’ views are invited on how accurate delineation 
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of the actual transaction under Chapter I affects the profits and losses booked in separate entities within the MNE group as a result of

exposure to risks.

Regarding scenarios where a member of an MNE group has a risk exposure which it wishes to hedge but there is an off-setting posi-

tion elsewhere in the group and group policy prevents the MNE from hedging its exposure, commentators’ views are invited on wheth-

er that risk should be treated as being assumed by the unhedged MNE or by the entity which sets the group policy. If the latter, what

would be the resulting treatment under the Transfer Pricing Guidelines?

Reference is made our comments to the Boxes B.2 and C.9.

6. D. Guarantees

Box D.1. Questions to commentators 

Commentators’ views are invited on 

• how a related party financial guarantee should be accurately delineated in accordance with the guidance in Chapter I of the TPG

(considering also, for example, situations where it could be considered as a provision of a financial service, the sale of a financial

asset or as a simple treasury service associated with a loan);

• the circumstances in which a guarantee is likely to be insisted upon by an independent lender granting a loan to a member of an

MNE group;

• where guarantees are insisted upon by an independent lender who grants a loan to a member of an MNE group, how and why guar-

antees affect credit rating and loan pricing; and

• examples of the most frequent cases where borrowers obtain guarantees from independent guarantors when borrowing from inde-

pendent lenders together with examples of the process or mechanism by which a price is arrived at.

The SBA believes that the provision of financial guarantee should be treated as a provision of a
financial service. In our experience the guarantee is frequently required for regulatory reasons,
e.g. in order to qualify as an issuer of financial instruments. Overall, the SBA would welcome
more guidance on the impacts of risk assumption and financial guarantees.

We thank you for taking due consideration of our comments.

Yours sincerely,
Swiss Bankers Association

Petrit Ismajli Jean Brunisholz
Head of Tax department Head of Tax Switzerland
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Mr. Pete Hagnauer 
Wieslerstrasse 21 
CH-8702 Zollikon 
pete.hagnauer@gmail.com 

Ladies and Gentlemen, 

as managers of the Swiss Insurance and Reinsurance Captives Association (SIRCA) and 
following your invitation to do so we would hereby submit a few general comments to 
your Transfer Pricing Paper. We represent a number of Swiss domiciled Captives as well 
as some captive related service providers such as Captive Management-, Actuarial-, 
Accounting- et al Companies. The following comments represent the views of SIRCA’s 
President and its General Manager and have not been vetted with the members, who by 
nature of their respective interests might have differing specific views. We have however 
endeavoured to present a typical Captive Company’s position: 

SIRCA welcomes ECIROA’s endeavour to create a section specifically destined for 
Captives of MNEs. Most legislation related to BEPS and Transfer Pricing has in the past 
tacitly included this category within the Insurance paragraphs without taking into account 
MNE-Captives’ specificities. We do also hail the requirements pertaining to genuinity of 
insurance transactions circumscribed in the indicators listed in E.1.166.   

It will be extremely difficult to establish hard and fast generally acceptable levels of Risk, 
Coverage types, Premiums, Reserves and Costs across the board due to every MNE’s and 
its Captive’s very unique structure and Risk Profile and hence what levels could flag 
excessive capital movements in the context of BEPS . Of course there are tools that help 
quantifications, however these deliver only approximations or bandbreadths hardly 
applicable uniformly even among similar industries. We also feel that prevailing market 
conditions should be included when considering adequacy of a captive’s risk assumption 
and its reinsurance arrangements; market conditions fluctuations do not only  mirror 
commercial levels attainable in a particular period, but reflect changing loss patterns and 
investors‘ choice of risk capital allocations to the insurance industry, which only show that 
Risk Quantification is far from a mechanistic science.  Hence Internal Revenue Offices 
will need to apply the OECD rules carefully and individually; needless to observe that in 
many cases the expense of doing so would hardly be warranted by the possible increased 
tax revenue generated at the MNE’s domicile. 
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One can safely assume that competition among the captive industry’s related service 
providers such as Captive Managers, Actuaries, Riskassessors, Accountants, Lawyers, 
Fronting Companies and others will establish useful approximations to ‚correct‘ levels of 
costs involved in operating a captive solution of an MNE. These cost levels may vary 
among domiciles involved; but paramount, we believe, in choosing a captive solution, its 
structure and especially its domiciling should be the abundant availability and quality of 
staff in the chosen location to either adequately equip selfmanaging captives or for 
advisory firms to hire. Clearly some jurisdictions have deficiencies in this respect. 

One last comment pertains to the sometimes contrarian roles of BEPS enforcing agencies 
and insurance regulatory bodies. More often than not these two will be located in different 
jurisdictions and serving two very different interests, the former tending towards retaining 
as much taxable substance in an MNE’s domicile and the latter aiming at protecting the 
(re)insured’s interests. In certain lines of insurance third parties‘ possible claims should be 
safely provided for, hence regulators will tend to ask for adequate levels of pricing, 
reserving and policy conditions which in turn could be contested by the MNE’s internal 
revenue agencies. It would be advisable to establish some form of international 
cooperation and arbitration in order to minimize disputes among the respective agencies 
involved and which in turn would only serve to the detriment of commercial entities 
involved. 

We hope the above remarks prove helpful and we remain at your disposal  for any 
questions that may arise. 

Yours sincerely, 

Peter Hagnauer Daniele Zucchi  
General Manager             President of the Board 

SIRCA 
Uetlibergstrasse 134a 
CH 8045 Zurich 
pete.hagnauer@gmail.com 
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The OECD
To: Tax Treaties, Transfer Pricing and Financial Transactions Division, OECD/CTPA

Per Mail to: TransferPricing@oecd.org

Berne, September 7, 2018

BEPS ACTIONS 8 - 10 – Financial transactions 

Public Comments by SwissHoldings, the business federation of Swiss-based multinational 
enterprises from the manufacturing and service sectors (excluding the financial sector).  

Dear Madam/Sir

The business federation SwissHoldings represents the interests of 62 Swiss-based multinational
enterprises from the manufacturing and service sectors (excluding the financial sector). SwissHold-
ings is pleased to provide comments on the BEPS discussion draft on transfer pricing aspects of
financial transactions:

A clear commitment to the arm’s lengths principle also for financial transactions would be appreci-
ated. Focus of the TPG should be the “right” pricing of financial transactions and not the right level
of the capital structure as such. In order to avoid controversy in this complex area the burden of
proof for potential re-characterization of transactions (e.g. loan to equity) should be on the side of
the tax authorities and applied only in limited case.  In order to minimize the compliance burden
and risk of controversy, OECD should consider to introduce reasonable materiality thresholds and
safe harbours for certain transactions.

The OECD seems to believe that tax payers have the possibility to access credit relevant data (e.g.
at what conditions can a peer borrow money).  For bonds, this data is public. But for loans or other
financing instruments this data is not available, it is confidential and not shared.

Rating agencies do not have that information either. Instead, they rely on certain more or less so-
phisticated models which are usually derived from bond pricing models.

Tax authorities do have the advantage that they get access to the relevant data through their au-
dits. Thus, they have a significant advantage compared to the tax payers.

Reliable data points can be collected for highly liquid bond markets such as e.g. "borrower in the
healthcare industry, 1-year duration in EUR or USD". Loans however are often granted to borrow-
ers in less liquid markets where comparables can hardly be found (e.g. a Latvian MedTech enter-
prise in EUR or a Malaysian speciality chemicals enterprise in Ringgit).

Conditions for long term loans are agreed at a certain point in time. In hindsight such conditions
may look odd and potentially generate the impression that the financial transaction has been set up
mainly for tax purposes. As a side note: In the context of Hard to Value Intangibles, OECD issued
guidance in August 2018 and stated that ex post results can be used as presumptive evidence on
ex ante pricing. The above is therefore not just a theoretic fear but reality. In practice, this leads to
uncertainty and unpredictability for tax payers.
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Ideally MNEs would have the possibility to access the relevant information at banks (e.g. conditions
of loans granted to other MNEs, currency, duration and justification for the agreed interest rate).
Alternatively, OECD could offer access to such an anonymised data base which it maintains for
that purpose.

Specifically, we would like to provide comments on following questions and aspects:

Box B.1. –

Box B.2. Commentators views are invited on the example contained in para.17…

SwissHoldings comments: The example stated makes the overarching assumption that based on
the facts and circumstances, no third party would provide a loan to Company B absent a clear
demonstration of ability to repay principal amount through the good faith financial projections. This
is not the case in many instances where refinancing as a likely outcome is acceptable, or a demon-
stration of ability to repay at least only partially repay principal. Furthermore, financial covenants
may be inserted that require the lender under certain circumstance to liquidate certain assets in or-
der repay principal amounts. Furthermore, the proposition that the ‘excess’ portion of the loan may 
be reclassified as equity is open to vast interpretation and will offer tax authorities a standardised
way to challenge all financing arrangements. Additionally, this paragraph appears somewhat con-
tradictory to statements made in B2 that question whether indeed the entire loan should be reclas-
sified as equity (which it clearly should not).

Paragraph 19 rightly introduces the concept of the other “options realistically available” to both par-
ties, as is now standard practice when considering other intercompany transactions involving sales
of assets (e.g. IP). More guidance is needed however on whether the lender could have used the
funds more profitably. This will not be the single determining factor, and the value of the return on
the investment should be calculated also with reference to the lenders WACC or other such met-
rics.

Para. 20 introduces comparability analysis. This will rarely, if ever, be a practical option, largely due
to large scale unavailability of what would be privately held data and facts and circumstance that
would ever give a meaningful comparison.

Box B.3. Commentator views on the breadth of factors specific to financial transactions…

SwissHoldings comments: Para. 24 describes whether respecting a loan as debt should be influ-
enced by the extent to which the provider of the funds performs the usual functions of a lender.
This will not necessarily apply in common situations where a clean bond issuing SPV is established
(for various reasons) operating purely under a parental guarantee which is, economically a substi-
tute for capital at risk, in order to access the capital market.

Box B.4. –

Box B.5. –

Box B.6. –

Box C.1. Describe situations where, under a decentralised treasury structure…

SwissHoldings comments: Treasury lends itself to a centralised model, and this is generally
adopted by many MNE’s. However, whether centralised or not, the fundamental question has to be
under general transfer pricing considerations, which itself will reflect the underlying treasury func-
tion strategy – provision of routine services and acting as a cost centre, or engaging in entrepre-
neurial risk taking, profit motivated speculative activity and putting at risk cost of capital. The rate of
return should be tied back to the underlying activity, whether decentralised or not.
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Box C.2. Commentators are invited to consider whether the following approaches would be useful
for the purpose of tax certainty and tax compliance:

A rebuttable presumption that tax administrations may consider using the credit rating of the MNE
group as the starting point, from which appropriate adjustments are made, to determine the credit
rating of the borrower, for the purposes of pricing the interest rate, subject to the right of the tax-
payer or the tax administration to establish a different credit rating for a particular member.

Commentators’ views are invited on the use of an MNE group credit rating for the purpose of tax 
certainty and tax compliance to determine the credit rating of a borrowing MNE.

Commentators are also invited to provide a definition of an MNE group credit rating, how an MNE
group credit rating could be determined in the absence of a publicly-available rating, and how relia-
ble such a group credit rating would be when not provided by a credit rating agency.

SwissHoldings comments: The approach proposed in the first bullet above is considered unuseful
for the purpose of tax certainty and tax compliance. This is why it has been crossed out. MNEs are
not uniform and homogenous. Each group member must be individually assessed in terms of its
business, its financials and other individual circumstances (e.g. special financing covenants, guar-
antees etc. and the country it operates in). The business profile for a short cycle consumer prod-
ucts MNE is drastically different to a large EPC capital intensive business and the financing needs
are entirely different.

Any system should be as simple as possible. More sophisticated and more complex models do
generally not lead to higher certainty or better results. To the contrary, models with greater com-
plexity will generally lead to higher uncertainty.

It seems at odds that the starting position is that the rating of a subsidiary is equal to that of the
parent. The rebuttable presumption should be that the subsidiary is rated on a stand-alone basis
(as would be the case with an external rating agency) with a subsequent adjustment upward for im-
plicit parental support.

Para. 52 deals with a loan from a parent entity to a subsidiary (without defining whether a Tier 1 or
lower subsidiary and the absence of a contractual right over the assets of the borrowing company
does not necessarily reflect the economic reality of the risk inherent in the loan. This is a controver-
sial statement, which immediately diverts away from the separate independent enterprise approach
and does not encapsulate very real situations when it comes to grading the level of financial paren-
tal support. The statement also fails to deal with structural subordination. A parent company lend-
ing to a subsidiary will not have access to that subsidiaries assets until such a time that the subsidi-
ary has paid off its creditors and distributed the remaining equity to the shareholder. Thus concep-
tually, a lender to a parent company will be structurally subordinated than a lender who will lend di-
rectly to an operating subsidiary that is generating the operational cash flows to service the debt.

Box C.3. Commentators are invited to provide a definition of the stand-alone credit rating of an
MNE. Commentators’ views are invited on the effect of implicit support as discussed in paragraphs 
68 to 74 of the discussion draft, and how that effect can be measured.

SwissHoldings comments: A relationship bank will always take an implicit support into considera-
tion. There is in general no data point available for a stand-alone view.

The wording in nr. 68 is fine. However, the implicit support has only a value if the bank has detailed
knowledge and insight into the MNE like in the case of a relationship bank. An independent third
party bank will not invest time and effort into a fee quote which will unlikely materialize. Thus, the
effect of implicit support cannot be reliably measured.

As already stated in the general comments above, OECD wrongly assumes that an MNE has or
could have access to all relevant information and knowledge required for an arm’s length pricing.
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Box C.4. Commentators views are invited on the relevance of the analysis included in paragraph
70.

SwissHoldings comments: While the underlying principal behind para.70 may be true, there needs
to be much greater discussion on how to identify, differentiate and price such differences between
strategic and non-strategic entities. As the credit rating of a group company (top-down approach
starting with a parental credit rating and notching down or bottom-up approach starting with a
stand-alone credit rating and notching up) seems to be closely linked to the relative importance of
the group company, we seek concrete guidance on how to measure the importance of group com-
panies. This seems to have a significant impact on the credit rating and is very likely to trigger dis-
cussions with the tax authorities.

Box C.5. Commentators’ views are invited on:

- the role of credit default swaps (CDS) in pricing intra-group loans;
- the role of economic models in pricing intra-group loans (for instance, interest determina-

tion methods used by credit institutions).

SwissHoldings comments: CDS are instruments comparable to insurance policies or simple bets.
CDS and their pricing models are usually guided by bonds (standardized). Such standardized in-
struments should not be used for non-standardized bilateral and usually non-public contracts with
specific covenants (e.g. subordinated vs non-subordinated etc.).

Running and maintaining economic models for the pricing of intercompany loans may be useful for
banks where this is a core business and a core competence. For an industry MNE, this is not a
core competence. It cannot be justified to invest significant amounts into systems and economic
models if this is not a core competence. Moreover, it can be questioned if the result of such eco-
nomic models is valuable and worth the investment given that (i) tax authorities usually still chal-
lenge the result and (ii) the MNE has the possibility to influence the result by influencing the busi-
ness and the financials of its affiliates (type of business, provision of equity, collection of dividends,
payment terms, subordination agreement etc.). After all, systems and economic models make
more sense for banks and similar, as long as the credit business is a core competence of the tax
payer concerned.

CDS are a wide used tool in large MNE’s and the effect, shifting risk from a lender to a counter-
party that is (likely) where the strategic treasury control lies should without question be a key com-
ponent in pricing the loans, whether embedded in the pricing or priced based on the profile and
probability of the borrower.

Box C.6. –

Box C.7. Commentators are invited to describe situations in which an MNE group’s average inter-
est rate paid on its external debt can be considered as an internal CUP.

SwissHoldings comments: Average interest rates paid on external debt should not be considered
as an internal CUP for loans or similar as OECD guidelines will generally be applied to all sorts of
situations. However, there are significant differences between e.g. guaranteed EUR or USD bonds
in Europe and e.g. bank loans in Indonesia from a local bank to a local affiliate. The average inter-
est rate paid does not reflect individual circumstances and covenants such as currency, duration,
securities, country risks etc.

The average rate cannot be used as a CUP for internal borrowings. It does however offer a useful
comparative when pricing parental guarantees.

Box C.8. Cash pooling…
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SwissHoldings comments: It is worth emphasising in the this overall discussion that tax conse-
quences are never the motive for cash pooling, and authorities should realise this when examining
cash pooling arrangements. While the benefits can be fairly easily established, it is important to
also incorporate the role of other arrangements in the pricing, such as intercompany guarantees.
Again, pricing should follow accepted TP considerations, so the remuneration of the cash pool
leader is commensurate with the functional risk profile of the pool leader. But authorities need to be
cognisant of the fact that a pool with a large number of participants where cash is swept on a daily
basis is burdensome and often expensive with sophisticated tools required in order to execute,
manage and track – and rarely if ever tax driven.

Regarding the allocation of cash pool benefits, it is worth mentioning that this is a highly controver-
sial issue and very likely to be challenged by tax authorities (which we have already experienced).
We would appreciate clearer guidance on how the benefit is calculated and then allocated to cash
pool participants.

Box C.9. –

Box C.10. –

Box C.11. In a situation where there are off-setting positions within an MNE group, commentators’ 
views are invited on how accurate delineation of the actual transaction under Chapter I affects the
profits and losses booked in separate entities within the MNE group as a result of exposure to
risks.

Regarding scenarios where a member of an MNE group has a risk exposure which it wishes to
hedge but there is an off-setting position elsewhere in the group and group policy prevents the
MNE from hedging its exposure, commentators’ views are invited on whether that risk should be 
treated as being assumed by the unhedged MNE or by the entity which sets the group policy. If the
latter, what would be the resulting treatment under the Transfer Pricing Guidelines?

SwissHoldings comments: It is unreasonable to believe that affiliates of an MNE will enter into e.g.
fx losses on purpose just because there are certain fx gains elsewhere in the MNE group. There is
no total transparency and the information about off-setting positions alleged to be available is factu-
ally missing. This is why this is considered a theoretic approach not applicable in practice. Moreo-
ver, should this concept be further developed and implemented, there is a risk that e.g. fx losses
may inherently as a presumption no longer be tax deductible while fx gains will continue to be taxa-
ble unless the MNE is able to prove that there are no off-setting positions in the group.

If the entity is setting the group policy and bears the entrepreneurial risk then the appropriate treat-
ment would be the excess return/risk of loss is realised in that entity.

Additional Comment 

Section 2.3 – Rewarding of the cash pool leader 

The Discussion Draft should make clear that also treasury entities of non-financial MNE can be
treated like a bank, if they have adequate substance/risks/functions/capital. The arm’s length remu-
neration for such treasury entities would therefore be based – like for banks – on the spread be-
tween bid and ask for the financial transactions (including lendings/borrowings, F/X, hedging, etc.).
For cash deposits with such treasury entities the deposit rates shall be considered as arm’s length 
CUP as for corresponding deposits with banks (and not a borrowing rate).
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Box D.1. –

Captive Insurance 

In general we have the feeling, that the current draft paper is not appreciating enough the fact how
regulated the insurance business is and the strict governance, risk management and compliance
requirements which needs to be followed by all insurance companies.

Insofar, as it is a highly regulated business, we do not understand the general skepticism and “fre-
quent concern” expressed in par. 166, i.e. whether there exist a genuine insurance transaction.  

Comments in relation to bullet 1 – Box E.1: 

Next to an effective risk transfer test, indicators should be based on risk pooling and risk diversifi-
cation. The US IRS has developed a comprehensive criteria catalogue that provides guidance for
qualifying a scheme as conforming to insurance.

Comments in relation to bullet 2 – Box E. 1: 

Most regulatory regimes now specify the risks which drive a captive’s capitalization requirements. 
We would refer to the Solvency II and equivalent systematics for non-life and life business. Classic
risk categories to apply are Underwriting risk, Reserving risk, Credit risk, Catastrophe risk, Opera-
tional risk and Market risks. The control functions should mirror the various risk categories. The
majority of applicable insurance regulations now require any insurer to have an appropriate risk
and compliance management in place and foresee an independent responsible actuary function
that continuously monitors risk taking governance and solvency adequacy.

Comments in relation to bullet 3 – Box E. 1: 

National insurance regulations, under the influence of Solvency II and other equivalent or similar
legislative initiatives, require strict protocols for outsourcing key functions, such as underwriting.
The control over any qualified captive management service provider is within the scope of the re-
sponsibilities of the board of directors. The board must have the qualifications to exercise its con-
trol functions. Conceptually there should not be any impact on the income allocated to the MNE by
the fact of captive management/underwriting outsourcing. Captive management costs will be in-
curred whether the entity is self-managed or managed partly by a third party. A quantitative exam-
ple is not required to be included in Section E.

Comments in relation to bullet 4 – Box E. 1: 

As indicated above, this scenario appears to be inconceivable as a captive is required to operate
under a license granted by a qualified insurance regulation and regulator. If the captive deviates
from its license framework or otherwise disregards its regulatory duties, it would first face regula-
tory intervention requiring remediation of shortfalls. In the extreme, the license is suspended or re-
voked. The captive owner risks a non-compliance situation and may ultimately need to liquidate. All
national insurance regulations provide for insurance liquidation processes and governance.

Additional comments  

Paragraph 166:  
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The categorization includes criteria which are remote from the standard use and setup of captives.
Thus, accepting third party business is rather the exception than the rule and hence a poor indica-
tor. Direct insurance captives are a minority; the majority of captives are reinsurance operations.

There would be merit to include fronting arrangements as a distinctive feature indicating a reinsur-
ance captive setup.

Moreover, the requirement that “the insured risk would be otherwise insurable outside the group” is
also not reasonable and in clear contradiction to paragraph 173. Hence, we would recommend to
delete this criteria.

Paragraph 167: 

It is not observed that local regulators are imposing “lighter” regulatory regimes to captives com-
pared to the commercial insurance sector. Under Solvency II, the proportionality principle found lit-
tle concrete application for relief from regulatory impositions. Other regulatory environments, in par-
ticular the ones of popular captive domiciles, do apply specific captive regulation, but in terms of
governance and solvency requirements the gap to the commercial insurance and reinsurance sec-
tor is felt to be small. Hence, a clarification would be appreciated.

Paragraph 172 and 173:  

We suggest to add the following additional commercial reasons for an MNE group to use a captive:

• Making available a consistent level of risk coverage throughout the world, which may oth-
erwise not be accepted by local insurers on a local policy.

• Obtain a better understanding of and managing the cost of risks.
• Achieve higher risk coverage limits, since the third party insurer capital is not consumed

by the risks covered by the captive.

Paragraph 177: 

As already mentioned above, the majority of captives are reinsurance operations. Claims manage-
ment of the fronter under the direct insurance is not impacted by the fact that a captive reinsurance
is in place, since the captive will only accept valid claims from the fronter. It is not a common con-
cept that claims handling and other administrative functions related to the fronter’s direct insurance 
business are handled by a member of the same MNE group as the captive. Such outsourcing, if at
all permissible, would need approval from the regulatory body.
It is not correct that a majority of the fronter’s premium are passed to the captive. Actually only the 
premium related to the risk covered by the reinsurance contract is paid to the captive.

Paragraph 178: 

The concerns raised in this paragraph do not reflect the fact that both the direct insurance contract
between the fronter and a member of an MNE group as well as the reinsurance contract between
the fronter and the captive of the same MNE group are subject to strict regulatory requirements
and supervision and that the premiums payable under both contracts are subject to a professional
underwriting process also regulated and supervised by the competent regulatory body.

Paragraph 183: 
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The logic of the statements made under this section are difficult to understand and are generally
disputable. It needs to be observed that captives are subject to rigorous solvency regulations.
These are based on conservative assumptions leading to generally high capitalization levels com-
pared to similar sized commercial (re)insurers which may profit from either a higher diversification
or broader community of insureds. In this sense, the statement of “insurance regulators frequently 
set lower regulatory capital requirements for captives” is misleading and disregards facts. From a 
captive owner perspective, the practical experience with various local regulators differs from the
statements made in 183. There are stringent actuarial requirements in place and corresponding re-
porting to regulators that assure captives operating at solvency ratios significantly higher than
100%. It would be recommendable that pertinent statistics are consulted to test 183 against facts.
Hence, again also here a correction and clarification would be appreciated.

Paragraph 184/185: 

The right allocation of group synergies depends on the specific facts and circumstances and in par-
ticular the function and risk profile of the captive insurance entity. Further guidance and clarification
is required in order to avoid controversy.

Box E.1. – 

Box E.2. – 

Box E.3. – 

We kindly ask you to take our comments and proposals into due consideration.

Yours sincerely

SwissHoldings
Federation of Industrial and Service Groups in Switzerland

Dr. Gabriel Rumo Martin Hess

CEO Senior Policy Manager Taxation
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Organisation for Economic Co-operation and Development 
Centre for Tax Policy and Administration 
Tax Treaty, Transfer Pricing & Financial Transactions Division 
2, rue André Pascal 
75775 Paris Cedex 16 
France 

Submitted by email: TransferPricing@oecd.org 

7 September 2018 

Comments on the BEPS Actions 8-10, focusing on the transfer pricing aspects of financial 
transactions  

Dear Sir / Madam, 

Taxand welcomes the opportunity to provide comments on the transfer pricing aspects of financial 
transactions as laid out in the public Discussion Draft released 3 July 2018. Our thoughts are based on our 
experience in dealing with setting up general transfer pricing policies for cross-border financing, but also 
with tax audits and controversy in various jurisdictions where we have encountered differing approaches 
and results.  

We have attempted to respond to each question in an exhaustive manner below. 

Box B.1. Commentators’ views are invited on the guidance included in paragraphs 8 to 10 of this 
Discussion Draft in the context of Article 25 of the OECD Model Tax Convention (“MTC”), paragraphs 
1 and 2 of Article 9 of the OECD MTC as well as the BEPS Action 4 Report. 

8. Although this guidance reflects an approach of accurate delineation of the actual transaction in
accordance with Chapter I of these Guidelines to determine the amount of debt to be priced, it is
acknowledged that other approaches may be taken to address the issue of the capital structure under
domestic legislation before pricing the interest on the debt so determined. These approaches may include a
multi-factor analysis of the characteristics of the instrument.

9. Accordingly, this guidance is not intended to prevent countries from implementing approaches to address
capital structure and interest deductibility under domestic legislation, nor does it seek to mandate accurate
delineation under Chapter I as the only approach for determining whether purported debt should be
respected as debt.

Groupement d’intérêt économique - RCS: C 68 
1B, Heienhaff - L – 1736 Senningerberg (Luxembourg) 
Banque et Caisse d’Epargne de l’Etat, Luxembourg 
IBAN LU49 0019 2855 1871 6000, BIC: BCEELULL 
VAT identification: LU 220 135 38 237
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10. Although countries may have different views on the application of Article 9 to determine the capital
structure of an entity within an MNE group, the purpose of this section is to provide guidance for those
countries that use the accurate delineation under Chapter I to determine whether a purported loan should
be regarded as a loan for tax purposes (or should be regarded as some other kind of payment, in particular
a contribution to equity capital).

Historically, the spirit and the letter of the internationally accepted tax rules have been crafted with the 
main idea to prevent any double taxation arising from mismatches resulting from differential treatments 
of the same arrangement further to any local regulations. More recently, the output from the BEPS 
project underlined these same principles and introduced commonly accepted new rules eliminating 
double non-taxation.  

Accordingly, these principles would need to be upheld in all contexts of the analysis of transfer pricing, 
including the analysis of financial transactions. The existing tools such as the mutual agreement 
procedure (MAP), the provisions included in individual double tax treaties as well as the provisions 
introduced by the MTC and the BEPS project deliver the appropriate instrumentation for adjustments 
where tax authorities have differing views on the analysis of a specific arrangement, including the capital 
structure and overall interest deductibility arising from financial transactions.  

As with other types of transactions, certainty should be provided to taxpayers that access to these 
tools is not hindered or discontinued by local tax authorities (either from a legislative or from a more 
general practical perspective) and that taxpayers can effectively and efficiently benefit from these 
principles in line with the spirit of the internationally accepted tax framework.  

Applying the same principles, it is expected that a common delineation of the financial transaction 
between the jurisdictions of the lender and the borrower must be achieved for transfer pricing purposes 
which would result in an arm’s length interest deductibility (i.e. arm’s length interest rate applied to an 
arm’s length quantum of debt). As it may be the case in many jurisdictions, this may create a conflict with 
other local legislation such as thin capitalization rules, whose standalone application may alternatively 
give rise to double taxation. In such cases, we believe that any clash and dispute between the two 
jurisdictions would need to be resolved using the above-mentioned tools with the view to eliminate 
double taxation.  

In addition, some domestic regulations provide for safe harbour rules on interest rates. For the sake of 
clarity, we would also like this Discussion Draft on financial transactions to address the interaction with 
the guidance in section E of Chapter IV. More specifically, comments on the circumstances and 
conditions under which such safe harbour provisions must be disregarded would be appreciated by 
both taxpayers and tax administration. 

Box B.2. Commentators’ views are invited on the example contained in paragraph 17 of this 
Discussion Draft; in particular on the relevance of the maximum amounts that a lender would have 
been willing to lend and that a borrower would have been willing to borrow, or whether the entire 
amount needs to be accurately delineated as equity in the event that either of the other amounts are 
less than the total funding required for the particular investment. 
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17. For example, consider a situation in which Company B, a member of an MNE group, needs additional
funding for its business activities. In this scenario, Company B receives an advance of funds from related
Company C which is denominated as a loan with a term of 10 years. Assume that, in light of all good-faith
financial projections of Company B for the next 10 years, it is clear that Company B would be unable to
service a loan of such an amount. Based on these facts and circumstances, it can be concluded that an
unrelated party would not be willing to provide such a loan to Company B. Accordingly, the accurately
delineated amount of Company C's loan to Company B for transfer pricing purposes would be a function of
the maximum amount that an unrelated lender would have been prepared to advance to Company B; and
the maximum amount that an unrelated borrower in comparable circumstances would have been willing to
borrow from Company C. (See Section C.1.1 The lender’s and borrower’s perspectives). Consequently, the
remainder of Company C's advance to Company B would not be recognised as a loan for the purposes of
determining the amount of interest which Company B would have paid at arm’s length.

For transfer pricing purposes, it is required that the conditions imposed in controlled transactions be in 
line with conditions achievable between unrelated parties. The case for the apportionment of the capital 
structure between debt and equity of the related party subsidiary should be no exception.  

In the case where there are differences between (i) the lender’s and the borrower’s perspectives and (ii) 
the actual funding needs, the apportionment of the intragroup funding between “equity-in-kind” and 
“debt-in-kind” should be done based on what would happen between independent companies. In other 
words, the split should be done up to the level that is deemed to be achievable between unrelated 
parties, and the reassessment / disallowance of the funding above that arm’s length level would be done 
for transfer pricing purposes.  

In our opinion, full disallowance of the total funding would apply only in the following cases: 

• There is a clear evidence that the lender, at the time of negotiations, was unwilling to take on any
credit risk vis-à-vis that borrower [i.e. they were unwilling to provide any lending to the
borrower]; or,

• The financial health of the borrower, including the value of the asset financed by the funding,
would not present clear evidence that the borrower would be able to at least service or reimburse
the funding.

All these cases are consistent with the arm’s length principle. 

Commercially, there are a few clear examples where behaviour between independent lenders and 
borrowers can point to what happens at arm’s length where funding needs are higher than available 
financing:  

• “Amend-and-extend” policies applied by the banks during the after-math of the financial crises
(2009-2010) and in the wake of the sovereign debt crisis (2010-2011), where borrowers en
masse were not able to keep up with their pre-crisis financial covenants due to significant asset
write-downs and in certain cases write-offs. The arm’s length reaction from the banks back then
was to:
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o Allow borrowers to “kick the can down the road” – by continuing to service their debts on
the basis of the generated cash-flow, borrowers were allowed to continue paying interest
and re-evaluate the situation in subsequent periods; for borrowers which were not able to
continue servicing their interest payments, debt restructuring programs were put in place,
where old debt was replaced / refinanced partly with capital and partly with new, more
expensive debt.

o Disregard leverage covenants based on asset valuations, which under normal conditions
would have required either additional equity injections from borrowers (deemed
impossible in many cases e.g. where real estate funds lost 50% of their pre-crisis market
value) or early repayment of those debts (also deemed impossible as this would have
entailed fire sales of assets for even lower valuations than their contemporaneous fair
market values).

Accordingly, the banks did not outright reclassify / convert their loans into equity capital which 
would have completely changed their own balance sheets, due to the massive write-downs, and 
would have impacted their own financial health by swapping guaranteed loan repayments with 
less regularly administered dividends (under best case scenarios).  The lenders were rather more 
concerned with keeping the nature of their original funding the same, while trying to minimise 
their credit risk through some restructuring of the previously-provided lending, which in turn 
allowed the lenders to charge some additional fees.  

• Speculative development financing (principle is similar with any infrastructure funding or cases
where the asset is currently not generating any cash flow and not expected to generate any for
some time): Company A is envisaging to borrow funds to purchase land on which to build a new
property and to finance the construction of a property.

Based on a valuation of the land (location, expected size of the development, features of the future
property, target tenants, etc.) Company A approaches third party banks to help finance the
development. During the negotiations it becomes clear that the banks would be willing to provide
up to 70% of the combined land and construction costs. Company A will not be able to pay any
interest during the development stage (which covers a large part of the life of the loan provided
by the banks), and interest will accrue and capitalise until the property is completed, at which
point management may decide to sell the property or to rent it out. Due to the numerous financial
restrictions of the third-party funding, management decides that for operational reasons
Company A will need more flexibility relative to the financing terms and accordingly request
shareholders to fully finance the purchase of the land and the construction budgets. Accordingly,
they split the financing between debt (70%) and equity capital (30%) in line with the indicative
terms they have received from the third-party banks.

Box B.3. Commentators’ views are invited on the breadth of factors specific to financial transactions 
that need to be considered as part of the accurate delineation of the actual transaction.   
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Commentators’ views are also invited on the situations in which a lender would be allocated risks 
with respect to an advance of funds within an MNE group. 

The factors aiding in the accurate delineation of the actual debt transaction would be different depending 
on the type of transaction (and sometimes the sector and purpose of the loan) that we are trying to 
delineate.  

The financial industry is very specific and financial transactions have features and economic 
characteristics that sometimes cannot be exactly modelled on traditional business. 
Therefore, to accurately delineate a loan transaction, we consider that the following factors should be 
identified and analysed for pricing purposes: 

• Characteristics of the financial instrument and contractual terms;
• The purpose of the funding;
• Functional analysis of the lender and the borrower;
• The sector and country risk (and other adjustments);

1. Characteristics of the financial instrument and contractual terms

The features and the conduct of the parties in relation to different types of debt transactions may be 
quite different – e.g. a “bullet loan” will have different characteristics from an amortizing loan, from a 
zero-coupon bond, from a revolving credit facility (“RCF”), from a private equity sponsored payment-in-
kind notes (“PIK”), from repurchase agreements, etc. These transactions will carry different financial risk 
and thus will have different security requirements from the perspective of the lender. The most common 
factors for the classification of a loan transaction vs equity capital in our opinion are:  

• The obligation and regularity of interest payments (or accruals in the case of PIK notes, or RCFs);
• The right to enforce payments by the lender (either interest only, or interest plus principal, again

depending on the type of the transaction);
• The existence of a fixed repayment date;
• The collateral necessary to secure the lending;
• The restrictive covenants that would be tested over regular periods (e.g. at the end of every year);
• Restrictions to obtain funding from other unrelated sources (or the existence of an inter-creditor

agreement which would define the conditions of repayment and the ranking of the various senior
/ junior lenders);

• The clear stipulation of what the borrower would need to pay, in case of failure of repayment.

2. The purpose of the funding

This factor should necessarily be taken in account to conduct an appropriate comparability analysis. 
Depending on purpose of the financial transaction analysed, the risks, ratios and functions assessed to 
evaluate the credit worthiness from a lender’s perspective are different. In arm’s length conditions 
independent parties would consider different proxies to determine the credit rating of specific 
transaction depending the purpose of the funding. 

For example, this can be confirmed for these three types of funding: 
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• Current operations / working capital - for this kind of funding, the credit worthiness of the
borrower is generally based on historical financial data and the specific characteristics of the loan
(i.e. maturity, issue date, payment rank, etc.…). 

• Real estate asset funding - frequently a real estate acquisition is made through financial vehicles
incorporated for the purpose of the deal. For this type of transactions, the asset remains the most
relevant proxy to evaluate the credit risk. Therefore, the pricing of such a transaction can be
reasonably made only by assessing the creditworthiness of the asset purchased. In this respect, an
analysis of the nature of the real estate opportunity investment, the quality of the real estate asset,
the potential costs and revenues expected, and the relative exposition to the risk reflected by the
loan to value/cost ratio (which is one of the specific ratio to the real industry sector) should be
performed as a part of the accurate delineation of the transaction.

• Project finance/start-up funding -  under this kind of transactions, the funding entails a loan
structure that relies primarily on the project's future cash flow for repayment, with the project's
assets, rights and interests held as secondary collateral. Therefore, in addition to the debt
instrument characteristics, the risks related to the different phases of the project (i.e.
construction, installation or exploitation) should be identified and analysed to evaluate the credit
risk. It should be noted that each project has its specific risks and those risks are not of the same
level and intensity whether, for example, the project is in its construction or operation phase

3. Functional analysis:

We agree with the guidance presented in paragraph B.2.2. 

In our view, besides the functions performed and the risks assumed by the borrower and the lender in a 
specific financial transaction, it is important to also consider the role of the treasury company at a global 
level. Indeed, the allocation of certain risks (i.e. hedging) might have a significant impact on the 
applicable methodology to price the tested controlled transaction.  

4. Sector and country risk

A financial transaction should also be assessed according to the sector in which the MNE operates and 
look at the activity of the borrowing entity. Financial transactions cannot be properly analysed without 
considering the features of the industry. One should specifically look at the volatility within the sector, 
the capital intensity within the market, the cash conversion cycle, etc.  

If we take the example of the Debt-to-Equity ratio - it will be higher in a sector which needs high level of 
investments in infrastructure. A company providing energy will have a higher Debt-to-Equity ratio than a 
company providing technology services.  

Moreover, a company with a long cash conversion cycle will need more short-term debt than a company 
with a short cash conversion cycle as it will need a short-term loan to face its short-term cash needs. In 
other cases, the use of a ratio using the EBITDA will not be appropriate say in the real estate industry. 
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The analysis of the sector will also help to determine the average need of financing within the sector and 
will help to better understand the rationale of the financial transaction. The analysis of the sector is thus 
essential and will help to select the appropriate benchmarking ratio. The use of the industry’s average of 
this appropriate ratio could then help to support the arm’s length price for a financial transaction.  
 
The country risk is also very important in delineating a financial transaction. It determines a part of the 
risk that should be assessed while looking at a financial transaction considering the local market 
features: inflation, stability of the market, political stability, local laws, etc. These features might have a 
great impact on the pricing, e.g. lending to a company operating in an emerging market can be riskier 
than lending to a company in a mature country.  
 
Box B.4. Commentators’ views are invited on the guidance contained in this Box and its interaction 
with other sections of the Discussion Draft, in particular Section C.1.7 Pricing approaches to 
determining an arm’s length interest rate.  
 
Risk free rate of return 
 
1. Where, in accordance with the guidance in Chapter I of these Guidelines, the accurate delineation of 
the actual transaction shows that a funder lacks the capability, or does not perform the decision-making 
functions, to control the risk associated with investing in a financial asset, it will be entitled to no more than 
a risk-free return as an appropriate measure of the profits it is entitled to retain.  

 
2. A risk-free rate of return is the hypothetical return which would be expected on an investment with 
no risk of loss. Ultimately there is no investment with zero risk, and the reliability of available proxies for 
approximating a risk-free rate of return will depend on prevailing facts and circumstances.  
 
3. An approach which is widely used in practice is to treat the interest rate on certain government 
issued securities as a reference rate for a risk-free return, as these securities are generally considered by 
market practitioners not to carry significant default risk. The intention of this guidance is to outline an 
approach for reference purposes without suggesting that a particular government security should always be 
used to determine a risk-free rate. 
 
4. To eliminate currency risk, the reference security for determining the risk-free rate would need to be 
a security issued in the same currency as the investor's cash flows, i.e. the functional currency of the investor 
rather than its country of domicile. When there are multiple countries issuing bonds in the same currency, 
the reference point for the risk-free rate of return should be the government security with the lowest rate of 
return as any difference in rate must be due to differences in risk between the issuers. (See paragraph 32) 
 
5. Another relevant aspect in determining the risk-free rate of return will be the temporal proximity of 
the reference security to the tested transaction. The security should ideally be issued at the time as the 
controlled transaction was entered into to eliminate the effect of differences which may be present between 
securities issued at different times. (See paragraph 31)  
 
6. Another key consideration would be the maturity of the financial instrument. The duration of the 
reference security should match the duration of the investment since the duration of an investment will 
usually affect its price. The duration of the controlled investment should be determined as part of the 
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process of accurate delineation of the actual transaction. For example, a financial instrument which is 
short-term under the written contractual terms between the parties but which is consistently replaced with 
a new instrument may, depending upon the exact facts and circumstances, be accurately delineated as a 
long-term investment.  

7. Due to difficulties in practice, practical solutions might be considered for estimating the risk-free
rate of return. For instance, assume a situation where Company A, a member of an MNE group, is not
entitled to any more than a risk-free return under the guidance in Chapter I in relation to an advance of
funds with a term of 1 year to an associated party, Company B. In approximating that return, the starting
point would be to identify a security issued at the time of the provision of the funding in the same currency
as Company A’s functional currency. Assume that the tax administration of Country X, where Company A is
resident, identifies three securities issued in Company A’s functional currency by the governments of Country
X, Country Y and Country Z with a term of 1 year. The credit ratings of the issuing governments are A for
Country X, B for Country Y and AA for Country Z. In specifying a minimum credit rating for the issuing
government to consider the issued security as a risk-free investment comparable to the controlled financial
transaction, the tax administration of Country X may select the security issued by Country Z as a reference
for the risk free rate of return since it represents the lowest rate of return available at the time of the
provision of the funding on all outstanding government bonds in the relevant currency with a term of 1 year.

8. To approximate risk-free rate of returns, government issued securities are not the only reference,
and other alternatives may be considered on prevailing facts and circumstances of each case.

We agree with the majority of guidance presented in this section, with one small exception – the practical 
solution presented in para 7 above.  

In the case where the tax administration of Country X can select the interest rate paid by a different 
government, Country Z, denominated in the same currency as that of Country X and for the same 
maturity, assumes explicitly that debt markets are no longer national and local but rather international 
and global. Whereas we agree that this may be the case over the past several years (and lack of financial 
data has practically made it necessary to look for comparable data from other geographical markets), we 
think that it is extremely important that tax authorities participating in the OECD forum reach an 
agreement on the main principles of how to delineate the appropriate reference market for 
comparison.  

As can be expected, there are two schools of thought: 

• Funding markets are global – therefore, e.g. comparable transactions from the Italian Euro debt
markets are acceptable by the French tax authority, assuming all other features of the
transactions are comparable; in this case, we would agree that the risk-free return for Country X
may be the risk-free return in the economy of Country Z, as a borrower in Country X would be
able to borrow on Country Z’s market (which is not always the case and may warrant additional
review of the facts and circumstances of the individual case); or,

• Funding markets are local - in which case risk-free rates of return would need to be based on local
benchmarks. This appears to be the relevant feature under section B.2.3 (para 28) of this
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Discussion Draft, where the “geographical location of the borrower” is considered a key 
characteristic of the transaction for pricing purposes.  

In our experience, there are plenty of examples where either of these assertions may be true: 

• An example of global markets would be the private equity funding market which is not as
developed, say in Eastern Europe so corporates may revert to using global comparables or
comparables from Western Europe;

• in a different example, the French corporate debt market may be considered relatively developed
so data for local comparables may be available;

• In yet another set of circumstances, one may choose comparables from a different market (where
the risk-free rate is lower) and make adjustments for local market reasons. This can be described
with the following very recent real-life example - in September 2018, two comparable bonds (7
year, fixed rate, same rating) were issued by 2i Rete Gas (Italian) and by Telefonica (Spanish)
groups. The Italian company paid a spread of 165 bps, while the Spanish spread was limited to 95
bps. The appropriate analysis in our mind would be to consider:

o Risk-free rate (lowest possible risk of default); and,

o Risk premium, depending on (a) the credit risk of the borrower (per their rating) and (b)
the country risk of the borrower that, per the example above, as it is not reflected in the
rating of the borrower.

Therefore, the analysis would need to refer to the pricing of (i) comparable bonds issued on the 
Italian market, or (ii) comparable bonds issued in the European Union and subsequently adjust 
for the country risk premium.  

In our experience, we have seen tax authorities in various countries taking positions in contradictory 
ways. This situation only brings additional confusion to taxpayers as the principles are never consistent. 

Box B.5. Commentators are invited to describe financial transactions that may be considered as 
realistic alternatives to government issued securities to approximate risk-free rate of returns.  

9. The risk-free rate of return may be relevant, for example, as a component in calculating a risk-
adjusted rate of return on an investment or as the return allocable to an investor who has provided funding
but has not assumed any of the risks related to the funding.

10. Paragraph 1.85 gives an example of circumstances where an investor would not be entitled to any more
than a risk-free return as an appropriate measure of the profits it is entitled to retain, where it lacks the
capability to control the risk associated with investing in a financial asset. In such circumstances, the risk
will be allocated to the enterprise which has control and the financial capacity to assume the risk associated
with the financial asset. That enterprise will be entitled for transfer pricing purposes to the return
commensurate with the risk allocated to it. Reference is also made in paragraph 1.103 to the possibility of
an assessment being needed of the commercial rationality of the transaction in paragraph 1.85 based on the
guidance in Section D.2, taking into account the full facts and circumstances of the transaction.
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The closest proxy for risk-free returns on the market are provided by: 

• Bond indices drawn on the pricing of government bonds – these are in essence directly related to
the individual government bonds but may be a better proxy than individual government bond
pricing, particularly during turbulent times (e.g. Greek bond prices / yields during the
government bond crisis of 2012 was exhibiting extreme volatility making it very unreliable when
trying to set a corporate loan interest rate for a Greek corporate);

• Credit market benchmarks such as Libor, Euribor, Stibor, etc. or their long-term equivalents – i.e.
the swap rates equivalents to short term floating rates. These are an appropriate alternative as
they represent the cost of debt of equivalent highly-rated organizations and are available in
multiple maturities, currencies and geographies, which makes them easy to use and apply. They
also represent highly liquid instruments – a feature that is also present with government bonds
under normal market conditions.

Box B.6. Commentators’ views are invited on the practical implementation of the guidance included 
in paragraph 11 of this Box B.4, and its interaction with Article 25 OECD MTC in a situation where 
more than two jurisdictions are involved. This could arise, for instance, where a funded party is 
entitled to deduct interest expense up to an arm’s length amount, but the funder is entitled to no 
more than a risk-free rate of return under the guidance of Chapter I (see, e.g., paragraph 1.85), and 
the residual interest would be allocable to a different related party exercising control over the risk.  

11. Where a funder lacks the capability to control the risk associated with investing Risk-adjusted rate of
return in a financial asset and so is entitled to no more than a risk-free rate of return, subject to other
constraints, the funded party would still be entitled to a deduction up to an arm's length amount in respect
of the funding. The difference between those amounts would be allocable to the party exercising control
over the investment risk in accordance with the guidance in Chapter I.

12. As stated in paragraph 6.61, “where a party providing funding exercises control over the financial risk
associated with the provision of funding, without the assumption of, including the control over, any other
specific risk, it could generally only expect a risk-adjusted rate of return on its funding.” (See also Section
D.1.2 and paragraphs 1.85 and 1.103 in particular).

13. Therefore, in determining the risk-adjusted rate, it is important to identify and differentiate the financial
risk which is assumed by the funder in carrying on its financing activity, and the operational risk that is
assumed by the funded party and is connected to the use of the funds, e.g., for developing an intangible asset.
Guidance on the relationship between risk assumption in relation to the provision of funding and the
operational activities for which the funds are used is given in paragraphs 6.60-6.64.

14. For instance, consider a situation where Company F advances a loan to an associated party, Company D,
which undertakes the development of an intangible. Under Chapter I guidance, it is determined that
Company F controls and consequently is allocated the financial risk associated with funding the
development of the intangible, including the potential risk of Company D failing to develop the intangible
and therefore being unable to repay the loan. However, Company F does not assume the risk of developing
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the intangible, which is entirely assumed by Company D under the accurate delineation of the actual 
transaction. Accordingly, in the event that the ex post results derived from the exploitation of the developed 
intangible were higher (or lower) than the results calculated on an ex ante basis, Company F would not be 
entitled to that difference but to a risk-adjusted rate of return as described in this section.  

15. In general, the expected risk-adjusted rate of return on a funding transaction can be considered to have
two components, i.e., the risk-free rate and a premium reflecting the risks assumed by the funder.
16. When the funder is assuming the financial risk under the guidance in Chapter I and is therefore exposed
to the potential playing out of that risk, it will encounter the upside and downside consequences of that risk
outcome. Therefore, the assumption of that risk will warrant an expected remuneration higher than a risk-
free rate of return.

17. A risk-adjusted rate of return can be determined under different approaches, for example, based on the
return of a realistic alternative investment with comparable economic characteristics or the cost of funds.

18. It may be possible to find a reasonable indicator of a risk-adjusted rate of return from comparable
uncontrolled transactions or by considering realistically available alternative investments reflecting the
same risk profile. Depending on the facts and circumstances, realistic alternatives to an intra-group loan
could be bond issuances or loans which are uncontrolled transactions.

19. Another approach to determining the risk-adjusted rate of return would be to add a risk premium to the
risk-free return, based on the information available in the market on financial instruments issued under
similar conditions and circumstances.

20. For instance, consider the same fact pattern as described in paragraph 7 but, in this particular scenario,
assume that Company A is found to be entitled to a risk-adjusted rate of return under Chapter I. To
determine that return, the tax administration of Country A considers adding a risk premium to the risk-free
rate of return, i.e., the security issued by the government in Country C with a term of 1 year. To estimate the
risk-adjusted return, Country A’s tax administration considers that corporate bonds issued by independent
parties resident in Country A operating in the same industry as Company B yield a return comparable to the
one that an independent party would have expected had it invested its funds in Company B under
comparable circumstances.

21. Under an approach based on the cost of funds, the controlled transaction would be priced by adding a
profit margin to the costs incurred by the lender to raise the funds advanced to the borrower. That mark-up
should be proportionate to the risk assumed by the lender and calculated according to the guidance
provided in paragraphs 89 to 91.

In an ideal world, we would be able to engage all concerned jurisdictions while applying the principles 
described in the paragraphs above. The cases where multiple jurisdictions are concerned (e.g. in the case 
of complicated treasury activities being performed across several jurisdictions), the APA program should 
be the best tool to use to make sure that the assumption and the management of financial risks are 
properly remunerated. In cases where tax audits give rise to a reassessment and re-allocation of the 
interest income / expense would need to be introduced, the MAP program should be the appropriate tool 
to use. Given the potential frequency of disputes related to funding transactions, may be a more 
straightforward / slimmed down version of the MAP may be introduced to minimise the time spent for 
MAP along a more simplified / direct filing, so as not to present additional strain on the resources of 
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involved tax authorities (e.g. in the UK, HMRC provide access to an Advance Thin Capitalisation 
Agreement program, which is an APA-style, slimmer from a procedural perspective alternative). 

Box C.1. Commentators are invited to describe situations where, under a decentralised treasury 
structure, each MNE within the MNE group has full autonomy over its financial transactions, as 
described in paragraph 38 of this Discussion Draft. 

38. The organization of the treasury will depend on the structure of a given MNE group and the complexity
of its operations. Different treasury structures involve different degrees of centralisation. In the most
decentralised form, each MNE within the MNE group has full autonomy over its financial transactions. At
the opposite end of the scale, a centralised treasury has full control over the financial transactions of the
group, with individual group members responsible for operational but not financial matters.

The treasury activities in a group normally require two components for a successful deployment: 

• A team of very experienced people with sophisticated financial skills and good connections to the
market (banks and investors); and,

• A high level of capitalisation to be able to establish the appropriate contractual relationships with
counter-parties, as well as put in place the IT and middle office capabilities necessary to support
the transactions.

As is the case with other transversal functions in global organisations, MNEs manage to gain certain 
efficiencies (in terms of costs and risk management) when the treasury team(s) is managed across the 
whole organisation in a more centralised manner. The main case where “complete decentralisation” and 
independence in the running of the treasury functions exists as a result of M&A activities (an acquisition 
that has not been completely integrated in the group, or the case where as part of the preparation of a 
potential spin-off the group is separating the integrated treasury function to the business unit to be sold) 
or ring-fencing of a specific business unit for regulatory, or commercial reasons. In our experience, in 
99% of the cases, the treasury function is integrated across the group (whether in one jurisdiction or 
across a few geographies that are with significant presence for the group) and independent functioning 
of individual treasury teams is not really happening. In a similar manner, KPIs that treasury teams are 
measured against are also set in a way to evaluate the performance of the overall team, rather than the 
performance of the individual sub-team, that is part of the whole organisation.  

Box C.2. Commentators are invited to consider whether the following approaches would be useful 
for the purpose of tax certainty and tax compliance:  

• a rebuttable presumption that an independently derived credit rating at the group level may
be taken as the credit rating for each group member, for the purposes of pricing the interest
rate, subject to the right of the taxpayer or the tax administration to establish a different
credit rating for a particular member;

• • a rebuttable presumption that tax administrations may consider to use the credit rating of
the MNE group as the starting point, from which appropriate adjustments are made, to
determine the credit rating of the borrower, for the purposes of pricing the interest rate,
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subject to the right of the taxpayer or the tax administration to establish a different credit 
rating for a particular member.   

Commentators’ views are invited on the use of an MNE group credit rating for the purpose of tax 
certainty and tax compliance to determine the credit rating of a borrowing MNE.  
Commentators are also invited to provide a definition of an MNE group credit rating, how an MNE 
group credit rating could be determined in the absence of a publicly-available rating, and how 
reliable such a group credit rating would be when not provided by a credit rating agency. 

To the extent that individual members of the MNE are considered to be separate companies (i.e. on the 
basis of the merits of their own assets, business performance and collateral, without any explicit 
guarantees or support from the group), we are of the opinion that it would be wrong to automatically 
base individual credit ratings of the borrowing subsidiaries on the rating of the group or to automatically 
assume that the rating of the group should be the starting point of the determination of the borrowing 
subsidiary. The group rating should be a factor to consider, along the lines of the likelihood that the 
subsidiary be supported in times of financial hardship, as this discussion has already mentioned.  

This is driven by the behaviour of third party lenders, as commercially there are clearly two extreme 
cases which would be observed at arm’s length:  

(1) Where a group company with significant assets requests financing from a third party (local) bank,
the bank would probably provide the financing and ask for guarantees against the assets of this
subsidiary (with the accompanying anti-asset stripping provisions), rather than the assets of the
parent of the MNE. In this case, group rating would probably be a factor, but of lesser importance,
as the lender would be able to have direct guarantee provided by the assets and performance of
the borrower;

(2) Where a group company request third party financing and does not have any significant assets (or
assets are of questionable quality / negative equity), the third-party lender will ask for an explicit
guarantee from the parent, and if the borrowing is significant (relative to the size of the group), it
is likely that additional security against other subsidiaries of the group (commercially called
“obligors”) may be requested. In this case, the rating of the group will be more relevant than in the
first case above.

We can also confirm that most of the cases in our practice fall in-between these two cases and 
professional judgement needs to be applied to arrive at a sensible result. From this perspective the 
approach described in this Discussion Draft about the importance of the subsidiary in the MNE is very 
relevant.  

In our practice, particularly during the years after the financial crisis, tax authorities have also brought 
up a few interesting cases where there is a “negative implicit support” or “negative halo effect” – i.e. 
where the rating of the individual borrowing subsidiary is considerably better than the rating of the 
group (as the group was going through difficult times in other key markets). For the purposes of 
determining of the interest rate applicable to that particular “crown jewel” subsidiary, tax authorities 
have requested that better intragroup funding conditions are provided to that subsidiary than the 
general transfer pricing policy applied across the group, due to the special status of that particular 
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subsidiary. In those cases, if the presumption is that we should apply the group rating to this subsidiary, 
there will clearly be in violation of how third-party banks would commercially approach the subject.  

Definition of an MNE group credit rating: the opinion of an independent market player (a credit rating 
agency or a bank) on the strength of the balance sheet, commercial and business strategy, cash-flow 
generation potential, borrowing capacity and historical performance of a group, compared to a number 
of peer enterprises over time, and expressed numerically. The group rating takes into consideration the 
combined strength of all the subsidiaries of the group (including their assets and liabilities), including, if 
any, off-balance sheet liabilities.  

Determination of an MNE group rating in the absence of a public one: as mentioned in this Discussion 
Draft, there are a number of commercially available models provided by credit rating agencies, which are 
built upon: 

(i) historical financial and statistical data about a particular sector / geography, and
(ii) that are supported by the full faith of the rating agencies. These models are commercially sold

and used by a number of market participants, and whereas they do not cover any detailed
qualitative review of the group, provide, per official marketing materials from the rating
agencies, a very good correlation between the ratings done by the quantitative model and the
actual ratings provided by the rating agencies. These models may be supplanted with a
qualitative review of the groups’ strategy, management teams track record, prepared by the
consultant / taxpayer and the respective tax authorities on the basis of public information
(this process is similar to the process used by the rating agencies when they arrive at their full
ratings); additional information may be collected through management interviews in order to
achieve full coverage.

Box C.3. Commentators are invited to provide a definition of the stand-alone credit rating of an MNE. 
Commentators’ views are invited on the effect of implicit support as discussed in paragraphs 68 to 74 
of the Discussion Draft, and how that effect can be measured. 

The definition of the standalone credit rating of an MNE is similar to the rating of the group MNE (see 
above), with the exception that it only focuses on the financial components, assets, and history of the 
individual subsidiary, rather than on the combined effect of the subsidiaries in the group.  

We agree with the proposed language / approach with respect of the considerations of implicit support. 
We can confirm that some of the rating providers have published guidelines very similar to what has 
been included in this Discussion Draft (para 68-74). In addition, they have already included reviews of 
some of these factors mentioned as key in this Discussion Draft and they are already a part of the ratings 
methodologies achieved by their models.  

Box C.4. Commentators’ views are invited on the relevance of the analysis included in paragraph 70 
of this Discussion Draft. 

70. In assessing the extent to which it may be reasonable to assume that the group would be likely to
support a particular entity, a group member with stronger links, that is integral to the group's identity or
important to its future strategy, typically operating in the group's core business, would ordinarily be more
likely to be supported by other group members than a less integral member. The impact of an assessment of
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implicit support is a matter of judgement but depending on the particular facts and circumstances it may be 
appropriate to treat those entities most likely to receive group support as having a credit rating more 
closely linked to the group rating. 

The application of the group rating to selected important members of that group should not be automatic 
and though it could be used as a starting point for the analysis of the rating of the subsidiary. Аs with any 
topic in transfer pricing, the analysis to reach the conclusion on whether to use the group rating should 
be fact-based.  

In general, a subsidiary may be considered strategically important if (list is not exhaustive): 

• It is the main subsidiary representing the group in a particular geographical market;
• It shares the name of the group / the brand of the group and uses it in conducting its business;
• It is considered a key market for the expansion of the group, per contemporaneous business

strategy;
• Even in cases, where the subsidiary may not have been financially successful in a specific market,

it may be considered strategically important due to its geographical market, or more general
group strategy.

Accordingly, based on such analysis, it may be appropriate to start the review on the basis of the group 
rating, but downward adjustments should not be excluded based on, e.g. the financial strength of the 
balance sheet of the subsidiary and asset intensity.  

In addition, in performing an analysis on whether to use the group rating as a starting point, we should 
also review the behaviour of willing third-party lenders in those specific markets. Based on our 
experience, we can say that there are the following approaches typically seen in practice by third party 
lenders when they consider providing finance to members of MNEs, which may be directly related to the 
use of the group credit rating or not:  

• In the case where the borrower has significant assets, a working business, and sufficient financial
strength and collateral security that they are willing to provide to the lender, then the association
to the group would be a lot less relevant when determining the terms and conditions to provide
the financing, irrespective of how strategically important that subsidiary is within the group;

• In case the borrower is new to the market, does not have financial history, valuable assets, no or
limited cash flow generation capacity until the business is up and running, etc. then the
association to the group would play a much more important role. In such cases, third party
lenders may request various types of financial guarantees, such as Letters of Credit or direct
parent guarantees, in addition to the fact that the subsidiary is part of the group. In the absence of
an explicit guarantee, the group rating would be appropriate to be used as a starting point, but the
final credit rating used would need to be adjusted for the other features of the transaction (e.g.
seniority to other existing debt, requirements to abide by strict covenants, etc.);

In a similar fashion, another case which need to be appropriately reviewed when considering the use of 
the group rating is where cross-guarantees are provided by the various subsidiaries within the group. 
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This is relatively common in many cases where third party financing is provided to the group, at the 
holding level and the cash is used to support the business of the various subsidiaries, but as part of the 
negotiations, some or all subsidiaries (the ones which own most of the assets) have provided collateral to 
the bank, in order to receive the funding. In such cases, those subsidiaries which have provided the 
security will evidently need to receive better pricing terms, compared to those subsidiaries which have 
not, despite the fact that all the subsidiaries in the group may be considered strategically important. 
Accordingly, the adjustments to the respective terms and conditions would need to take into 
consideration these additional features.  
 
Box C.5. Commentators’ views are invited on: 
 ‒ the role of credit default swaps (CDS) in pricing intra-group loans; 
 ‒ the role of economic models in pricing intra-group loans (for instance, interest determination 
methods used by credit institutions). 
 
In our experience, credit default swaps are used by some treasurers as a proxy for base / risk-free rates 
in the computation of appropriate rate on intragroup loans. This approach may be considered 
appropriate when other closer alternatives are not available (e.g. when government bond debt of similar 
rating and / or maturity is not publicly traded) or when extreme volatility does not render steady base 
rates (e.g. at the peak of the government debt crisis, government yields for Greek bond were not stable 
over a short period of time).  
 
Economic models used by credit institutions may be relevant for the purposes of pricing of intragroup 
loans to the extent that these models are not polluted by the overall relationship between the credit 
institution and the borrower. As may be expected, banks have various departments and credit-related 
businesses, so when they decide to provide a specific loan, that pricing may be polluted by the additional 
business that they intend on offering to that borrower. Unfortunately, in practice, it is very difficult to 
determine whether this is the case, and as a result both the taxpayer and the tax authorities suffer from 
information asymmetry.  
 
Box C.6. Commentators are invited to identify financial transactions that may be considered as 
realistic alternatives to intra-group loans 
 
Intra-group loans do not have alternatives in the world of intragroup financing. 
 
If you mean whether there are other alternatives for comparable transactions to corporate loans in 
determining the arm’s length interest rate, the market offers the following alternatives, depending on the 
sector of the market / investors’ appetite:  
 

• Investment-grade corporate bonds / obligations – these are somewhat different from corporate 
loans, as they turn to a different audience of primarily institutional investors; during normal 
market conditions (when there is sufficient supply of money in the market and credit institutions 
are not shoring up their balance sheets in expectation of further market turmoil), these are more 
expensive than corporate loans to issue and administer;  
 

• High yield / junk / sub-investment / junior grade corporate bonds (which in terms of ranking 
could be first-lien, second-lien, etc.);  
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• Asset-backed loans / bonds – these are bonds which have direct collateral on specific assets; the
difficulty of using such transactions as comparable is driven by the complexity of properly
comparing equivalent assets for similar assets;

• Private placement funding – these are markets where private investors provide funding to
corporates; under normal conditions, these bonds / loans are more expensive than traded debt
and present more restrictions on borrowers (in terms of making sure that they pay regular
interest); the difficulty of using such comparables is that they are impossible to find given that
they are typically private transactions between an institutional investor and a corporate
borrower;

• Crowd-funding platforms providing debt for small companies – this is a novelty on the market and
these platforms do not (yet) offer a real alternative to debt markets; however, they may become
more prevalent over the next few years;

• For short-term maturities, there are also several other types of papers, traditionally commercially
used by corporate borrowers such as Certificates of Deposits (CDs), Commercial Paper, and notes;

• In certain special circumstances, structured products (e.g. interest rate derivatives) may be
appropriate, to the extent that the conditions of the controlled transaction are similar to those
occurring between independent parties.

Box C.7. Question to commentators Commentators are invited to describe situations in which an 
MNE group’s average interest rate paid on its external debt can be considered as an internal CUP. 

The most appropriate case where external average interest rates for the group may be used as an 
Internal CUP is when a very large proportion of the external financing (e.g. more than 50%) is provided 
to one large subsidiary intragroup, whose assets and earnings capacity has been key in determining the 
terms and conditions on the external financing. In other words, where the purpose of external financing 
is to support one (or a very small number of) subsidiaries, then the link between the rating of the group 
and the rating of the individual subsidiary could be straight-forward. In most other cases, average 
external interest rate would be decoupled from intragroup funding costs.  

Box C.8. With respect to the operation of a physical cash pool, commentators’ views are invited on 
the situations in which a cash pool leader would be allocated risks with respect to lending within the 
MNE group rather than as providing services to cash pool participants coordinating loans within 
the group without assuming risks with respect to those loans. Commentators’ views are also invited 
regarding the three possible approaches that are described in the draft for allocating the cash 
pooling benefits to the participating cash pool members, along with examples of their practical 
application. In particular:  

• are there circumstances in which one or another of the approaches would be most suitable?;
• does the allocation of group synergy benefits suffice to arrive at an arm´s length

remuneration for the cash pool members?;
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• whether, in commentators’ experience, the allocation of group synergy benefits is the
approach used in practice to determine the remuneration of the cash pool members?

Commentators are also invited to describe approaches other than the ones included in the 
Discussion Draft that may be relevant to remunerate the cash pool members. 

Remuneration of members of a cash pool should be commensurate with the services provided, assets 
used, and risks assumed (i.e. in line with arm’s length conditions). The main difficulty of cash pooling 
from a theoretical and practical perspective is finding real commercial comparable arrangements, as this 
is typically an internal function which does not readily exist between unrelated parties, or when it exists 
the remuneration of the bank / third party which provides that service is opaque and/or coupled with 
other services that the bank may provide to corporates. In our opinion, each case should be analysed on 
the basis of its own merits and we cannot generalise with one particular preferred approach.  

Box C.9. In the context of the last sentence of paragraph 102, commentators’ views are invited on a 
situation where an MNE, which would have not participated in a cash pool arrangement given the 
particular conditions facing it, is obliged to participate in it by the MNE group’s policy. 

102. The cash pool member is likely to be participating in providing liquidity as part of a broader group
strategy, an arrangement in which the member can participate as depositor or borrower, which may
include among its aims a range of benefits that can only be achieved as part of a collective strategy
involving the pool members, done for the benefit of all of the pool participants, and the membership of which
is limited to entities within the group. Pool participants deposit cash to the pool (or withdraw cash from the
pool), and not to (or from) a particular cash pool member. No member of the pooling arrangement would
expect to participate in the transaction if it made them any worse off than their next best option.

103. In delineating the cash pool transactions, it may be that the savings and efficiencies achieved are
determined to arise as a result of group synergies created through deliberate concerted action (as discussed
in Section D.8 of Chapter I).

A member of an MNE would almost always participate in a group cash pool, as this is the most efficient 
way of using the group’s resources for the group’s business. The only cases where this would not be 
applicable, would, in our experience, be driven by commercial restrictions and requirements from 
external stakeholders (e.g. banks, creditors, governments, etc.). These can be categorised under the 
following main circumstances:  

i. M&A activity -the entity is expected to be no longer part of the MNE, and as part of the
preparation for a spin-off, the group has started separating the functions of the entity which will
remain after the sale or the entity has been acquired and it has not been fully integrated in the
acquirer’s business;

ii. Ring-fencing for local regulatory reasons: e.g. where business units need to be ring-fenced (e.g.
the defence industry due to national defence reasons);

iii. Commercial ring-fencing when new investments are made in specific industries which are subject
to special taxation / regulatory regimes, and which may expose the group to additional financial
risks – e.g. in the extraction industry, an individual special purpose vehicle may be set up for a
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specific oil well and its results would be subject to local taxation, etc.; the group may decide that 
they would not invest more / support the subsidiary further than what has already been initially 
agreed with local governments, etc., until the subsidiary does not start producing positive cash 
flow. Accordingly, it may be considered necessary for the group to exclude that subsidiary from 
participation in the cash pool.  

Box C.10. Commentators’ views are invited on whether cross-guarantees are required in the context 
of cash pooling arrangements (physical or notional), and how they are implemented in practice, 
along with examples.  

Commentators’ views are also invited on whether cross-guarantees are, in effect and substance 
(even if not in written contractual form), present in cash pooling arrangements.  

Cross-guarantees are not required per se, even though, in practice they are almost always enforced. 
Consider the following real-life example:  

MNE X is a group operating in the construction of large infrastructure projects. It is split into two 
separate business units and subsidiaries A and B, one operating essentially on the European market, the 
other essentially on the US market. Each of subsidiaries A and B are the holding companies and operate 
regional cash pools for their respective subgroups / markets. There are no formal intragroup cross-
guarantees between A and B. The European business is generating positive cash flows and cash pool A is 
net positive. Cash in A supports the group’s business in the US, and all cash from the European 
subsidiaries is swept overnight to the accounts of A, which in turn re-dispatches the cash to cash pool B. 
As a result, cash pool A is a net lender to cash pool B.  
Cash pool B is financing the US subsidiaries of the group. The US business is experiencing some serious 
financial difficulties and needs capital to pay for unexpected overspent of CAPEX in the US market. The 
funding provided by A is not sufficient to cover the budget overruns of B, and the US business does not 
generate sufficient funds to cover the gap. In addition, the US business has external funding which it can 
no longer service and declares chapter 11 protection to reorganise and restructure its external debt. The 
funds from cash pool A, as well as the future positive cash from the European business is “on the hook”, 
as part of the restructuring of the US debt.  

As a result, A and all its subsidiaries which sent their cash to A are liable to provide resource and pay the 
debts of the US business, even without a formal cross-guarantee. A is not made whole by the group and 
has borne an actual commercial financial and operating risk, without have any control over it (i.e. 
because of the existence of the cross-guarantee).  

Box C.11. In a situation where there are off-setting positions within an MNE group, commentators’ 
views are invited on how accurate delineation of the actual transaction under Chapter I affects the 
profits and losses booked in separate entities within the MNE group as a result of exposure to risks.  

Regarding scenarios where a member of an MNE group has a risk exposure which it wishes to hedge 
but there is an off-setting position elsewhere in the group and group policy prevents the MNE from 
hedging its exposure, commentators’ views are invited on whether that risk should be treated as 
being assumed by the unhedged MNE or by the entity which sets the group policy. If the latter, what 
would be the resulting treatment under the Transfer Pricing Guidelines? 
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The accurate delineation of a hedging transaction under TPG principles would be to consider both legs of 
the transaction – the risk-assuming and the risk-hedging – together. The mechanism would be to 
introduce an off-setting adjustment to the tested party which assumes the financial and operational risk, 
in line with its capability (teams and experience) and financial capacity to cushion against these risks. If a 
third party (i.e. group entity through a group policy) imposes on the tested party that contractually 
assumes the financial and operational risks, then the imposing entity is in effect controlling that risk (or 
controlling another entity within the group which controls that risk and which has put in place an 
appropriate hedge). The imposing entity would therefore need to make whole the tested entity, possibly 
through imposing a compensating adjustment from the hedging entity, in line with the group policy (it is 
expected that a group policy would not result in a systematic recognition of losses in one entity for the 
benefit of the whole group).  

Box D.1. Question to commentators Commentators’ views are invited on: 

• how a related party financial guarantee should be accurately delineated in accordance with
the guidance in Chapter I of the TPG (considering also, for example, situations where it could
be considered as a provision of a financial service, the sale of a financial asset or as a simple
treasury service associated with a loan);

• the circumstances in which a guarantee is likely to be insisted upon by an independent
lender granting a loan to a member of an MNE group;

• where guarantees are insisted upon by an independent lender who grants a loan to a
member of an MNE group, how and why guarantees affect credit rating and loan pricing; and

• examples of the most frequent cases where borrowers obtain guarantees from independent
guarantors when borrowing from independent lenders together with examples of the
process or mechanism by which a price is arrived at.

A financial (or any) guarantee is recognized when a guarantor (related party) to a transaction may 
crystalize a liability in the event of any adverse commercial trading conditions, which would not allow 
the borrower / guaranteed party to perform financially. A financial guarantee would be:  

• a financial service; in most cases, this will be provided by a parent / entity with the financial
prowess and management team capable of honouring the liabilities of the guaranteed party. It is
expected that such financial service is not free, and the guaranteed party would be benefitting
from it;

• a financial asset; in this case, the financial guarantee would be comparable to selling insurance,
and its price would be comparable to insurance premium for similar services.

A guarantee would typically be insisted upon by an independent lender when: 

• the borrowing entity of the MNE is not sufficiently capitalized or risks of being inappropriately
capitalized as a result from some adverse financial conditions;
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• the financial maintenance / incurrence covenants of a particular transaction have been breached;
in this case the guarantee may not necessarily be directly triggered, but certain renegotiation /
equity injection may be necessary in order to shield the independent lender from the increased
financial risk;

• the borrower / the entity receiving the guarantee would not be in a position to perform per the
initially agreed schedule of debt service.

The financial guarantee granted to the borrower would directly create a legal enforceable obligation on 
the guarantor to make whole the independent lender for the shortfall or failure of the borrower per the 
financial conditions stipulated by the financial guarantee. In the case of a default from the borrower, this 
would automatically trigger the responsibility of the guarantor to honour the agreement and cover the 
liability of the borrower. Accordingly, the credit rating of the borrower would be notched up to the credit 
rating of the guarantor. In most cases, financial guarantees would have a negative effect on the interest 
rate charged by independent lenders, as the most collateral is produced (or the more valuable the 
collateral), the lower the financial risk the independent lender undertakes. 

The described situation of borrowers obtaining guarantees from independent guarantors to cover 
funding from third party lenders is quite an unusual one, within the context of intragroup financing. The 
main commercial example that fits this description, and that we have seen in practice is in the case of 
trade finance. The example is as follows:  

• the purchaser of goods A has negotiated with supplier B to purchase certain goods or services;
both are independent parties;

• payment terms for A are up to 180 days after delivery of the goods / services by B;

• by the nature of the relationship between A and B, B is providing 180-day financing of the
accounts payable of A (i.e. financing A’s working capital). As such, B is exposed to the financial risk
that A runs into a financial failure during that period and is not in a condition to honour its
payment obligation;

• As part of the commercial arrangement therefore B requests that A provides either:
o Letters of Credit from a third-party C (may be a bank or other type of guarantor), to make a

payment to a beneficiary (B) once certain criteria are met (e.g. if payment is not made by A
at the end of the 180-day period);

o A bank guarantee is provided by a third-party bank to B, which is a bank’s commitment to
honour payment to B if A does not fulfil their contractual obligations.

• B may have a requirement that the guarantor (C or other specialised providers of trade finance
guarantees, such as Euler Hermes or Aon) has a minimum credit rating / balance sheet strength /
reputation and financial robustness so as to be certain that its financial risk is really hedged.

• The pricing mechanism that C would apply would be either:
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o In case C is a bank – they would require certain capital to be locked away in an escrow
account, which would computed on the basis of their internal risk management models; in
the cases where banks agree to provide that guarantee, the credit rating of the borrower A
and its history will be taken into consideration in the determination of the price of the
guarantee and the size of the deposit [the riskier the borrower, the higher the price and the
higher the deposit; the bank will walk away if it is determined that the risk is too high; in
certain cases, they may even ask that their exposure is 100% covered by the deposit in the
escrow account – we have several examples for arm’s length behaviour of foreign banks in
Eastern Europe over the past 10 years, where banks were only ready to provide funding to
third parties if these third parties had a deposit for the same amount blocked in the bank].

o In case C is a specialty insurer, B will be purchasing (or asking A to cover to cost of) the
insurance premium to insure the amount that A would owe B within the 180-day period.
This premium will be computed on the basis of the expected loss / loss given default model
applied to A’s facts and circumstances.

Box E.1. Commentators’ views are invited on the following:  

• when an MNE group member issues insurance policies to other MNE group members, what
indicators would be appropriate in seeking to arrive at a threshold for recognising that the
policy issuer is actually assuming the risks that it is contractually assuming;

• when an MNE group member issues insurance policies to other MNE group members, what
specific risks would need to be assumed by the policy issuer for it to earn an insurance return,
and what control functions would be required for these risks to be considered to have been
assumed; and

• whether an MNE group member that issues insurance policies to other MNE group members
can satisfy the control over risk requirements of Chapter I, in particular in the context of
paragraph 1.65, in situations where it outsources its underwriting function. Comments are
also invited on whether an example would be helpful to illustrate the effect of outsourcing the
underwriting function on the income allocated to the MNE group member that issues
insurance policies;

• when an MNE group member that issues insurance policies does not satisfy the control of risk
requirements of Chapter I, what would be the effect of this on the allocation of insurance
claims, premiums paid and return on premiums invested by that MNE group member.

If the policy issuer is behaving as expected – i.e. performing the functions of independent insurers (e.g. 
setting regulatory capital in line with Solvency II / Basel III requirements, covering the costs of such 
events for the insured members of the group, etc.), and has the capital and teams to manage the 
underlying insurance risks - it is expected that they would de facto assume and manage the insurance 
risk. The return on capital may also be an indicator for the arm’s length nature of the whole arrangement 
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– in case the return on capital realised by the insurer is way above the return for comparable insurance
risk, it would entail that the insured entities have a less expensive alternative – insuring through a third
party, which would cost less and be more efficient. Evidently, the levels of risks insured, and other
comparability requirements would have to be appropriately met.

In case the insurer does not actually control the insurance risk and only provides capital, the activity 
would merit a return commensurate with that of a risk-free asset over the life of the insurance policies 
(when taking into consideration the insurance and administrative costs). The excess would need to be 
split between the insurance holders, in line with their relative contributions.  

Box E.2. Commentators’ views are invited on the relevance and the practical application of the 
approach described in paragraph 181 of this Discussion Draft. 

181. Alternatively, actuarial analysis may be an appropriate method to independently determine the
premium likely to be required at arm’s length for insurance of a particular risk. In setting prices for an
insurance premium, an insurer will seek to cover its expected losses on claims, its costs associated with
writing and administering policies and dealing with claims, plus a profit to provide a return on capital,
taking into account any investment income it expects to receive on the excess of premiums received less
claims and expenses paid.

We agree with the description of the price-setting mechanism. 

Box E.3. Commentators’ views are invited on the example described in paragraphs 187 and 188 of 
this Discussion Draft.  

187. For example Company A is a high street retailer of high value new technology consumer goods. At the
point of sale, A offers insurance policies to third party customers which provide accidental damage and theft
cover for a 3-year period. The policies are insured by B, an insurer which is part of the same MNE group as
A. A receives a commission with substantially all of the profit on the insurance contract going to B. A full
factual and functional analysis shows that the insurance contracts are very profitable and that there is an
active market for insurance and reinsurance of the type of risks covered by the policies. Benchmarking
studies show that the commission paid to A is in line with independent agents selling similar cover as a
standalone product. The profit B earns is above the level of insurers providing similar cover.

188. In considering how the conditions of the transaction between A and B differ from those which would be
made between independent enterprises, it is important to consider how the high level of profitability of the
insurance policies is achieved and the contributions of each of the parties to that value creation. The
product sold to the third party is an insurance policy substantially the same as that which any other insurer
in the general market could provide. The sales agent has the advantage of offering the insurance policy to
its customer alongside the sale of the goods to be insured. It is the advantage of intervening at the point of
this sale which provides the opportunity to earn a high level of profit. A could sell policies underwritten by
another insurer and retain most of the profit for itself. B could not find another agent that has the
advantage of point of sale contact with the customer. The ability to achieve the very high level of profit on
the sale of the insurance policies arises from the advantage of customer contact at the point of sale. The
arm's length remuneration for B would be in line with the benchmarked return for insurers insuring similar
risks and the balance of the profit should be allocated to A.
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In the example above, it transpires that the key component of the value chain of the insurance 
transaction is the direct connection at the point of sale with the insurance customer. As such, the 
theoretical bargaining position of A vis-à-vis B is much stronger given (i) the relatively ease of replacing 
B with an independent insurer for a similar service and (ii) the point-of-sale access to insurance 
customers which A controls. Under such circumstance, A would be price-setter rather than a price-taker 
within its interaction with B. Accordingly, it would be expected that B would make an investment return 
for insurers in line with that of comparable insurance providers, with A keeping the balance of the 
profits.  

Taxand is the world’s largest independent tax organisation with more than 400 tax partners and over 
2,000 tax advisors in 50 countries. If you have comments or questions, please feel free to contact any of 
the following: 

Xaver Ditz  +49 2289594226 xaver.ditz@fgs.de  
Stefano Bognandi +39 02494864 sbognandi@led-taxand.it 
Vincent Desoubries +33 17 0395490 vincent.desoubries@arsene-taxand.com  
Deyan Mollov  +44 20778634790 dmollov@alvarezandmarsal.com  

Yours sincerely on behalf of Taxand 
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RE:  Discussion Draft on BEPS Actions 8-10 - Financial Transactions 

Dear Sir or Madam: 

In 2013, the OECD launched its base erosion and profit shifting (BEPS) 
project addressing perceived issues regarding multinational corporations’ 
cross-border tax planning (the BEPS Project or Project).  Pursuant to the 
Project, and in an attempt to address the perceived tax planning issues, the 
OECD released a series of final reports under the Project’s 15 action items in 
October 2015.  At the same time, the OECD acknowledged that additional 
guidance remained to be completed on a number of the 15 action items. 
Actions 8-10, grouped under the title Aligning Transfer Pricing Outcomes with 
Value Creation, were among the items needing further work. 

In this regard, on 3 July 2018, the OECD issued a public discussion 
draft under Actions 8-10 requesting input from relevant stakeholders on the 
transfer pricing aspects of financial transactions (the Discussion Draft or 
Draft).  On behalf of Tax Executives Institute, Inc. (TEI), I am pleased to 
respond to the OECD’s request. 

TEI Background 

TEI was founded in 1944 to serve the needs of business tax 
professionals.  Today, the organization has 57 chapters in Europe, North and 
South America, and Asia.  As the preeminent association of in-house tax 
professionals worldwide, TEI has a significant interest in promoting tax 
policy, as well as the fair and efficient administration of the tax laws, at all 
levels of government.  Our nearly 7,000 individual members represent over 
2,800 of the leading companies in the world.1 

1 TEI is a corporation organized in the United States under the Not-For-Profit 
Corporation Law of the State of New York.  TEI is exempt from U.S. Federal Income Tax under 
section 501(c)(6) of the U.S. Internal Revenue Code of 1986 (as amended).   
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Executive Summary  

TEI commends the OECD, its Committee on Fiscal Affairs, and Working Party No. 6 for 
the work reflected in the Discussion Draft regarding the transfer pricing aspects of financial 
transactions.  Financial transactions are a difficult subject for transfer pricing experts and thus 
additional guidance is welcome.  Overall, TEI views the Discussion Draft as providing a well-
structured overview of the considerations that apply to transfer pricing of intra-group financial 
transactions.  That said, the generally disjointed nature and the many discrete questions included 
in the Draft makes it difficult to compose an overarching set of principled comments in reply, and 
in particular to draft a coherent Executive Summary of such comments.   

Nevertheless, a general executive summary of TEI’s primary points include: 

• Any OECD guidance on the transfer pricing aspects of financial transactions 
should be practical and take into account taxpayer compliance costs. 

• The Draft could be improved by including guidance on negative interest rates. 

• The analysis of recharacterization of a financial instrument as debt or equity, 
either in whole or in part, is misplaced in the Draft and should be removed or 
significantly modified. 

• Accurate delineation of a transaction should start with the contractual terms 
between the parties and such terms should be respected so long as the parties act 
consistently with them. 

• Business (i.e., non-tax) drivers of the decision to fund a related company with debt 
or equity include: flexibility of the funding mix, currency exposure, joint venture 
requirements, cash extraction, commercial considerations, and matching costs 
with income. 

• Much of the guidance on the determination of a risk-free rate of return, and the 
allocation of return in excess of a risk-free rate, is inconsistent with the experience 
of unrelated parties and is likely to cause controversy and practical issues related 
to allocation of a “residual” return to a party that is not a party to the underlying 
financial instrument.   

• The most efficient way to reward the cash pool members, including the cash pool 
leader, is to reflect any synergies and other group benefits, as well as the functions 
performed by the cash pool leader, in the interest rate paid or charged by the cash 
pool leader. 

• TEI believes that an MNE group member would almost always choose to 
participate in a cash pooling arrangement as compared to options offered by 
unrelated parties. 
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• With respect to guarantees, Paragraph 140 states that if a guarantee permits a
borrower to borrow a greater amount of debt than it could in the absence of the
guarantee, then “the remainder of the loan granted should be regarded as
effectively a loan to the guarantor followed by an equity contribution by the
guarantor to the borrower.”  This describes a recharacterization that is not
practicable, is unrealistic, and will raise difficult issues in other areas (such as
withholding taxes).

• Indicators for recognizing that an insurance policy issuer, including a captive
insurer, actually assumes the risks it contractually assumes are whether (i) losses
are paid by the captive insurer, or they would be paid if a loss occurred, whether
or not the captive reinsures risk; (ii) the captive is regulated and audited; and
(iii) the licensed and/or regulated fronting insurance carrier is issuing policies and
reinsuring with the captive.

• The approach set forth in Paragraphs 187 and 188, which suggests that captive
insurance policies earn a greater return than policies from unrelated parties, is
flawed and is inconsistent with the arm’s length standard and should not be
included in the final guidance.

More broadly, TEI encourages the OECD to hold a public consultation on the Discussion Draft in 
the near future so stakeholders’ views can further be expressed and discussed.  Finally, and as 
noted, given the disjointed nature of the Draft, TEI also recommends the OECD issue a second 
discussion draft on this topic – whether or not it also holds a public consultation.  Hopefully with 
the inclusion of views of stakeholders and further consideration by Working Party No.6, any such 
second draft will be closer to a consensus and enable stakeholders to provide additional 
principled comments. 

TEI Comments 

Set forth below are TEI’s comments, generally following the order of issues as they appear 
in the Discussion Draft.   

General Comments on the Discussion Draft 

In TEI’s view, OECD guidance regarding the transfer pricing aspects of financial 
transactions should be practical, taking into account compliance issues and the impact on 
taxpayer staffing, training, expense, and compliance costs.  In this regard, the Discussion Draft 
makes significant progress in many areas.  One aspect lacking in the Draft, however, is with 
respect to negative interest rates on intra-group loans and cash-pooling.  Guidance on the 
approach to determining arm’s length interest rates in the context of negative interest rates would 
be welcome, as this is a contentious subject with certain tax authorities. 

Moreover, the Draft could be improved by providing a clear distinction between the 
Draft’s proposed guidance on financial transactions and the relevant guidance to financial 
institutions in the 2010 OECD Report on Attribution of Income to Permanent Establishments (the 
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“PE Report”), specifically Part II (Special Considerations for Banks) and Part III (Special 
Considerations for Global Dealing of Financial Instruments).  The PE Report contains well 
established rules that taxpayers in the financial services industry have been implementing for 
nearly a decade.  In the interest of clear guidance and certainty, TEI recommends that the OECD 
clarify that it does not intend for the final version of the Discussion Draft to modify or inform the 
guidance in the PE Report.  Alternatively, if the OECD does intend the Draft to modify the PE 
Report, TEI recommends the OECD specifically note the modifications. 

Detailed Comments in Response to the Discussion Draft 

Question to Commentators in Box B.1. Regarding Articles 9 and 25 of the OECD Model Tax 
Convention (MTC) 

Section B. of the Discussion Draft addresses the interaction of the Draft’s guidance with 
Chapter I, Section D.1. of the OECD Transfer Pricing Guidelines (the TPG) and the MTC.  Draft 
Section B. notes that the official OECD Commentary to Article 9 of the MTC (the Commentary) 
states that Article 9 is relevant to both interest rate on an intracompany loan – i.e., the “price” of 
the loan – and whether “a primie facie loan can be regarded as a loan or should be regarded as 
some other kind of payment, in particular a contribution to equity capital.”2   

While the Commentary contemplates that tax authorities may recharacterize a financial 
instrument as debt or equity in contrast to the taxpayer’s characterization of the same instrument 
as equity or debt, TEI submits a discussion of the possibility of recharacterization is misplaced in 
the Discussion Draft.  In TEI’s view, the Draft should focus on providing clear and practical 
guidance on the pricing of financial transactions and the characterization of a financial instrument 
is primarily a consideration of local law.3  In addition, recharacterization of a financial instrument 
may result in economic double taxation, which is contrary to the objectives of the OECD MTC 
and the TPG.  For these reasons, TEI recommends that the final OECD transfer pricing guidance 
on financial transactions omit the debt versus equity characterization question and include only 
commentary on the appropriate pricing of financial instruments.   

If the OECD is determined to proceed with recommending recharacterization in its final 
financial transactions guidance, TEI suggests the OECD set forth standard approaches to the issue 
to avoid inconsistent application by tax administrators that would likely result in double taxation.  
The Discussion Draft describes many factors to consider when addressing the arm’s length nature 
of the debt versus equity question for financial instruments.  These include the particular point 
of an industry in its lifecycle, the effect of government regulations, the availability of financial 
resources in a given industry, the difference between industry sectors in amounts and type of 
funding, etc.  Considering these factors and determining their relative weight is an exercise that 
will by definition be subject to a high degree of judgement.  Asking taxpayers, their advisors, and 
                                                      
2 Discussion Draft at p.4.  
3  See, e.g., comments of Kevin Nichols, senior counsel of the U.S. Department of the Treasury’s Office of 
International Tax Counsel, Tax Notes International, June 11, 2018, at pages 1336-37 (reporting that Mr. Nichols stated 
that the position of U.S. officials remains that article 9 and the arm’s length principle should focus on pricing rather 
than characterization issues).   
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tax authorities around the world to apply these factors will lead to a large variety of potential 
outcomes.  Instead of providing guidance that leaves it open to anyone to develop a position and 
hence create almost infinite potential outcomes, TEI suggests the OECD provide guidance that 
helps taxpayers reach a reliable result.   

In practice this could be achieved by providing guidance for safe-harbors and/or 
rebuttable presumptions (e.g., thin-cap rules, combinations of covenants in loan agreements that 
are frequently found in the open market and can easily be benchmarked).  Such guidance would 
provide taxpayers and tax administrators certainty and reduce the risk of lengthy and costly 
disputes in court and/or the mutual agreement procedure.  With respect to the latter, TEI 
recommends the OECD reaffirm its view that States should ensure that double taxation resolution 
procedures function in an efficient and effective manner, consistent with the guidance under 
BEPS Action 14.     

More broadly, the final report under BEPS Action 2 sets forth more than 450 pages of 
guidance regarding how States may address a cross-border financial instrument characterized as 
debt in one State and equity in the other State.  Despite its length, the Action 2 report may be a 
simpler solution to any tax planning opportunities available to multinational enterprises from the 
inconsistent characterization of an instrument across jurisdictions. 

Question to Commentators in Box B.2. Regarding the Example in Paragraph 17 

In general, the OECD should suggest approaches that would recharacterize a portion of a 
loan as equity only for those situations where it is beyond any doubt that a taxpayer has a non-
arm’s length leverage ratio.  The concept of “realistically available alternatives” as discussed in 
Paragraph 19, creates significant uncertainty due to the subjective nature of the factors listed in 
the paragraph that tax authorities may consider when determining what alternatives 
independent parties may have chosen.  Paragraph 19 lists such things as the funds needed to 
service an entity’s operational requirements, choosing to carry less debt than an entity is capable 
of to avoid placing negative pressure on its credit rating, increasing its cost of capital, and 
jeopardizing its access to capital markets and its market reputation.  Such considerations are 
generally difficult overall operational decisions subject to considerable business judgement.  TEI 
recommends the OECD clearly state that tax administrators should not challenge sound business 
decisions based on the administrators’ subjective observations as to how a taxpayer “should 
have” acted.  In this regard, the guidance should specifically acknowledge section 1.122 of the 
2017 TPG, which states “the mere fact that the transaction may not be seen between independent 
third parties does not mean that it should not be recognized.  Associated enterprises may have 
the ability to enter into a much greater variety of arrangement than can independent 
enterprises . . . .” 

Further, the example in Paragraph 17 is, perhaps of necessity, simplistic.  TEI notes that if 
the circumstances of the example portend, recharacterization should only apply to a portion of 
the loan, not the entire amount, if Company B could have borrowed a smaller amount from an 
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unrelated lender.4  Moreover, business operations change over time and tax authorities are 
inclined to use hindsight on audit when evaluating taxpayer decision.  Using the facts of the 
Paragraph 17 example, assume that at the loan’s origination both Company B and Company C 
expect Company B to be able to repay the loan’s principal and interest based on financial 
projections available at the time.  If, however, business or economic circumstances change, 
Company B may not be able to repay the loan as initially expected.  In such a case, tax authorities 
may discard initial projections in retrospect and disregard the loan, even if the loan was an arm’s 
length transaction when made, based upon the expectations at the time.  TEI would thus welcome 
guidance clarifying that bona fide projections should not be disregarded when circumstances 
change. 

There may also be situations where Company B could not obtain a loan from an unrelated 
lender, but this circumstance should not automatically cause a loan granted by Company C to 
Company B to be recharacterized as equity (e.g., Company B operates in a country without a 
robust banking system and/or has regulatory restrictions preventing foreign banks from lending 
to Company B).5   

Finally, bifurcation of a loan into one-part debt and another part equity, with the 
demarcation being the maximum amount that an independent party would have been willing to 
lend, would lead to confusion and unnecessary complexity.  First, the “maximum amount that an 
unrelated lender would have been prepared to advance to Company B” can be vague.  Should 
tax authorities consider the possibility of posting collateral, implicit support by the group, the 
strategy of the group, or the reputational damage to Company B?  Second, a partial 
recharacterization raises the chances of inconsistency between two countries’ views of the entity’s 
capital structure.  Third, recharacterization should have a high bar, i.e., if it can be easy to separate 
and recharacterize a certain percentage of a loan to equity, it may easily lead to tax authorities 
recharacterizing the entire amount.  Finally, it is difficult to devise an instrument that 
independent parties would view as debt on one hand and equity on the other if the terms of the 
instrument are identical, as would be the case with bifurcation.    

Comments on Paragraph 31 Regarding Economically Relevant Characteristics 

Paragraph 31 notes that “precise timing of the issue of a financial instrument in the 
primary market or the selection of comparable data in the secondary market can … be very 
significant” and thus concludes it is unlikely that multiple year data on loan issuances would 
provide useful comparables. TEI’s view is that the quantitative data is not useful for years that 
show substantial changes, such as during the 2008 financial crisis.  However, rather than the issue 
date of a loan or bond, in TEI’s opinion the yield to maturity of instruments with similar 
remaining maturity should be the tested transaction, if they otherwise have similar risk profiles, 
currency, and seniority.  The current market price of such instruments should ensure comparable 
pricing, leaving the period in which the instruments were issued less relevant. 

                                                      
4  See also the text below.  
5  See also the above referenced note to section 1.122 of the 2017 TPG. 
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Question to Commentators in Box B.3. Regarding Financial Factors and Allocation of Risks 

The accurate delineation of a transaction should start with the contractual terms between 
the parties, in TEI’s view.  Thus, the characterization of a transaction in the contractual agreement 
should not be disregarded unless the parties do not act in accordance with its terms.  If the 
characterization of a transaction can be agreed, then TEI submits that a more detailed analysis 
may be required to determine the arm’s length interest rate.  Such an analysis would account for 
the functions of the parties, risks assumed, and assets used.  

With regard to risk allocation, it may be difficult to determine who, within a multi-
national enterprise (MNE) group, bears the risks associated with an advance of funds.  As noted 
with respect to the delineation of the transaction, such an analysis should start with the 
contractual terms between the parties.  Financial policies of the MNE group regarding solvency, 
capital structure, and actual behavior in situations that can be viewed as precedents also may be 
relevant. 

Finally, we submit the following business (i.e., non-tax) drivers of the decision to fund a 
related company with debt or equity for the OECD’s consideration: 

• Flexibility of the funding mix:  Loan funding can be easily repaid as part of a sale or 
dilution.  Capital is less flexible.  Decapitalization is even more difficult in 
countries where court approval is required (i.e., where it is not a private process); 

• Currency exposure: An equity instrument may have to be denominated in local 
currency whereas lending in foreign tender may avoid valuation issues.  
Furthermore, equity needs to be funded outright, but loans do not and can be 
swapped for a different currency; equity therefore requires long term currency 
exposure, which can be costly if the entity plans to repatriate cash in the near term; 

• Joint Venture requirements: In joint ventures where proportionate funding is a 
requirement, funding is a cooperative process: both equity and debt funding have 
to be consistent, and shared, amongst venture partners; 

• Cash extraction: Capital intensive industries may incur losses in the early years of 
the venture, whereas payments with respect to debt (principal or interest) would 
not need to satisfy the requirements of dividend distribution (e.g., current or prior 
year earnings); 

• Commercial considerations: Debt and interest payments can be recoverable from 
third parties in circumstances that equity may not; 

• Matching cost and income: Where a business that heavily depends on loans or leases 
to acquire assets, a matching debt investment, as opposed to equity, would 
simplify the ongoing operations.  The entity’s owner may also seek to recover its 
own cost of funding via matching terms with its third-party lender. 
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Question to Commentators in Box B.4. Regarding Guidance on the Risk Free Rate of Return 

TEI believes the guidance in Paragraph 1 of Box B.4. is too rigid and should be revised.  
For example, suppose Company A, a member of an MNE group, has funds in excess of its 
business needs (this could be the result of a partial divestiture, or large payment received from a 
competitor pursuant to a settlement or lawsuit).  Company B, another member of the same MNE 
group has a need for funds, and Company A is willing to lend funds to Company B.  Company 
A may not have the personnel with the skill and experience to make key decisions relative to the 
transactions on its own, whereas Company C, a third member of the MNE group, has such 
personnel and agrees to support Companies A and B with respect to the loan and the required 
controls.  In such a case, it would seem contrary to the arm’s length standard to compensate 
Company A with only a risk-free rate of return, especially when it is using its own cash to fund 
the loan and where it assumes the financial risks of the loan to Company B. 

Having said that, even if all functions related to a transaction involving the creation of a 
financial asset (the intercompany loan) were separated from the capital provider, i.e., Company A 
performs all the people functions while Company B has the capital to make the intercompany 
loan, the flat assumption in Box B.4. that the “funder” (Company B) would only be entitled to a 
risk-free return lacks any support.  In a third-party context, a lender that has the ability to bear 
the risk of loss on an instrument would not agree to only a risk-free return even if it outsourced 
all functions related to management of those funds.  Even if one were to accept the notion that 
the entity that performs all functions (Company A) is entitled to any amount above the risk-free 
return, the unanswered question is whether that entity would also have to share in any losses.  
Without the financial capacity to bear losses, that arrangement would be very difficult to support.  

Separately, the Discussion Draft attempts to allocate income to the functions performed 
under the implicit assumption that the functions are performed in a high tax jurisdiction, while 
the entity that possesses the capital is located in a low tax jurisdiction.  It is highly questionable 
whether the suggested transfer pricing approach is the correct way to address the assumed tax 
avoidance.  It would be far more efficient and effective to address this form of perceived tax 
avoidance through stringent controlled foreign company legislation rather than a strained 
reading of the transfer pricing rules. 

TEI also notes that, as mentioned in the Discussion Draft, no investment has zero risk.  
The remainder of this section of the Draft aims for the closest available proxy, but it is never made 
clear when “closest available” is “comparable.”  Particularly in relation to the mention of 
government-issued securities as low-risk proxies, the example suggests that facts and 
circumstances lead to the selection of an AA-rated government security – but it is not clear why, 
in this instance, AA is sufficiently comparable to riskless.   

Moreover, Paragraph 1 in the Box is too restrictive.  It states that “a funder lacks the 
capability, or does not perform the decision-making functions, to control the risk associated with 
investing in a financial asset” is only entitled to a risk-free return.  The paragraph does not 
consider real-world third-party cases where funds or individuals follow and rely on the due 
diligence and risk management skills of a lead investor or money manager.  Such investors may 
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not perform functions or directly control the risk in the financial asset, but nevertheless would 
expect much more than a risk-free return. 

Finally, Paragraph 7 in the Box raises potential confusion in comparing the risk-free rates 
between different countries issuing instruments in the same currency and then choosing the 
lowest rate between them.  First, it is not clear in TEI’s view that the tested party would be able 
to issue an instrument in the countries other than Country X, Company A’s country of residence. 
Further, TEI views a compensation adjustment of sovereign risk as a better approach when 
comparing or selecting between the three countries issuing in the same currency rather than 
merely picking the lowest rate of return of the three. 

Question to Commentators in Box B.5. Regarding Realistic Alternatives to Government Securities 
to Approximate Risk-Free Returns 

A potential alternative to government issued securities to approximate a risk-free rate of 
return would be the short-term interbank rate (the rate at which banks lend to one another).  This 
is an external rate that is easy to determine and is also updated daily so it reflects changes in the 
market.  Another alternative is long-term state-backed infrastructure bonds or instruments issued 
by sovereign wealth funds. 

Question to Commentators in Box B.6. Regarding Allocation of Return in Excess of a Risk Free 
Amount 

In TEI’s view, attributing a risk-free return to a lender that lacks the capability to control 
the risk associated with investing in a financial asset and allocating the residual interest (the 
difference between the risk-free interest rate and the arm’s length rate) to a different related party 
who exercises control over the risk is likely to cause significant practical difficulties.  As the other 
related party is not a party to the loan agreement and is not in fact lending funds to the borrower, 
it seems difficult to construe the return received as “interest.”  If not, this situation then raises the 
question of how to characterize such remuneration.  The characterization matters for a variety of 
reasons, including withholding taxes, transfer pricing, financial accounting and reporting, as well 
as VAT and other indirect taxes.   

Associated questions include: what kind contractual relationship between the other 
related party and the lender and/or the borrower would be required (or imputed) to allow for a 
payment from the lender or the borrower to this other related party?  How should the payment 
to the other related party occur?  Potential options include a direct payment from borrower to 
other related party, or payment of the full interest rate by borrower to lender with a subsequent 
payment by lender to other related party.  These uncertainties are likely to create controversies 
and may result in double taxation in the absence of clear guidance from the OECD and consistent 
application by the jurisdictions involved. 

Paragraphs 12-15 are difficult to apply in practice as it is often not possible to separate 
financing and operational risks.  Further, there is an unrealistic asymmetry in the example.  Why 
would Company F bear the potential risk of Company D failing to develop an intangible asset 
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and yet accept that its upside is limited to only a risk adjusted return if the development is highly 
successful/profitable? 

Finally, in paragraph 18, realistic alternatives to an intra-group loan in a risky research 
and development (R&D) venture may not be bond issuances or loans, which are uncontrolled 
transactions, but rather private equity or venture capital funding.  Similarly, corporate bonds of 
independent parties in the same industry as Company B are insufficient to ensure reliability of 
comparability, instead one should compare the specific use of funds i.e., R&D activities, rather 
than just stop at similarity of industry. 

Comments on Paragraphs 43 and 45 of the Discussion Draft Regarding the Treasury Function 

Paragraph 43 of the Draft seems to posit an MNE’s treasury function as merely 
administrative support, conducting low value-added activities.  TEI does not share this view. 
Treasury is a financial risk and asset management function and as such helps to drive business 
strategy.  Risk and asset management conducted by Treasury protect the MNE group from 
material exposures that could have a significant impact on the group’s financial statements, 
solvency, ability to raise funds, and continue or expand its operations. 

Paragraph 45 of the Discussion Draft also seems to consider that Treasury operates only 
as a back office function, merely applying MNE policies set elsewhere in the group.  This notion 
related to Treasury functions is not strictly true as these group policies are often designed by 
Treasury itself.  A group’s Treasury function will also often partner with the MNE’s CFO and the 
Board of Directors with respect to higher strategic decisions, which then drive the group’s 
financial policies (rather than the other way around). 

Comments on Paragraph 52 Regarding a Loan from a Parent to a Subsidiary 

TEI suggests this paragraph be modified in accordance with the third-party lender 
practice that implied security in an intra-group loan is a credit/risk assessment decision as 
opposed to a pricing adjustment or rejection of comparables.   

Comments on Paragraphs 61 and 64 of the Discussion Draft Regarding Use of Credit Ratings 

Paragraph 61 states “[i]nformation is readily available in many lending markets on the 
different rates of interested charged for differently rated enterprises . . . .”  While this statement 
may be true for mature markets (although query how easy and cost effective it is to access such 
information), it is not generally true of emerging markets, leaving taxpayers with an information 
deficit for purposes of transfer pricing. 

Moreover, in contrast with the description of the commercial tools referenced in 
Paragraph 64, our understanding of the credit rating analysis provided by such tools is that their 
methodology does not differ significantly from the methodology applied by independent rating 
agencies.  That is, it uses both quantitative data (e.g., multiple years of financial statements) and 
qualitative data (industry, business, country risk, etc.), as do the rating agencies.  Our members 
also have experience with certain tax authorities using such tools when conducting audits, which 
is an indication that they are reliable and gaining acceptance. 
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Question to Commentators in Box C.1. Regarding Entity Autonomy over Financial Transactions 

In response to this question, and generally with respect to the Discussion Draft, 
clarification would be helpful to distinguish the Treasury function of an MNE that operates in the 
financial services industry from MNEs that do not.  As noted above, extensive guidance is 
provided in the OECD PE Report on this question. 

General Comments on Boxes C.2., 3., and 4 Regarding the Effect of Group Membership 

The Draft asks for commentators’ views on whether an independently derived credit 
rating at the group level may be taken as the credit rating of each group member, with or without 
an adjustment to the rating, for pricing and compliance purposes; for definitions of credit ratings 
of an MNE group and stand-alone MNEs (for the benefit of non-rated groups or entities); and the 
relevance, effect, and measurement of implicit support. 

We agree with the concept of implicit support, and that an MNE’s stand-alone 
creditworthiness may be related to the group’s creditworthiness, depending on facts and 
circumstances.  Where an MNE’s ties to the group are strong and strategic in nature, it would be 
appropriate to apply an adjusted group rating as third-party financiers would do, commonly 
referred to as the “halo effect,” and result in a higher rating for the strategic MNE.  Where an 
MNE stands on its own with a likelihood of being replaced, divested, or diluted at some point in 
time, a “bottom up” stand-alone rating, possibly adjusted for implicit support, makes more sense 
(externally rated joint ventures being the clearest relevant example). 

Question to Commentators in Box C.2. Regarding Credit Rating Rebuttable Presumptions 

Guidance with respect to the use of the MNE group’s credit rating as a rebuttable 
presumption should aim at simplicity and certainty.  In this regard, a rebuttable presumption that 
the independent credit rating of the group parent may be applied to each group member would 
be simple to apply.  Special consideration is required for MNEs: from developing countries who 
may have relatively low ratings at the group’s headquarters due to being located in a country 
with higher sovereign risk; who may have subsidiaries; who may acquire groups in developed 
countries who have strong stand-alone ratings; or who have treasury centers in locations other 
than the home jurisdiction.  In such instances, it would be useful for the OECD to include 
guidance as to how the presumption can be rebutted, such as an example of how to adjust the 
ratings for a subsidiary group located in a developed country with a strong stand-alone rating. 
Finally, the OECD should provide guidance that any approach tax authorities adopt be 
consistent; i.e., tax authorities should not cherry pick group or entity level ratings depending on 
which is more advantageous (the same should be expected of taxpayers, of course).  

In addition, in the absence of a credit rating provided by an independent agency, an MNE 
group should be permitted to estimate a credit rating using financial analysis, consulting firms, 
and/or tools available on the market, as long as the group retains documentation supporting its 
calculation.  In the absence of a publicly-available rating, there may be a possibility of getting 
individual instruments rated or there is a possibility of paying credit rating agencies to do a 
shadow rating.  Where the rating is not provided by a credit rating agency such as by a 
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commercial ratings provider but there is a rigorous methodology behind it, it should not be 
rejected outright but instead assessed as the next best alternative, rather than rely on 
predominantly a qualitative assessment.  

Finally, Paragraph 67 states that “in particular, an MNE group’s external funding policy 
is seen as a guide for informing the conditions under which an MNE would have borrowed 
externally”.  This assertion is a generalization that does not recognize that external borrowing 
and intra-group funding may not be directly related.  An external funding policy may consider 
investor expectations and group-wide considerations as opposed to internal needs of the MNE. 

Question to Commentators in Box C.3. Regarding a Definition of a ‘Stand-Alone’ Credit Rating 
of an MNE Group Member 

The concept of stand-alone credit rating, without consideration for implicit group support 
of an entity belonging to an MNE group may not be relevant or helpful in the analysis of 
creditworthiness and risks associated with a loan to such entity because of the impact of group 
support, whether such support is implicit or explicit.  Measuring the impact of group support 
may present difficulties and is a matter of judgement.  With respect to the impact on the entity 
providing such support, unless there is explicit support provided by specific entities, a practical 
approach would be to assume the group parent company provides such support. 

Question to Commentators in Box C.4. Regarding the Extent of Group Support of a Borrowing 
Entity 

TEI welcomes the guidance supporting the position that implicit group support has an 
impact on the creditworthiness of individual group entities and should be considered when 
determining comparables and the arm’s length interest rate.  We note that implicit group support 
must be considered for all group entities, both when an entity borrows from a central treasury 
company and when the entity provides deposits to the central treasury company.  At a minimum, 
tax authorities should consistently either apply the assumption of implicit group support, or not 
apply such assumption, rather than applying or not applying it when convenient to the 
authorities’ position in particular circumstances.   

We agree that assessing the impact of implicit MNE group support is a matter of 
judgement, based on all the relevant facts and circumstances, but the publicly available 
application of adjustments by rating agencies should be considered.  Facts and circumstances 
should include whether the affiliated group has allowed a group entity to default, whether it 
provides a letter of comfort to unrelated lenders, and the strategic importance of the borrower, 
among other things. 

Comments on Paragraphs 70-74 Regarding MNE Group Entity Support 

 In respect to Paragraph 70, if an entity is integral to an MNE group’s identity or important 
to the group’s future strategy, the OECD should consider a rebuttal presumption that the analysis 
should start from that of the group rating. 
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With respect to Paragraph 73, it is difficult to understand the need to cap an entity whose 

rating6 is above that of the group if such rating is from an independent third-party agency or if it 
reflects the reality that independent lenders in the market would be willing to lend at that higher 
rating.   

Regarding paragraph 74, in line with the guidance on publicly stated policy in respect of 
an MNE group's approach and commitment to a member, it would be helpful for the guidance to 
clarify the treatment of other forms of "soft" or assurances that fall short of a full legally binding 
guarantee such as issuing a comfort letter to a bank.  Examples to illustrate if such statements of 
support may have an effect on the ratings of a relatively unimportant entity described in 
paragraphs 71 and 72, would also be useful, especially if such statement brings them to the level 
of passive association rating of the group as a whole. 

Question to Commentators in Box C.5. Regarding Credit Default Swaps and Economic Models 

The treatment of credit default swaps is a complex area for both tax and non-tax purposes.  
As such, there are differing views among TEI members on whether credit default swaps can be 
accurate comparables for pricing intra-group loans, as this depends on the facts and 
circumstances of each particular company and the associated credit default swap.  For this reason, 
TEI recommends that the OECD be cautious about including guidance on the use of credit default 
swaps for pricing intra-group loans. 

With respect to economic models, ensuring the appropriate comparables and accurately 
reflecting the transaction are key factors to be considered in any particular model.  It is also critical 
that any modeling tool can be practically used and does not require extensive resources to 
efficiently operate, which may impact the organizational efficiency of the MNE group.   

That said, interest determination methods used by credit institutions, particularly those 
that are used for regulatory reporting or that are submitted to or are verified by regulators are 
particularly reliable.  TEI notes that, just as the OECD permits MNEs to use regulatory reporting 
numbers for purposes of country-by-country reporting under BEPS Action 13, the use of these 
regulatory methods should be permitted provided it is used consistently 

Question to Commentators in Box C.6. Regarding Realistic Financial Alternatives to Intra-Group 
Loans 

In TEI’s view, realistic financial alternatives to intra-group loans include third-party 
(bank) borrowings, equity infusions, and metrics used for a merger and/or reorganization.  
Whether and to what extent these options are realistic alternatives will vary depending on the 
relevant facts and circumstances, of course. 

                                                      
6  The relevant passage is “For example, if the stand-alone credit rating of an entity is higher than that of the 
group, it may be appropriate to consider capping the issuer rating for the entity at the group level in circumstances 
where the parent would likely be able to impose requirements that would undermine the existing rating.” 

273



6 September 2018 
BEPS Actions 8-10: Financial Transactions 

Page 14 

Question to Commentators in Box C.7. Regarding External Debt as an Internal CUP 

In TEI’s view, the average interest rate paid by an MNE group on external debt is unlikely 
to be a reliable internal comparable for the application of the CUP method.  As an average, the 
external debt rate does not reflect specific conditions such as maturity, currency, market, type of 
instrument etc. 

Moreover, for financial institutions, the cost of funds analysis is far more complicated than 
for non-financial institutions due to the multitude of sources and uses of funds and the resulting 
inability to trace the cost of specific funds to specific assets.  This should be acknowledged by the 
OECD in final guidance with the caveat that such guidance is difficult to apply directly to 
financial institutions 

Question to Commentators in Box C.8. Regarding the Allocation of Risk in Cash Pools and 
Allocation of Cash Pooling Benefits  

An MNE group can operate its cash pool in a myriad of ways and the identity of which 
MNE entity bears the relevant risk will vary with the manner of the cash pool operation.  Thus, a 
cash pool leader may assume risks like non-collection (of interest and principal) or currency 
exposure.  In those cases, the cash pool leader should be rewarded accordingly. 

With respect to the three approaches to allocate cash pool benefits set forth in paragraphs 
124-129, TEI has the following comments.  First, we believe that the most efficient way to reward
the cash pool members, including the cash pool leader, is to reflect any synergies and other group
benefits, insofar applicable based on the accurate delineation of the transaction, as well as the
functions performed by the cash pool leader, in the interest rate paid or charged by the cash pool
leader.  The spread applied by the cash pool leader can include several components, including
functions performed and risks assumed.

Moreover, applying the same interest rate to all participants, whether they are depositors 
or borrowers, and irrespective of the facts and circumstances of each participant (such as the 
participant’s functional currency) will not be acceptable to many tax authorities and will result in 
controversy.  Further, allocating cash pooling benefits only to depositors is also likely to be 
challenged by tax authorities of borrowers.  In practice, it is also likely that depositors risk level 
will be very low (due to implicit or explicit group support to the cash pool leader) while the cash 
pool leader may have a higher risk level with respect to the funds advanced to borrowers. 

Finally, the cash pool leader should be allocated risks, rather than remunerated as mere 
service providers where they either (i) raise and manage a significant part of the pool's assets 
(e.g., where the leader is a headquarters entity), or (ii) perform sophisticated hedging and risk 
management activities including exercising control and actively managing risks with skilled 
individual traders or treasury managers in a manner that none of the cash pool participants are 
able to nor have the skills to perform such high value functions. 
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Comments on Paragraph 99 Regarding Notional Cash Pooling 

The Discussion Draft assumes that most of the functions related to notional pooling are 
performed by the third-party bank and that the MNE cash pool leader does not add value.  We 
disagree with this view.  There are multiple ways to administer a cash pooling arrangement, and 
certain functions may be performed by the pool leader or another related entity rather than by 
the third-party bank.  When an unrelated bank operates an MNE’s cash pooling, it is for efficiency 
and productivity purposes, which allows the MNE cash pool leader to focus on cash forecasting 
and liquidity risk management.  The value created by such functions should therefore be reflected 
in the intra-group pricing.  We note that the MNE cash pool leader often also absorbs the cost 
charged by the bank for the pooling service. 

Question to Commentators in Box C.9. Regarding an Unwilling MNE Group Member’s Required 
Participation in an MNE Cash Pooling Arrangement 

TEI questions the assumption underlying this question: that an MNE group member 
would choose not to participate in a cash pooling arrangement as compared to options offered by 
unrelated parties.  TEI can only see benefits for participants to a cash pooling arrangement, which 
generally provides flexibility, efficiency and productivity in cash management, risk minimization 
and a low cost/benefit ratio. 

Moreover, the Discussion Draft invites tax administrators to assume an entrepreneurial 
role to determine what a given taxpayer should and should not accept in an intercompany 
situation.  The OECD should clarify that MNE’s make decisions for a consolidated group that 
make good business sense and benefit all group companies, even where an argument could be 
made that a stand-alone a group member may have taken a different approach.   

The question in Box C.9 also does not acknowledge that independent taxpayers can make 
illogical and even detrimental decisions, especially with the benefit of hindsight.  Related party 
transactions arising from a group-wide policy, whether for cash pooling or a requirement to use 
a specific global supplier for computer equipment, should be respected unless there is clear 
evidence in a related party situation that the transactions were entered into solely to obtain a tax 
benefit.   

Finally, the reality for many subsidiaries is that the Treasury function and expertise is 
concentrated at the company headquarters or certain regional hubs.  Therefore, even if local rates 
from independent parties may be more favorable, it may not be practicable for them not to 
participate in the pool and arrange their own funding even if one does not factor in the group 
policy's need for uniformity across the group's members. 

Paragraphs 105 and 111 Regarding Delineation and Pricing of Cash Pooling 

We agree that cash pool members generally obtain more favorable interest rates from an 
MNE cash pool leader than they would from a third-party bank.  However, interest rates are more 
favorable because of lower spreads applied by the cash pool leader, and also because many MNE 
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groups do not charge negative interest rates on deposits, which is contrary to the policy of 
unrelated banks.   

As indicated under our response to paragraphs 43 and 45, we believe that cash pool 
leaders often perform more than a coordination or agency function because they often have 
skilled personnel with the capability to manage risks and investments.  Their remuneration 
should reflect such value adding functions and risk management 

Question to Commentators in Box C.10 Regarding Cross-Guarantees 

In the absence of contractual clauses, in TEI’s view a cash pool participant should not be 
considered as providing an implicit guarantee to other pool participants.  Contractual 
relationships are between each cash pool participant and the cash pool leader, not between 
participants.  Such an implicit guarantee would likely not be recognized by country commercial 
or corporate laws, which may require guarantees (in particular those provided to related parties) 
to be approved by local Board of Directors and disclosed to statutory auditors. 

For a number of reasons, including but not limited to legal reasons, TEI opposes the 
practice of assuming that implicit cross-guarantees are present, required, or even advisable in 
cash pooling arrangements.  As indicated above, we believe that implicit group support should 
be attributed to the MNE group’s ultimate parent company. 

That being said, if such cross-guarantees are explicit and the practical effect is that 
members with strong credit support and enhance the credit of members that are weak or large 
net borrowers, then it seems unusual to equate the effect of such guarantees with mere passive 
association.  But to calculate a guarantee fee that varies with the credit profile of each participant 
is clearly impracticable in many instances.  Therefore, one possibility is that if the cross-guarantee 
includes the parent and covers substantially the entire funding need of the subsidiary, then the 
ratings of the subsidiary can be raised to at or close to the group level ratings. 

Comments on Paragraph 131 Regarding Cross-Guarantees and Set-Off Rights 

The guidance in Paragraph 131 should clarify what is meant by “regarded as capital 
contribution” in the sentence “If the prevailing facts and circumstances support such a 
conclusion, no guarantee fee would be due, and any support, in case of a default from another 
group member, should be regarded as a capital contribution.” That is, does the sentence mean 
there is an automatic re-characterization into equity?  If so, how will the secondary effects of the 
recharacterization be considered within the context of the cash pool? 

Comments on Paragraphs 132-136 Regarding Currency Risk 

Cash pooling arrangements are generally set to minimize a participant’s currency 
exposure, with the cash pool leader assuming any currency risk.  For example, participants will 
deal in their own functional currency, while the cash pool leader will deal in multiple currencies, 
concentrate the group’s currency exposure, and arrange hedging.  When currency exposure is 
concentrated by the cash pool leader or a treasury center, these entities bear the relevant risks and 
should be rewarded accordingly. 
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Question to Commentators in Box C.11 Regarding Offsetting Positions in a Single MNE Group 

The general aim with respect to offsetting positions is to centralize risk exposures where 
possible and create “natural” hedges.  Hedging exposures requires expertise and are often a key 
factor in why group policy only allows local teams to naturally hedge. 

On the question of how to address offsetting positions that occur in different entities in 
the group, we consider that in general, hedging should result in balanced books at entity level. 
Where a treasury company hedges an exposure in an operating company, one entity typically 
benefits from the hedge, while the other takes the cost.  Assuming an accurate delineation and 
arm’s length terms, this should not result in a correction. 

Natural hedges can occur in a number of ways and in a number of forms whether timing, 
currency, forwards/futures and so on. It is not possible to identify, set-off/net-off and 
continuously monitor such positions. Therefore, the most practical guidance may be to treat these 
as similar to group synergies and not require specific TP analysis unless the taxpayers chooses to 
identify certain corresponding pairs of positions that net off each other (such as to account for 
mandatory position dictated by group policy). In such cases, the guidance for set-offs can be 
adopted i.e. that each corresponding and offsetting position be disclosed. 

Question to Commentators in Box D.1. Regarding Guarantees 

In TEI’s opinion, the OECD’s guidance on guarantees should not give the impression that 
a guarantee is easily imputed where there is generally none in related party transactions in the 
absence of any explicit undertaking.  The terms of a guarantee can vary widely and imprecise 
language in OECD guidance could lead to broad interpretation and incorrect assumptions related 
to the terms of an imputed guarantee.  For this reason, close regard should be given to established 
industry practices in the relevant taxpayer’s business segment.  For example, if there are long-
term financing of projects or investments that regularly see export-import bank guarantees, then 
it may be appropriate to consider whether there should have been a guarantee where there was 
none previously. 

With respect to the circumstances in which a guarantee is requested by a third party 
lender, and its impact, the answer depends on the facts and circumstances of the borrower.  It is 
important to emphasize that if third-party lenders require formal guarantees, letters of awareness 
or comfort are also an accepted practice by many banking institutions and have a positive impact 
on loan pricing.  Thus, higher standards should not be required when dealing with parent 
guarantees related to intra-group loans. 

Comments on Paragraphs 140 and 143 Regarding Guarantees 

In regard to Paragraph 140, the last sentence “the remainder of the loan granted should 
be regarded as effectively a loan to the guarantor followed by an equity contribution by the 
guarantor to the borrower” describes a recharacterization that is not practicable and unrealistic. 
This recharacterization exercise complicates matters and effectively makes a borrower-lender 
loan relationship a tri-partite one with the addition of an equity contribution by the guarantor.  It 
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is too far removed from the basic arm's length principle in that it is not conceivable that 
independent parties by granting a loan could have envisaged that they become equity holders.  
Further, such a recharacterization could run counter to the banking regulatory view of the 
transaction to which one or more of the parties may be subject. 

In situations where a guarantee increases the debt capacity of the borrower, the Discussion 
Draft suggests that the loan or portion of the loan granted pursuant to the guarantee should be 
regarded as effectively granted to the guarantor, followed by an equity contribution by the 
guarantor to the borrower.  While such an approach may have some merits from an economic 
perspective, TEI is concerned that the approach would exclude the ability of the borrower to 
deduct interest expense paid to the bank.  Reasons for this include: 

(i) that the loan is recharacterized as equity; or

(ii) the guarantor is not a party to the loan agreement with the bank, which means it
does not record interest expense on its books nor does it make actual interest
payments and, under local law, for an expense to be deductible it must be recorded
in the entity’s local books.

Such an extreme result seems inconsistent with the application of the arm’s length principle.  In 
addition, this approach could also have unexpected withholding tax consequences if the tax 
authorities of the guarantor decide to source the relevant interest expense in their country.  For 
these reasons, we believe that the recharacterization proposed by the Draft is likely to create 
controversies and should therefore be reconsidered. 

Separately, Paragraph 143 implies that a guarantee by a related corporation and the 
concomitant guarantee fee are never appropriate.  This view is inconsistent with current business 
practice and the experience of TEI’s members. 

Question to Commentators in Box E.1. Regarding Captive Insurance Arrangements 

In TEI’s view, indicators for recognizing that an insurance policy issuer actually assumes 
the risks it contractually assumes are whether (i) losses are paid by the captive insurer, or they 
would be paid if a loss occurred, whether or not the captive reinsures risk; (ii) the captive is 
regulated and audited; and (iii) the licensed and/or regulated fronting insurance carrier is issuing 
policies and reinsuring with the captive. 

With respect to the specific risks needed to be assumed by the policy issuer for it to earn 
an insurance return, it would be the risk that the captive could experience a loss above the amount 
of its premium collected.   

On what control functions would be required for these risks to be considered to have been 
assumed, evidence that the captive insurer is regulated, audited, and professionally managed by 
personnel with insurance experience, should be sufficient. 

In general, the insurance industry has specific regulators and rules that govern reserves 
and the amount of risks that can be underwritten. Therefore, as a general approach, alignment to 
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regulation should be acceptable as a default for transfer pricing purposes so as to minimize the 
potential inconsistency between a transfer pricing and a regulatory position 

Comments on Paragraphs 166, 172 and 183 Regarding Captive Insurance Arrangements 

Paragraph 166 suggests that, as evidence of the real economic impact, a captive insurer 
either should include a significant portfolio of non-group risks or reinsure a significant 
proportion of the risks outside of the MNE group.  TEI submits that another possibility would be 
if the breadth and depth of the MNE group would be sufficient to diversify risks without an 
external party.  We also recommend that the reference to “i.e., the captive insurer either…” be 
changed to “for example” so as not to suggest the possibilities in the relevant parenthetical are 
the only possibilities.   

Regarding Paragraph 172, a key reason for a captive insurer is the efficient use of the 
group’s capital, assuming insurance is among the MNE’s realistically available and preferred 
options. 

Finally, Paragraph 183 suggests that there are differences between capital requirements of 
commercial insurers and captives, and that a commercial insurer’s drive for capital efficiency is 
not reflected in a captive.  This is not necessarily the case – capital efficiency may be the primary 
commercial driver of a captive if it is acting as an insurance company. 

Question to Commentators in Box E.2. Regarding Actuarial Analysis 

Commercial insurance premiums usually incorporate a technical actuarial analysis, but 
also factor in the commercial situation, i.e., in today’s insurance market with excess supply, 
competing insurance firms are known to offer premiums below the technical price.  Nevertheless, 
taking actuarial input into consideration is an appropriate method to help determine an arm’s-
length premium.   

Comments on Paragraph 185 Regarding Group Synergy 

TEI questions whether the group synergy in the example is realized because the captive 
insurer can negotiate and has the skills and knowledge of the insurance business and techniques.  
If so, then the captive’s expertise adds value and should be rewarded accordingly. 

Question to Commentators E.3 Regarding the Example in Paragraphs 187-88 

The central tenet of the example in Paragraphs 187 and 188 appears to be the notion that 
the relevant insurance contracts are highly profitable and that the profit Company B earns is 
above the level of profit realized by third-party insurers providing similar coverage.  This 
assumption is then used to posit that Company A is entitled to a remuneration in excess of the 
arm’s length sales commission it receives from Company B.  In TEI’s view such an approach is 
flawed and has no basis in the TPG.  

The example states that Company A offers accidental damage and theft coverage for the 
products it sells to third parties at the point of sale and receives a commission from Company B 
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for A’s role in the process.  The example then states that “Benchmarking studies show that the 
commission paid to A is in line with independent agents selling similar cover as a standalone 
product.”  Based on these facts, the only conclusion can be that the commission received by 
Company A from Company B constitutes arm’s length compensation for the functions 
performed, assets used, and risks assumed by A in offering the insurance policy to A’s customers. 
Given that A merely offers insurance coverage provided by a third party which involves very 
little effort for A’s employees, no significant use of assets and virtually no risk for A, it only stands 
to reason that A would be satisfied with a commission in line with independent agents selling 
similar coverage to enhance its overall profits from the sales of products at its point of sale and 
even reduce its own product liability risk.   

The first sentence of paragraph 188 attempts to provide a technical basis for assigning a 
remuneration to A in addition to the sales commission by stating one needs to “consider how the 
high level of profitability of the insurance policies is achieved and the contributions of each of the 
parties to that value creation” (emphasis added) when considering how the conditions of the 
transactions between A and B differ from those which would be made between independent 
enterprises.  This statement is incorrect for two reasons. 

First, as stated in paragraph 1.6 of the TPG, the comparability analysis is at the heart of 
the application of the arm’s length principle.  The comparability factors stated in the TPG do not 
include consideration of how a high level of profitability by one party to the transaction is 
achieved.  In Paragraph 188 the argument is put forward that “[t]he sales agent has the advantage 
of offering the insurance policy to its customer alongside the sale of the goods to be insured.”  
While this argument appears to be a correct factual statement- it is then followed by “[i]t is the 
advantage of intervening at the point of this sale which provides the opportunity to earn a high 
level of profit” and “[t]he ability to achieve the very high level of profit on the sale of the insurance 
policies arises from the advantage of customer contact at the point of sale”. Even within the limits 
if the facts provided in the example, this conclusion is evidently incorrect.  Company B’s ability 
to earn a profit is inherent in the nature of the insurance product: the fact that a third party 
customer is willing to pay a certain price and B’s risk management and mitigation strategies.  The 
involvement of A at the point of sale has no bearing on the profitability of the insurance product 
and therefore B’s profitability.  A high level of profitability for one related party may be an 
indicator to a tax auditor that non-arm’s length pricing has occurred, but it cannot be construed 
as a required consideration in the determination of an arm’s length price.  The only reason for 
introduction of the consideration of a high level of profitability appears to be (as per the last 
sentence of paragraph 188) to adjust the remuneration for B to a benchmarked return for insurers 
insuring similar risks and allocating the balance of the profit to A and in fact bypass the 
comparability analysis as required by paragraph 1.6 of the TPG. 

Second, the TPG state that one of the comparability factors is the functional analysis 
(paragraph 1.36) and paragraph 1.51 indicates that the contributions of related parties to value 
creation are a consideration.  Where it is evident (as stated in the example) that A merely offers 
the insurance at the point of sale without using any assets and/or assuming any risk in relation to 
the insurance coverage offered, while B assumes all risks and performs all risks management and 
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mitigation functions with regard to the insured risk and possesses the capital to support these 
risks, the selection of the most appropriate transfer pricing method requires determination as to 
whether there are sufficiently comparable uncontrolled transactions. As stated in the example, 
that is the case and no compensation over and above the sales commission would be supportable 
when a comparable uncontrolled price can be determined.   

Conclusion 

TEI appreciates the opportunity to comment on the Discussion Draft regarding the 
transfer pricing aspects of financial transactions.  These comments were prepared under the aegis 
of TEI’s European Direct Tax Committee, whose chair is Giles Parsons.  If you have any questions 
about the submission, please contact Mr. Parsons at gilesparsons55@gmail.com, or Benjamin R. 
Shreck of the Institute’s legal staff, at +1 202 464 8353, bshreck@tei.org. 

 
Respectfully submitted, 
Tax Executives Institute   

    

 
 

James P. Silvestri 
International President 
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RE: Comments to “BEPS Actions 8-10 - Aligning Transfer Pricing Outcomes with Value Creation - 
Public Discussion Draft on Financial Transactions” - 3 July - 7 September 2018 

We enthusiastically welcome the start of the project and the long-awaited Discussion Draft on financial 
transactions and we appreciate the opportunity to submit the following observations and comments to 
the Working Party. Our comments are in no way intended to criticize the work done by the Working 
Party: our intent is to encourage balance and completeness in the final documents. 

General Comments 

On a general level, we would like to submit the following observations to the attention of the Working 
Party. We appreciate the indications contained in the Discussion Draft regarding the analysis and 
delineation of the actual transactions and in particular the functional analysis to be carried out on the 
basis of the factual and observable economic circumstances. Likewise, we would welcome the invitation 
to prepare documentation on transfer pricing providing evidence of the accurate delineation of the 
transactions according to the principles of their commercial rationality and highlighting the 
economically relevant circumstances in which the transactions took place. 

Secondly, although we agree with the indications of analyses based on both lender's and borrower's 
perspectives, in the intercompany loans we would suggest, as also noted by the Italian tax authorities’ 
Circular Letter No. 32/19801, to include the geographical location of the lender as "relevant market" for 
the purpose of the pricing. It is in fact generally the borrower to turn to the “lender market” and this 
market can sometimes influence pricing irrespective of the borrower's geographical location. Such an 
approach would allow a better balance of the analysis of the perspectives of the parties involved, giving 
greater importance to the role of the lender market compared to the current provisions (paragraph 28, 
whereas the CUP method is adopted).  

Among the other elements we would like to suggest a reconsideration and an evaluation of the intra-
group loans granted to start-up companies belonging to MNE groups on the basis of the concepts 
already expressed in the OECD Report of 1979.  

The analysis of the conditions of such loans is in fact particularly complex and, moreover, would usually 
take place in the absence of a borrower's credit rating. We would be of the opinion that, in undertaking 
new activities, even independent parties2 would be inclined for a limited period to grant lower pricing 

1 In the Italian tax legislation reference to the arm’s length principle is contained in the notion of “normal value”. Relevant 
provisions are included in the Italian Consolidated Income Tax (Testo Unico delle Imposte sui Redditi, TUIR) articles 9 
paragraph 3 and 4, and article 110, paragraph 7, of the Presidential Decree no. 917 of 22 December 1986. Regulations on 
transfer pricing were issued in the early 80s (Circular Letter of the Ministry of Finance of 22 September 1980 no. 32/9/2267; 
Circular Letter of the Ministry of Finance 12 December 1981, no. 42/12/1587). 
2
 OECD Report 1979, Para. 196: “…unless an unrelated lender would have waived the payment of the interest in the same 

circumstances”. 
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conditions than at arm's length, for example, in connection with a clear economic interest and a market 
penetration strategy (see 1.1153). Consider, for example, the interest of a lender in granting favourable 
conditions to finance the working capital necessary for the borrower to start a distribution activity of 
the lender’s products on a new market.  

As an additional point, we believe that it would be useful to elaborate additional guidance in relation to 
treasury transactions concerning intragroup deposit facilities and in general concerning the use of 
liquidity surpluses (even temporary) that are sometimes generated within an MNE group. The 
circumstances, the terms of the arrangements, the risks incurred by the parties and the strategies are 
such as to require different and additional approaches compared to those contained in the current 
Draft. 

We also believe that it would be particularly welcome, in order to reduce disputes, guidance on 
"indirect" or "implicit" treasury transactions (loans, deposits, cash pooling arrangements, etc.). It is 
noted that in practice some MNE groups grant effective payment terms on goods or services provided 
to Group companies other than those that would be agreed between independent parties (or 
effectively negotiated with third parties) for the (sole) purpose of optimizing or making group liquidity 
and management of cash flows more efficient. It should be noted that in some cases the tax 
administrations of various countries re-qualify these practices and lead them back to financing 
transactions. It would be useful for this purpose - in order to converge towards a shared approach - the 
definition by the Working Party of some indicators useful to addressing these evaluations and to 
analysing such practices, favouring the indication of a separating method between commercial and 
financial operations. In fact, it is noted that the terms of payment of intercompany transactions for the 
sale of goods and the provision of services can become instruments for the alternative management of 
certain treasury functions (Section D.2 of Chapter 1 may also be relevant). 

As a last invitation, we would like to propose to simplify the analyses to be carried out if the financial 
arrangements’ value is residual with respect to the whole volume of transactions carried out and 
consequently we would welcome clear indications of a threshold value, below which synthetic 
information contents and reduced compliance burdens are considered acceptable. 

Specific Comments 

Box B.1. Question to commentators 
Commentators’ views are invited on the guidance included in paragraphs 8 to 10 of this discussion draft 
in the context of Article 25 of the OECD Model Tax Convention (“MTC”), paragraphs 1 and 2 of Article 9 
of the OECD MTC as well as the BEPS Action 4 Report.  

Comment to Box B.1.  
We believe that the functional analysis, the accurate delineation of the actual financial transaction, the 
analysis of the perspective assumed by the parties involved, in the context of the options realistically 
available, can constitute valid bases for defining the indicators to solve the case. 
We would suggest that the transfer pricing documentation should be accompanied by useful elements 
to improve information asymmetry and to provide clarifications on the strategies adopted. In this 
sense, we would welcome a provision identifying a minimum of circumstances helpful in understanding 
the economic reasons underlying the transaction and a description of the options realistically available 
(a guidance would be welcome in that regard). We agree that the analysis of the factual circumstances 
that make substance prevailing over form and a two-side perspective constitute additional elements in 
order to outline the overall view of the commercial terms that would be agreed between independent 
parties.  

3
 1.115 “Business strategies also could include market penetration schemes. A taxpayer seeking to penetrate a market or to 

increase its market share might temporarily charge a price for its product that is lower than the price charged for otherwise 
comparable products in the same market”. 
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We believe that the aforementioned approach can therefore be useful both for the definition of the 
capital structure and for the assessment that the purported debt should be effectively respected as 
debt, also by means of economic analyses as mentioned in the following comment. 

Box B.2. Question to commentators 
Commentators’ views are invited on the example contained in paragraph 17 of this discussion draft; in 
particular on the relevance of the maximum amounts that a lender would have been willing to lend and 
that a borrower would have been willing to borrow, or whether the entire amount needs to be 
accurately delineated as equity in the event that either of the other amounts are less than the total 
funding required for the particular investment.  

Comment to Box B.2.  
We are of the view that, in general, not the entire amount needs to be delineated as equity, but the 
amount should be inferred from an assessment that allows to approximately identify the behavior that 
independent parties would share and the agreements they would establish in the open market. To this 
end, we would like to see the adoption of quantitative measures to identify the equity structure that 
comparable companies operating in similar economic circumstances would maintain. In this context, we 
believe that an economic-quantitative analysis on reference indicators, such as the debt-equity ratio or 
other ratios, would be supportive. 
At the same time - in relation to the example presented in paragraph 17 - we note that there may be 
intermediate forms between loan and equity. For example, consider mezzanine financing or quasi-
equity financing operations. In these cases, the analysis of actual behaviors is recommended according 
also to the practices in use in the sector, referring to the behavior of competitors or players operating 
in the industry, if available. On the other side we believe that only a thorough functional analysis and a 
motivated assessment could justify a debt-equity recharacterization of a member of an MNE group. 
Finally, it should be noted that some jurisdictions may impose restrictions on the amount of 
intercompany loans and, in general, on transfers of funds to group companies, depending on the 
structure and level of equity of the local lender. This obviously constitutes a further and important 
element of risk to be taken into account in multi-factor analysis. 

Box B.3. Question to commentators  
Commentators’ views are invited on the breadth of factors specific to financial transactions that need to 
be considered as part of the accurate delineation of the actual transaction.  
Commentators’ views are also invited on the situations in which a lender would be allocated risks with 
respect to an advance of funds within an MNE group.  

Comment to Box B.3.  
As regards the breadth of factors, we believe, as anticipated in the general comments, that the 
geographical location of the lender should also be considered for a greater completeness of analysis. 
We also underline - around the factors influenced by the volatility of the market - the importance of 
selecting, for the application of the CUP method, comparable transactions characterized by temporal 
proximity (paragraph 5, Box B.4). It therefore follows that in the case of a multi-year audit conducted by 
the tax authorities, the analysis carried out by the taxpayer should not necessarily be re-performed in 
the year (or years) following the stipulation, for the purpose of assessing compliance with the arm's 
length principle, having such compliance already been verified. 
On the other hand, the borrower may be inclined to consider an early renegotiation if the market 
conditions in the meantime have changed (i.e. lower interest rates). In such a case we believe that, if 
not already contractually agreed, lender should still be compensated for the early repayment, as such 
an event is considered not acceptable by independent parties without an adequate compensation 
linked to pricing criteria that should embody the changed duration of the loan (i.e. the original 
contractual pricing would have been different). The lender, in fact, may have traded hedging positions 
on the interest rate risk assumed in the transaction.  
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We are of the view that situations in which a lender would be allocated risks with respect to an advance 
of funds within an MNE group, may for example arise where a parent company of a subgroup of an 
MNE group should establish a start-up company in the context of an expansion strategy (e.g. 
commercial penetration of an innovative line of products) in new markets and according to this strategy 
it grants a loan to the newly established entity. 

Box B.4. Question to commentators  
Commentators’ views are invited on the guidance contained in the Box and its interaction with other 
sections of the discussion draft, in particular Section C.1.7 Pricing approaches to determining an arm’s 
length interest rate.  
Comment to Box B.4.  
We assume that the CUP analysis of the risk-free rate of return does not necessarily have to set the 
interest rate at the "lowest" value, as suggested by the example in paragraph 7 of Box B.4., but at the 
comparable interest rate according to the circumstances of the case, a rate that may also be included in 
a range of arm’s length values. 
In some cases, the geographical location of the lender can offer the most appropriate reference market 
for the comparability of the transaction sought ("relevant market" of the transaction). In relation to 
Section C.1 Pricing approaches to determining an arm's length interest rate, this perspective (lender's 
perspective) would orient the analyses carried out in application of the CUP method more towards the 
lender market. This approach would be more consistent with the analyses conducted in accordance 
with other methodologies (for example, the cost of funds approach) that obviously refer to the lender 
market. Otherwise, based on the example, you could have the emergence of significantly different 
values depending on the country of reference (para 7 Box B.4.). 

Box B.5. Question to commentators  
Commentators are invited to describe financial transactions that may be considered as realistic 
alternatives to government issued securities to approximate risk-free rate of returns.  
Comment to Box B.5.  
Possible alternatives for determining the risk-free rate of return could, in some cases, be represented 
by the remuneration offered by the rates applied on government-insured bank deposits, to be 
increased by associated costs and an appropriate profit-margin. This margin would allow the 
remuneration to be adapted to the circumstances of the case according to the delineation of the 
transaction. 

Box B.6 Question to commentators 
Commentators’ views are invited on the practical implementation of the guidance included in paragraph 
11 of the Box B.4, and its interaction with Article 25 OECD MTC in a situation where more than two 
jurisdictions are involved. This could arise, for instance, where a funded party is entitled to deduct 
interest expense up to an arm’s length amount, but the funder is entitled to no more than a risk-free 
rate of return under the guidance of Chapter I (see, e.g., paragraph 1.85), and the residual interest 
would be allocable to a different related party exercising control over the risk. 

Comment to Box B.6.  
In relation to the example provided in paragraph 1.85 and to the references in paragraph 1.103, if 
Company A advances funds to Company C and Company B is in a position to be the party exercising 
control over the investment (in accordance with the guidance in Chapter 1), then Company B is the one 
to which the difference between the arm’s length rate and the risk-free rate of return should be 
allocated, according to paragraph 11 under Box B.6. 
If the parties involved in the transaction are three, the practical problem of allocating the difference to 
a party not directly involved should be solved (such a party is neither the lender nor the borrower but 
the entity assuming the investment risk). 
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The jurisdiction of Company B may be in the condition of not being able to receive an adequate 
representation (information asymmetry) of the intra-group loan transaction between A and C, even if B 
is the holder of the aforementioned difference. 
It is also noted that Company B is the provider of some services; in fact, it emerges not only that: 
"Company B, decides that investment in the asset is appropriate in light of anticipated commercial 
opportunities identified ..." but also that: "Company B provides specifications for the asset and the 
unique features required to respond to the commercial opportunities ... ". These activities should 
therefore be remunerated and constitute an additional revenue stream. 
In order to reduce the information asymmetry of the case, we suggest that the parties involved are 
recommended to prepare adequate (and exhaustive) transfer pricing documentation, also in order to 
provide evidence of the relevant value of competence (the difference), making reference to the 
activities carried out, the functions performed and the services provided also by Company B in relation 
to the investment over which it exercises control. 
For pricing purposes, this position could be assimilated to that of a company that provides a guarantee 
in relation to an investment risk and whose remuneration could - by analogy - be determined according 
to the yield approach referred to in paragraphs 149-152 of Section D.1. 

Box C.1. Question to commentators 
Commentators are invited to describe situations where, under a decentralised treasury structure, each 
MNE within the MNE group has full autonomy over its financial transactions, as described in paragraph 
38 of this discussion draft.  

Comment to Box C.1. 
Situations where each MNE within an MNE group has full autonomy can be found where national laws 
and regulations impose limitations on group companies in intercompany treasury functions. A pertinent 
example can be the case of restrictions on the granting of loans to group companies against an equity 
at risk or the event where a group company is depositor in favour of participants in a cash pooling 
arrangement despite a deficient or suffering financial situation. In other cases, the granting of an 
intragroup loan could be configured as an impoverishment of the company to the detriment of third 
party creditors.  

In such cases, more conservative and prudent group strategies would find a more appropriate approach 
to the existing regulatory constraints (and to the risks arising) under a decentralized treasury structure. 

Box C.2. Question to commentators  
Commentators are invited to consider whether the following approaches would be useful for the 
purpose of tax certainty and tax compliance:  
• a rebuttable presumption that an independently derived credit rating at the group level may be taken
as the credit rating for each group member, for the purposes of pricing the interest rate, subject to the
right of the taxpayer or the tax administration to establish a different credit rating for a particular
member;
• a rebuttable presumption that tax administrations may consider to use the credit rating of the MNE
group as the starting point, from which appropriate adjustments are made, to determine the credit
rating of the borrower, for the purposes of pricing the interest rate, subject to the right of the taxpayer
or the tax administration to establish a different credit rating for a particular member.

Commentators’ views are invited on the use of an MNE group credit rating for the purpose of tax 
certainty and tax compliance to determine the credit rating of a borrowing MNE.  
Commentators are also invited to provide a definition of an MNE group credit rating, how an MNE group 
credit rating could be determined in the absence of a publicly-available rating, and how reliable such a 
group credit rating would be when not provided by a credit rating agency.  

Comment to Box C.2.  
A potential alternative to the approaches proposed in Box C.2. would be to use as a starting point of the 
credit rating that of the parent company (or sub-parent company if, for example, the sector and the 
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core business of the sub-group present differentiation features), which in some circumstances may be 
the most appropriate. On the same credit rating, appropriate adjustments could be made for the 
purpose of pricing the interest rate, if required. 
The commercial third-party assessment (i.e. D&B scorings) could be used in the absence of publicly-
available credit rating4. Although these ratings and scoring are based on the analysis of quantitative 
data only and are not projected on the future, these assessments can be an alternative, rather objective 
and rapidly available source, to be used. They then have the advantage of offering comparisons and 
references with the specific sector to which the entity belongs. 

Box C.3. Question to commentators  
Commentators are invited to provide a definition of the stand-alone credit rating of an MNE.  
Commentators’ views are invited on the effect of implicit support as discussed in paragraphs 68 to 74 of 
the discussion draft, and how that effect can be measured.  

Comment to Box C.3. 
It is important to note that there will be a high probability that a stand-alone credit rating may be 
configured for an MNE that shows indicators of differentiation and specificity (compared to those of the 
MNE group) in the corporate identity and in the core-business values. 
The definition of a stand-alone credit rating could be summarized in the classification of the 
creditworthiness of an entity in the face of the probability that it could generate a credit risk in financial 
transactions and in the measurement of the autonomous pay-back capacity of a debt position, 
determined both from quantitative and qualitative variables. 
The implicit support constitutes a subjective and/or perceived evaluation of the backing obtainable by 
entities of the MNE group in the event that conditions of difficulty arise in coping with obligations of a 
financial nature and in fulfilling commitments assumed towards third parties. 
If the indicators of the key success factors of the stand-alone company are characterized by elements of 
strong commonality and identification with those of the group, then a greater probability of receiving 
support is determined and, as a consequence, there would be a greater effect of such implicit support. 

Box C.4. Question to commentators  
Commentators’ views are invited on the relevance of the analysis included in paragraph 70 of this 
discussion draft.  

Comment to Box C.4. 
In our opinion, the likelihood to receive an effective support must be assessed inter alia by means of 
additional indicators which are more immaterial than material and may concern the group key success 
factors, including: the perceived value of the brand, the know-how, the customer relationship, the 
relative importance of the specific reference market or the value perceived by the community of 
stakeholders. Some of these indicators could be assimilated to the so-called Primary Income Generating 
Assets (PIGA) adopted in certain company valuations. 

Box C.5. Question to commentators  
Commentators’ views are invited on:  
‒ the role of credit default swaps (CDS) in pricing intra-group loans;  
‒ the role of economic models in pricing intra-group loans (for instance, interest determination methods 
used by credit institutions).  

Comment to Box C.5. 
Certain economic models and approaches requiring information that is not publicly available would 
favour the application of quantitative tools that could be adopted only through the estimation of 
adjustments or through the projection of the applicable margins in an effort to approximate the 
comparable price. In some circumstances such analyses may require a significant number of 

4
 See Final Report of the European Commission: “Study on the feasibility of alternatives to credit rating” – December 2015. 
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assumptions whose uncertainty could undermine the reliability of the approach and where the practice 
could be more oriented towards the identification and selection, for operational simplicity, of “direct” 
comparable transactions. 

Box C.6. Question to commentators  
Commentators are invited to identify financial transactions that may be considered as realistic 
alternatives to intra-group loans.  

Comment to Box C.6.  
Possible alternative financial transactions to intra-group loans may include, in addition to those 
reported in the Discussion Draft, specific Factoring transactions and other forms of financing obtainable 
on the market from particularly structured suppliers or other corporate lenders. In other cases, the 
assessments made by specialized companies (i.e. insurers, venture capitalists, etc.) could be used as the 
basis for determining certain risks. 
In any case, these alternative forms should be subject to adjustments to achieve an appropriate 
comparability of the risks underlying the transaction. 

Box C.7. Question to commentators  
Commentators are invited to describe situations in which an MNE group’s average interest rate paid on 
its external debt can be considered as an internal CUP.  

Comment to Box C.7. 
The situations in which the average interest rate paid on external debt could be considered as an 
internal CUP may relate to transactions that satisfy a number of factors of comparability. These 
indicators may include elements such as the structure of the debt, the duration of the loan, the credit 
rating, the relevant market, the type of business, and others. For example, the pricing of a financing of a 
start-up company could hardly adopt as an internal CUP the average interest paid by an MNE group 
that carries on its business in a consolidated manner and in a different sector. In any case we would 
suggest that, since it is not possible to exclude in principle such comparability, it would be desirable to 
define a minimum set of indicators to confirm the exclusion of this approach. In this regard, the 
Working Party is invited to provide further indicators and/or reasons for exclusion. 

Box C.8. Question to commentators  
With respect to the operation of a physical cash pool, commentators’ views are invited on the situations 
in which a cash pool leader would be allocated risks with respect to lending within the MNE group rather 
than as providing services to cash pool participants coordinating loans within the group without 
assuming risks with respect to those loans.  
Commentators’ views are also invited regarding the three possible approaches that are described in the 
draft for allocating the cash pooling benefits to the participating cash pool members, along with 
examples of their practical application. In particular,  
• are there circumstances in which one or another of the approaches would be most suitable?;
• does the allocation of group synergy benefits suffice to arrive at an arm´s length remuneration for the
cash pool members?;
• whether, in commentators’ experience, the allocation of group synergy benefits is the approach used
in practice to determine the remuneration of the cash pool members?
Commentators are also invited to describe approaches other than the ones included in the discussion
draft that may be relevant to remunerate the cash pool members.

Comment to Box C.8.  
In relation to an accurate delineation of the actual transaction and to a functional analysis to be carried 
out, inter alia, on strategies, risks, and benefits, we believe that an approach articulated in three 
sequential steps could be useful for the case. 
In the first step it would be appropriate to evaluate the remuneration for any services provided by the 
participants (such as the loan coordination function, etc.). 
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The second step would see remunerated those participants who perform the most ordinary and 
“routine” functions, assuming that from the points of view of strategies and benefits they are less 
relevant in the arrangement.  
In the last step, the "residual" benefits should be allocated to the remaining participants that exercise 
the most relevant functions in cash pooling, both from a strategic point of view and by a creation of 
benefits. For example, imagine a cash pooling whose main strategy is the minimization of borrowing 
costs. This approach could in some way be assimilable to the application of the Transactional Residual 
Profit Split Method.  
An additional issue to be assessed is whether the remuneration of the cash pool members can in some 
way be influenced by the credit rating (higher or lower) of the participating entities. 
Depending on the above it would be unlikely that applying the same rate of interest to all participants 
would be the viable approach in many cases. This would only be possible in situations where there is an 
equivalence and similar alternation - even in the balance - in the depositor-borrower position by all the 
entities participating to the cash pooling, and a comparable structure also in terms of risks (credit rating 
of the participants). 

Box C.9. Question to commentators 
In the context of the last sentence of paragraph 102, commentators’ views are invited on a situation 
where an MNE, which would have not participated in a cash pool arrangement given the particular 
conditions facing it, is obliged to participate in it by the MNE group’s policy. 

Comment to Box C.9. 
An entity obliged to participate by the MNE group’s policy in a cash pooling arrangement should find 
adequate remuneration, to be proportionate to the detriment resulting from the decision of the policy-
maker. Alternatively, it should receive a guarantee to cover the emergence of potential risks or events 
that have effectively influenced the initial choice of non-participation in the arrangement.  

Box C.10. Question to commentators  
Commentators’ views are invited on whether cross-guarantees are required in the context of cash 
pooling arrangements (physical or notional), and how they are implemented in practice, along with 
examples.  
Commentators’ views are also invited on whether cross-guarantees are, in effect and substance (even if 
not in written contractual form), present in cash pooling arrangements.  

Comment to Box C.10. 
Cross-guarantee situations may occur if one of the participants is unable to fulfill obligations contracted 
to third parties and can resort to alleged "solidarity" forms towards the group or is forced to do so. In 
the cash pooling arrangements, cross-guarantees are so generally present, even if not in the written 
contractual form, and allow the creation of indirect benefits that may not even find practical 
manifestation. 

Box C.11. Question to commentators  

In a situation where there are off-setting positions within an MNE group, commentators’ views are 
invited on how accurate delineation of the actual transaction under Chapter I affects the profits and 
losses booked in separate entities within the MNE group as a result of exposure to risks.  
Regarding scenarios where a member of an MNE group has a risk exposure which it wishes to hedge but 
there is an off-setting position elsewhere in the group and group policy prevents the MNE from hedging 
its exposure, commentators’ views are invited on whether that risk should be treated as being assumed 
by the unhedged MNE or by the entity which sets the group policy. If the latter, what would be the 
resulting treatment under the Transfer Pricing Guidelines?  

Comment to Box C.11. 

289



The accurate delineation of the actual transaction5 should support an economic analysis aimed at 
making at least financially equivalent the options available for the unhedged MNE. Such member of the 
MNE group, prevented in hedging the potential risk exposure, should in fact receive a remuneration 
commensurate with the detriment resulting from the decision of the policy-maker, or alternatively 
receive a guarantee protecting the emergence of such exposure. Such compensation should make the 
arrangement financially acceptable also under the perspective of an independent third party and the 
balance of risk exposure should be offset, in the medium term, by the reward of such risk assumption. 

Box D.1. Question to commentators  
Commentators’ views are invited on 
• how a related party financial guarantee should be accurately delineated in accordance with the
guidance in Chapter I of the TPG (considering also, for example, situations where it could be considered
as a provision of a financial service, the sale of a financial asset or as a simple treasury service
associated with a loan);
• the circumstances in which a guarantee is likely to be insisted upon by an independent lender granting
a loan to a member of an MNE group;
• where guarantees are insisted upon by an independent lender who grants a loan to a member of an
MNE group, how and why guarantees affect credit rating and loan pricing; and
• examples of the most frequent cases where borrowers obtain guarantees from independent
guarantors when borrowing from independent lenders together with examples of the process or
mechanism by which a price is arrived at.

Comment to Box D.1.  
It is usually an independent lender granting a loan that would not be inclined to provide a separate 
guarantee, being prone to see its functions remunerated through a single commercial relationship with 
the borrower: the interest rate applied would also be representative of the additional risk incurred. In 
other cases, a credit risk mitigation is achieved in practice through the support of monetary guarantees 
(pledges) or when secured by borrower's stock or receivables. 
In such cases the use of the yield approach, if available through differentiated offers (with or without 
the guarantee), would be recommendable. 
In some cases, we note that there are forms of promotion of commercial penetration that see para-
governmental entities offering guarantees (credit enhancement) in favour of independent lenders to 
finance particular activities in fields of general interest (e.g. research and development or promotion 
and distribution of domestic products through the incorporation of new subsidiaries abroad). 

Box E.1. Question to commentators  
Commentators’ views are invited on the following: 
• when an MNE group member issues insurance policies to other MNE group members, what indicators
would be appropriate in seeking to arrive at a threshold for recognising that the policy issuer is actually
assuming the risks that it is contractually assuming;
• when an MNE group member issues insurance policies to other MNE group members, what specific
risks would need to be assumed by the policy issuer for it to earn an insurance return, and what control
functions would be required for these risks to be considered to have been assumed; and
• whether an MNE group member that issues insurance policies to other MNE group members can
satisfy the control over risk requirements of Chapter I, in particular in the context of paragraph 1.65, in
situations where it outsources its underwriting function. Comments are also invited on whether an
example would be helpful to illustrate the effect of outsourcing the underwriting function on the income
allocated to the MNE group member that issues insurance policies;

5 Delineation which is key when there are off-setting position (as well as in general) to properly allocate risks, functions and 

assets to the MNE group entities in hedging arrangements. 
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• when an MNE group member that issues insurance policies does not satisfy the control of risk
requirements of Chapter I, what would be the effect of this on the allocation of insurance claims,
premiums paid and return on premiums invested by that MNE group member.

Comment to Box E.1.  
The indicators helping to determine whether the policy issuer effectually assumes the risks under the 
contract would be those ensuring that: i) the protected risks could fall within a reasonable degree of 
anticipated occurrence, ii) the risks could cause uncertain losses arising from the playing out of events 
outside the control of the parties, and iii) the insurer’s expectation, projected over a sufficiently 
extended time-horizon, would be equivalent to an arm’s length remuneration for the insurance activity. 
Such remuneration, as for comparable insurers operating in similar economic circumstances, would 
typically be generated by premiums paid, insurance claims and return on premiums invested. An 
analysis capable of replicating the medium-term economic effect of such revenues and costs-
components would be of great help in order to confirm the arm’s length return for the captive insurer.   

Box E.2. Question to commentators  
Commentators’ views are invited on the relevance and the practical application of the approach 
described in paragraph 181 of this discussion draft. 

Comment to Box E.2. 
A further approach may be pursued to determine the pricing of premiums, in addition to those shown 
in paragraphs 180-182: the indicator of the return for insurers, which can be deduced from the example 
of paragraphs 187 and 188 and refers to the arm’s length value of an appropriate profit level indicator, 
identifiable through benchmarking analysis. The return (for insurers) that could be achieved in the 
specific transaction (in a logic similar to the application of Transactional Net Margin Method) would not 
exclude an arm's length "range" of values of insurance premiums. 

Box E.3. Question to commentators  
Commentators’ views are invited on the example described in paragraphs 187 and 188 of this discussion 
draft.  

Comment to Box E.3. 
In our opinion the proposed example can be approached by applying the method which seems more 
appropriate to the case. If we conduct a comparability analysis, the CUP method according to the five  
comparability factors would prove inadequate in terms of economic circumstances, since it appears 
that the transaction volumes or the position of pre-eminence (the "premium location") are not 
comparable with those of transactions negotiated on the open market, thus determining the 
inapplicability of the method. If the cost method or other methods (e.g. actuarial methods, to be 
analysed) should also be inapplicable, then the TNMM could be the most appropriate for the case. 
Once the tested party has been selected and the most appropriate profit level indicator (i.e. the 
insurer’s return) identified, the arm’s length value of the commission of the specific transaction may be 
quantified, after appropriate adjustments if required. As in other cases, it would be appropriate and 
probably more plausible to determine a “range” of values rather than identifying a single price.  

We are confident that our comments, formulated above, can be useful in light of the future steps of the 
project and we remain available for any clarification you may need at the following e-mail addresses: 
alberto.defranceschi@transferpricing.it or massimo.fontana@transferpricing.it. 

Yours sincerely 

Alberto De Franceschi Massimo Fontana 
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September 7, 2018 

VIA E-MAIL – TransferPricing@oecd.org 

Mr. Pascal Saint-Amans 

Director 

Centre for Tax Policy and Administration 

Organisation for International Co-operation and Development 

2 rue André Pascal 

75116 Paris  

France 

Re:  Treaty Policy Working Group Comments on OECD Discussion Draft on 

Financial Transactions 

Dear Mr. Saint-Amans, 

We are writing to share the comments of the Treaty Policy Working Group 

(TPWG) on the OECD’s invitation for public comments regarding the discussion 

draft on financial transactions issued on July 3 under BEPS Actions 8-10. 

The TPWG is an informal association of large global companies that represent a 

spectrum of industry sectors.1  The TPWG has been working since 2005 with the 

OECD and since 2010 with the UN to analyze proposals and provide constructive 

comments on tax policy and administration concerns regarding transfer pricing 

and other issues.  The development of a broad international consensus that 

minimizes tax uncertainty, prevents double taxation, avoids interpretive disputes, 

and reduces compliance burdens is critical to the ability of our member companies 

to create growth and employment through international trade and investment 

around the world.    

1 The membership of the Treaty Policy Working Group is currently comprised of the following companies: 

Amazon.com, Inc.; BP plc; Cisco Systems, Inc.; Microsoft Corporation; Procter & Gamble Co.; 

Salesforce.com Inc.; and Tupperware Brands Corporation. 

292

mailto:TransferPricing@oecd.org
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TPWG members appreciate the opportunity to comment on the Discussion Draft, although we 

recognize that it does not yet represent a consensus view.  The Discussion Draft raises many 

issues important to global companies and advances several creative proposals, including some 

positive efforts on simplification.  We appreciate the OECD’s initiative in undertaking this 

project and WP6’s efforts thus far to develop a consensus. 

The attached comments provide TPWG perspectives and recommendations on key issues raised 

by this very extensive Discussion Draft. While additional guidance is often helpful in confirming 

and describing international consensus, we believe that the Discussion Draft reflects an 

incomplete understanding so far of some aspects of global company operations.  Some of the 

issues addressed in the Discussion Draft are of greater complexity than has been recognized in 

the work to date, while others do not raise real concerns in practice.  Our comments are offered 

to provide a fuller understanding of these points and suggest how they might be addressed to 

support the further development of an appropriately targeted and administrable consensus. 

We appreciate WP6’s attention to these issues and would be pleased to discuss our concerns 

further if it would be helpful to the continuing work on this project. 

Sincerely yours, 

For the Treaty Policy Working Group 

Carol A. Dunahoo 

Stephen Labrum 

Gary D. Sprague 

Angela J. Walitt 

Attachment
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 PART A - INTRODUCTION 

Part A makes a key point from the start, at paragraph 2:  that the purpose of the Discussion Draft 

“is to provide guidance for determining whether the conditions of certain financial transactions 

between associated enterprises are consistent with the arm’s length principle.”   

We welcome the confirmation that the goal of this guidance is to ensure consistency with the 

arm’s length principle.  This helpfully confirms that special measures are not needed for 

intercompany financial transactions.  As discussed below, however, we believe that there are 

several points on which the Discussion Draft could produce outcomes not fully consistent with 

the arm’s length principle and which should be revisited. 

PART B – INTERACTION WITH THE GUIDANCE IN SECTION D.1 OF CHAPTER I 

We appreciate the further confirmation in Paragraph 11 of the Discussion Draft that “[i]n 

determining the arm’s length conditions of financial transactions, the same principles apply as 

described in Chapters I-III of the OECD Transfer Pricing Guidelines (‘TPG’) for any other 

controlled transaction.”  Again, however, we are not sure that the Discussion Draft reflects this 

intent clearly or fully enough.  We see two general concerns:  (1) the deference to domestic law 

provisions, and (2) the overly broad application of the accurate delineation provisions to 

disregard and recharacterize the taxpayer’s transactions or capital structure.  

Scope and Deference to Domestic Law Rules 

We are puzzled by the Discussion Draft’s assurances that each country has discretion to apply 

either this new guidance or its own domestic regulations on certain issues.  This is in tension 

with the Discussion Draft’s stated intent to apply the usual transfer pricing principles to financial 

transactions, and it is not clear why tax administrations would be free to apply differing domestic 

law approaches instead. 

Unlimited discretion would raise serious policy and administrative issues.  As a policy matter, it 

would be an unprecedented and, we believe, dangerous departure from the requirement that the 

OECD Transfer Pricing Guidelines (TPG or Guidelines) be unanimously accepted and applied.  

That requirement has always applied because it was recognized that divergent interpretations of 

the arm’s length principle would make it impossible to avoid double taxation.   

As a practical matter, it is not clear how taxpayers could comply with inconsistent country rules 

with any degree of consistency or efficiency, or how the inevitable controversies could be 

resolved.  The proposed approach appears to permit the selective application of domestic law or 

the Guidelines, or a combination of the two, at the unilateral discretion of each tax administration.  

The lack of an  observation procedure for announcing views inconsistent with the Guidelines 
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creates additional concerns:  there would be no transparency regarding a country’s position on 

these provisions and no process for ensuring its consistent treatment of taxpayers or, for that 

matter, its treaty partners.   

An alternative – we believe far preferable – approach would be to narrow the scope of the 

proposed guidance to avoid conflicts between domestic law and the Guidelines.  If countries 

wish to apply their own debt/equity provisions regarding capital structure and interest 

deductibility, that could be accomplished by focusing the Discussion Draft exclusively on 

transfer pricing issues.  Domestic laws on  characterization, interest deductibility, and other non-

transfer pricing issues would apply notwithstanding the Guidelines (provided that other treaty 

provisions permit), and the Guidelines would govern only transfer pricing issues.   

This makes sense, given the nature of debt instruments.  The “price” is the interest rate, plus any 

discount if applicable under the instrument.  Many factors affect what the right “price” should be, 

including the creditworthiness of the borrower, any security given, the put/call option rights, if 

any, the currency, term, and the business risks of the borrower.  Once those elements have been 

established by the taxpayer, the interest rate and discount determination is a financial exercise 

that “prices” the instrument based on the underlying facts and terms.  Whether the price is “right” 

does not depend on whether the instrument is debt or equity; preferred equity holders also 

demand something other than ordinary capital appreciation for their priority position, and the 

transfer pricing issue in that case is the amount of the preferred dividend rate and any liquidation 

or other preferences, in view of other related legal or financial elements of the instrument.  In 

other words, the transfer price should not depend on whether the instrument is treated as debt or 

equity for other purposes, as the same terms of the instrument set the lender’s or holder’s rights, 

regardless how it is characterized for interest deductibility purposes. 

Under this approach, the transfer pricing issue relating to a debt instrument would include only 

the determination of an arm’s length interest rate, taking into account any applicable discount 

and other terms of the instrument.  This approach would be more well-targeted, clearer, and more 

consistent with the scope of the Guidelines, and would avoid unpredictable and inconsistent 

domestic law overrides of the Guidelines.  If countries wish to develop an international 

consensus on other debt/equity issues, which business would welcome, that could be provided 

through other mechanisms. 

We appreciate that perspectives differ on this issue, as the Discussion Draft reflects.  We also 

recognize that, as the Discussion Draft notes, paragraph 3(b) of the existing Article 9 

Commentary suggests that Article 9 also may apply to determine whether a loan should be 

recharacterized as a contribution to capital.  We do not believe that this could have been intended 

to allow unfettered scope for recharacterization; that would be inconsistent with the Guidelines’ 

general restrictions on recharacterization and their focus on arm’s length analysis, as well as with 

the above-noted features of debt instruments.  At a minimum, if it is agreed that the Guidelines 

should cover issues relating to the quantum of debt, it would be imperative to ensure application 

of an arm’s length analysis, including a comparability analysis, to preclude unfettered 

recharacterization.   

295



Treaty Policy Working Group Comments 

September 7, 2018 

Page 3 

In any event, the Discussion Draft should clearly confirm that MAP consideration will be 

available for any issues that may arise under the new Guidelines, including any issues of 

characterization that may be considered covered by Article 9.  If countries do agree that other 

debt/equity issues should be treated as transfer pricing issues to which the Guidelines apply, 

BEPS Action 14 Minimum Standard 1.1 would require the acceptance of MAP requests on those 

issues.  This is not current practice in all countries even for thin capitalization issues,
2
 so changes

would be required in some cases.  

Overbroad Authority to Disregard and Recharacterize the Taxpayer’s Transaction or Structure 

Our second general concern is that the Discussion Draft’s interpretation of the accurate 

delineation provisions might be read by some tax administrations to permit the disregard and 

recharacterization of many common intercompany financial transactions or the capital structure 

as a whole, where not currently permitted by the Guidelines.  The Discussion Draft’s lengthy 

discussion of factors to be considered in an accurate delineation analysis, without mention of 

limitations, creates the impression that the accurate delineation analysis applies independently of 

the arm’s length principle, notwithstanding its initial assurances to the contrary. 

In fact, the Guidelines’ discussion of the accurate delineation process itself makes clear, at TPG 

paragraph 1.121, that a transaction may disregarded and recharacterized only in certain specified 

“exceptional circumstances.”  TPG paragraph 1.122 specifies that: 

Because non-recognition can be contentious and a source of double taxation, 

every effort should be made to determine the actual nature of the transaction and 

apply arm’s length pricing to the accurately delineated transaction, and to ensure 

that non-recognition is not used simply because determining an arm’s length price 

is difficult. 

(Emphasis added.)  Paragraph 1.122 further confirms that disregard and recharacterization are 

permitted only ““where the arrangements made in relation to the transaction, viewed in their 

totality, differ from those which would have been adopted by independent enterprises behaving 

in a commercially rational manner in comparable circumstances, thereby preventing 

determination of a price that would be acceptable to both of the parties taking into account their 

respective perspectives and the options realistically available to each of them at the time of 

entering into the transaction.” (Emphasis added.)   

The Discussion Draft does not demonstrate that, or even consider whether, it is impossible to 

determine an arm’s length price in the scenarios in which it proposes to disregard or 

recharacterize transactions or structures.  This aspect needs to be revisited to align the Discussion 

Draft with the Guidelines.  The sole purpose of the recharacterization authority in the Guidelines 

should be to assist in the determination of an arm’s length price or result.  In other words, the 

recharacterization tool in the Guidelines is not meant to change character for other tax purposes, 

such as equity (for interest deductibility), license or not (for royalty withholding tax), agent or 

not (for permanent establishment status), and so forth.  Once the transaction has been delineated 

2  See, e.g., IR-82-70 (May 28, 1982), announcing Canada-U.S. agreement to decline MAP requests on thin capitalization 

adjustments due to Canadian position that domestic law thin capitalization provisions take precedence over the bilateral treaty. 
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in a way that allows the identification of a method, a selection of comparables, and any 

adjustments to the comparables, to permit the determination of an arm’s length compensation for 

the actual commercial transaction, the Guidelines should not be extended to permit further 

recharacterization.   

Finally, we note that corporate treasuries of global companies strongly prefer to use debt capital 

rather than equity capital to finance group subsidiaries.  There are many non-tax reasons for this, 

including that the withdrawal of equity faces exit restrictions in many countries.  A provision that 

effectively requires the use of equity capital would have the much more significant and surely 

unintended consequence of impeding cross-border investment.  It is, therefore, critical that the 

Discussion Draft make clear that any disregard or recharacterization applies solely for transfer 

pricing tax purposes, and not for other tax or non-tax purposes.  We assume this is the intent, but 

the absence of a specific confirmation and the broader reference in paragraph 10 of the 

Discussion Draft to “tax purposes” create an untenable level of uncertainty.  

Finally, for these issues as well as for others addressed under the Guidelines, access to MAP 

consideration must be allowed under the BEPS Minimum Standard for Action 14.  Disregard or 

recharacterization may prompt disputes with treaty partners as well as taxpayers, so MAP access 

should be confirmed in the Discussion Draft for the avoidance of doubt. 

PART C – TREASURY FUNCTIONS 

The Discussion Draft presents a novel view of the treasury functions of global companies:  that 

they merely provide support services to other members of the group, that their functions 

generally are routine in nature because they are dependent on high-level policy set by others, and 

that they may even operate in a decentralized mode.  It then makes a series of equally novel 

proposals, which presumably are motivated by a view that treasury functions lack substance and 

are motivated by tax planning considerations.  We submit this is not consistent with the facts in 

the great majority of global companies.  Corporate treasuries normally are centralized operations 

with significant substance and employees with specialist expertise that are operated for non-tax 

business reasons, many of which the Discussion Draft acknowledges.  They actively bear and 

manage significant risks, including residual risks that cannot be hedged efficiently (or at all), and 

perform numerous functions with unrelated parties as well as group members. 

We are concerned about these proposals both because they are premised on unwarranted factual 

assumptions and because they would create serious compliance burdens and follow-on effects 

throughout the corporate group, even on common intra-group loan and cash pool transactions. 

These could affect group entities in third countries that are not even parties to the transactions at 

issue, while trilateral MAP proceedings remain generally unavailable in practice.  Our specific 

comments on key points are provided below. 

Intra-Group Loans 

The discussion of intra-group loans reflects another novel view – that, although the treasury 

function is the lender, it does not normally manage and control the operational risks, which are 
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seen as more significant than the financial risks and as controlled primarily by the borrower.  

Therefore, the Discussion Draft proposes that the treasury function should receive only a routine 

return and that any remaining income should be allocated to other members of the group.  

This heavy focus on operational risks requires an analysis that is inconsistent with an arm’s 

length analysis, which would look to what uncontrolled parties would do.  At arm’s length, there 

is a clear distinction between the risks of a lender deploying capital and that of a borrower 

running its business.  The lender would not be involved in the operational risks of the business 

conducted by the borrower.  The capital decision may be risky, but once the capital has been 

deployed, all the risk assumption and management functions are completed for the term of the 

loan (unless there is a default).  At arm’s length, the financial risks to the lender’s money would 

not be disregarded and the risks would be analyzed from the perspective of the lender, not the 

borrower.  The borrower’s use of the funds would be taken into account only by the lender in 

evaluating potential risks and not as a factor to be remunerated. 

Some of these measures will add fruitless complexity.  For example, the two-perspective 

approach suggests that the borrower would seek to renegotiate its loans to obtain better 

conditions if the reference interest rate drops.  However, renegotiation would never happen at 

arm's length unless the loan is terminable by the party against which the interest rates have 

moved.  If this is intended to suggest a rule for interest akin to a commensurate-with-income 

concept, we would note that this would not seem appropriate or necessary, as the same 

uncertainty over value does not exist in the case of funds lent.  At a minimum, if the possibility 

of renegotiation by the borrowers is to be taken into account, the embedded contractual option 

enabling that renegotiation would also need to be accounted for and priced. 

The approaches suggested by the Discussion Draft would also create unexpected results and 

practical difficulties that should not be underestimated, including the bifurcation of interest 

payments and their partial imputation to other group members, the potential disallowance or 

reassignment of a portion of the interest deduction, the imposition of new withholding tax 

obligations, and implications for the application of anti-hybrid provisions.   

For example, Box B.6 presents a novel proposal on the treatment of interest where the lender is 

entitled under Chapter I to no more than a risk-free rate of return, because it lacks the capability 

to control the risk.  As the Discussion Draft acknowledges, the borrower should receive a full 

arm’s length deduction for its interest expense.  However, the Discussion Draft proposes to 

reallocate the remainder of the interest payment to a third entity, the group member that is 

considered to exercise control over the investment risk and that may be resident in a third 

country.  This departs from the Guidelines’ focus on two-party transactions and raises potential 

follow-on issues.  For example, the Discussion Draft does not indicate on what basis the 

borrower would be entitled to claim the interest expense associated with the reallocated portion 

of the interest income, as it presumably has no loan agreement with the third entity.  It also does 

not seem compatible with non-tax regulatory requirements under CRS or FATCA.  Therefore, it 

is critical for the Discussion Draft to confirm agreement that the borrower will, in fact, be 

permitted to claim the full deduction, even if a portion of the interest income is allocated to an 

entity, perhaps even in a different jurisdiction.  If there is not a clear consensus on this point, 
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then the proposal should be put aside for now, as multilateral MAP proceedings are extremely 

rare in practice, despite strong OECD support, and are often unwieldy where available.  

On a more positive note, the request for comment in Box C.2 suggests that rebuttable 

presumptions referencing the group’s credit rating be used to determine the credit rating of 

relevant members for purposes of pricing the interest rate, with either the taxpayer or the tax 

administration permitted to establish a different credit rating for a particular group member: 

1. A rebuttable presumption that an independently derived credit rating at the group

level may be taken as the credit rating for each group member; or

2. A rebuttable presumption that tax administrations may use the credit rating of the

MNE group as the starting point, from which appropriate adjustments are made, to

determine the credit rating of the borrower.

Of course, a “bottom up” analysis based on the facts of the particular case is more likely to 

produce a technically robust arm’s length result.  However, if properly designed and applied, we 

believe that the use of a rebuttable presumption could help increase tax certainty and facilitate 

tax compliance on an issue that consumes disproportionate taxpayer and tax administration 

resources.  It would, of course, be essential for any rebuttable presumption to be respected as 

truly rebuttable in practice where the facts warrant, and not become effectively irrebuttable.  And 

it would be necessary to define what constitutes an “independently derived credit rating” and 

“appropriate adjustments” and to provide concrete and detailed guidance on all other aspects of 

the approach, to ensure that it actually minimizes controversies in practice.   

If such an approach is adopted, we would prefer the second rebuttable presumption, with 

notching.  This approach appropriately recognizes the fact that not all group members are in the 

same situation and is consistent with current practice in many global companies.  However, it 

would be necessary for the Guidelines to  specify consistent notch levels and detail the operation 

of this approach.  In addition, it would be essential for taxpayers as well as tax administrations to 

be permitted to invoke this rebuttable presumption affirmatively, contrary to the suggestion in 

the current Discussion Draft.  We submit that using either rebuttable presumption would be a 

low-risk approach for tax administrations, given other protections now in place (e.g., the Action 

4 anti-hybrid measures and interest deductibility limitations adopted by many countries).  If both 

options are retained, the Discussion Draft would need to specify a clear ordering rule.     

Cash Pooling 

We believe that the discussion of cash pooling also reflects an inaccurate vision of how it 

operates.  Cash pools are used by global groups for reasons of financial liquidity and efficiency, 

not tax purposes.  While some may make strategic investment decisions, in many cases, they are 

not run as profit centers; in such cases, any profit they may realize results simply from the 

slightly better rate on the net balance when there is one big pool, as well as the netting of 

exposures and the reduction in interest expense paid to third-party financial institutions.  In 

addition, their cash pool entities are normally full inclusion subsidiaries taxed currently under 

CFC rules and their interest rates are subject to arm’s length requirements.   
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Given the absence of material risks, we submit that the standard transfer pricing analysis should 

apply.  Therefore, although the cash pool leader normally manages the pool and makes the 

decisions, if other group entities make contributions to the management of the cash pool, they 

should be compensated as usual with an arm’s length service fee.  There should be no 

presumption that recharacterization or disregard of cash pool arrangements is warranted or that 

they produce synergy benefits that should be spread among pool members.  Guidance also would 

be needed on how to address the not-uncommon situations where even a routine return for the 

treasury function would exceed the earnings of the pool.  In addition, it is critical that the service 

characterization apply only for pricing and not change the legal relationship of the cash pool 

leader and the cash pool participants, as that would have substantial and unwarranted 

administrative implications for CRS and FATCA compliance. 

If it is nonetheless agreed that there are cash pool synergy benefits that must be spread, there 

would also need to be full agreement that any detriments that may result will be shared in the 

same manner.  The main benefit that might be attributed to synergy is the better interest rate 

obtained from creating a big pool.  If there are persistent net contributors that are seen as entitled 

to an enhanced interest rate, then the pool would have to charge the persistent net borrowers an 

enhanced rate as well.  In addition, the treatment of pools in negative interest environments, 

including the spreading of negative returns, would need to be addressed.  These considerations 

are unlikely to be observed consistently by tax administrations in practice.  Although some 

portions of the discussion acknowledge that symmetrical treatment might be appropriate, the 

question raised in Box C.9 calls this into question for group members that it posits would not 

have participated in the cash pool because they would have been worse off than under their next 

best option.  This question suggests that the proposed treatment of cash pooling may be 

unsymmetrical, which would be both unprincipled and at odds with TPG paragraph 1.159, which 

contemplates the sharing of burdens as well as benefits where a concerted group action is seen to 

exist.  In addition, we note that the best alternative option for a separate member would not have 

been comparable, because it would not have provided the member with the same flexibility, akin 

to a revolving credit line available at any time, as a cash pooling arrangement. 

The Discussion Draft also suggests some new approaches for cash pools without fully explaining 

their operation.  For example, paragraph 106 suggests that it may be appropriate to recharacterize 

certain short-term deposits or loans that are rolled over as long-term transactions with higher 

interest rates.  If this approach is adopted, much more specific guidance will be needed on the 

qualitative and quantitative factors to be considered in assessing whether this recharacterization 

is appropriate and to avoid the use of hindsight in its application.  It would also be important to 

confirm that this guidance would apply only to such deposits or loans and not, by extension, to 

other intercompany transactions.  Without fuller development, new approaches such as these are 

apt to create more controversy than clarity.  

Hedging 

The Discussion Draft appropriately recognizes that hedging transactions are conducted in the 

ordinary course of business to mitigate risks.  However, it notes that risks may be hedged from 

the perspective of the group while the profit and loss positions are not offset within a particular 

300



Treaty Policy Working Group Comments 

September 7, 2018 

Page 8 

group entity.  Box C.11 asks whether “that risk should be treated as being assumed by the 

unhedged MNE or by the entity which sets the group policy” and, if the latter, how that case 

should be treated under the Guidelines. 

We respectfully submit that these issues are of a complexity that requires more than five 

paragraphs of discussion.  The analysis of hedging issues and options under consideration, if any, 

should be further developed before an approach is adopted.   In addition, low or negative interest 

rate environments would need to be considered. 

PART D – GUARANTEES 

The section on financial guarantees contains another important discussion with novel analyses 

and proposals.  It would benefit from clarification on some points, so that the potential 

implications can be better understood.   

At times, the discussion appears to equate implicit guarantees and explicit (formal) guarantees.  

These are, of course, very different in their nature and their legal and financial effects.  These 

differences are given considerable weight by arm’s length lenders, so they should not 

disregarded for transfer pricing purposes. 

In addition, the relationship, if any, between this section and the intra-group loan discussion in 

Part C is not entirely clear.  The Discussion Draft suggests that the prospect of implicit support 

may affect the pricing of guarantees as well as that of intra-group loans.  This involves a series of 

subjective judgments that, coupled with the focus on both the lender’s and the borrower’s 

perspectives, would create substantial complexity and compliance burdens for global companies, 

often with relatively little tax at stake.  This approach would also increase cross-border 

controversies at a time when the lack of an international consensus on whether and how to take 

account of implicit support and the differing preferences of lender and borrower jurisdictions is 

already resulting in many disputes. 

There is also a lack of clarity on whether the deemed presence of an implicit guarantee should be 

considered to affect the interest rate of the loan or the quantum that can be borrowed.  If a 

notching approach is taken, it should be noted that any implicit guarantee is already taken into 

account.  However, there is also a suggestion that a guarantee may treated in part as a deemed 

loan and contribution to equity, which could create inadvertent borrower with inadvertent 

interest expense.  Box D.1 further suggests that a guarantee might be treated variously as a 

provision of a financial service, the sale of a financial asset, or a “simple treasury service 

associated with a loan.” 

All of these issues are complex, with relatively unexplored transfer pricing implications, and thus 

deserve further reflection and discussion. 
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PART E – CAPTIVE INSURANCE  

Indicators of Genuine Insurance Transactions 

The Discussion Draft requests comments on appropriate indicators to consider in determining 

that an insurance company issuing policies to other MNE group members is actually assuming 

the risks it contractually assumes and, at Paragraph 166, proposes some indicators that it suggests 

could assist in determining whether a captive insurance transaction is a genuine insurance 

transaction.  We agree that many of the Paragraph 166 indicators would commonly be present in 

a genuine insurance transaction, but do not believe that all are necessarily required, particularly 

in the captive context.   

Risk Diversification and Unrelated Risks  

Paragraph 166 suggests as an indicator that the captive will diversify group risks by also:  (i) 

insuring a significant portion of non-group risks or (ii) reinsuring a significant portion of group 

risks outside the MNE group.  We submit that insurance of non-group risks or reinsurance 

outside of the MNE group are not essential to achieve adequate risk shifting and risk distribution.  

For example, a typical captive that provides property and casualty and workers compensation 

insurance to its affiliates may cover risks related to thousands of buildings, vehicles and 

individual employees located in many different geographic locations.  In such fact patterns, the 

risks have been shifted from the insured affiliates and adequately pooled and diversified such 

that insurance is present, even if no non-group risks are covered and no reinsurance occurs.  We 

recommend that the Paragraph 166 indicators be clarified to note that adequate risk distribution 

and diversification may be present even without insurance of non-group risks or reinsurance 

outside of the group. 

Contracting for Insurance Services 

Paragraph 166 suggests as an indicator that an independent insurer will have the requisite skills, 

including investment skills, and experience at its disposal, including “employees with senior 

underwriting expertise.”  Although underwriting and investment management are indisputably 

key parts of the business of insurance, it may be more economically rational for an insurance 

company (captive or non-captive) to contract with expert service providers to provide specialist 

services such as underwriting or investment management.  For example, a captive insurance 

company may not do a large enough volume of business to require its own full-time underwriter 

or other skilled employee positions, particularly if the captive is reinsuring business fronted 

through an unrelated insurance company.  Therefore, it should be sufficient for a captive to have 

officers, directors or employees that are competent to select, hire and oversee expert service 

providers.  This is consistent with Paragraph 1.65 of the TPG, which confirms that a business 

entity may decide to outsource day-to-day business activities while still adequately exercising 

control over risk.  We recommend that the indicators be clarified to note that it is not necessary 

for a captive to perform any particular insurance functions in-house, provided that the captive 

has the requisite understanding and ability to select, hire and oversee its service provider(s).   
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Transfer Pricing for Insurance Premiums  

Paragraph 180 notes that it can be difficult to find closely comparable transactions in the related-

party insurance context to support insurance premium pricing, and that both internal and external 

comparables may require significant comparability adjustments before they can be used.  One 

reason for this is because insurance pricing is highly fact-specific.  Premium rates are determined 

based on a wide range of factors surrounding the insured risk.  For example, for a simple 

property and casualty policy covering an office building, factors such as building age, 

construction material, neighborhood, past events, current tenants, and prior claims history could 

all affect the amount of premium charged.   

However, the insurance industry is also unique in that actuarial methodologies and formulas are 

used to set prices for insurance products, such that an insurance company can be comfortable that 

its policy premiums plus projected net investment income provide it with a reasonable likelihood 

of earning a profit even though it knows, statistically, that it will be required to pay policy claims.  

We believe that using actuarial analysis to verify the arm’s length nature of captive insurance 

premium pricing is helpful and likely more practical than comparing premium prices charged 

and more accurate than comparing underwriting or total operating profits earned by uncontrolled 

insurance companies.  A captive’s use of actuarial formulae and approaches similar to those used 

by uncontrolled commercial insurance companies to price comparable insurance products 

provides strong support that the premiums charged by the captive are arm’s length.  This 

approach is effectively a comparable transaction method that compares the pricing 

methodologies for related and unrelated transactions, rather than the actual price charged.   

Reinsurance/ Group Synergy Example 

Paragraph 185 of the Discussion Draft contains an example in which a captive insures the 

earthquake risks of several dozen MNE group members and then reinsures all of its obligations 

with unrelated reinsurance companies.  The example characterizes this as a “group synergy 

benefit,” similar to the benefit that could be attained from other group purchasing arrangements, 

and provides that the captive should be compensated appropriately for its group purchasing 

function, but that any additional premium savings should be allocated among the insured group 

members, rather than retained by the captive.   

However, a captive insurance company does not typically reinsure 100 percent of the group risk 

it assumes.  Instead, it retains some layers of risk itself and is responsible for paying claims 

related to those retained risks.  In this case, the captive is doing more than facilitating a group 

synergy benefit and should earn an insurance return related to the risks it retains.  Also, in the 

case of indemnity reinsurance, a captive is still primarily liable to policyholders for reinsured 

risks and would be required to pay claims in case of reinsurer default.  It would be appropriate 

for the captive to earn an additional return beyond the group purchasing return to reflect this 

residual liability.  Further, some captives also assume risks from unrelated insurance companies 

via reinsurance, to increase risk diversification and allow for overall reduced insurance costs. 

We recommend that the example be modified to note that, to the extent that the captive retains 

insurance risk, the captive should be compensated for its risk retention function.  
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TREMONTI ROMAGNOLI PICCARDI E ASSOCIATI 

With respect to the issues raised in the “Public Discussion 

Draft - BEPS Actions 8–10 – Financial Transactions”, 

published on 3 July 2018 (“Discussion Draft”), Tremonti 

Romagnoli Piccardi e Associati appreciates the opportunity 

to submit the following observations and comments in 

relation to Actions 8-10 of the BEPS Action Plan on the 

transfer pricing aspects of financial transactions. 

*** 

Executive Summary 

We greatly appreciate the effort made by the Working Party 

No.6 in the Discussion Draft in order to develop some 

specific guidelines in relation to transfer pricing aspect 

of financial transactions, which indeed represents one of 

the most complex and extensive topic in this context.  

In this executive summary, we aim to capture just some of 

the considerations reported infra regarding the four 

Sections included in the document: “Interaction with the 

guidance in Section D.1 of Chapter 1”, “Treasury function”, 

“Guarantees”, “Captive Insurance”. 

1. With particular regard to the accurate delineation of

the financial transaction, we notice that emphasis is

correctly placed, inter alia, on the need to determine the

maximum amount that a lender may be attributed under fair

market conditions. For these proposes our comments tend to

consider that the introduction of accurate criteria (which

may for instance include the recourse to the indicators

commonly used in the financial sector) may represent a

valid tie breaker instrument.

We also consider that the above may assume particular 

relevance while pursuing a MAP under Article 25 of the MTC 

and could undoubtedly limit potential arbitrary and 

divergent positions. 

Further comments are then made with reference to the arm’s 

length pricing of intra-group loans, which highlight, on 

one hand the reliability of government issued securities 
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for the comparison, and, on the other hand, that such 

reliability can however be compromised in circumstances in 

which the State of residence of the MNE group member is 

characterized by a high degree of volatility in yields. 

2. Additional comments are then rendered with reference

to the pricing of interest rates, with particular regard to

the credit rating of the single group member vs. the credit

rating of the MNE. It is our conclusion that the latter

would probably be the most suitable starting point from

which to construct the relevant approach.

3. With regard to intragroup guarantees we have supplied

a number of comments focusing on the proper delineation of

the guarantee fee (i) mostly considering it a matter of

determination of the quantum of the fee, rather than (ii) a

subject which could give rise to forms of re-

characterization.

4. Finally, with reference to the captive section, our

comments aim to underline the suitability of certain 

financial parameters (e.g. ROA, ROE and “combined ratio”) 

in measuring the bearing of the relevant risk and therefore 

evaluating the consistency of the structure. 

*** 

For the sake of clarity we include here below the 

questions to commentators in the same order in which 

they appear in the Discussion Draft. 

B.1 Commentators’ views are invited on the guidance

included in paragraphs 8 to 10 of this discussion draft

in the context of Article 25 of the OECD Model Tax

Convention (“MTC”), paragraphs 1 and 2 of Article 9 of

the OECD MTC as well as the BEPS Action 4 Report.

We agree with the need to develop some common 

guidelines in relation to how to definitively qualify 

305



TREMONTI ROMAGNOLI PICCARDI E ASSOCIATI 

certain transactions, which may be the subject of a MAP 

under Article 25 of the OECD MTC in order for the tax 

authorities involved to reach a shared position that 

should be considered as the starting point when 

processing the MAP. 

We particularly agree with the emphasis placed by the 

Discussion Draft on the “debt” vs. “equity” nature of 

the relevant instrument and we believe that this is 

probably the most urgent topic that needs to be 

addressed. 

In this context, we deem it necessary to identify a 

number of objective and factual criteria that the tax 

administrations should take into account when facing 

such situations, which may otherwise generate 

mismatches and cause the procedure to end up in a 

stalemate. 

While we acknowledge that the current guidelines under 

para. 1.122 et seq. of the TPG are surely a starting 

point, some additional instructions should also be 

included. 

In more detail, under the cited para. 1.122, “where the 

same transaction can be seen between independent 

parties in comparable circumstances (where all 

economically relevant characteristics are the same of 

those under which the tested transaction occurs other 

than the parties are associated enterprises) non-

recognition would not apply”.
1

1 In this regard, it should be noted that the previous instructions on 

the topic merely referred to the need to privilege a substance over 

form criteria to be adopted when performing the possible re-

characterization. Particularly, para. 1.65 of the former TPG stated 

that “the tax administration [may] [disregard] the structure adopted 

by a taxpayer in entering into a controlled transaction […] where the 

economic substance of a transaction differs from its form […] in such 

a case the tax administration may disregard the parties 
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In other words, in the context of a possible re-

characterization the recent amendments introduced by 

the current version of the TPG has apparently 

strengthened the need to make reference to a 

comparative approach. 

To this end, we believe that the introduction of 

accurate criteria which may for instance include 

recourse to financial indicators represents a valid 

tie-breaker instrument which could limit potential 

arbitrary and divergent positions between the tax 

administrations involved. 

B.2 Commentators’ views are invited on the example 

contained in paragraph 17 of this discussion draft; in 

particular on the relevance of the maximum amounts that 

a lender would have been willing to lend and that a 

borrower would have been willing to borrow, or whether 

the entire amount needs to be accurately delineated as 

equity in the event that either of the other amounts 

are less than the total funding required for the 

particular investment. 

While we agree with the need to carry out a specific 

analysis to ultimately determine the fair amount of 

interest to be deducted at the level of the borrower, 

we believe that the TPG should include appropriate 

instructions to shed some light on the criteria and 

methodologies to be used. 

We also agree that to do so the most reasonable 

approach is to first of all establish the maximum level 

of indebtedness that a borrower would have been able to 

receive from a third party lender. This approach makes 

sense on a technical level but it may give rise to 

practical difficulties. 

characterization of the transaction and re-characterize it in 

accordance with its substance”. 
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In this context our recommendation would be to 

adequately revise the current guidance by introducing 

inter alia references to the instructions provided in 

the “Report of the Attribution of Profits to Permanent 

Establishments”, published on 22 July 2010. In fact 

this report contains, in its Part I, para. 115 et seq., 

a number of approaches to be followed when – for 

instance - determining the free capital needed to fund 

the assets and support the risks attributed to the PE, 

to which reference could be made mutatis mutandis for 

the purposes at stake
2
.

From a different perspective, additional criteria may 

be sought by referring to the most common indicators 

used in the financial sector, which focus on measuring 

the ability of the borrower to service the debt.  

By way of example, we can suggest that reference is 

made to the following indicators:  

- EBIT or EBITDA / interest on debt (which measures the

capability of the enterprise to service its financial

obligations).

- Net Financial Position (“NFP”) / EBITDA (which is a

hint to assess the capability of the enterprise to

service the debt according to its business

performance).

- NFP / Market capitalization or Net equity (which

measures the sources - i.e., equity or debt - through

which the enterprise finances its business activity).

2
 In particular, the Report of the Attribution of Profits to Permanent 

Establishments Part I, para. 115 et seq., provides the following 

approaches: (i) “The capital allocation approach”, (ii) “Economic 

capital allocation approach”, (iii) “Thin capitalisation approach” and 

(iv) “Safe harbour approach - quasi thin capitalisation /regulatory

minimum capital approach”.
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In our opinion, a further crucial aspect consists in 

determining if – while calculating the maximum 

indebtedness by using the financial indicators proposed 

above – it is opportune to perform an appropriate 

benchmarking analysis to achieve the relevant arm’s 

length range or to establish appropriate “safe-

harbours” to be considered as a proxy of the fair 

market conditions. 

B.3 Commentators’ views are invited on the breadth of 

factors specific to financial transactions that need to 

be considered as part of the accurate delineation of 

the actual transaction.  

Commentators’ views are also invited on the situations 

in which a lender would be allocated risks with respect 

to an advance of funds within an MNE group. 

While we appreciate the effort made by the OECD in 

identifying in the Discussion Draft a list of specific 

factors, which must be taken into consideration in 

order to accurately delineate the actual transaction, 

in our opinion it appears appropriate to add some notes 

and provide some additional examples in order to make 

the relevant instructions more effective.  

More specifically, notwithstanding the proposal of the 

Discussion Draft which emphasizes the importance of the 

actual conduct of the parties, we consider that the 

contractual terms of the agreement, which represent the 

formal intentions of the parties, should undoubtedly be 

considered as the starting point to address the 

economic analysis of the transaction itself.  

A further stage of the analysis should in our view 

encompass the utilization of appropriate indicators of 

the same tenor as those listed under Section B.2.3 of 

the Discussion Draft, reference to which should reduce 

discretionary and arbitrary conclusions when both 

delineating the actual transaction and the allocation 

of risks. 
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To this end it would be advisable to include references 

to additional figures such as non conventional 

repayment schemes (e.g. the so-called “bullet” figure), 

capital conversion options (e.g. put-call options), 

etc. 

We also believe that the proper consideration of the 

relevant business strategies represents a fundamental 

stage of the analysis, however some additional guidance 

should be provided, expanding Section B.2.5. to give 

taxpayers and tax administrations a better indication 

of which facts and circumstances should be considered 

for such purposes
3
.

B.4 Commentators’ views are invited on the guidance 

contained in this Box and its interaction with other 

sections of the discussion draft, in particular Section 

C.1.7 pricing approaches to determining an arm’s length

interest rate.

We agree with the need to determine a structured 

approach to establish an arm’s-length interest rate in 

MNE financial transactions, which matches the 

characteristics of the tested transaction. 

In this regard, while we recognize the importance of 

the “risk assumed by the lender” in order to price an 

arm’s length interest rate, we deem it necessary to 

introduce some additional indicators in order to better 

determine the grade of risk associated with investing 

in the financial asset, which will be reflected in the 

interest rate applicable to it.  

3
 In this respect, we appreciate the example included in para. 34 of 

the cited Section B.2.5 that reports, by way of example, that the 

terms and conditions of a certain financing may differ – where 

occurring in an extraordinary transaction - from those that would be 

applicable to the same borrower on a stand-alone basis. 
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In this context, we agree with the statement of Box 

B.4, para. 1, of the Discussion Draft according to

which a “funder [who] lacks the ability to control the

risk associated with investing in a financial

transaction, … will be entitled to no more than a risk

free return as an appropriate measure of the profits it

is entitled to return”.

However, some additional notes should be made in this 

regard.  In fact, (i) if on one hand it is clarified in 

the Discussion Draft that a lender that transfers the 

full risks connected with the financial transaction 

should be entitled only to a risk-free rate of return, 

(ii) on the other hand, in case of a partial transfer

of risks, the Discussion Drafts lacks appropriate

guidelines to accordingly determine the arm’s length

rate of return.

From a different perspective, we believe that making 

reference to government issued securities is a sound 

reference point to determine appropriate comparables.  

However according to the Discussion Draft (see Box B. 

4, para. 7) “due to difficulties in practice, practical 

solutions may be considered for estimating the risk 

free rate of return”. 

To this end, additional guidance would be more than 

welcome to properly expand on the type, nature and 

scope of the “practical solutions” to be sought. In 

this respect the inclusion of concrete examples would 

be necessary. 

Moreover, the inclusion of additional criteria which 

assume relevance in order to correctly estimate the 

risk free rate of return, besides those already 

indicated in the Discussion Draft such as “currency 

risk”, “maturity”, “date of issue”, etc., will be 

considered opportune. 

B.5 Commentators are invited to describe financial 
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transactions that may be considered as realistic 

alternatives to government issued securities to 

approximate risk-free rate of returns. 

In our opinion, realistic alternatives to government 

issued securities, in order to approximate risk–free 

rate of returns, may be represented by the securities 

issued from certain financial institutions (e.g. 

European Investment Bank - EIB) or giant MNEs. 

Additionally, we wish to highlight that government 

issued securities should not be the most suitable venue 

to approximate the risk-free rate of return in 

circumstances with a high degree of volatility in 

yields.  

In this context, realistic alternatives may be the 

following.  

- the average risk–free rate of return on government

issued securities over a certain time-frame (e.g.

three-month or one-year period);

- the risk–free rate of return on government issued

securities from another State or territory with the

same credit rating but less volatility in yields;

- the risk–free rate of return on government issued

securities plus a specific risk premium, to be

accurately determined according to the facts and

circumstances.

B.6 Commentators’ views are invited on the practical

implementation of the guidance included in paragraph 11

of this Box B.4, and its interaction with Article 25

OECD MTC in a situation where more than two 

jurisdictions are involved. This could arise, for 

instance, where a funded party is entitled to deduct 

interest expense up to an arm’s length amount, but the 

funder is entitled to no more than a risk-free rate of 

return under the guidance of Chapter I (see, e.g., 
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paragraph 1.85), and the residual interest would be 

allocable to a different related party exercising 

control over the risk. 

The described scenario - which assumes that the risk 

connected to a financial transaction is controlled by 

several related entities resident in different 

jurisdictions – may theoretically require that all of 

the same jurisdictions are involved in the due course 

of the procedure under Article 25 of the OECD MTC. 

This situation that can be included in the so-called 

“triangular” cases, could indeed require specific 

guidance to be provided under Chapter IV of the TPG. 

In this regard, one can notice that the international 

practice – with specific reference to the mentioned 

triangular cases -  has in fact underlined that in such 

a context the sole involvement of “... two ... 

competent authorities cannot fully resolve any double 

taxation arising in a transfer pricing case when 

applying the arm’s length principle because an 

associated enterprise situated in (an)other ... 

State(s) and identified by both ... competent 

authorities … had a significant influence in 

contributing to a non-arm’s length result in a chain of 

relevant transactions or commercial/financial relations 

and is recognized as such by the taxpayer suffering the 

double taxation” (see Final Report on Improving the 

Functioning of the Arbitration Convention, European 

Joint Transfer Pricing Forum, 12 March 2015). 

However, as of today, existing dispute resolution 

mechanisms do not seem to be effective in such cases. 

In fact, notwithstanding the amendments made to the 

Commentary on Article 25 of the MTC (see para. 38.1 et 

313



TREMONTI ROMAGNOLI PICCARDI E ASSOCIATI 

seq.)
4
, the provisions of bilateral income tax treaties

seem to be insufficient in order to resolve triangular 

cases, given that the involvement – in the due course 

of the procedure – of other affected States, even if 

necessary in theory, still appears difficult in the 

standard practice. 

It would therefore be useful if the OECD were to 

consider providing exhaustive guidance for taxpayers 

and tax authorities to handle triangular cases, 

emphasizing the need to achieve the goal under the 

cited Article 25 to eliminate double taxation.  

An additional issue related to triangular cases deals 

with the interaction between the provisions of the 

bilateral tax treaties and those of the European 

Arbitration Convention (Convention 90/436/EEC, signed 

by the Member States of the European Community on 23 

July 1990). In essence, it would be opportune to 

receive specific instructions to manage those 

situations possibly involving EU and non-EU 

jurisdictions (which could give rise to an overlap of 

the European Arbitration Convention and the DTC 

provisions). 

C.1 Commentators are invited to describe situations 

where, under a decentralized treasury structure, each 

MNE within the MNE group has full autonomy over its 

financial transactions, as described in paragraph 38 of 

this discussion draft. 

4 In particular, para. 38.1 of the Commentary on Article 25 of the MTC 

states that “The combination of bilateral tax conventions concluded 

among several States may allow the competent authorities of these 

States to resolve multilateral cases by mutual agreement under 

paragraphs 1 and 2 of Article 25 of these conventions. A multilateral 

mutual agreement may be achieved either through the negotiation of a 

single agreement between all the competent authorities of the States 

concerned or through the negotiation of separate, but consistent, 

bilateral mutual agreements”. 
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We would first of all like to recall, mutatis mutandis, 

the considerations included in the “Report of the 

Attribution of Profits to Permanent Establishments”, 

published on 22 July 2010, on the topic, in which it is 

specifically stated that where a “non-financial 

enterprise … perform[s] a fully fledged treasury 

function, the functional analysis may well determine 

that the treasury center is the economic owner of the 

internal financial assets as it has been performing the 

significant people functions relevant to determining 

economic ownership of those assets and so is entitled 

to the return on those assets”. 

In essence it seems that the key aspect to evaluate the 

degree of autonomy (“rectius”: centralization vs. 

decentralization) should be identified with the 

“significant people function”. 

Assuming that this is the case, the practical 

delineation of the above may be seen in those MNEs in 

which the significant people functions are (or, more 

appropriately, have to be) performed at the very 

peripheral level. Examples may be found in those 

groups, which need to deeply liaise with local 

financial institutions in order to achieve any sort of 

financial support or need. 

C.2 Commentators are invited to consider whether the 

following approaches would be useful for the purpose of 

tax certainty and tax compliance:  

 a rebuttable presumption that an independently

derived credit rating at the group level may be

taken as the credit rating for each group member,

for the purposes of pricing the interest rate,

subject to the right of the taxpayer or the tax

administration to establish a different credit

rating for a particular member;

 a rebuttable presumption that tax administrations

may consider to use the credit rating of the MNE
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group as the starting point, from which 

appropriate adjustments are made, to determine 

the credit rating of the borrower, for the 

purposes of pricing the interest rate, subject to 

the right of the taxpayer or the tax 

administration to establish a different credit 

rating for a particular member. 

Commentators’ views are invited on the use of an MNE 

group credit rating for the purpose of tax certainty 

and tax compliance to determine the credit rating of a 

borrowing MNE.  

Commentators are also invited to provide a definition 

of an MNE group credit rating, how an MNE group credit 

rating could be determined in the absence of a 

publicly-available rating, and how reliable such a 

group credit rating would be when not provided by a 

credit rating agency.  

i. We agree with the need to determine whether it

appears useful, for tax purposes and tax compliance, to

either presume that the credit rating of the group

member should be the same credit rating as the MNE

group, or whether the MNE group credit rating must be

used as a starting point for subsequent adjustment to

be made by Tax Authorities, in order to determine the

credit rating of the group member.

In this regard, it appears appropriate to make 

reference to independent third parties, which in 

determining the terms of a loan, make allowance for the 

fact that the debtor belongs to a group that has a 

better credit rating than the debtor itself, without a 

formal guarantee having been issued. The idea behind 

this is that an MNE will substantially guarantee the 

solvency of its group members that, for such reason, 

the credit risk associated with the loan may be based 

on the group rating. 
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However, such an approach seems to be more appropriate 

in relation to banks and financial institutions, given 

that the regulatory system for banks is consistent with 

that approach. Indeed, generally, all of the bank’s 

assets and capital are potentially available to meet 

any claims on the bank regardless of where the 

liability leading to the claim is located. Therefore, 

the subsidiary normally shares the same 

creditworthiness as the enterprise of which it is part. 

In all other cases, it could be more appropriate to use 

the group credit rating (just) as the starting point to 

be accordingly “notched” up or down on the basis of the 

relevant facts and circumstances that may justify such 

an adjustment. 

By way of example, it may be important to consider the 

impact of any contractual or structural subordination 

and of any qualitative elements. Particularly, 

arguments to further adjust the (initial) credit 

estimate may be found in: the specific industry to 

which the MNE belongs, the quality of its management, 

its reputation, its risk profile, its regulatory status 

(e.g., if subject to any regulatory authority) and in 

its ability to raise equity and/or other financial 

means
5
.

ii. Having said that, it should be noted that reference

to the credit rating of the group may be useful and

efficient, given that (i) the credit quality of a

subsidiary of the MNE may not be directly observable,

unless it has obtained external credit facilities

(either unsecured or without a related-party credit

guarantee), and (ii) obtaining a full formal “stand-

5
See also 2010 OECD Report on the Attribution of Profits to Permanent 

Establishments, para. 102: “there are factors other than capital such 

as reputation, profitability, management quality, risk diversification 

that also affect creditworthiness”. 
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alone” credit rating for the same subsidiary from major 

rating agencies could be difficult in practice. 

Nevertheless, it should be underlined that, making 

reference to group credit rating would not be advisable 

in all cases, but should be adequately pondered 

according to the relevant facts and circumstances.  

iii. An MNE group credit rating may be defined as the

creditworthiness of all the members of the MNE group

jointly, having regard to the fact that the aggregate

rating is presumably higher than the rating on a stand-

alone basis.

Moreover, in our opinion, in the absence of a publicly-

available rating, the MNE group credit rating may be 

determined through a qualitative and quantitative 

analysis, having regard to the factors taken into 

account by the same rating agencies. 

In essence, the qualitative aspects may be identified 

by developing a proper functional analysis and 

examining the characteristics of the industrial sector 

in which the MNE group operates, while the quantitative 

aspects may be identified by examining the main 

economic and financial indicators available. 

In more detail, assuming that there are available 

consolidated financial data, the latter analysis should 

consider, inter alia, the following: 

- corporate financial data (such as group 

Debt/Equity ratio); 

- information regarding the group (e.g. business

sector, geographical area, quality of the

management, etc.);

- any material adverse event; and

- historical and forecasted information.

We additionally notice that the reliability of the 

credit rating determined through such an analysis is 
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strictly connected to the time-frame and the moment in 

time considered in assessing it (for instance, 

publicly-available rating are particularly reliable 

given that these are generally determined taking into 

account the business cycle of the rated company). 

The analysis is indeed more accurate if the relevant 

time-frame selected is in line with the maturity of the 

financing under analysis. 

C.3 Commentators are invited to provide a definition 

of the stand-alone credit rating of an MNE. 

Commentators’ views are invited on the effect of 

implicit support as discussed in paragraphs 68 to 74 of 

the discussion draft, and how that effect can be 

measured. 

i. In principle, the stand-alone credit rating of an

MNE member should represent the actual creditworthiness

of the subsidiary itself (i.e., taking into account

exclusively the estimation of the credit quality on a

“stand-alone basis”)(please, also refer to previous

para. C.2).

ii. However the presence of (implicit) credit support

from a central level cannot be ignored.

Indeed, in practice, it is common that the ultimate 

parent company of the “peripheral” MNE member does 

irrevocably provide financial support (either limited 

to a determined time frame or unconditionally) to the 

MNE member so as to enable it to meet its obligations 

and liabilities as and when they fall due and continue 

its day-to-day business operations as a viable going 

concern notwithstanding any present or future financial 

difficulty that may arise locally. 

Such a support should be inferred on the basis of a 

substance over form approach, that may de facto lead to 

the conclusion that unless it is legally excluded some 
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sort of (implicit) credit support should always be 

acknowledged.  

The above conclusion in fact seems consistent with the 

methodologies commonly adopted by the major credit 

rating agencies, which tend to notch up or down the 

“stand-alone” credit quality of the subsidiary 

according to the credit rating which exists centrally
6
.

In this regard, we agree with the statement already 

included in the Discussion Draft (under Section C.1.3., 

paragraph 68) in which emphasis is given to the fact 

that the implicit support - derived from membership of 

the MNE group - represents a relevant figure to 

undoubtedly be taken into account by independent 

lenders while evaluating the creditworthiness of the 

borrower
7
.

That being said we encourage the inclusion of further 

clarifications on the approach that should be followed 

in order to determine the impact of the mentioned 

implicit support. 

C.4 Commentators’ views are invited on the relevance

of the analysis included in paragraph 70 of this

discussion draft.

6 See Transfer Pricing Forum, Vol. 9, Issue 1, March 2018, p.16, ed. 

Bloomberg Tax BNA and Van Der Breggen et. al. “Does Debt Matter? The 

Transfer Pricing Perspective” Vol. 16, No. 6, Tax Management Transfer 

Pricing Report, 2007.  
7 In particular, “an independent lender would usually take into account 

the possibility of implicit support from elsewhere in the MNE group 

when considering the terms and conditions of any loan to an MNE. 

Implicit support is the benefit that may arise from passive 

association when, for example, an MNE attains a better credit rating 

and correspondingly reduced interest rate from an independent lender 

due to its membership of the MNE group of which it is a part and where 

there is no contractual obligation of any group member to provide 

support”. 
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We partially agree with the analysis conducted under 

paragraph 70 of the Discussion Draft that - while 

substantially legitimating the application of the group 

credit rating to a single group member - emphasizes the 

necessity for a strong link between the subsidiary and 

the group’s core business. In this regard we believe 

that some additional notes are needed. 

First of all we consider that as a general rule the 

implicit credit support should be underpinned by a 

rebuttable presumption which would in principle waive 

any further analysis. Clearly, there may be 

circumstances that would need to be adequately 

evaluated to ascertain if and to which extent the cited 

presumption is met also in the absence of any 

factual/legal evidence available (e.g. financial 

support letters, letters of patronage, etc.). 

In other words, while the (implicit) credit support 

should be considered as present for every member of a 

group regardless of the strength of the link between 

the parties, some appropriate analysis should however 

be conducted in order to definitively ascertain its 

existence. 

To this end, while there is no doubt that the strong 

link between the subsidiary and the group’s core 

business represents a key factor in reaching a certain 

conclusion, additional elements should also be taken 

into consideration (such as business strategies, 

business sectors, etc.). 

We would therefore recommend that specific guidance be 

provided on the topic. 

C.5 Commentators’ views are invited on: 
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 the role of credit default swaps (CDS) in pricing

intra-group loans;

 the role of economic models in pricing intra-group

loans (for instance, interest determination

methods used by credit institutions).

i. In our opinion, a company’s credit default swap

(CDS) may represent a useful parameter to be taken into
account in estimating the interest rate for

intercompany loans.

Nevertheless, firstly it is necessary to ascertain that 

the main characteristics of the CDS reflect the same 

characteristics of the intra-group financing (in terms 

of maturity, schedule of repayment, etc.). Secondly it 

would however be established if comparability 

adjustments under para 3.47 of the TPG may be performed 

in order to preserve the accuracy and reliability of 

the comparison. 

However, it should be noted that (commonly) a company’s 

CDS may not be available from public sources. In such a 

situation, it could be opportune to clarify whether the 

CDS of the State in which the company is resident may 

constitute a sound minimum threshold to be used for 

comparability purposes. 

In this regard, we would like to underline that the CDS 

of the State could however not be sufficiently reliable 

when the country of reference is characterised by high 

volatility. In this context, in fact - as we noted 

under previous para. B.5. - the market risk is not 

expected to reflect the risk of the companies operating 

in it. 

ii. With regard to the role of economic models in

pricing the intra-group loans, we consider that the

following notes are needed.
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Firstly, we would like to point out that the economic 

methods used by credit institutions are often based on 

specific algorithms which generally rely on non 

publicly available information (e.g. schedule of 

repayment of the relevant economic sector, aggregate 

indebtedness existing at the group’s level, etc.), 

which apparently cannot be assumed while pricing intra-

group loans. 

Furthermore, these methods do not offer a comprehensive 

disclosure on the underlying process of determination 

of the creditworthiness of the borrower and do not 

evaluate more qualitative aspects, which are ordinarily 

taken into account while developing a proper functional 

analysis of the transaction. 

C.6 Commentators are invited to identify financial 

transactions that may be considered as realistic 

alternatives to intra-group loans. 

In order to better perform the comparative analysis, we 

agree with the practical need to identify realistic 

alternatives to intra – group loans. 

In this context, we wish to emphasize that the CUP 

method requires a high degree of comparability, 

although under Chapter III of the TPG comparability 

adjustments should always be considered to enhance 

accuracy and reliability. Clearly, realistic 

alternatives should always present the same features of 

the intra-group loan under analysis. 

In our opinion, the main features that have to be 

considered in order to obtain the expected degree of 

comparability are, by way of example, the following: 

issue data, creditworthiness, maturity, currency, 

schedule of repayment and the prepayment rights. 

From a practical standpoint, realistic alternatives to 

intra – group loans may be represented by the 

following: 
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- Bank loans. In this context, it may be appropriate to

make reference to medium-short term financings, taking

into account that intra group loans are generally

categorized as such. Appropriate consideration should

however be attributed to the securities and guarantees

placed upon the third party facility used for the

comparison.

- Corporate bonds listed on regulated markets or on

alternative markets (e.g. Multilateral Trading

Facility (MTF) that represents an alternative to the

traditional stock exchanges). In addition to listed

bonds, it should also be possible to consider non-

listed bonds issued by listed companies or non-listed

bonds issued by major enterprises (e.g. banks and 

financial institutions), assuming that the relevant 

information is publicly available. 

- Loans advanced by minority shareholders. In this 

regard, we wish to highlight that in circumstances in 

which limited comparable data is available, the 

minority shareholder loans may represent a sound 

(internal or external) comparable for evaluating the 

arm’s length conditions as the case may be and 

depending on the availability of the relevant 

information. 

C.7 Commentators are invited to describe situations 

in which an MNE group’s average interest rate paid on 

its external debt can be considered as an internal CUP. 

First of all we start with the consideration that the 

Discussion Draft appears to suggest that – in order to 

perform the comparison – reference should be made to 

the borrowers’ market. This being stated, in our 

opinion in several circumstances the interest rate 

applicable to existing or historical funding 

arrangements concluded with third-parties should indeed 

be used as an internal CUP. 
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The  usage of an internal CUP, as a comparable to 

related party loans, appears appropriate as long as 

there are external bank financings with similar terms 

and conditions and in similar economic circumstances. 

However, even though it is clear that the usage of the 

internal CUP may present some difficulties from a 

practical point of view, due to the frequent lack of 

similar arrangements with third parties, we believe 

that the differences arising upon the comparison could 

be opportunely adjusted to a reasonable extent. 

C.8 With respect to the operation of a physical cash 

pool, commentators’ views are invited on the situations 

in which a cash pool leader would be allocated risks 

with respect to lending within the MNE group rather 

than as providing services to cash pool participants 

coordinating loans within the group without assuming 

risks with respect to those loans. 

Commentators’ views are also invited regarding the 

three possible approaches that are described in the 

draft for allocating the cash pooling benefits to the 

participating cash pool members, along with examples of 

their practical application. 

In particular, 

• are there circumstances in which one or another of

the approaches would be most suitable?

• does the allocation of group synergy benefits

suffice to arrive at an arm´s length remuneration

for the cash pool members?

• whether, in commentators’ experience, the allocation

of group synergy benefits is the approach used in

practice to determine the remuneration of the cash

pool members?
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Commentators are also invited to describe approaches 

other than the ones included in the discussion draft 

that may be relevant to remunerate the cash pool 

members.  

i. We agree with the need to explore situations in

which the role of the cash pool leader consists not

only in providing coordination or agency function but

also in assuming risks.

As correctly reported in the Discussion Draft under 

Section C.2.3. the reward of a cash pool leader must 

depend on the role that it assumes in the cash pooling 

activity, which sometimes goes beyond the classic 

position of coordination or service provider by 

assuming financial risks
8
.

We consider that the two examples provided in the 

Discussion Draft (which respectively illustrate the 

circumstances in which the cash pool leader performs a 

mere agency function vs. the situation in which the 

cash pool leader is also responsible for deciding how 

to invest the surplus funds) highlighted a clear line 

of analysis that should always be followed while 

determining the function of the cash pool leader.  

ii. The second key topic to be considered while 

analysing a cash pool arrangement deals with the 

necessity to correctly determine the reward of the cash 

pool leader and the cash pool members. 

In this regard, we wish to emphasize that, as it is 

known, a cash pooling enables a group to benefit from 

8
 In particular, para. 109 establishes that “The appropriate reward of 
the cash pool leader will depend on the facts and circumstances, the 

functions performed, the assets used and the risks assumed in 

facilitating a cash pooling arrangement”.  
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more efficient cash management by bringing together the 

balances on separate bank accounts.  

That being said, we consider that the method applicable 

to sharing the benefits of pooling between the 

participants must take into account the level of risk 

assumed by each member of the cash pooling, also having 

regard to the cash pool leader profile. Accordingly, 

the determination of the remuneration of the cash pool 

members should derive from an accurate risk analysis. 

At this point, we wish to highlight that the usage of 

the first two approaches (i.e., “Enhancing the interest 

rate for all participants” and “Applying the same 

interest rate for all participants”) provided in the 

Discussion Draft may lead to some approximation if it 

is not supported by sound reasonable grounds. 

In addition, the approach based on the principle that 

group synergies should be shared among the participants 

is theoretically correct and in line with the OECD 

Final Report on Aligning Transfer Pricing Outcomes with 

Value Creation, published on October 2015, that 

provides specific clarification on how to apportion the 

relevant benefits and burdens resulting from 

“deliberate concerted group actions”
9
. However the 

9
 In particular, para. 1.161 states that: “Where corporate synergies 
arising from deliberate concerted group actions do provide a member of 

an MNE group with material advantages or burdens not typical of 

comparable independent companies, it is necessary to determine (i) the 

nature of the advantage or disadvantage, (ii) the amount of the 

benefit or detriment provided, and (iii) how that benefit or detriment 

should be divided among members of the MNE group”.  

On the other hand, the statement in para. 1.162 refers to the approach 

that must be followed while sharing the benefits derived from group 

synergies. In more detail, the paragraph establishes that “If 

important group synergies exist and can be attributed to deliberate 

concerted group actions, the benefits of such synergies should 

generally be shared by members of the group in proportion to their 

contribution to the creation of the synergy. For example, where 

members of the group take deliberate concerted actions to consolidate 

purchasing activities to take advantage of economies of scale 
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above approach could not be sufficient given that the 

risk analysis should, in our view, represent the key 

point from which to start when determining the arm´s 

length remuneration for the cash pool members. 

Finally, we wish to highlight that in our experience 

the application of “allocation of group synergy 

benefits” approach does not represent the method 

generally used in pursuing arm’s length conditions. In 

this context, we emphasize that – again - a substantial 

approach which takes into account a thorough analysis 

of the functional and risk profile of the cash pooling 

members (e.g. agent, lender, investor, etc.) should 

indeed be preferred. 

iii. With regard to approaches
10

provided in the 

Discussion Draft, to remunerate the cash pool members, 

we consider that ones proposed should be considered 

exhaustive, although we emphasize, that the 

remuneration of the cash pool members should always be 

a direct consequence of an accurate analysis of risks. 

C.9 In the context of the last sentence of paragraph

102, commentators’ views are invited on a situation

where an MNE, which would have not participated in a

cash pool arrangement given the particular conditions

facing it, is obliged to participate in it by the MNE

group’s policy.

resulting from high volume purchasing, the benefits of those large 

scale purchasing synergies, if any exist after an appropriate reward 

to the party co-ordinating the purchasing activities, should typically 

be shared by the members of the group in proportion to their purchase 

volumes”. 
10
 In particular, the Discussion Draft, in para.126 et ss, in order to 

determine the retribution of the cash pool members,  provides the 

following approaches: 

1. Enhancing the interest rate for all participants;

2. Applying the same interest rate for all participants;

3. Allocating the cash pooling benefits to the depositors.
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We acknowledge that there may be circumstances in which 

participating in a cash pooling arrangement could not, 

in theory, represent the “best option” available even 

though it is required by the relevant internal policy. 

For instance, this may be the case of an entity with a 

liquidity surplus that may, under certain conditions 

which should however undoubtedly be ascertained by 

means of a proper analysis, obtain a higher 

remuneration by investing its assets on the capital 

markets.  

In the above situation, the MNE group member may not be 

interested in entering into the cash pool arrangement. 

Nevertheless, in practice, the entity is obliged to do 

so due to obvious organizational reasons. 

In this context, it may be reasonable to expect that 

adequate adjustments should be performed in order to 

align the relevant conditions with the arm’s length 

standards. 

C.10 Commentators’ view are invited on whether cross-

guarantees are required in the context of cash pooling

arrangements (physical or notional), and how they are

implemented in practice, along with examples.

Commentators’ views are also invited on whether cross-

guarantees are, in effect and substance (even if not in 

written contractual form), present in cash pooling 

arrangements. 

i. It is acknowledged that the legal background for

cash pooling structures generally varies depending on

the relevant business sector to which the MNE belongs

and on the possible inclusion of foreign entities,

which may in turn imply that a number of non-resident

jurisdictions are also involved. In such a situation

reference is generally made to cross-border cash

pooling structures, although – coherently with the
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basic scheme - the underlying rationale of cash pooling 

can alternatively be seen as: (i) the physical transfer 

of liquidity (so-called “zero balance” pooling scheme) 

and (ii) the virtual transfer of liquidity (so-called 

“notional” pooling scheme). 

Within a zero balancing structure, between the master 

account holder (often the ultimate parent company) and 

the sub-account holders an effective lending and 

borrowing situation arises and the subordinated 

accounts will be zeroed at the end of each day. 

Notional pooling means that between the master account 

holder and the cash pool members’ subordinated accounts 

all funds are only pooled virtually. 

As correctly mentioned in the Discussion Draft, cross 

guarantees are often required within virtual pooling 

structures, by means of which the participants 

guarantee each other’s debts with the operating bank. 

In fact the bank notionally aggregates the various 

balances of the separate accounts and (directly or 

indirectly) pays or charges interest according to the 

net balance, indeed requiring to be cross-guaranteed by 

the cash pooling participants when off-setting the 

accounts. 

In general, the framework governing the cash pooling 

often consists of two major agreements. One agreement 

that is entered into between the master account holder 

and the bank offering the cash pooling (e.g. so-called 

“Cash Concentration Agreement”). Such a Cash 

Concentration Agreement describes how funds from the 

participating company source accounts are swept by the 

bank to the header account and funds from the header 

account swept to the source account. Participants then 

enter into the mentioned agreement through additional 

and separate agreements. 

ii. Besides the cross-guarantees required in notional

pooling schemes to enable the off-settings, in our

experience physical pooling schemes provide a form of
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joint and several liability whose possible implications 

should be cautiously considered as well when 

determining the arm’s length conditions. 

In summary, the above provides that if for any reason 

an account shows a debit balance that is due but 

unpaid, the master account holder and the other 

participating companies shall be jointly and severally 

liable to the bank for such debit balance and shall pay 

at first demand an amount equal to such debit balance 

together with any interest and cost. 

Given the above we deem it appropriate that the topic 

is opportunely addressed in order to establish if and 

to which extent, according to the relevant facts and 

circumstances (and irrespectively of the adoption of 

written contractual forms), a certain remuneration 

would be due - e.g. on the basis of the credit 

worthiness of the relevant enterprise. 

In this context we however emphasize that it could be 

reasonably concluded that no specific remuneration (to 

the cash pool leader) is due if it may be considered 

included in the one already provided by a separate cost 

sharing agreement, as it is commonly seen in practice 

and/or the relevant (figurative) cost may assume the 

nature of shareholder activities under Chapter VII of 

the TPG.  

C.11 In a situation where there are off-setting

positions within an MNE group, commentators’ views are

invited on how accurate delineation of the actual

transaction under Chapter I affects the profits and

losses booked in separate entities within the MNE group

as a result of exposure to risks.

Regarding scenarios where a member of an MNE group has 

a risk exposure which it whished to hedge but there is 

an off-setting position elsewhere in the group and 

group policy prevents the MNE from hedging its 

exposure, commentators’ views are invited on whether 
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that risk should be treated as being assumed by the 

unhedged MNE or by the entity which sets the group 

policy. 

We undoubtedly welcome the highest extent of accurate 

delineation of the actual transaction under Chapter I 

of the TPG, although we also believe that simplified 

approaches and aggregate evaluations should reasonably 

be permitted/tolerated. 

To this end, we do agree with the statement included in 

para. 135 of the Discussion Draft under which “where 

the centralized treasury function arranges a hedging 

contract that the operating company enters into, that 

centralized function can be seen as providing a service 

to the operating company, for which it should receive 

compensation on arm’s length terms”. 

In practice, although the outcome of the relevant risk 

analysis cannot be ignored, we suggest not to assume a 

position that results in excessive costs and burden for 

the enterprises, especially in consideration of the 

materiality of the transactions. 

D.1 Commentators’ views are invited on: 

 How related party financial guarantee should be

accurately delineated in accordance with the

guidance in Chapter I of the TPG (considering

also, for example, situations where it could be

considered as a provision of a financial service,

the sale of a financial asset or a simple

treasury service associated with a loan).

 The circumstances in which a guarantee is likely

to be insisted upon by an independent lender

granting a loan to a member of a MNE group;

 Where guarantees are insisted upon by an

independent lender who grants a loan to a member
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of an MNE group, how and why guarantees affect 

credit rating and loan pricing; and 

 Example of the most frequent cases where 

borrowers obtain guarantees from independent 

guarantors when borrowing from independent 

lenders together with examples of the process or 

mechanism by which a price is arrived at. 

We agree with the approach of considering financial 

guarantee transactions to be delineated on the basis of 

the real purpose underlying their issuance. Which means 

in essence that, as correctly mentioned in paragraph 

140 of the Discussion Draft, an intercompany 

remuneration would be due if the guarantee provides a 

real economic benefit to the interested party, such as 

a reduction of the interest rate or the increase of 

borrowing capacity.  

However in accurately delineating the transaction in 

question we believe that significant importance should 

be attributed to the evaluation of the content of the 

relevant legal documentation. Which – in line with the 

TPG (see para. 1.36) - should represent to the maximum 

extent the starting point for the analysis of the 

transaction. 

Focusing on the cited para. 140, we would expect the 

guarantee fee’s proper delineation to be (i) mostly a 

matter of determination of the quantum of the fee, 

rather than (ii) a subject which could give rise to re-

characterizations of the overall transaction (e.g., the 

re-characterization of a portion of the debt as a 

facility to the guarantor, that in turn performs an 

equity contribution to the borrower). 

We consider that this should especially be the case in 

those circumstances involving independent lenders, 

given that in such circumstances possible re-

characterizations should be very cautiously pondered. 
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In substance we therefore recommend to take a position 

which privileges the arm’s length determination of the 

guarantee rather than – again – possible re-

characterization of the overall (legal) framework. This 

would, in our view, reduce discretionary and arbitrary 

approaches which could give rise to possible disputes 

and potential difficulties also in the context of 

application of Article 25 of the OECD MTC. 

The proposed approach should be particularly relied on 

given that – as per the question at stake - in our 

experience situations where independent lenders 

advancing unsecured loans to MNE group members 

(“rectius”: not requesting parent company guarantees) 

are quite rare in practice. 

From a different perspective – as per the present 

question as well – in relation to how and why 

guarantees affect credit rating and loan pricing we may 

consider that, from a general standpoint, guarantees 

reduce the cost of the loan by affecting the credit 

rating of the borrower since the lender will be more 

willing to lend its funds to the borrower having an 

additional level of comfort (offered by the guarantor) 

that the loan will be repaid in the event that the 

borrower cannot repay it. 

Finally, with regard to the most frequent cases where 

borrowers obtain guarantees from independent guarantors 

when borrowing from independent lenders we may make the 

following considerations. 

Borrowers usually obtain guarantees from independent 

guarantors when they do not have sufficient financial 

standing in order to guarantee the repayment of their 

indebtedness in accordance with the policies set forth 

by the independent lender. 

This could be the case where, by way of example, the 

borrower and its affiliated entities belonging to the 
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same group do not have enough assets to pledge in 

favour of the lender or – depending on the facts and 

circumstances – there is no will to do so. 

As far as the process or mechanism for the pricing of 

the guarantee is concerned, one should first of all 

note that in carrying out such activity the factors 

that are used for the pricing of the guarantee are 

generally (i) the purpose of the guarantee, (ii) the 

amount guaranteed, (iii) the seniority of the 

guarantee, (iv) the financial standing of the borrower, 

(iv) the duration of the guarantee and (v) the 

collateral provided. 

E.1 Commentators’ views are invited on the following: 

 when an MNE group member issues insurance 

policies to other MNE group members, what 

indicators would be appropriate in seeking to 

arrive at a threshold for recognising that the 

policy issuer is actually assuming the risks that 

it is contractually assuming;  

 when an MNE group member issues insurance 

policies to other MNE group members, what 

specific risks would need to be assumed by the 

policy issuer for it to earn an insurance return, 

and what control functions would be required for 

these risks to be considered to have been 

assumed; and  

 whether an MNE group member that issues insurance

policies to other MNE group members can satisfy

the control over risk requirements of Chapter I,

in particular in the context of paragraph 1.65,

in situations where it outsources its 

underwriting function. Comments are also invited 

on whether an example would be helpful to 

illustrate the effect of outsourcing the 

underwriting function on the income allocated to 
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the MNE group member that issues insurance 

policies; 

 when an MNE group member that issues insurance

policies does not satisfy the control of risk

requirements of Chapter I, what would be the

effect of this on the allocation of insurance

claims, premiums paid and return on premiums 

invested by that MNE group member. 

i. The MNE group member operating as a captive 

insurance company is expected to assume the insurance 

risk that is contractually transferred to it, and 

consequently it should be entitled to the expected 

return associated with it. However, this would be 

reasonable only as long as the captive company is 

effectively assuming the contractually transferred 

insurance risk. 

Therefore, it is important to determine if the 

insurance risk has actually been transferred in 

substance to the captive company. In order to do so 

and, thus, to recognise whether the subject in question 

is actually bearing the risk that it is contractually 

assuming,  the following matters should be considered: 

- who actually has the capacity to control the 

insurance risk; and 

- whether or not the captive has the financial 

capacity to bear the assigned risk. 

Besides the qualitative analysis above, financial 

parameters which may be appropriate to measure how the 

relevant risk is borne may be found in performance 

indicators such as the Return on Assets and the Return 

on Equity. 

An additional indicator may be, as correctly mentioned 

at para. 182 of the Discussion Draft, the “combined 
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ratio” (calculated by adding the “loss ratio” and the 

“expense ratio”. The loss ratio is calculated dividing 

incurred losses by earned premiums. The expense ratio 

is calculated dividing the total expenses by the earned 

premiums). 

In fact, if the tested combined ratio is lower than the 

combined ratio of the comparables, there may be a hint 

that the group’s captive may not bear costs associated 

with the relevant risks, resulting its profile 

accordingly weaker. 

ii. We consider that – in line with the provisions

included in the  “Report of the Attribution of Profits

to Permanent Establishments”, published on 22 July

2010, – the main functions and risks to be weighed

while attributing the fair insurance return should be,

inter alia:

- Insurance policy development: this process comprises

the assessment of the quantitative, qualitative,

geographical and time-related features of insurance

cover in the context of insured risk acceptance and

savings processes, as well as the determination of

the scope and features of advisory and processing

services;

- Underwriting function: this process involves the 

classification, the selection and the pricing of the 

insured risks. In more detail, the underwriting 

process consists in: (i) definition of the 

underwriting policy; (ii) classification and 

selection of the risk, (iii) setting of premiums 

(i.e. pricing), (iv) risk retention analysis, (v)

acceptance of insured risk;  

- Risk management and reinsurance: this process 

comprises the identification and management of the 

separate elements of risk assumed by the enterprise, 

by means of a comprehensive range of risk management 
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tools (including claims adjustment policy, portfolio 

policy, reinsurance policy and investment policy 

including asset/liability management), as well as 

capital management. Of central importance to the 

risk management process is the decision whether to 

use reinsurance to manage the insurance risk 

exposure; 

- Asset management: this process has two primary 

functions: (i) the investment management function, 

which comprises the short-term asset allocation, 

security selection, and investment accounting 

functions; and (ii) the asset/liability management, 

which defines the longer-term asset allocation 

policy taking into account the nature and term of 

the liabilities, product guarantees and options, and 

regulatory requirements. 

iii. With regard to the insurance business, the 

mentioned Report on the Attribution of Profits to the 

Permanent Establishments provides a specific definition 

of the underwriting insured risk and emphasizes its 

importance when weighting the profile of the 

enterprise. 

However the same Report highlights that, 

notwithstanding the primary importance of the 

underwriting function, its nature and extent “vary 

depending on the type of insurance products and the 

facts and circumstances of the taxpayer”. 

In these circumstances, if the outcome of the analysis 

shows that the activity is more in the sense of ongoing 

operational rather than a purely strategic parameter 

setting, the profile of the insurer should not be 

weakened irrespective of the fact that all or part of 

the underwriting function is outsourced. 

Clearly, given the complexity and the ramifications of 

the subject, examples which illustrate the effect of 
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outsourcing the underwriting function on the profit 

allocation are more than welcome. 

iv. Given the relevance that the control over risk

assumes in delineating the insurer’s profile, a

significant lack of control should imply that the

relevant enterprise is entitled to a mere routine

remuneration.

E.2 Commentators’ views are invited on the relevance

and the practical application of the approach described

in paragraph 181 of this discussion draft.

We consider the proposed recourse to actuarial analysis 

a reliable venue to set the relevant prices for 

insurance premiums and, more in general, to determine 

the risk associated with a certain insurance coverage. 

However, the mere reference to actuarial criteria may 

not be sufficient for the proper determination of the 

arm’s length conditions under Chapter I of the TPG 

(i.e. the so-called “price checking”), which 

essentially requires that a comparability analysis is 

opportunely performed. 

To this end we believe that the reference to internal 

or external comparables should always be privileged, 

even though adjustments may be needed, depending on the 

relevant facts and circumstances, in order to preserve 

the adequate degree of comparability. 

E.3 Commentators’ views are invited on the example

described in paragraphs 187 and 188 of this discussion

draft.

The example described in para. 187 and 188 place 

significant emphasis on the need to weight the 

contributions of A and B to the value creation of the 

product in question.  

We clearly agree with such an approach in principle, 

that appears fully in line with BEPS Actions 8 – 10 
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that - in the different context of the transfer pricing 

aspects of intangibles - require the appropriate 

consideration of the overall value chain to 

contextualize the transfer price of the transactions. 

In fact, a value chain analysis can provide a reliable 

starting point from which to identify the functions and 

risks whose undertaking is a hint of creating value. 

One should however note that given the complexity of 

the business sector under consideration particular 

attention should be paid to those situations in which 

comparability shows that the remuneration of one or 

more of the parties is in line with market standards 

(as reported in the example). 

In other words, we believe that the recourse to sound 

comparables should in any case be privileged to the 

application of transactional profit methods, which may 

result in more arbitrary and discretionary behaviours. 

The above should be highly considered in those 

(frequent) situations in which third parties are 

involved in the relevant business structure. 

*** 

If you have any questions or you would like further 

clarification regarding any of the points discussed above, 

please contact milano@virtax.it. 

Respectfully submitted, 

Yours sincerely, 

Tremonti Romagnoli Piccardi e Associati 
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INTRODUCTION  
About UK Finance

UK Finance was formed in July 2017 to represent the finance and banking industry in the United Kingdom. 
It represents around 300 of the leading firms providing credit, banking, markets and payment-related 
services in or from the UK.  The organisation brings together most of the activities previously carried out 
by the Asset Based Finance Association, the British Bankers’ Association, the Council of Mortgage 
Lenders, Financial Fraud Action UK, Payments UK and the UK Cards Association. 

UK Finance’s objective is to work with members to build a more customer-focused and innovative finance 
sector, cementing the UK’s role as a global leader in financial services for the benefit of the wider economy. 
The interests of members’ customers – whether they are individuals or businesses – are at the heart of UK 
Finance’s work. 

GENERAL COMMENTS 
This paper comprises UK Finance’s high-level response to the OECD’s BEPS discussion draft on ‘the 
transfer pricing aspects of financial transactions’.   

The discussion draft considers the transfer pricing aspects of financial transactions in great depth 
predominantly from the perspective of the users of the financial products which banks provide.  The draft 
helpfully notes the regulation of the banking sector and the costs which this entails. We thought it would 
be worthwhile to expand a little on this in the comments below. 

The subject of a bank’s trade is financial instruments and transacting in them is the key manner in which 
banks serve their customers.  Financial transactions are effectively the stock in trade of banking businesses 
and the life blood of banking businesses.  Further, the activities of banks are subject to regulation and 
supervision, which informs and controls the way in which business is conducted and customers engaged 
with.    The banking sector is subject to extensive regulation, for instance, capital, liquidity and leverage 
requirements, ability to transact with particular customers and reporting.  In seeking to protect customers 
and ensure financial stability, financial regulation actively and constantly shapes and controls how banking 
business is undertaken.  Banks undertake financial transactions in huge numbers and volumes, directly 
with customers and also between banking group companies to allow banking groups to segregate and 
manage risks and fulfil their regulatory obligations. 

The volume of activities and the international nature of banking operations have given rise to a number of 
pressing and interesting transfer pricing questions over the years.  Consequently, the OECD has already 
considered these issues, leading to the OECD’s report in 2010, “Report of the attribution of profits to 
permanent establishment” (2010 Report) addressing the allocation of risk and capital within banking and 
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financial services groups.  The 2010 Report was, and still is, well researched and comprehensive; 
thoroughly considering the manner in which such banking businesses are conducted. The 2010 Report 
considered all aspects of banking business including regulation and is respected by both banks and, we 
believe, tax authorities, addressing the transfer pricing challenges presented by cross border banking 
businesses. 

The volume of activities and the complexity of international banking operations considered in the 2010 
Report remain and we welcome the acknowledgment of the importance of regulation in the discussion 
draft.  We would urge that it be made clear that the discussion draft is not intended to override the existing 
transfer pricing arrangements applicable to banks, nor the 2010 Report.  We consider that this should be 
made clearer as the transaction by transaction approach suggested in the discussion draft would be 
impractical and unsuitable for both banks and tax authorities. 

342



September 7, 2018 

VIA EMAIL 

Tax Treaties, Transfer Pricing and Financial Transactions Division 
Centre for Tax Policy and Administration 
Organisation for Economic Cooperation and Development 
2 rue Andre-Pascal 
75775, Paris, Cedex 16, France 

(TransferPricing@oecd.org) 

Re: USCIB Comment Letter on the OECD Discussion Draft on BEPS Actions 8 -10 – Financial 
Transactions (“Discussion Draft”)   

USCIB1 is pleased to have the opportunity to comment on the discussion draft on BEPS Actions 8 -10 
Financial Transactions (“discussion draft”).  We support the BIAC comments and write separately to 
emphasize a few points.   

Capital Structure 

Many valid factors impact an entity’s choice of debt vs. equity financing, and, subject to anti-abuse 
provisions that should only apply in exceptional circumstances, taxpayers and not tax authorities should 
determine an entity’s capital structure.  In particular, for most non-financial-services companies, the sole 
objective of intercompany financing is cash management and the internal Treasury group’s desire to avoid 
equity investments in affiliates because it is very difficult to pull equity capital out of an affiliate. 
Companies do not want to trap cash in their affiliates; therefore, debt is preferred.  The existing OECD 
Model Income Tax Treaty and Commentary permits some testing of capital structure under Article 9.  The 
Commentary provides: “the Article is relevant not only in determining whether the rate of interest 
provided for in a loan contract is an arm’s length rate, but also whether a prima facie loan can be regarded 
as a loan or should be regarded as some other kind of payment”2.   This statement should be put into 
context.   

1 USCIB promotes open markets, competitiveness and innovation, sustainable development and corporate 
responsibility, supported by international engagement and prudent regulation.  Its members include top U.S.-
based global companies and professional services firms from every sector of our economy, with operations in 
every region of the world.  With a unique global network encompassing leading international business 
organizations, USCIB provides business views to policy makers and regulatory authorities worldwide and works to 
facilitate international trade and investment. 
2 OECD Model Tax Convention on Income and Capital, Commentary on Article 9, paragraph 3(b).  The Commentary 
grew out of an OECD report on “Thin Capitalization” adopted by the Council of the OECD on 26 November 1986 
and reproduced in Volume II of the full of version of the OECD Model Tax Convention at page R (4)-1, hereinafter 
“Report” or “Report on Thin Capitalization”.  

343

mailto:TransferPricing@oecd.org


The Report on Thin Capitalization identifies the problem (thin capitalization), identifies country practices 
to address it, discusses the relevance of tax treaties, addresses the practical application of the ALP to thin 
capitalization, and reaches conclusions.  In addition to the Commentary quoted above, an important 
conclusion of the Report was that Article 9 “does not prevent the application of national rules on thin 
capitalization insofar (but only insofar) as their effect is to assimilate the profits of the borrower to an 
amount corresponding to the profits which would have accrued in an arm’s length situation.”3  The 
discussion draft4 provides that “other approaches may be taken to address the issue of the capital 
structure under domestic legislation before pricing the interest on the debt so determined … this guidance 
is not intended to prevent countries from implementing approaches to address capital structure and 
interest deductibility under domestic legislation.”  This statement at least implies that domestic rules on 
capital structure and interest deductibility could allow the country of the borrower to disallow interest 
expense such that the profit attributable to the borrower’s state could exceed an arm’s length amount.  
The Report on Thin Capitalization reached the opposite conclusion: “the application of rules designed to 
deal with thin capitalization ought not normally to increase the taxable profits of the relevant domestic 
enterprise to any amount greater than the arm’s length profit”.5  Assuming the OECD still accepts this 
conclusion of the Report, then that result should be reaffirmed in the transfer pricing guidance.  To the 
extent that Article 9 restricts the ability of the source country to limit the deduction for interest (to an 
amount that would be arm’s length) then referencing other methods of determining the capital structure, 
as suggested by paragraphs 8 through 10 of the discussion draft, will only increase uncertainty – does the 
result need to be arm’s length or not -- and complexity. Accordingly, paragraphs 8 through 10 of the 
discussion draft should be deleted.    

The Report on Thin Capitalization, in the context of discussing country approaches, mentions hybrid 
financing6 and debt/equity ratios for disallowing interest expense.7  These were alternatives to Article 9 
approaches to addressing thin capitalization.  As part of the BEPs project, Final Reports under Actions 2 
and 4 provide comprehensive best practices for dealing with hybrid financing and the deductibility of 
interest expense and target the same problem (thin capitalization) that is addressed by the discussion 
draft.  The OECD should, therefore, consider the impact of these developments in designing rules that 
address the capital structure of related entities under Article 9.  As a result, recharacterization under 
Article 9 should be extremely rare and should be limited to tax consequences only.  

Whereas Action 2 addresses tax avoidance that may arise as a result of hybrid entities, the discussion 
draft’s focus on the substance of a controlled lender appears to address the possibility of “hybrid 
structures” (for instance, if a CFC, capitalized by a related party in a high tax jurisdiction, passively lends 
to another related entity), which hybridity is not covered in Action 2 nor intended to be.  Relying on 
effective CFC rules would address these sorts of “hybrid structure” arrangement more effectively, if they 
are indeed a concern. 

3 Report, paragraph 84(c), page R(4)-32.   
4 Paragraphs 8 -10, page 5.   
5 Report, paragraph 50, page R(4)-19.   
6 Report, paragraph 23, page R(4)-10.   
7 Report, paragraph 25(ii), page R(4)-11 and paragraph 79, page R(4)-30.  Although the Report is discussing 
debt/equity ratios rather than interest expense to EBITDA, the Report provides that unless the fixed ratio included 
an option for a taxpayer to prove its capital structure is arm’s length, “the majority of countries consider that the 
results would undoubtedly be inconsistent with the arm’s length principle”.   
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Issues such as non-taxation, double deduction and limitation of excess deductions of financing 
transactions are being addressed through a combination of local country legislation and other initiatives, 
including BEPS.  Many of these initiatives are relatively new but may be effective in limiting deductions 
and ensuring income is taxed. The OECD should consider deferring new guidance until the impact of these 
new provisions is better understood.  If these rules achieve the desired results, then recharacterization 
with its many associated problems would be avoided.     

In USCIB’s view, if a country were to adopt the best practices of Action 4, then Article 9 may still apply to 
determine whether a prima facie loan should be regarded as a loan or a contribution to equity capital, but 
it should only apply to address problems that cannot be addressed using those other tools and then only 
in exceptional circumstances.  This is so because the fixed ratio and group ratio best practices of Action 4 
are intended to prevent base erosion through excessive interest deductions; that is, they address the 
problem of thin capitalization.  The ratios function as both a cap on the deductibility of interest and a safe 
harbor; a company whose interest deduction is within the caps set by the ratios is determined not to have 
an excessive amount of interest relative to earnings.  Or to state this affirmatively, a company with interest 
expense below the caps determined under the Action 4 best practices has a level of interest to earnings 
that is within an acceptable range and that company therefore has adequate capital.  The Action 4 ratios 
are intended to simplify the problem of excessive interest deductions by eliminating the need to analyze 
each situation on a case-by-case basis.  If a full Article 9 analysis is nevertheless undertaken with respect 
to all related party debt of a company – including debt that is essentially blessed under Action 4 best 
practices – then the certainty that those rules are intended to provide would be undercut.   

Paragraph 4 of the discussion draft states that “it may be the case that the capital structure of a borrowing 
entity that is part of an MNE group differs from that which would exist if it were an independent entity 
operating under the same or similar circumstances.”  This suggests that a taxpayer should be required to 
maintain the same capital structure as an independent entity.  This implication has three serious flaws.   

First, taxpayers should not be required to structure their related party transactions in the same manner 
as unrelated parties; arm’s length dealings are not required, only arm’s length results.  Businesses are 
typically funded with a mix of debt and equity. In this respect, it is critically important to recognize that 
businesses have cash requirements that vary daily and that equity as, defined under corporate law, is 
much more difficult to increase and decrease than debt.  The analysis in deciding the appropriate 
debt/equity mix is complex because investments involve different risk, economic, and tax considerations. 
Thus, subject to rules that address abuses, taxpayers and not tax authorities should decide the appropriate 
capital mix for a business.8   The burden should be on tax authorities to demonstrate that the situation is 
abusive.   

Second, given the individuality of circumstances, described above, it will be extremely difficult to define 
an arm’s length capital structure.  Unless there are some guard rails, it would potentially be possible for 
tax authorities to challenge virtually any capital structure.    

Third, the consequences of converting debt to equity can be extreme.  There are innumerable rules that 
have thresholds relating to percentage ownership of shares.  Converting debt into equity can cause 
taxpayers to fall in or out of these provisions with serious consequences that may ripple through an 
organization.  For example, if a debt holder becomes a shareholder because debt is recharacterized as 

8 Corporate laws generally reflect this reality as seen in business judgment and similar rules in jurisdictions such as 
Delaware (U.S.)  and France.  
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equity, entities may be deconsolidated from affiliates groups and new entities may be deemed to arise 
such as joint ventures and partnerships.9  Entities may be deconsolidated from a group.  These changes 
may have significant ripple effects causing gains (or losses) to be recognized.  Rules like the best practices 
under Action 4, which limit interest expense without causing these ripple effects, are preferred over more 
radical alternatives which seek to recharacterize debt as equity.  Without deference to the business’ 
decision concerning its capital structure, there would be unacceptable limits on the ability of the MNE 
group to adjust funding levels to support operational requirements.   

As noted above, the Report on Thin Capitalization also discussed the use of hybrids.  The Action 2 Final 
Report addresses the use of hybrids, including hybrid financial instruments.  In cases in which a financial 
instrument has characteristics of both debt and equity (and therefore might be a hybrid financial 
instrument) using the best practices of Action 2 to disallow a deduction to avoid the deduction/no 
inclusion result would be less disruptive than recharacterizing a debt instrument as equity.  Applying the 
Action 2 best practices is intended to achieve “the alignment of tax outcomes that should take some 
pressure off the distinction between the use of debt and equity in cross-border investment.”10  The Action 
2 Final Report also notes that: “this consistency is important for achieving the overall design objectives, 
which are to create a network of domestic rules that comprehensively and automatically neutralize the 
effect of cross-border hybrid mismatch arrangements in a way that minimizes disruption to domestic laws 
and the risk of double taxation.”11  Focusing on the deduction/no inclusion outcome eliminates the need 
to characterize or recharacterize the instrument as debt or equity and thus avoids the consequences – 
which may be largely unintended – of recharacterizing the debt instrument.  Thus, if the country in 
question has adopted best practices from Action 2 and Action 4 there should be little scope left for 
recharacterizing debt as equity under Article 9.   

The discussion draft needs to create a sense of proportionality.  Challenging capital structures under 
Article 9 should be exceptionally rare and the discussion draft should make that clear.  Countries would 
be better advised to adopt best practices under Actions 2 and 4 and limit the application of Article 9 to 
capital structures that are not caught by those Actions 2 and 4 and yet are considered abusive in some 
fashion.  That is likely to be a very small number of cases.    

Pricing 

USCIB’s comments are not intended to critique each of the pricing methodologies in the discussion draft. 
Rather we raise some general points that apply broadly to the pricing guidance.   

Paragraph 19 of the discussion draft suggests tax authorities are in a position to impose their views on the 
“realistic alternatives” and business judgments of taxpayers.  Failure to respect the business judgment of, 
and commercial arrangements within, an MNE could have costly consequences.  The vast majority of 
MNEs’ financing structures and arrangements are not driven by tax avoidance but rather by the need for 
operational efficiencies, risk management and the need to manage liquidity and working capital.  For 
instance, MNE’s generally borrow externally at a single point of contact, such as in the U.S., given access 

9 If a creditor is considered to have an equity investment in a business, sharing in its profits, some jurisdictions may 
consider the creditor to have entered into a joint venture with the nominal equity holder.  As a result of the 
recharacterization, collateral consequences may arise for the existing shareholders and the creditor, both at the 
time of the recharacterization and at the time the respective indebtedness is repaid.  
10 Action 2 Final Report, paragraph 303, page 99.   
11 Action 2 Final Report, paragraph 305, page 100.   
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to capital markets. These external funds are then made available within the multinational group through 
intracompany lending12, and then later repaid from positive cash flow.  Similarly, cash pools allow for 
efficient management of working capital requirements.  The discussion draft may have the effect of re-
creating separate groups in each country, which would eliminate these efficiencies and effectively unravel 
the benefits of operating as multinational group.  

Multinational enterprises enter into very many financial transactions, not all of which should be analyzed 
under a full-blown transfer pricing analysis.  It would be administratively impractical to require that 
commercial credit rating methodologies be applied to all related party financing transactions. 
Consequently, we recommend that the guidance include materiality thresholds and also safe harbors or 
other benchmarks.  While the discussion draft does suggest some presumptions, those presumptions do 
not provide much, if any, protection for taxpayers if the presumptions may be rebutted by the tax 
authorities with no guard rails on when rebuttal is appropriate.13 Safe harbors or other benchmarks would 
provide the needed guard rails and provide the certainty necessary for taxpayers in navigating numerous 
jurisdictional requirements.  Tax authorities should bear the burden of proving a safe harbor ought not to 
apply.  For example, U.S. Treas. Reg. § 1.482-2(a)(2)(iii) concerning safe-haven interest rates permits the 
use of an interest rate on a related party loan if that interest rate is within a band based on the applicable 
Federal rate.  While this is limited to certain loans in US dollars, this is a significant simplifying rule.  Similar 
rules should be encouraged.   

In respect of the discussion draft’s proposal to use a risk-free return in cases in which the funder lacks the 
capability, or does not perform the decision-making functions, to control the risk associated with investing 
in a financial asset,14 USCIB believes this guidance should be sparingly applied.  As the discussion draft 
acknowledges15, there is no investment with zero risk.  Furthermore, in a MNE with decisionmakers in 
multiple jurisdictions, it may be difficult to assign decision-making functions to a single location.  Thus, 
identifying the location of the risk may be very difficult in the context of financial transactions. 
Furthermore, the discussion draft appears to dismiss the possibility of their being a passive lender.  There 
are numerous examples of passive lending in financial markets (for example, mutual funds and qualified 
retirement plans).  Unrelated passive investors often expect and do earn more than a risk-free return.  
The OECD has already explored a similar issue in respect of passive portfolio investments and agreed that 
passive investors who retain ultimate oversight of their portfolios but who transfer day-to-day risk 
mitigation to others, such as fund managers, do not necessarily transfer control of investment risk to such 
other persons.16  Therefore, limiting a related party investor to a risk-free return does not reflect an arm’s 
length return.  USCIB believes that the reluctance to recognize a return to capital reflects a downplaying 
of the importance of capital to business returns.  Since there is no risk-free return in business and both 
debt holders and equity shareholders risk the loss of their entire investment, there should be an 
opportunity to return an appropriate, risk-weighted return on capital.  

By introducing limitations on the ability of members of a MNE group to enter into transactions that are 
available in the unrelated party context, one could argue that the proposed rules are in violation of many 

12 The adoption of Action 4 best practices by countries would reinforce this practice, as the external debt financing 
will only be fully deductible if interest were pushed down into entities that have the capacity to deduct interest 
under the Action 4 best practices.   
13 See, discussion draft, Box C.2, page 19.   
14 See, discussion draft, Box B.4, page 11.   
15 Ibid.  
16 OECD BEPS Project, Aligning Transfer Pricing Outcomes with Value Creation, Actions 8-10 - 2015 Final Reports, 
¶1.70, OECD Publishing, Paris (Oct. 2015). 
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double tax treaties.  At a minimum, these limitations seem contrary to a core tenet of the arm’s length 
principle.  That is, similarly situated taxpayers should be treated the same way whether or not they belong 
to a MNE group.   

The discussion draft spends a great deal of time attempting to price implicit support or actual guarantees 
but ignores the not uncommon case in which a MNE may deliberately isolate risky assets in a separate 
legal entity to protect the other assets of the group.  In such a case, there should be no implicit support 
and the entity’s credit ratings (and the resulting interest rate) should be determined on a stand-alone 
basis.    

In addition, in the context of borrowing from uncontrolled lenders, the discussion draft may overstate the 
extent to which “implicit support” provides an uplift to the credit rating of a member of a MNE group.  If 
membership in a MNE group favorably influences a third-party lenders’ credit assessment of a potential 
borrower, this may reflect underlying economic attributes of the borrower’s business, such as increased 
confidence in the accuracy of future cash flow projections, rather than participation in the group.  The 
resulting increased certainty of repayment, consequently, may be attributable to the use of a recognized 
trade name or valuable technologies and not passive association with other group members.  When other 
related party services and intangibles are identified and priced appropriately, it would be incorrect to also 
separately adjust a borrower’s stand-alone credit rating for “implicit support.”   

In respect of the discussion draft’s analysis of hedging transactions, USCIB has two concerns.  First, 
paragraph 134 describes three “possible mechanisms by which an MNE group may centralize the hedging 
of risk.”  It would be useful to clarify that this list is not exhaustive.  Second, due to the technical complexity 
of accounting for hedge transactions, tax authorities’ concerns often appear to arise from confusion about 
how hedges are reported on an entity’s profit and loss statement.  For instance, when an operating entity 
recognizes revenue generated in a non-functional currency that has appreciated relative to the functional 
currency, foreign exchange related gain is embedded within revenue.  If a hedge was created for this cash 
flow, the foreign exchange losses will be reported as a separate line item. This can create the incorrect 
impression that the operating entity has reported only the foreign exchange losses, or that the foreign 
exchange transaction has been separated from the underlying transaction.  We recommend that the final 
OECD guidelines provide an analysis of hedge accounting and provide detailed illustrations of hedging 
transactions in practice to avoid any confusion. 

Regulated Financial Groups present unique considerations that warrant a different approach 

The discussion draft’s guidance is inapposite to the financial services industry.  The guidance implicitly 
views intercompany financial transactions as ancillary to the activities of an MNE’s primary businesses, 
but for financial services firms, financial transactions are the primary business.  Although there is a nod to 
the relevance of non-tax regulatory mandates with respect to the accurate delineation of the transaction, 
in the financial services sector, non-tax regulatory mandates can dictate the structure and terms of 
intercompany financial dealings.  These factual distinctions necessitate a special approach. 

Banks, securities dealers, and other firms that provide financial services to consumers and businesses 
must routinely engage in the kinds of intercompany financial transactions addressed in the discussion 
draft—intragroup loans, cash pooling, hedging, etc.—to meet the needs of their third-party customers.  
Such firms (referred to here as “Regulated Financial Groups,” or “RFGs”) must also comply with highly 
complex, multijurisdictional non-tax regulatory demands, including in respect of their intercompany 
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financial transactions.  These demands have grown more numerous and more pervasive since the 
worldwide financial crisis of 2008, as governments have sought to de-risk capital markets and protect 
consumers.   

Simply put, RFGs’ intercompany financial transactions were not and are not a major source of BEPS 
concerns.  Intense scrutiny and control by regulators in multiple jurisdictions reduce transfer pricing risk 
on such transactions to near-zero.  Rather than layer another, potentially conflicting, set of rules atop an 
existing web of non-tax regulation, USCIB believes the financial transactions guidance should exempt 
RFGs’ intercompany financial transactions.  Failing that, the guidance should adopt a strong presumption 
that such transactions are consistent with the arm’s length standard. 

Business Fundamentals of RFGs 

Intercompany debt at financial institutions reflects business fundamentals.  Borrowing and lending are 
the very substance of the banking business.  Stripped to its basics, banking involves seeking a profit on the 
spread between the interest paid and the interest received.  Without the appropriate level of leverage, 
the business model does not make sense.  Like other MNE groups, RFGs often raise third-party debt 
centrally for economic and/or regulatory reasons, using intercompany loans to distribute such debt 
among the affiliates consistent with the economic realities of the business.  But unlike for other MNE 
groups, for RFGs, the intercompany arrangements are subject to close regulatory scrutiny and also 
inextricably linked to the group’s core business – financing others.  RFGs receive cash from customers or 
counterparties in a given jurisdiction and provide that cash to other customers or counterparties who 
need it, often in another jurisdiction.  Due to local regulations, the customers providing the cash and the 
customers receiving the cash typically deal with different legal entities.17  Cash must be redeployed 
between these different legal entities.  These transactions have real, non-tax drivers and consequences. 

Intercompany financial transactions are likewise central to a dealing business.  Transactions entered into 
with third parties may be matched by hedging transactions with affiliates.  A transaction with a third party 
may be undertaken, in the first instance, by an affiliate in or near the third party’s jurisdiction.  Hedging 
transfers risk assumed by the RFG in such transactions to the legal entities that are functionally equipped 
to manage the risk.  Non-financial firms also engage in intercompany hedging, but not with the same 
regularity as a global dealing business, which may be involved in thousands or even millions of transactions 
on an annual basis.   

Non-Tax Regulatory Constraints of RFGs 

Global RFGs are heavily regulated at both the local and group level.  Indeed, almost all jurisdictions 
regulate the capital structure of a broker-dealer or bank.   

U.S. legal entities are subject to extensive oversight by multiple domestic regulators.  For example, the 
U.S. Federal Reserve under Regulation K sets limits on and reviews for approval investments of equity 
capital by U.S. RFGs in their overseas subsidiaries.  Regulation W governs intercompany transactions 

17 Although some RFGs operate in part (or even primarily) through networks of branches rather than separate 
juridical entities, any amendments or supplements to the OECD Transfer Pricing Guidelines relating to financial 
transactions would apply by analogy to dealings between and among such permanent establishments and the 
head office, under the AOA.  As discussed further below, the proposed guidance may have significant implications 
for the AOA. 
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between a licensed bank (and its subsidiaries) and related non-bank legal entities within the same RFG. 
At a high level, Regulation W is designed to prohibit non-bank affiliates from taking advantage of bank 
affiliates.  This includes, for example, imposing quantitative limits and collateralization requirements for 
any exposure of a bank to a non-bank affiliate and requiring that transactions between bank and non-
bank affiliates be entered into on an arm’s length basis.  Further, U.S. regulators have the authority to 
restrict or block equity contributions to certain subsidiaries.  These regulatory limitations present major 
constraints on using equity to accommodate the substantial fluctuation in funding needs inherent to a 
financial services business. 

Generally, foreign jurisdictions require ring-fencing of sufficient capital in local subsidiaries to protect 
against a financial failure.  Increasingly, those jurisdictions want the capital structure of local subsidiaries 
to include longer-term intercompany debt.  Conversely, U.S. regulators of a U.S.-headquartered RFG want 
to ensure capital is available to absorb losses across the RFG, not trapped within a foreign jurisdiction. 
Post-enactment of the Dodd-Frank financial reform law in 2010, the U.S. Federal Reserve’s Total Loss-
Absorbing Capacity (“TLAC”) rules and the capital requirements arising from regulator-mandated 
resolution (“living will”) planning have heightened the tension between these competing incentives.   

Potential for Conflicting Mandates 

Various aspects of the discussion draft may conflict with, or effectively penalize compliance with, non-tax 
regulatory obligations of RFGs.  For example, as explained above, the discussion draft leans, unduly in 
USCIB’s view, toward recharacterizing debt as equity and offers no analytical framework for distinguishing 
a mispriced loan from mislabeled equity, affording wide latitude to tax authorities to recharacterize rather 
than merely reprice.  The discussion draft’s heavy focus on capital structures and its questionable 
approach to them pose particular dangers for RFGs.  It may well be true for taxpayers in other industries 
that “an MNE group has the discretion to decide upon the amount of debt and equity that will be used to 
fund any MNE within the group.”18  But that is not the case for RFGs.   

RFGs’ capital structures are tightly and extensively governed by multijurisdictional non-tax regulation.  For 
example, an RFG generally may not introduce excessive leverage into a subsidiary in a high-tax country 
for base erosion purposes because doing so would likely violate local capitalization rules. Conversely, non-
tax regulation in the RFG’s headquarters jurisdiction could limit the amount of equity the RFG can have at 
risk in a subsidiary.   

Non-tax regulators may also require RFGs to include certain terms and conditions in intercompany debt. 
Such terms and conditions may very well “differ from those that would have been adopted by 
independent enterprises behaving in a commercially rational manner”19—but the associated enterprises 
must adopt them or risk losing the ability to do business in the jurisdiction concerned.   

As stated above, USCIB believes that intercompany financial transactions of RFGs should simply be carved 
out from the instant guidance exercise.  If they are not, the guidance should prescribe a strong 
presumption that if such a transaction complies with applicable non-tax financial regulation, it also 
complies with the arm’s length principle.  As a bare minimum, the guidance should emphasize the 
centrality of regulation to the comparability analysis, both for accurately delineating and for pricing RFGs’ 
intercompany financial transactions. 

18 See, discussion draft, paragraph 3, page 4. 
19 See, discussion draft, paragraph 7, page 5. 
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Inapposite Rules / Undue Burdens 

The application of certain aspects of the discussion draft to RFGs either makes no sense or would be 
unduly burdensome for RFGs, or both.  For example, the discussion draft includes a lengthy analysis of 
how credit ratings can be used in selecting comparables.20  It also seeks commentators’ views on the use 
of group-level credit ratings in this vein (rather than mandating the determination and use of standalone 
entity ratings) “for the purpose of tax certainty and tax compliance,” and requests comments on two, 
alternative, rebuttable presumptions. 21  Broadly, USCIB favors proposals that enhance tax certainty and 
reduce taxpayers’ compliance burdens, which either of these might do.   

However, for RFGs, only the first of the potential presumptions, which does not require borrower-specific 
adjustments (and an associated economic analysis) for each intragroup loan, is practically feasible.  The 
volume of intragroup loans within an RFG renders it prohibitively costly and practically impossible to 
conduct a borrower-specific economic analysis for each such loan.  RFGs certainly have the competence 
to assess creditworthiness, but initiating such assessments for affiliates that are themselves in the 
business of extending credit is somewhat circular.  For RFGs, group-level credit ratings should be 
rebuttably presumed appropriate for each affiliate. 

The discussion draft’s intricate guidance on cash pooling arrangements is similarly a poor fit for RFGs.  For 
a bank, in particular, cash is effectively inventory.  RFGs move cash across jurisdictions and between 
entities in response to customer demand.  Such movements are subject to heavy non-tax regulation and 
scrutiny.  Accordingly, applying the discussion draft guidance to RFGs’ cash movements would be both 
highly burdensome and unnecessary. 

Implications for the AOA 

In 2010, the OECD developed a comprehensive approach to the allocation of profits to permanent 
establishments, the AOA.  The 2010 report includes extensive guidance specific to banks, global dealing 
businesses, and insurance companies, all of which frequently operate primarily through networks of 
permanent establishments rather than through separate juridical entities.  USCIB strongly cautions against 
producing new guidance that may not align with the AOA’s carefully designed rules.  To the extent the 
OECD perceives that RFGs’ business models or functional analyses have materially shifted, the sensible 
approach would be to revisit and update the AOA—not to undermine it accidentally or intentionally, as 
the guidance in the discussion draft might well do.   

20 See, discussion draft, paragraphs 58-66, pages 17-18. 
21 See, discussion draft, Box C.2, page 19. 
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For the reasons set forth above, USCIB believes that intercompany financial transactions of RFGs should 
simply be carved out from the instant guidance exercise.  If they are not, the guidance should adopt a 
strong presumption that such transactions are consistent with the arm’s length standard.  To the extent 
the OECD nevertheless concludes that supplemental guidance is needed with respect to such transactions, 
they should be specially and separately considered in the context of an update to the AOA. 

Sincerely, 

William J. Sample  
Chair, Taxation Committee  
United States Council for International Business (USCIB) 
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OECD DISCUSSION DRAFT (DD) ON FINANCIAL TRANSACTIONS (3rd July 2018): Comments of WBG’s 

DRM Unit in the Governance Practice.  

Context 

1. The World Bank Group welcomes the work initiated by WP6 on financial transactions under

the mandate of the Report on Actions 8-10 of the BEPS Action Plan and is grateful for the

opportunity to provide inputs on the Discussion Draft.

2. In line with WP6’s mandate, the Discussion Draft is focused on the application of the arm’s

length principle to the pricing and quantum of debt.  The analysis in the document is relevant

and useful. However, we see several areas which we consider could benefit from

elaboration.

3. It is important to note that countries very frequently supplement the application of their

transfer pricing rules to financial transactions with domestic rules to counter the risk of

excessive interest deductibility. In some cases, these are ‘anti-avoidance’ rules that do not

necessarily apply the arm’s length principle. These include more formulaic approaches, such

as debt/equity rules or those proposed under BEPS Action 4, as well as other approaches

such as controlled foreign company or general anti-avoidance rules. In addition, treaty anti-

abuse measures can be relevant. Countries adopt such measures because the application of

the arm’s length principle to debt is often complex, fact-intensive and unclear. Whilst the

Discussion Draft provides welcome clarity on the issue, supplemental approaches will

continue to be vital, a point that is acknowledged in paragraph 9. We consider that it would

be useful to develop more holistic guidance, encompassing the arm’s length principle, safe

harbors and anti-avoidance provisions, discussing their respective purposes, impacts and

interactions.

Application of the arm’s length principle to the quantum of the loan 

4. As discussed in Paragraph 5 of the Discussion Draft, the commentary to Article 9 of the OECD

MTC1 notes in paragraph 3(b) that Article 9 is relevant “not only in determining whether the

rate of interest provided for in a loan contract is an arm’s length rate, but also whether a

prima facie loan can be regarded as a loan or should be regarded as some other kind of

payment, in particular a contribution to equity capital.” However, this question has long been

a subject of nonconsensual debate between OECD members and limited guidance has been

issued so far in an Article 9 context. Our reading of the discussion draft is that guidance

remains limited on the issue. The approach described in Paragraph 17, could usefully be

elaborated to provide more detailed guidance on the factual circumstances under which a

loan could be regarded as an equity contribution.

5. The second part of the question in Box B.2 asks whether, in the fact pattern described in

paragraph 17, the entire loan should be treated as equity. This may be too restrictive.

Although there are situations in which it makes sense for an entire loan to be treated as

equity (for example, where interest is linked to profits, or there is no commercial justification

1
 As discussed in the Committee on Fiscal Affairs’ Report on “Thin Capitalization” adopted by the Council of the 

OECD on 26 November 1986 and reproduced in Volume II of the full version of the OECD Model Tax Convention 
at page R (4)-1. 
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for borrower to enter into the loan), there are also situations where the ‘arm’s length’ 

amount of the loan can be determined. In such situations, it would not make sense to treat 

the entire debt, including the arm’s length amount, as equity.   

6. It is useful to note that some consensus has been reached in the context of the new Article 7

of the MTC.2  The 2010 report on the attribution of profits to permanent establishments

(PEs) drafted by a joint WP1-WP6 group includes specific guidance on the attribution of “free

capital” (meaning non-interest-bearing capital) to PEs on the basis that “capital needed to

support risks must be regarded as following the risks. In other words, capital needed to

support risks is to be attributed to a PE by reference to the risks attributed to it”3. In the

Authorized OECD Approach (AOA), the functions performed by the PE and other parts of the

enterprise, and notably the functions relating to the control over a risk, will determine which

part of the enterprise will be allocated the risk, and hence which part will be allocated “free

capital” to cover the risk. Although the relationship between the allocation of risk and capital

is treated differently between the AOA and the TPG, the options for the allocation of free

capital discussed in the AOA could provide a starting point for a simplified approach to

allocating a capital structure between separate enterprises.

7. Whereas the draft recognizes that the ‘strength of the balance sheet’ (Par. 50) is a relevant

factor when it comes to determining the arm’s length credit rating of an enterprise, the

arm’s length nature of the capital structure of the entity is given no consideration. This could

potentially lead to a problematic reasoning that a low equity contribution by a parent

company, combined with an intragroup loan to finance risky operations by the

borrower/subsidiary would justify a high amount of interest (both by reason of the amount

of the debt and of the interest rate) paid back to the parent/lender.

8. The possibility to delineate a loan as an equity contribution in certain circumstances, whilst a

useful and legitimate application of the arm’s length principle, has the potential to create a

high degree of legal uncertainty: it is precisely when the amount of debt and interest paid

will be high that the main risks of such re-characterization will appear. Arguably, it would

result in a situation where the main risks in terms of tax liability both for investors and

Governments will receive very limited guidance.

9. An internationally agreed standard on the arm’s length nature of the capital structure, could

be a considerable improvement whether or not formulated as an application of the arm’s

length principle. Other measures, including those mandated by the BEPS action plan, would

still be relevant and necessary supplements to the arm’s length principle. In addition,

consensus on the description of specific circumstances under which a loan could be

disregarded or recharacterized as an equity contribution, or any equivalent measures agreed

upon at an international level, would be very welcome.

10. The application of the arm’s length principle to debt can be complex and fact-intensive.

Many countries, particularly those with less experience in implementing transfer pricing

rules, as well as taxpayers, would benefit from a more formulaic measure, particularly in the

form of safe harbors, a rebuttable presumption or a simplified application of the arm’s length

principle. If so designed, an internationally agreed standard on the quantum of interest

2
 The AOA details a number of approaches to allocating free capital to a PE,  including 'capital allocation', 

'economic capital allocation' and 'thin capitalization', but there is no consensus on the most appropriate 
method. Para 147, AOA notes that “the consultation process has shown that there is an international 
consensus amongst governments and business on the principle that a PE should have sufficient “free” capital to 
support the functions, assets and risks it assumes.  However, the consultation process has also shown that it is 
not possible to develop a single internationally accepted approach for attributing the necessary “free” capital.”  
3
 Par.29 of the 210 report, page 18. 
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bearing debt could efficiently protect tax bases, while at the same time increase legal 

certainty and reduce the occurrence of double taxation.  

11. The development such a consensus approach by the OECD (and/or other international

organizations) could be an important improvement, potentially in the form of a safe harbor,

rebuttable presumption or simplified approach, or otherwise in the form of an anti-

avoidance rule such as that contained in Action 4. The options described in the AOA for the

attribution of free capital to a PE may provide a starting point for this.

12. Finally, we note that Discussion Draft approaches the determination of the nature of the

funding as a function of the delineation of the transaction, and then treats debt as equity if

that exercise demonstrates that, in substance, it is so. However, there may also be situations

in which the debt falls within the scope of para 1.122 of the TPG with the result that it should

be disregarded. Discussion and clarification on the application of para 1.112 would be useful.

Other issues. 

13. The Discussion Draft assumes that an explicit guarantee can equalize the credit rating of an
MNE with the group to which it belongs. This clarification is helpful.

14. With regards to the effect of ‘passive association’, on the other hand, the Discussion Draft
seems more hesitant in providing clear guidance.  In Example 1 (paras 156 and 157), which is
to do with the pricing of guarantees, it is assumed that the effect of ‘passive association’ is to
strengthen the borrower’s credit rating. This is not elaborated beyond stating that, with
regards to the pricing of related party loans, ‘the presence of the rest of the group is [not]
necessarily ignored’ and ‘the potential impact of passive association on creditworthiness and
other terms is taken into account’. (Para 67). It would be very useful if WP6 could provide
further guidance and discuss the extent to which it might be expected that an arm’s length
lender would be influenced by the passive association of a borrower which is part of a wider
MNE group, and how this may impact on both the price of the loan and the amount that a
third-party lender would be willing to lend.  Such guidance would, of course, address the
issue of the relative merits of a pure ‘standalone approach’ as compared to an approach that
recognizes a MNE’s membership of a group in determining its borrowing capacity -  an issue
that has been considered in a recent tax case.

15. We recognize the complexity of this issue and the potential uncertainty and the compliance
and enforcement challenges this creates. For this reason, we agree with the potential benefit
of exploring the sort of rebuttable presumption described in the first bullet of Box C.2.

16. In this context, while we recognize that an implicit guarantee is unlikely to provide the same
level of security to a lender as an explicit guarantee, the distinction can create arbitrary
results. Allowing taxpayers to choose between using an implicit or explicit guarantee would
allow a taxpayer discretion over its ‘arm’s length’ borrowing capacity. This creates a
discretionary result, especially if it considered that, in substance, there may be little
economic difference between an explicit and an implicit guarantee – a parent company may
be exposed to risk in its role of shareholder as much as to its role as a guarantor.

17. The second approach described in Box C2 addresses a practice that consists in starting from
the credit rating of the MNE group, and then adjust to account for the lower security and
comfort available to a lender from a subsidiary. Our experience is that such a practice is
sometimes applied in practice by MNEs. If the envisaged safe harbor is limited to authorizing
such an approach, it would provide limited benefit, and not mitigate the complexity and
information needed to complete the analysis. On the other hand, we can see the benefit if
the safe harbor incorporates how the adjustment is to be made.

18. A recent tax case considered that an arm’s length lender in the specific circumstances of the
loan in question would have required security or financial commitments and that, when
determining the borrowing capacity of the lender, it must be assumed that the arm’s length
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conditions are such that commitments or guarantee would have been made. In other words, 
if a delineation of the transaction concludes that the arm’s length conditions of a loan is that 
the lender would require security or an explicit guarantee before entering into the loan, then 
this must be assumed in the pricing of the loan, and the determination of the quantity of the 
loan. This is discussed briefly in paragraph 52, but It would be helpful if WP6 could provide 
further analysis of, and clarity on, this issue.  

19. Para 140 discusses the situation where the effect of a guarantee is to enhance the 
borrowing capacity of the borrower. The conclusion is that part of the loan may potentially 
be treated as a loan to the guarantor, with the effect that interest on that part of the loan 
would not be allocable to the actual borrower. The complexity of this solution, however, 
points to complexity of determining the quantity of debt under the arm’s length principle 
and reinforces the need for supplementary guidance and work on this issue.  

20. There is a potential divergence between the application of an implicit guarantee to credit 
ratings and borrowing capacity. In the first instance, the Discussion Draft suggests that the 
guarantee is respected (thus improving credit rating); in the second instance, the guarantee 
appears to be ignored (thus reducing the borrowing capacity). Para 140 concerns only an 
explicit guarantee. It would be useful if WP6 could clarify the treatment and consequences of 
an implicit guarantee.  

21. The Discussion Draft does not discuss whether or how the arm’s length principle applies to 
loans from a non-related party. There are circumstances where the arm’s length principle 
may apply to such loans. For example, a back-to-back loan, or in cases where the loan would 
not have been made if the borrower had not been part of an MNE.  Some countries argue 
that a loan made by a third-party lender on the basis of an implicit guarantee (and which 
would otherwise have been made if the borrower was stand-alone) may be wholly or partly 
disregarded.  A specific discussion on this issue would be useful. 

 Issues for WP6 consideration  
 

22. As mentioned above, we see benefits to countries and taxpayers of additional guidance and 

to supplementing such guidance with simplification measures (such as a safe harbor). A 

number of options might be explored by WP 6 going forward.   

a) The adoption of approaches similar to those described in the AOA regarding the 

attribution of free capital to permanent establishments. In that context, capital is 

attributed to the deemed separate entity in an amount contingent to its functions, assets 

and risks. The ‘capital allocation approach’ (described from paragraph 121 of the AOA) 

may provide a starting point for a simplified approach.  

b) The adoption of a group approach under the arm’s length principle, regarding both the 

credit rating of a group member and its borrowing capacity. Such an approach might 

offer a simple and practicable solution to taxpayers and tax administrations and could 

reduce the room for schemes consisting at lodging debt in high tax jurisdictions and 

equity capital in low tax jurisdictions and would solve most of the difficult questions on 

explicit and implicit guarantees raised in the discussion draft. Such an approach could be 

seen as an extension of the concept of “passive association” and could be deemed 

compatible with the arm’s length principle. Here the capacity to raise financing from a 

third-party lender at a certain cost is essentially a synergetic benefit that hence needs to 

be shared between all the group members.  

c) Alternatively, such a group approach could be presented as one or more safe harbors or 

rebuttable presumptions such as that described in Box C.2. Given the complex 

interactions between the determination of the quantum and price of debt, it may be 
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necessary to develop more than two simplified approaches, dealing with the cost and the 

quantum of debt independently.    

d) A group ratio approach could also be the object of domestic measures. Here, more WP6

guidance would be useful on the quantum of debt under the arm’s length principle. In

some states and depending on the definition of such arm’s length quantum, the question

of the compatibility of a group ratio rule with the arm’s length principle and Article 9 of

the Model Tax Treaty would need to be addressed.
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Our comments on the Public Discussion Draft on Financial Transactions 

Dear Sirs, 

T/A Economics and WTS Germany as part of WTS Global appreciate the opportunity to submit com-

ments regarding the Organization for Economic Cooperation and Development’s (OECD’s) Public 

Discussion draft on BEPS Actions 8- 10 Financial Transactions dated 3 July 2018 (the “discussion 

draft”). 

Our commentaries are organized in two parts – this main letter and appendices. 

In the main letter we cover the following: 

I. Overall comments and fundamental issues

II. Closing remarks

In the appendices we cover two main sections: 

A. Detailed commentary to the specific boxes of the discussion draft

B. Additional information

We trust that our comments provide you with additional insights to carry on your important work, and 

remain at your disposal in case you would like further clarifications and/or supportive analyses.  

Yours sincerely, 

Andy Neuteleers Kai-Udo Schwinger Melanie Appuhn-Schneider 

Tax Treaties, Transfer Pricing and Financial 

Transactions Division, OECD/CTPA 

By e-mail to: TransferPricing@OECD.org 

Date 07.09.2018 
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I. Overall comments and fundamental issues

In this section we provide our overall comments in respect of the discussion draft, and highlight our 

key concerns with what may constitute fundamental issues. 

A. Importance of the work undertaken

Firstly, we want to recognize the importance of the work that Working Party 6 has undertaken, and 

appreciate the complexity of the subject matter, both from a technical as well as tax policy perspec-

tive.  

Indeed, for the first time, since the 1979 report of the OECD Committee of Fiscal Affairs on Transfer 

Pricing and Multinationals, containing transfer pricing guidance on “loans” (Chapter V), the OECD 

undertakes to provide further transfer pricing guidance on the topic, which already back then has 

been earmarked as an increasingly important topic for MNEs. We are glad to see that further work is 

undertaken since in our experience – dealing with financial transactions intensively – for more than a 

decade – indeed heavy debate takes place on the subject matter which increasingly forms the basis 

of transfer pricing adjustments and double taxation accordingly.    

We appreciate that financial transactions may add a level of technical complexity to the discussion of 

what constitutes arm’s length conditions in relation to the subject matter. Therefore, there may be 

some debate on certain theoretical approaches or differences in economic school of thoughts, or 

even misconceptions on how the investment community deals with investments in financial assets in 

a non-transfer pricing environment, even if one only narrowly looks at tax motives in a transfer pric-

ing context.  

The extended timing of the publication of the discussion draft in combination with the fact that the 

discussion draft represents a non-consensus document has led to the general presumption of the tax 

community that different jurisdictions tend not to be in agreement on several aspects. Moreover, it 

can be argued that the discussion draft also incorporates certain aspects that may not necessarily 

comply with the arm’s length principle.  

We have therefore listed our key concerns in respect of some fundamental issues in the following. 

Details on the individual questions raised in the boxes of the discussion draft are covered in the ap-

pendices together with additional information. 

B. Our key concerns in respect of some fundamental issues

In this section we raise our concerns both from a general technical perspective, as well as from a 

standard setting view, which we find to be fundamental to the appropriate application of the arm’s 

length principle. The arm’s length principle should be the sole standard for dealing with conditions 

attached to the financial and commercial relations and consequently transactions within MNE groups 

in respect to financial transactions.  
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Below you may find an overview of our most fundamental remarks that you may retrieve in our ex-

tended commentary covered in the appendices as well: 

» We would urge that next versions of the discussion draft should focus on providing

further detailed guidance in respect of the arm’s length principle solely – and not make

any reference or give any consideration to non-economic taxation measures such as interest

deduction limitations (BEPS action 4). Nevertheless, we would welcome if the OECD would

in the meantime also work further on guidance in respect of article 25 to further strengthen

taxpayer’s chances of getting relief from double taxation as a consequence of the BEPS

measures combined.

» One could argue that the discussion draft starts off with a rather debatable presumption in

paragraph 3. It is not only within MNE groups that tax is a key consideration when assessing

an appropriate capital structure. Under arm’s length conditions, it is one of many factors con-

sidered, which also include risk appetite. It should be appreciated that the freedom to finance

is great and that the rationale for capital structures within the boundaries provided by the

market economy (which may be very broad) is very case-specific. Therefore, when tax pay-

ers take duly care of substantiating their rationale for particular capital structures, taxpayers

should be able to rely on any (sound) economic argument without having aforementioned

presumption of seeking to avoid taxation, whilst tax administrations should bear the burden

of proof whether such rationale would be abusive.

» Notwithstanding we appreciate that efforts have been sought to retain guidance in line with

the general approach and terminology used in the 2017 OECD TP Guidelines, it should be

recognized that financial assets are a particular and specific category of assets with

one feature in common: They are essentially all based on contractual claims, and

therefore this should be reflected in the comparability analysis (and further guidance).

This has two important consequences in our view that should be explicitly mentioned in fur-

ther guidance:

› Firstly, in particular in respect of financial transactions, contractual reality not only is

a starting point, it is relatively speaking the most important comparability factor in ac-

curately delineating the controlled transaction; and

› Secondly, whilst actual conduct in respect of financial transactions obviously also

should be assessed, in terms of aforementioned importance of the contractual / ju-

ridical set-up of the controlled transaction as contemplated by the taxpayer, the func-

tions performed by the parties concerned are relative speaking of a lesser degree of

importance. In particular, the functions that are deemed to be performed by the

lender are clearly not to be exaggerated for assessing whether the lender has suffi-

cient control over the risks attached to the financial asset which boils down to the

risk profile of the borrower and the further risks embedded in the contractual claim.

From that perspective, in contrast to operational business, the decision-making func-

tions for having control over risk do not require continuous risk management (rather

periodic and ad hoc), as well as do not require significant amounts of (lower) man-

agement (if at all – e.g. organized on board level)

360



wts.com 

» The discussion on the RFR and risk-adjusted return in our view do not specifically belong to

scope of financial transactions, and the further guidance provided showcases why the RFR

should not be used as a single measure of return, certainly not for the purposes purported –

i.e. in the case of lack of control. Any return, in our view, should be risk-adjusted as we com-

mented in the appendix.

» The discussion draft can be interpreted in a manner that it sets certain standard pre-

sumptions that could be considered to not be in accordance with the arm’s length

principle, such as:

› The (rebuttable) presumption that all subsidiaries within an MNE group should be

attributed the same level of credit worthiness as the group as a whole;

› The presumption that group treasury, and more in particular a cash pool leader in

general would not be able to constitute anything more than a mere service provider

not incurring any of the risks attached to the cash pool. In our view, this is not con-

sistent with the general guidance contained in the 2017 OECD TP Guidelines that

controlled transactions should be accurately delineated before an appropriate trans-

fer pricing method can be selected, and the specific guidance contained in the 2017

OECD TP Guidance (paragraph 1.76) that control over a specific risk in a transac-

tion focusses on the decision-making of the parties to the transaction in relation to

the specific risk arising from the transaction, and not merely being involved in setting

general policies.

› The presumption that to qualify as a captive insurance entity having rights to insur-

ance related return all (or substantially all) features of an independent insurer should

be met, which in our observation feels like an “all-or-nothing” approach to transac-

tion delineation. In our view this is not consistent with the general guidance con-

tained in the 2017 OECD TP Guidelines that controlled transactions should be accu-

rately delineated before an appropriate transfer pricing method can be selected, and

moreover is not consistent with the specific guidance contained in the 2017 OECD

TP Guidance (paragraph 1.11) that there should not be a presumption that the mere

fact that a transaction may not be found between independent parties would not of

itself mean that it is not arm’s length.

» According to the discussion draft, it should be distinguished whether the guarantee allows

the borrower (i) to receive a beneficial interest rate beyond the implicit support of the group

or (ii) (also) access to a larger financing amount. Under (ii), it should be assessed if (this rel-

evant part of) the loan should be characterized as a loan to the guarantor, followed by an eq-

uity contribution from the guarantor in relation with the original borrower. In practice, it will be

difficult to distinguish what portion of the loan leads to a benefit in the form of better credit

conditions or access to a larger amount of financing. In circumstances where the guarantee

does not lead to a credit enhancement beyond implicit group support, this should not auto-

matically lead to the assumption that the guarantee leads to access to more capital, followed

by a re-characterization of the loan. Banks might ask for a guarantee of the parent company

in line with internal financing policies. Based on our experience, banks have increasingly re-

lied on guarantees since the financial crises. In such cases, the guarantee might not neces-

sarily lead to the injection of more capital by the bank and would just serve a pro forma pur-

pose.
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We would appreciate it if next versions of the discussion draft would touch upon these points. 

C. What the objective of further drafts should be in our view

Accordingly, most importantly, our view is that any further draft in relation to transfer pricing consider-

ations for financial transactions should primarily safeguard the arm’s length principle as the sole 

standard for assessing the conditions of the controlled transaction (with reference to Chapter 1 of the 

2017 OED TP Guidelines), together with the following objectives: 

» Maximize measures to resolve double taxation issues  article 25 MTC

» Appreciate the specificities of what financial assets are

» Avoid presumptions that are not in line with the arm’s length principle, and to this extent in-

clude with each example that actual outcomes may differ depending on more detailed facts

and circumstances

Furthermore, it should be considered if the discussion on risk-free rate and risk-adjusted rate should 

be taken out of the scope of the project on financial transactions in particular, and the materials be 

reviewed separately and within the broader scope of its application.  

From a timing perspective, we suggest to carry on with the most developed materials and put the is-

sues that require further substantially detailed work in a next phase (e.g. hedging and guidance on 

non-financing guarantees) on hold. 

II. Closing remarks

We welcome again the opportunity we have been given to comment on this important, but complex 

issue of transfer pricing for financial transactions. While we acknowledge that a significant amount of 

work has been done, it is our view that a significant amount of work remains to be done.  

Most importantly we have raised some potential fundamental issues, which we view should be 

cleared before further appropriate technical guidance can be issued. Therefore, we urge that the 

OECD foresees sufficient time for further public consultation (probably in multiple rounds).  

In the appendices, we have given our insights from a technical nature within the scope of the arm’s 

length principle. Most importantly, the arm’s length principle should be safeguarded as the sole ap-

propriate standard, now and in the future, and not be mixed with any deviating approaches or pre-

sumptions that could lead to non-arm’s length approaches.   

We wish Working Party 6 a fruitful continuation of their work and public consultation rounds, and re-

main at your disposal for further analyzing details or explanations of our viewpoints.  

*** 
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as a global tax practice offering the full range of tax services and aspires to become the preemi-

nent non-audit tax practice worldwide. WTS Global deliberately refrains from conducting annual 
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APPENDIX A – Detailed comments to the boxes 

Please find below our specific comments to the questions raised in the boxes of the discussion draft. 

Box B.1. Commentators’ views are invited on the guidance included in paragraphs 8 to 10 of this discussion draft in the con-

text of Article 25 of the OECD Model Tax Convention (“MTC”), paragraphs 1 and 2 of Article 9 of the OECD MTC as well as 

the BEPS Action 4 Report. 

Paragraphs 8 to 10 of the discussion draft (and also those preceding – i.e. paragraphs 3 to 7) relate 

to the application of the arm’s length principle hereafter “ALP” to determine the capital structure 

within an MNE group. However, it is being noted that on this matter, the OECD members did not find 

a ‘consensus’.  

In view of its interaction with other provisions that may be included in domestic legislation (local thin 

cap rules) or BEPS action 4 (interest deduction limitations), we note that the application of the ALP to 

the qualification of an acceptable debt-level, in particular whether the conditions of the intercompany 

loan target to be re-characterized as and replaced by a hypothesized equity investment, should be 

treated with extreme cautiousness – certainly given the apparent non-consensus that exists – since 

this will definitely create double taxation issues. Nevertheless, we suggest that the Working Party 6 

continues to work in the first place on economic sound principles in view of the application of the 

ALP, independent of the non-economic measures formulated in the BEPS Action 4 Report, or the 

myriad of thin capitalization measures that may exist domestically, whereas during the consultation 

preceding the BEPS Action 4 Report, Working Party 11 explicitly refrained from taking into consider-

ation the ALP. Now, since we are convinced that the different approaches that will exist (although 

both are OECD-based) will lead to double taxation issues almost certainly. Irrespective of whether 

the double taxation issues are permanent (if the excess interest would never be tax deductible in the 

hands of the borrower) or temporary, still from a tax cash perspective a timing issue will exist. There-

fore, we urge the OECD undertakes further work to resolve such issues, amongst others in view of 

Article 25 of the OECD MTC. 

In view of the application of ALP to determine the capital structure of an entity within a MNE group, 

we have the following comments.  

Notwithstanding, we are of the view that the ALP can play an important role in capital structure con-

siderations. First of all, the discussion starts off with a wrong presumption in paragraph 3 of the dis-

cussion draft stating that the balance of debt and equity funding between independent enterprises 

will be the result of various commercial considerations, whereas in contrast to this, within an MNE 

group other considerations such as tax consequences are taken into account. We note that also out-

side of the context of the MNE group internally, tax is a key consideration. Independent companies 

will seek an optimal capital structure in view of its most optimal Weighted Average Cost of Capital 

(“WACC”) (which both depends on market/sector-related, as well as company-specific features of 

risk and return), including the cost of debt, taken after-tax, and the cost of equity, by definition after-

tax, under the Capital Asset Pricing Model (“CAPM”). Therefore, as the cost of equity is more expen-

sive (due to seniority and tax deductibility) is more expensive from an economic point of view than 

the cost of debt, also outside of scope of MNE group’s internal funding decisions, tax (next to other 

considerations) matters.  
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The optimal WACC could be furthermore understood as the lowest attainable WACC, and for deter-

mining an adequate debt-level also takes into account risk appetite. With reference to the 2010 

OECD Report on the Attribution of Profits to Permanent Establishments (“OECD PE Report”), under 

the Authorized OECD Approach (“AOA”) in view of the allocation of an appropriate level of ‘free capi-

tal’ (equity) vs. interest-bearing debt, it is being acknowledged in paragraphs 132-133 of Section 1, 

that a multitude of factors may need to be taken into consideration including risk appetite (but also: 

location, quality and nature of assets, cash flows, business sector, business strategies, capital acqui-

sitions and disposals, market conditions, etc.). Therefore, capital structure decisions within an MNE 

group should be approached in line with the ALP, but it should be acknowledged that from the com-

pany’s requiring capital funding there are a range of both objective and subjective factors of rationale 

that are considered in a non-transfer pricing context that should be recognized as proper argumenta-

tion for transfer pricing purposes as well as under the ALP. Therefore, adjustments introduced by tax 

administrations should be treated with extreme caution.    

Furthermore, from an investor perspective, one underlying principle of a modern “market economy” 

is the discretionary power of the entrepreneur with respect to its enterprise (‘freedom to finance’). 

One of the most fundamental decisions of the entrepreneur is to invest equity and become a share-

holder or invest debt and become lender to an entity – a decision that has implications beyond the 

(tax treatment of associated) returns. Indeed, the decision to invest debt or equity will not only impact 

the remuneration of the investor but also the right of the investor in its enterprise. Further, it may im-

pact the analysis whether an investor is qualified as an affiliated entity. Moreover, by requalification 

of debt to equity, the OECD could intervene in the capital structure of a company and affect its 

shareholder structure.  

Chapter D.1 of the OECD guidelines handles the delineation of transactions based on the contrac-

tual terms, functions performed, characteristics of the “underlying, economic circumstances and pur-

sued business strategies. The OECD clearly follows a substance over form approach. 

For financial transactions, the contractual regulations will be much more important than in the com-

mercial business relations. The general idea of a financial transaction it to provide funds to another 

entity whereby the investor acquires certain rights in this entity. Therefore, also the contractual regu-

lations will primarily determine which rights the investor acquires, and whether the financial transac-

tion should be recognized as debt or equity accordingly from an economic perspective. Thus the 

basic consideration to invest with debt or equity should generally not be changed for transfer pricing 

purposes, in particular not solely based on a general function and risk analysis, which is of limited 

guidance for financing transactions when it does not consider the specific features of financial as-

sets.  

In respect to the discussion above, we may conclude that further clear guidance on the ap-

plied criteria is absolutely necessary whilst eliminating a wrong bias to start with and explic-

itly acknowledging that companies in situations of independence also have a broad range of 

decision-making freedom to finance, evidenced by broad ranges of debt-to-equity structures 

observable in the market. There are however sound economic models available to further as-

sess capital structure appropriateness that are also used for independent investor purposes 

that may be useful for transfer pricing purposes as well.  
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Furthermore, in our view, tax administrations should refrain from re-characterizing debt into 

equity – i.e. to alter contractual reality - in all cases but exceptional cases – in line with the 

general transfer guidance contained in the 2017 OECD TP Guidelines (Section D.2 of Chapter 

I), and considering the specificity of financial assets being essentially contractual claims, 

only in even more exceptional circumstances. The burden of proof in respect of the non-justi-

fication of the rationale underlying the capital structure decision in our view should lie clearly 

with the tax administration. Furthermore, we request the OECD in light of the interaction with 

BEPS Action 4 Report to maximize the prevention of double taxation, and extend guidance in 

this respect for MAPs.  

Box B.2. Commentators’ views are invited on the example contained in paragraph 17 of this discussion draft; in particular, on 

the relevance of the maximum amounts that a lender would have been willing to lend and that a borrower would have been 

willing to borrow, or whether the entire amount needs to be accurately delineated as equity in the event that either of the other 

amounts are less than the total funding required for the particular investment. 

In paragraph 17, an example of the re-characterization of debt into equity is provided, which in our 

view is overly simplified and lacks sufficient nuance considering our aforementioned comments. As 

mentioned above, the ALP should be applied to delineated capital structure in the broadest sense 

possible, and therefore we appreciate that it is hard to capture all relevant features in one example. 

Furthermore, in practice it will not be obvious at the time the funds are provided that the loan cannot 

be serviced within ten years. The funds will be shown as assets in the balance sheet of the debtor 

and principally enabling their repayment. As soon as it is obvious that the debtor cannot pay back the 

funds or the interest (e.g. in case of insolvency/over indebtedness) the loan and resulting refinancing 

has to be handled accordingly under the ALP (e.g. via waivers /capital contributions/refinancing 

measures). Also, it should be stated that there might be instances whereby there is still a lender’s 

third party market for borrowers that apparently cannot service debt. Indeed, it should not be a de 

facto consequence of a failed debt service capacity analysis to conclude that the debt instrument re-

viewed should be re-characterized as equity. In this context, we may potentially refer to leveraged 

finance and asset-based lending for example. Also, other options for refinancing could be taken into 

consideration or a re-characterization of debt instrument in view of tenor and collateral. Re-qualifica-

tion into equity should remain (very) exceptional – i.e. only in clearly abusive cases or cases where 

clearly no parties in the open market could have a commercial or financial rationale for entering into 

the transaction – e.g. when providing the funds (e.g. borrower is already under insolvency, over in-

debtedness). 

Finally, in view of the specific question in Box B.2. whether in the example provided in paragraph 17 f 

the discussion draft the total amount should be considered for re-characterization, despite our com-

ments above, for the mere sake of replying to the question, we are of the view that only the (substan-

tiated) ‘excess’ should be subject to the consideration of re-qualification as equity. 
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Box B.3. Commentators’ views are invited on the breadth of factors specific to financial transactions that need to be consid-

ered as part of the accurate delineation of the actual transaction. 

Commentators’ views are also invited on the situations in which a lender would be allocated risks with respect to an advance 

of funds within an MNE group. 

Please find our general remarks on the function and risk analysis of intercompany loans in Box B.1 

above, more particularly that the contractual situation as given in respect of financial assets is a key 

comparability factor (compared to dealing with other assets). In their simplest form, the functions of 

the borrower result in the repayment of the funds and following other requirements of the underlying 

loan contract. It is the risk attached to the contract, and the borrower that are of primary importance. 

The functions of the lender on the other hand in our view are of less importance and should be lim-

ited to satisfying its options realistically available of providing the funding at market conditions, or not, 

and risk appetite such as ‘prudence’ should not be a defining factor. Also, in our view, the ‘control 

over risk functions” of the lender should not be exaggerated, since there are many risks that simply 

cannot be controlled and considering that financing transactions do not necessarily require continu-

ous risk management and decision-making and/or a large amount of decision-makers.  

In view of the more detailed (than in current practice) functional analysis requirement imposed in par-

ticular, it would therefore be welcomed if more as well as correctly nuanced guidance could be pro-

vided on the relative importance and significance of the functions from the perspective of the lender 

and the borrower engaged in concluding financial arrangements. Paragraph 24 of the discussion 

draft in our view provides a good example of putting lender functions in perspective, whilst para-

graphs 25 and 26 correctly evidence the importance of contractual reality, as given. 

Finally, in respect of timing of the analysis, we agree with what has been put forth in paragraph 31, 

but wish to note that this is exactly what makes it difficult to find sufficiently comparable data (CUPs) 

in primary (loan) markets. This stands in contrast to the discussion draft purporting that such data 

would be available in abundance. The secondary (bond) market and yield curve analyses (adjusted 

CUPs already statistically processed) are therefore in practice essential tools to effectively operate 

transfer pricing policies in a consistent and manageable manner, and in our view should be explicitly 

accepted under the ALP. 

Box B.4. Commentators’ views are invited on the guidance contained in this Box and its interaction with other sections of the 

discussion draft, in particular Section C.1.7 Pricing approaches to determining an arm’s length interest rate. 

In Box B.4. the OECD asks for comments on the guidance contained in the box’s sub-paragraphs 1 

to 8 on the so-called “risk-free rate of return”, which we hereafter shall abbreviate to “RFR”. Moreo-

ver, comments are invited on the interaction of the RFR with other sections of the discussion draft, 

and in particular with Section C.1.7 Pricing approaches to determining an arm’s length interest rate. 

We will start with the latter request. 
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Interaction between RFR and determining arm’s length interest rates (in practice) 

In view of the approaches in determining an arm’s length interest rate as presented in Section C.1.7, 

and their interaction with the RFR, we note first of all that the RFR is not mentioned there – just the 

notion of “risk premium” (in a context of adding that to the cost of funds…). Also, this is an essential 

point in view of defining RFR, since otherwise it has hardly any use. A “risk premium” can only have 

meaning when it is consistently applied in conjunction with the base over which the premium is deter-

mined and therefore captures all the differentiating features of risk not captured by the basis on 

which it is applied whilst avoiding double-counting of risks that would appear in both basis as well as 

premium.  

The RFR serves to better understand the sources of total return. Therefore, the basis for interest de-

termination in theory and conceptually could be the RFR, to which a risk premium is to be added pro-

vided this risk premium is relevant and does not omit risks not captured by RFR and/or does not dou-

ble-count risks already captured by RFR. In practice, the RFR is rarely a useful concept in respect of 

setting arm’s length interest rates as risk premiums (most notably when one thinks of credit margins 

as a type of risk premium, in fixed income investments they are usually applied over a basis different 

than the RFR (e.g. swap rates most notably), and those accordingly are not RFR (as we will com-

ment further on this and the subsequent box). Hence, unless one would apply an interest build-up 

(economic) model that uses the RFR as basis and risk premiums (taken as differential in respect of 

the same RFR), or unless one could identify (sufficiently comparable) CUPs of the format “RFR + 

margin”, the concept of RFR and its interaction with determining interest rates in our view is very lim-

ited from a practical point of view. 

Interaction between RFR and discussion draft on financial transactions in general 

Subsequently, in assessing the interaction between the RFR and the discussion draft in more gen-

eral terms, we are also of the view that its particular use is not particularly very relevant, or at least is 

limited to the more general and earlier guidance on when to apply the RFR in transfer pricing – cf. 

2017 OECD TP Guidelines, paragraphs 1.103 (cross-referencing to the example in paragraph 1.85 

where there is a deemed lack of control over investing in and exploiting tangible assets), paragraph 

58 of the Annex to Chapter VI (examples on intangibles, where there is a deemed lack of control 

over the DEMPE functions, and moreover a deemed lack of control over the financial risks of the de-

rived ‘mere’ funding of the intangibles, so that the funding itself should not attract a return greater 

than the RFR. Not only have these been highly debated examples that the OECD nevertheless in-

cluded in its transfer pricing guidance, in our opinion, the OECD now introduces intentionally further 

thought on this topic with a larger impact than just financial transactions. So, considering the contin-

ued debate on the topic we experience in the field – whereby in our view we remain of the position 

that the guidance contained in the aforementioned examples and in particular in respect of the exam-

ple on intangibles goes beyond the ALP as it may contradict with how independent parties may 

choose to cooperate on developing intangibles and sharing (potential) returns in the real world – we 

would suggest not masking or mixing the guidance with what may constitute a RFR with a potential 

chapter in the future OECD TP Guidelines on financial transactions in particular.  

Now, for the sole purpose of commenting on this important discussion draft, we will not further dis-

cuss the issues we had and have with the use of the RFR in aforementioned example(s), but will 

stick to the guidance contained in the box’s sub-paragraph 1 to 8.  
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Comment to Box B.4. paragraph 1: Appropriateness of RFR as concept for establishing an 

arm’s length return in case of lack of control over risks 

Except indirectly perhaps for one comment in respect of that particular first paragraph of the box, 

where it is indeed stated in line with the aforementioned examples that “in accordance with the guid-

ance in Chapter I of the 2017 OECD TP Guidelines, the accurate delineation of the actual transac-

tion shows that a funder lacks the capability, or does not perform the decision-making functions, to 

control the risk associated with investing in a financial asset, it will be entitled to no more than a risk-

free return as an appropriate measure of the profits it is entitled to retain”.  

It is of particular interest to see that in this specific perspective of investing in a financial asset, we 

can demonstrate the flaws of the concept of adjusting returns to the RFR for establishing an arm’s 

length rate of return.  

First of all, a few questions pop in mind: What are financial assets? What are the specific character-

istics of those assets, compared to other type assets? What are those economic relevant risks at-

tached to investing in assets – in particular financial assets? If there are such different features, why 

would the same principle-based “rule” as lack of control over risk apply to all type of assets, or 

should it be case-dependent, what is meant by lack of control? In our view it is essential to under-

stand the answers to these question.  

» What are financial assets?

According to IFRS, a financial asset is “any asset that is (i) cash [legal tender] (ii) an equity

instrument of another entity [being any contract that evidences a residual interest in the as-

sets of an entity after deducting all of its liabilities], (iii) a contractual right to receive cash or

another financial asset from another entity; or to exchange financial assets or financial liabili-

ties with another entity under conditions that are potentially favorable to the entity; or (iv) a

contract that will or may be settled in the entity's own equity instruments and is: (a) a non-

derivative for which the entity is or may be obliged to receive a variable number of the enti-

ty's own equity instruments or (b) a derivative that will or may be settled other than by the

exchange of a fixed amount of cash or another financial asset for a fixed number of the enti-

ty's own equity instruments. In view of the 2017 OECD TP Guidelines disliking ‘accounting’

definitions, like for “intangibles” to put it more simply, a financial asset is an asset that gets

its value from a contractual claim.

» How does this relate to other type of assets?

Unlike non-financial, real/ tangible assets, a financial asset does not have a physical pres-

ence, but as stated above one derived from a contractual claim on an underlying asset

(which can be real or intangible asset). The value of real assets indeed is derived from their

physical substance and properties, whereas non-financial, intangible assets are not physical

by definition and derive value from intellectual, but also legal rights, and from the value they

add to other assets. Non-financial assets are important as collateral for incurring financial

liabilities by providing sustainable market value. Real assets tend to derive market value for

the current company constellation, whereas intangible assets tend to contribute to future
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market value. Intangibles therefore hardly can be used as collateral for raising loans, but ra-

ther attract equity investments. In short, there are some important differences among the dif-

ferent types of assets, but on the other hand they are linked to each other, we might con-

clude. 

» What are the economically significant risk attached to investing in financial assets?

In our view, this depends on the nature of the investment whereby broadly speaking we have

equity investments and fixed income investments.

› Notwithstanding the latter are obviously of most interest in respect of the discussion

draft, we start with the key economically significant risks attached to equity invest-

ments since this is where the CAPM and RFR’s legacy lie. In short, with reference to

Appendix B where you may find further details:

› Under the pure CAPM, the cost of equity can be determined though

adding a risk premium to the selected RFR, whereby it reflects a real

rate, inflation and currency risk, and whereby the premium covers risks

related to country risks, market equity risks, sector risks and company-

specific risks

› Under the hybrid CAPM, country-specific risks are added to the risk pre-

mium, and currency inflation movement and country premium are added

to the RFR (the latter being removed from the premium)

› Conclusion from the perspective of investing in an equity instrument, where the

use of a RFR is common practice - being part of the (hybrid) CAPM for estimat-

ing the cost of equity:

› The RFR is a relative measure, built on the premises to understand the

differential in risks attached to an equity investment for the purposes of

valuing (an investment) in this financial asset, and by no means a re-

ward system as such – i.e. not to be used in isolation in such a manner.

› Accordingly, there are different views on what the RFR is meant to cap-

ture, depending on the differential to be measured, and the purpose of

use.

› As such, since the RFR in our view is no (and has never been in-

tended to be) return measure as purported in the 2017 OECD TP

Guidelines – in the case at hand when there allegedly is a lack of con-

trol over risks – the statement should be refuted that the RFR could con-

stitute by any means an appropriate arm’s length return in any case, in-

cluding the case targeted by the 2017 OECD TP Guidelines.

› In any event, a risk-adjusted return should be applied, considering all

relevant facts and circumstances, including legal (contractual) status,
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actual opportunity costs underlying the transaction as effectuated and    

the appreciation of control over risk in an appropriate context next to 

merely considering functional (e.g. DEMPE) substance, or the lack 

thereof. A simple example constitutes special purpose vehicles in acqui-

sitions that clearly serve a particular purpose and are designated with a 

real risk and value in economic transactions. 

› Subsequently, we turn to investments in fixed income, where the use of RFR is ap-

plied in practice to a lesser extent since for the estimation of the cost of debt gener-

ally observable interest rates can be used (yield to maturity), whereas it reflects both

the default risk of a company as well as the market risks. The RFR on the other

hand may be used rather when a company’s marginal cost of debt for long term fi-

nancing is to be estimated. In such case, the RFR is used in conjunction with a risk

premium – accordingly, also from a debt perspective not surprisingly the RFR is

used in conjunction with, or relative to, another parameter which is the premium. So

here again the purpose of the RFR, it is not a use in isolation, but rather to inform

the fixed income investor in this manner on the relative valuation in view of the risks

attached which may consist of for example (please refer to Appendix B for further

details):

› Market interest rate risk – Yield curve risk, inflation risk, macro-

economic / (global) PEST-related risks

› Credit risk – Default risk, credit spread risk, downgrade risk

› Liquidity risk

› Call/Put risk – Reinvestment risk, volatility risk

› Exchange rate risk

› Event risk

› Conclusion from the perspective of investing in a fixed income instrument, where

the use of a RFR is not common practice other measures being more directly

observable (like yield to maturity for corporate bonds):

› Again, the RFR is a relative measure, built on the premises to under-

stand the differential in risks attached to a fixed income investment for

the purposes of valuing (an investment) in this financial asset, and by no

means a reward system as such – i.e. not to be used in isolation in such

manner.

› As such, also from this perspective, since the RFR in our view is

no (and has never been intended to be) return measure as pur-

ported in the 2017 OECD TP Guidelines – in the case at hand when

there allegedly is a lack of control over risks – the statement should be

refuted that the RFR could constitute by any means an appropriate

arm’s length return in any case, including the case targeted by the 2017

OECD TP Guidelines.
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› In any event, a risk-adjusted return should be applied, considering all

relevant facts and circumstances, including legal (contractual) status,

actual opportunity costs underlying the transaction as effectuated and

the appreciation of control over risk in an appropriate context next to

merely considering functional (e.g. DEMPE) substance, or the lack

thereof. A simple example constitutes special purpose vehicles in acqui-

sitions that clearly serve a particular purpose and are designated with a

real risk and value in economic transactions.

› Moreover, it should be clear that in the sphere of fixed income also a

myriad of risks may be applicable, which can be broadly classified as

either market based or entity based, and even those exogenous to both

market or corporate control. The question accordingly can be raised of

what constitutes having “control”, or the lack thereof being penalized by

the arbitrary principle to have a maximum return equal to the RFR.

» Then, what is lack of control (in view of financial assets in particular) in case the RFR

could provide for an appropriate return?

As mentioned above, there is a multitude of risks involved in investing in financial assets; So,

what can constitute “control” over these risks as purported in the six-step risk analyzer of the

2017 OECD TP Guidelines? According to paragraph 1.65 “Control over risk involves the first

two elements of risk management defined in paragraph 1.61; that is (i) the capability to make

decisions to take on, lay off, or decline a risk-bearing opportunity, together with the actual

performance of that decision-making function and (ii) the capability to make decisions on

whether and how to respond to the risks associated with the opportunity, together with the

actual performance of that decision-making function. It is not necessary for a party to per-

form the day-to-day mitigation, as described in (iii) in order to have control of the risks. Such

day-to-day mitigation may be outsourced, as the example in paragraph 1.63 illustrates. How-

ever, where these day-to-day mitigation activities are outsourced, control of the risk would

require capability to determine the objectives of the outsourced activities, to decide to hire

the provider of the risk mitigation functions, to assess whether the objectives are being ade-

quately met, and, where necessary, to decide to adapt or terminate the contract with that

provider, together with the performance of such assessment and decision-making. In accord-

ance with this definition of control, a party requires both capability and functional perfor-

mance as described above in order to exercise control over a risk.”

In particular, in relation to financial assets, as demonstrated above, “control” over risks

should not be over-exaggerated (as lot of risk is market based and even exogenous). This

should be made explicit in the guidance for financial transactions;

Moreover, unlike operational business risks, in financial transactions being heavily reliant on

contractual claims, there should be a strong tendency to be more heavily focused on the de-

cision-making side of accepting the risks, whilst requiring a lesser extent of ongoing deci-

sion-making over the lifetime of the financial asset. Compared to other direct business re-

lated assets, the risk management for financial assets tends to be more discretionary rather

than continuous (and accordingly does not require continuous decision-making, but rather
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periodic and ad-hoc decision making and risk management, rather at board level than on the 

floor one may even say).  

Overall, our conclusion in respect of the appropriateness of the RFR as a concept for establishing an 

arm’s length return for cases where there is a deemed lack of control over risks as put forth in para-

graph 1 of Box B.4, for the reasons argued above, is negative: 

› The RFR is not intended to be a return measure to be used in isolation; It rather is a rel-

ative measure, and certainly not suitable nor intended to be used for the purpose put

forth by the discussion draft (and for that matter put forth by the 2017 OECD TP Guide-

lines), and therefore, the RFR cannot an appropriate (conceptual) benchmark for as-

sessing arm’s length conditions, as a principle;

› In particular, in relation to financial asset investments, control over a myriad of risks

(market-based, company-based, or even exogenous to market and company) is not to

be over-exaggerated; Therefore, all risks are to be factored in, also those that cannot be

“under control”, and de facto do not fit the risk management framework of functional

substance as hypothesized by the OECD. E.g. in intercompany lending, for these rea-

sons, the day-to-day functions of the lender in our view are of lesser importance than

the risk attached to the contractual claims attached to the financial asset (essentially

making the loan a financial asset), and therefore, the RFR cannot represent an appropri-

ate (conceptual) benchmark for assessing arm’s length conditions, as a principle.

Comment to Box B.4. paragraphs 2: Definition of RFR 

The definition as it reads in the paragraph on the surface looks OK, but as aforementioned a risk-free 

rate, in our view, is not a measure of return on its own, but relates to (i) its purpose of use, and (ii) 

the differential it tries to explain under certain assumptions useful for the purpose of use. As such the 

definition of the RFR is case-specific and defines which risks it incorporates and which it does not.  

Nevertheless, to elaborate a bit further on the theme of what constitutes a risk-free rate, we should 

look at what constitutes risk. Investors who purchase assets have an expectation of return that they 

will make over the time horizon that they intend to hold the asset. When there is a variance of the ac-

tual return from this expected return, then we may say that risk materializes.  

Only under 2 mutual conditions assets can be truly risk-free. 

› Firstly, there cannot be any default risk. This is quite a logic condition, but rules out basi-

cally any security. Government-issued securities may come the closest, since they at least

have the discretionary power to print currency to meet their commitments. However, to be

complete, governments may also decide to not honor claims made by previous regimes and

when they borrow in foreign currencies.

› Secondly, and less obvious perhaps, an asset can only be risk-free when there cannot be

any reinvestment risk. Whilst investing in a government bond of 10 years – which may be

default-free – may provide you as an investor with a fixed coupon payment every 6 months,
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the investor cannot predict at what rate he can reinvest those funds. Now, it is only as a 

pragmatic solution that in investment valuation, yields of zero-coupon government bonds are 

taken to overcome this issue, which is known as one of the key assumptions of the CAPM 

(constant reinvestment rates). In reality, actually such valuation would require different risk-

free rates.     

Nevertheless, in most developed markets, government bonds in local currency can be used, but the 

selection of the RFR, as explained above, has implications on how risk premiums are to be esti-

mated, the RFR is not to be used in isolation. 

In developing markets, the assumption that government bonds are default-free is a larger leap of 

faith, and accordingly requires a different approach. Moreover, governments in these markets tend to 

borrow long term in other currencies. Another question that consequently should be addressed is 

whether to use nominal rates or real rates, for estimating the RFR. The answer depends on con-

sistency with cash flows on which the risk-free rate (as part of a discount factor, its proper use) ap-

plies,  

In short, the risk-free rate is the starting point for expected return models – hence, an integral part of 

a larger whole, and used for other purposes than put forth in the discussion draft – and therefore its 

definition depends on the consistency with the cash flows to be appraised (its proper use).  

Comment to Box B.4. paragraphs 3: Use of government bonds 

As mentioned above, the use of government bonds is wide-spread, but within that spectrum still cer-

tain decisions are to be made on how to define the RFR, depending on the purpose and consistency 

with cash flows (e.g. real terms vs. nominal terms).  

Furthermore, there are also alternatives to government bonds that may be used (depending on the 

purpose and features of what to measure). We refer to our comments on this matter further below 

(comments to Box B.5.). 

Comment to Box B.4. paragraphs 4: Functional currency and lowest possible 

It is suggested in paragraph 4 to use the functional currency. As consistency with the cash flows, 

when applying the RFR is important, we generally agree with this proposition in particular in devel-

oped markets. However, as explained above, when dealing with emerging markets – where govern-

ments are de facto not default-free and/or have major long-term borrowings in foreign currency – al-

ternative methods may need to be assessed. Therefore, using other currency instruments, and mak-

ing adjustments should be an acceptable approach as well – e.g. by using interest rate parity and for 

instance long-term USD/EUR-denominated forward contracts on the foreign currency FC:  

Forward Rate
t 

FC, USD/EUR = Spot Rate FC, USD/EUR x (1+ Interest Rate FC)
t
 / (1+ Interest Rate USD/EUR)

t

Furthermore, it is suggested to use the lowest available rate within the currency, even when it is not 

in the market. From an RFR perspective, this may make sense, but that is only since the incremental 

market risks (with a proper use of the RFR), would adjust the relative risk premium for these risks. 
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This approach should also be taken only when capital can effectively be invested in the other market 

(or to adjust for incremental cost for doing so).  

Comment to Box B.4. paragraphs 5: Timing 

We agree that proximity in timing is key, as the prevailing market conditions impact pricing. Consid-

ering that financial assets are contractual claims, prevailing market conditions just or reasonable up-

front agreement are to be considered. When the contractual claim does not foresee in a reset mech-

anism to adjust for future changes in market interest rates, there should be no further adjustments on 

a later than agreement date, unless both parties would under arm’s length conditions have re-negoti-

ated conditions to satisfy their options realistically available at that time (including the additional 

costs for instance for or as a consequence of renegotiating). 

Comment to Box B.4. paragraphs 6: Maturity 

Again the maturity depends on the use of the RFR (and risk premium), but in general we agree that 

matching the tenor of the RFR should match the investment horizon. 

One problem we see in valuation is that with short investment horizons, in the low interest environ-

ment of the past years, the RFR ends up being negative. If then applied in the manner put forth by 

the discussion draft, does this mean that for instance the lender lacking control over the risk attached 

to the fixed income asset, would need to pay compensation itself whilst being denied returns notwith-

standing that this lender has at least assumed an opportunity cost? In our view, again this particular 

(but currently frequent) case indicates why the RFR is not an appropriate measure for the use pur-

ported by the OECD.   

In respect of the example provided, we flagged another potential fundamental problem (not so much 

related to maturity in fact). That is, when a contract is novated (not when an extension clause is exer-

cised), it should be considered a new contract, a new contractual claim – this is a juridical reality. 

Parties may in negotiating take into account (to a higher or lesser extent) their joint contractual his-

tory, but essentially the status of the novated, new contract should be retained as a new contractual 

obligation, and therefore a new financial asset.  

Hence, only when it can be substantiated that third parties indeed would factor in their mutual past 

(as part of their analysis of options realistically available) to set the terms and conditions of the new 

contract (e.g. by arguing a longer tenor from a lender’s perspective when a history of multiple nova-

tion is apparent), a re-delineation should occur.  

Hence, tax administrations should be very cautious in arguing so and denying contractual reality (in 

connection to financial assets), and re-delineation of conditions should be exceptional, when the op-

tions realistically available clearly indicate that conditions would have been set differently in arm’s 

length negotiations.  

Comment to Box B.4. paragraphs 7: Cross-border 

We refer to our earlier comments above, only if a real opportunity of real and similar investment ex-

ists cross-border. We note that differences in inflation and country-risks may come into play as well 
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depending on the selection of the CAPM’s premium definition. As said before, this is one of the rea-

sons why the RFR as a single return measure in our view does not make sense. 

Comment to Box B.4. paragraphs 8: Alternatives 

Please refer to Box B.5. 

Box B.5. Commentators are invited to describe financial transactions that may be considered as realistic alternatives to gov-

ernment issued securities to approximate risk-free rate of returns. 

In (valuation) practice, there are a few alternatives to using government bond yields, but most nota-

bly in any case this means that the market risk premium should be adjusted as well since both are 

linked. Alternatives include (non-limitative):  

› Using highest quality corporate bond yields

› Using credit default swaps or quantitative easing studies to normalize yields

› Using build-up model – e.g. by using Fisher equation [1+Rate = (1+RealRate) x (1+Inflation)]

In respect of the latter, we furthermore note the since 2015 yields have turned negative over much of 

the term structure. Accordingly, the Fisher equation implies low sources of interest rate risk: real rate 

and expected inflation. However, when durations are longer, two additional risks in fact need to be 

taken into consideration: unanticipated market changes (reinvestment risk evidenced by an increase 

in horizon premium) and unexpected changes in inflation (inflation risk, depending on the ability and 

desire of central banks to control inflation). The market accordingly risks to misprice assets. Using a 

build-up model through the Fisher equation, one may aim to neutralize the potential effect of the mar-

ket mispricing assets to obtain a “normalized” risk-free rate. 

Box B.6. Commentators’ views are invited on the practical implementation of the guidance included in paragraph 11 of this 

Box B.4, and its interaction with Article 25 OECD MTC in a situation where more than two jurisdictions are involved. This could 

arise, for instance, where a funded party is entitled to deduct interest expense up to an arm’s length amount, but the funder is 

entitled to no more than a risk-free rate of return under the guidance of Chapter I (see, e.g., paragraph 1.85), and the residual 

interest would be allocable to a different related party exercising control over the risk. 

Box B.6. explicitly refers to paragraph 11 of the discussion draft, whereas paragraphs 12 to 21 deal 

with the “risk-adjusted return” on which no specific comments are requested. Nevertheless, here we 

will deal with both.  

Paragraph 11: Lack of control over risk adjustments 

In paragraph 11 it is that “where a funder lacks the capability to control the risk associated with in-

vesting in a financial asset and so is entitled to no more than a risk-free rate of return, subject to 

other constraints, the funded party would still be entitled to a deduction up to an arm's length amount 
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in respect of the funding. The difference between those amounts would be allocable to the party ex-

ercising control over the investment risk in accordance with the guidance in Chapter I.” 

We feel we have commented sufficiently in the aforementioned boxes on: 

› Why the RFR should not be used as a (single) measure for attributing returns, also not for

transfer pricing purposes in case of lack of control

› Extreme cautiousness should be paid on what may constitute a lack of control considering

specifically the features of financial assets being in essence contractual commitments,

whereby it should be noted that the functionality of the lender should not be exaggerated in

case of loan transactions (ad hoc, high-level decision-making)

Now, for the purpose of answering the question raised in Box B.6. specifically, we assume that the 

purported adjustment is appropriate (but not at the level of RFT). As mentioned in our comments to 

Box B.1. we are of the view that the work of Working Party 6 should focus only on the application of 

the ALP and not consider interest rate limitation guidance developed in the BEPS Action 4 report. 

Inevitably, as mentioned earlier as well, double taxation issues will arise in view of its interaction with 

interest rate limitations, and therefore we recommended that the OECD duly further discusses this 

issue for resolution under article 25 of the MTC, but also in general double taxation may arise, where 

income accrued to the lender is deflected to another group entity (e.g. the parent company). The 

double taxation that may arise between the lender and the parent company for instance, obviously 

should also be resolved under article 25 of the MTC.    

On risk-adjusted return (paragraphs 12 to 21) 

In our view, any return should be risk-adjusted, since we cannot imagine that investing in a financial 

asset, would occur without assuming any of the risks not covered by the RFR by the intended party – 

even without the level of substance we believe the discussion draft puts forth for risk management, 

but just by once-off board decision for instance, to put it extreme. Hence, in this light we would sug-

gest to alter the provisions that state that in case of a lack of substance in view of dealing with finan-

cial assets in particular, it should also be assessed on a case-by-case basis which risk-adjustments 

on the RFR apply, in any case, considering the specificities of the case at hand and of investing in 

financial assets. 

Indeed, even if Company X has no staff, but has a board that makes the decision to take on risk of 

investing in a financial asset, but does not do anything else in a continuous manner, and just as-

sesses periodically or ad hoc the performance of the financial asset by the means of those periodic 

or ad hoc board meetings – Company X in our view effectively has made decisions over control of 

risk, or at least partially those which are market driven and exogenous (perhaps not the company-

specific), and therefore the RFR should not be applied, but rather a risk-adjusted return, always, at 

least for the contractual juridical consequences of the investment and the opportunity cost attached. 

Like we anticipated above, in paragraph 12, indeed the discussion draft refers to intangibles as well. 

Therefore, the discussion on RFR and risk-adjusted return does not belong to a discussion draft on 

specifically financial transaction, but is a more fundamental discussion. We suggest at least in a later 

stage, not to decide when a chapter would be added to the 2017 OECD TP Guidelines on specifi-

cally financial transactions to mix this with the RFR and risk-adjusted return discussion. Strongly, we 
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would suggest to review the concept of application the RFR overall, as aforementioned by applying 

risk-adjustments in any case. 

If the statements made in paragraph 13 would be correct, the question remains how to separate fi-

nancial risk from other risk in practice as there may be a high correlation. Financial risks are all the 

risks that are likely to affect a company’s financial performance, but there are specific financial risks 

related to the company’s ability to manage liquidity and cash flow, financial capacity, and creditwor-

thiness. The uncertainty can be externally driven, for example by economic shock or credit crisis, but 

can also be internally driven through controls, investment decisions, credit terms, and through out-

comes of infrastructure or operational risks 

As mentioned before, models like the CAPM but also other like the hybrid CAPM – thereby using the 

RFR with a risk premium where the two are communicating vessels, and not used in isolation – can 

be used to give these insights necessary for valuation and subsequently pricing. 

The example provided in paragraph 14 is not very realistic, and lacks sufficient nuance in our view. 

We therefore suggest to eliminate this example or to add more realistic nuance to it. We have no 

specific comments on paragraphs 15 and 16. 

In respect of paragraphs 17 to 21, we are of the view that not much more is proposed than effectively 

performing an appropriate benchmark of a genuine comparable loan for finding an alternative invest-

ment with comparable economic characteristics. Indeed, in our view, there will in practice not be any 

difference with a benchmark (yield analysis) since de facto the return (premium) over the selected 

RFR will need to be deducted from all-in-yields effectively.  

We reject the cost of funds as an appropriate method in view of the ALP since interest rates in our 

view should be consistent with the characteristics of the borrower (credit worthiness) and the debt 

instrument (tenor, currency, collateral, rank, etc.) in the first place. The cost of funds to the lender are 

not a determining factor in our view for determining arm’s length rates, and should not be used ex-

cept for in the following limited (2) cases: 

1. If the cost of funds (given), plus an appropriate return (should be interpreted broad since

subjective to opportunity cost and risk appetite) of the lender would be lower than the arm’s

length interest rate to the borrower, then arguably indeed the transaction would not satisfy

the options realistically available test from the lender’s perspective. Therefore, while we are

of the view that the cost of funds approach should not be used as an interest setting ap-

proach, it may be useful as a test for assessing the lender’s options realistically available (in

a reasonable manner).

2. Only when clearly the cost of funds exists of funding that explicitly at the lender’s inbound

perspective serves the purpose of on-lending to the borrower, the cost of funds approach

(but limited to those inbound funding transactions that explicitly serve aforementioned pur-

pose) in our view may comply with the ALP and as in that case, the inbound funding rate

would consider the features of the eventual borrower.
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Box C.1. Commentators are invited to describe situations where, under a decentralised treasury structure, each MNE within 

the MNE group has full autonomy over its financial transactions, as described in paragraph 38 of this discussion draft. 

In practice, it will rarely happen that a single legal entity within a MNE has the “full” autonomy over its 

financial transactions. There will always be some involvement of the head office regarding significant 

financing decisions. At least the influence of the head office cannot be excluded due existent report-

ing lines. But in the end it will be up to a function and risk analysis to decide on the autonomy of the 

legal entities on their financing decisions. The fact that there is an overall strategic framework does 

not stand in the way of a proper application of the ALP. In this respect we may refer to paragraph 

1.76 of the 2017 OECD TP Guidelines1. 

Box C.2. Commentators are invited to consider whether the following approaches would be useful for the pur-

pose of tax certainty and tax compliance: 

● a rebuttable presumption that an independently derived credit rating at the group level may be taken as the

credit rating for each group member, for the purposes of pricing the interest rate, subject to the right of the tax-

payer or the tax administration to establish a different credit rating for a particular member; 

●a rebuttable presumption that tax administrations may consider to use the credit rating of the MNE group as

the starting point, from which appropriate adjustments are made, to determine the credit rating of the borrower, 

for the purposes of pricing the interest rate, subject to the right of the taxpayer or the tax administration to estab-

lish a different credit rating for a particular member. 

Commentators’ views are invited on the use of an MNE group credit rating for the purpose of tax certainty and 

tax compliance to determine the credit rating of a borrowing MNE. 

Commentators are also invited to provide a definition of an MNE group credit rating, how an MNE group credit 

rating could be determined in the absence of a publicly-available rating, and how reliable such a group credit 

rating would be when not provided by a credit rating agency. 

The presumption that the independently derived credit rating at the group level may be taken as the 

credit rating for each group member is not in line with the ALP. Given the freedom of companies to 

finance their business activities as desired (within the legal national framework), this should also be 

reflected in the way a group finances their affiliated entities.  

The assumption that the parent would step in and protect each of the subsidiaries equally when they 

get into financial difficulties would not necessarily hold in reality. Therefore, the assumption that a 

group entity has the same credit rating by definition/as a presumption as the overall group rating is 

1 Control over a specific risk in a transaction focusses on the decision-making of the parties to the transaction in 

relation to the specific risk arising from the transaction. This is not to say, however, that in an MNE group other 
parties may not be involved in setting general policies that are relevant for the assumption and control of the 
specific risks identified in a transaction, without such policy-setting itself representing decision making. The 
board and executive committees of the group, for example, may set the level of risk which the group as a whole 
is prepared to accept in order to achieve commercial objectives, and to establish the control framework for man-
aging and reporting risk in its operation. 
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the same as the assumption that a parent entity would always step in if the affiliated entity is in finan-

cial difficulties and hence would result in the assumption of an implicit guarantee. To preserve the 

core idea of the ALP, the contractually laid out parameters should still be considered as the basis for 

the determination of an arm’s length interest rate. Therefore, an implicit guarantee should be part of 

the consideration whether the parent entity is (likely) to step in despite the absence of an explicit fi-

nancial guarantee, in the same manner as third parties would make such consideration – e.g. de-

pending on the strategic importance of the subsidiary.  

We opine that the credit scoring tools made available by credit rating agencies such as S&P or 

Moody’s should represent the most objective common ground for the determination of a credit score 

where an official credit rating issued by one of the most known rating agencies is not available. Such 

credit score would represent typically the financial strength of the borrower on a stand-alone basis 

for senior unsecured borrowings. Even though it may be a simplified credit scoring approach com-

pared to a full credit rating analysis conducted by the official credit rating agencies themselves, it 

should still be considered as a suitable tool to assess financial strength on the financial information 

of a company. Moreover, most credit scoring tools provide market- and sector-driven models where 

a distinction can be made based on whether an entity operates in certain sectors like Real Estate In-

vestment Trusts, Healthcare or Technology etc. Furthermore, the fact that the financial metrics of an 

entity might be affected by internal transactions may lead to a vicious circle as the determination of 

one transfer price may be affected by another transfer price that was wrongly set. Therefore, the as-

sumption that other transfer prices were not at arm’s length should not be part of the equation when 

performing such an analysis. It is our practical experience that when using the tools provided by 

credit rating agencies such as S&P or Moody’s for companies that also have an official credit rating, 

they provide a solution that results in outcomes very close to the actual credit rating of an entity (+- 2 

notches). We therefore believe that these tools are still the best approximation on the market as they 

are reasonably accurate and objective. In specific circumstances further adjustments on a qualitative 

basis may be made next to the assessment of whether and to what extent implicit support should 

play a role. 

Consideration of the overall credit worthiness of the MNE group should in the best case only be con-

sidered as part of the assessment of implicit support. or when explicit guarantees are existent. Fur-

thermore, we believe that it depends on the strategic importance of the subsidiary in the group that 

should decide on whether the overall group rating can be taken as a basis for the determination of 

the credit rating of another group entity. The assumption that the group credit rating equals the en-

tity’s credit rating without any adjustments should not be considered.  

Box C.3. Commentators are invited to provide a definition of the stand-alone credit rating of an MNE. 

Commentators’ views are invited on the effect of implicit support as discussed in paragraphs 68 to 74 of the discussion draft, 

and how that effect can be measured. 

Please refer to our comments in the boxes above and below. 

This is a starting point of the analysis. 
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Box C.4. Commentators’ views are invited on the relevance of the analysis included in paragraph 70 of this discussion draft. 

Indeed, implicit support has to be assessed to determine whether the stand-alone credit score is to 

be adjusted and to what extent. Strategic importance in view of the party that is deemed to provide 

such support, thereby is indeed a proper assessment for which moreover assessment frameworks 

(and rating notching consequences) exist as published by formal credit rating agencies.  

Box C.5. Commentators’ views are invited on: 
● the role of credit default swaps (CDS) in pricing intra-group loans;
● the role of economic models in pricing intra-group loans (for instance, interest determination methods used by credit institu-
tions).

Credit Default Swaps (CDS) are derivative instruments and in no way comparable to (intercompany) 

loans. CDS could be used under certain circumstances to adjusts CUPs gained through market data. 

However, as market data for loans/bonds is generally available we object the usage of CDS as com-

parables for intercompany loans. 

As mentioned above there is generally good market data available to identify comparables for inter-

company loans (and other intercompany financing products). However, in view of interest rate 

benchmarking in practice the market data for primary (loan) markets is often insufficient (unless a 

broad comparability tolerance is accepted), mainly related to loan conditions being expressed as 

coupon data whilst timing is of essence. Secondary (bond) market data in that respect is in practice 

much more convenient as the typically continuously yield (spreads) are published on individual and 

aggregate basis for a variety of sectors, main currencies, various tenors and main credit ratings, 

whereby the bond indentures are stripped from embedded options for incremental comparability.  

Indirect interest determination methods can be used to support market data, as long as the applied 

approaches are objective, transparent and applied on the market as well. They are also helpful tools 

when no market data is available. 

Box C.6. Commentators are invited to identify financial transactions that may be considered as realistic alternatives to intra-

group loans.. 

As discussed above, the most obvious source for comparables) are the loan and bond markets – 

most notably the secondary bond market.  

Generally, third party loans do not provide a rating and show a fixed margin, since they are not pub-

licly traded. Thus, their application in practice is limited. Bonds on the other hand are generally pub-

licly traded, they often provide a rating and a current yield. Also having some differences (in general 

381



wts.com 

a higher nominal value, a higher liquidity) bonds should be accepted as CUPs for intercompany 

loans.  

Additionally, bond data allows for industry specific analysis and to take into account other features 

like seniority, maturity, currency etc. of the underlying loan. The main advantage of bond data is that 

they provide yields and reflect current market developments much better than margin data of inter-

company loans. 

Finally, fair market yield curves can be a good indicator on expected yields given a rating and a ma-

turity of a loan. The key advantage of fair market yield curves is that these are manageable to opera-

tionalize into a transfer pricing policy – in particular within MNEs that have a large quantity of inter-

company loan transactions – since they are available for major currencies, credit ratings, sectors and 

tenors, on a continuous basis so that prevailing market conditions can be assessed in a highly con-

temporaneous manner without having the need to perform extensive manual analysis. Notwithstand-

ing at first instance, these may look like ‘black boxes’, underlying these curves which are actually 

constituent bonds and their trading data. What essentially a yield curve does is applying comparabil-

ity adjustments (stripping the impact of embedded options) and statistical analysis (bootstrapping) to 

present a term structure for various comparability factors. Accordingly, in our view, the yield curves 

could be viewed as adjusted CUPs for which the statistical analysis already has taken place, and 

thereby offers a measure of central tendency without the need to give in (to relax) key comparability 

factors such as currency, tenor, credit rating, sector and timing. A downside might be that only a 

measure of central tendency is given in this manner, but further statistical analysis and measures 

(e.g. standard deviation of underlying data, Bollinger Bands, etc.) may resolve this issue. Finally, it 

should be noted that also in a non-transfer pricing context, yield curves are a major source of intelli-

gence for key decisions in investment communities. We strongly recommend that the (proper) use of 

yield curves is further discussed in view of a next discussion draft. 

Box C.7. Commentators are invited to describe situations in which an MNE group’s average interest rate paid on its external 

debt can be considered as an internal CUP. 

In our view this is never going to be the case, unless it consists of one loan that then moreover would 

moreover need to be comparable across all relevant key comparability factors. External debt, how-

ever, may be informative in view of assessing credit worthiness for instance. Hence, external debt 

should be considered and assessed indeed. 

Box C.8. With respect to the operation of a physical cash pool, commentators’ views are invited on the situations in which a 

cash pool leader would be allocated risks with respect to lending within the MNE group rather than as providing services to 

cash pool participants coordinating loans within the group without assuming risks with respect to those loans. 

Commentators’ views are also invited regarding the three possible approaches that are described in the draft for allocating the 

cash pooling benefits to the participating cash pool members, along with examples of their practical application. In particular, 

● are there circumstances in which one or another of the approaches would be most suitable?;

● does the allocation of group synergy benefits suffice to arrive at an arm´s length remuneration for the cash pool members?;

382



wts.com 

● whether, in commentators’ experience, the allocation of group synergy benefits is the approach used in practice to deter-

mine the remuneration of the cash pool members? 

Commentators are also invited to describe approaches other than the ones included in the discussion draft that may be rele-

vant to remunerate the cash pool members. 

With respect to the first question, where it is being requested to give examples of situations where 

the cash pool leader would be allocated risks with respect to lending within the MNE group rather 

than to act as a mere service provider to the cash pool participants, we may at least come with the 

following three situations: 

› Firstly, it may be the case that the cash pool leader does not have to rely on bank funding,

but has sufficient financial capacity to put its equity at risk. In our view this is a clear case of

when a cash pool leader takes on (the highest extent of) economic significant risks. Although

this situation might be extreme, we note that we have seen this in practice; Moreover, when

the cash pool leader has to rely on bank funding, in our view, this does not mean directly that

the cash pool leader is a pure service provider not putting any of its own equity at risk, as we

will further argue below. On the contrary, in instances where the cash pool leader has to rely

on bank funding, the cash pool leader might bear liquidity and interest rate risk and hence –

depending on the functional and risk set-up surrounding the cash-pool – might be entitled to

the full interest rate differential between the deposit and lending rate for the cash pool. This

is notably the case where the cash pool leader acts as an “in-house bank”.

› Secondly, an indicative situation for a cash pool leader to effectively take up a role which is

more value-contributing than it would be in the capacity of a mere routine service provider, is

one where the cash pool leader effectively markets its cash pool offering towards the partici-

pants, and market participants can (genuinely) enter and exit at free will – i.e. the set-up of a

cash pool is not a concerted action initiated by the cash pool participants. Obviously, the

cash pool offering would need to fit overall global finance policy principles – which in our

view is not sufficient to conclude that the resulting income should be redirected towards the

level where such general principles are laid down (cf. also paragraph 1.76 of the 2017

OECD TP Guidelines) – but in essence the cash pool leader in this situation is fully account-

able for arranging the cash pool set-up including convincing the cash pool leaders of the

benefit for participating (satisfying their options realistically available: to enter the system, or

not). At first it might be counter-intuitive to think that certain treasury centers would have

such freedom to arrange for such financial products vis-à-vis their internal market, but exten-

sive experience in the field teaches us that this effectively takes place. Firstly, the cash pool

leader may rely on external funding (under the form of revolving credit facility and likely not a

cash pool arrangement with the bank where the bank accepts participants), and in this ex-

ample would also effectively incur a credit risk as the cash pool leader would be responsible

for the access to and exit from the cash pool perimeter (and as such should have sufficient

financial capacity to assume such risk whilst effectively managing the risks) for ensuring li-

quidity and hence bearing liquidity and interest rate risk. Secondly, the cash pool leader may

incur an operational risk when on a forecasted basis, the benefit to be allocated to the partic-

ipants to convince them of participating would consist only of a netting benefit, and when on

an actual basis it occurs that the gross netting benefit is not sufficient to cover for the cost for

operating the cash pool which may need to be absorbed by the cash pool leader if it doesn’t

want the cash pool participants to be worse off.
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› Thirdly, when a bank is part of the overall cash pool arrangement, we are of view that it

should not be excluded that the cash pool leader can incur economically significant risks –

e.g. as indicated above operational risks which may prove to make the cash pool inefficient

in meeting its purpose, or even default risk as we will further illustrate.

Instead of asking whether there are situations in which a cash pool leader would be allo-

cated risks, one could basically reverse the question and wonder whether there are situa-

tions when a cash pool leader should not be held accountable for incurring risks. Indeed, if a 

cash pool participant enters into a cash pool arrangement, most often he has a joint and sev-

eral liability towards the other members of the cash pool. Considering that any single cash 

pool participant generally does not have an accurate view on the financial situation of any 

other cash pool participant, as a cash pool participant in (hypothesized) arm’s length negoti-

ations would require the cash pool leader to take up accountability for duly monitoring the 

risk situation of the cash pool, and perhaps putting own equity at risk (which then may attract 

a return), before demonstrating willingness to enter into the cash pool arrangement.  

Because of the above, careful consideration should be given to all the relevant facts and cir-

cumstances specific to the case.  

Therefore, we reject the presumption put forth in the discussion draft (already in para-

graph 43, but continuously throughout Section C of the discussion draft) that a cash 

pool leader would not constitute anything more than a mere service provider not in-

curring any of the risks attached to the cash pool, and suggest not to include such ex-

plicit statements referring to presumed characterizations.  

Now, before addressing the second question of Box C.8 – on how to allocate cash pool benefits – we 

first need to look into the preceding paragraphs up to and including paragraph 1232. 

› We appreciate that there is a difference between a physical and notional cash pool, but

in practice, often due to fact that the cash pool members are held jointly and severally

liable towards the cash pooling bank offering (the) credit line(s), from an economic trans-

fer pricing perspective, these differences should not lead to significant differences in the

underlying principles of a proper transfer pricing analysis. In paragraph 99, it is noted

that the transactional costs of both types of pools are expected to be different, but in our

view this impacts the net benefit to be allocated rather than the core principle that a ben-

efit should be allocated towards the members of the cash pool (not the gross cash pool

benefit). We suggest not to make an explicit difference in approach between physical

and notional pooling whereas if there would be any differences these would lie in the risk

assumption area and are case-specific in any case – certainly when dealing with hybrid

cases. Whilst we agree with the description of the difference, we suggest to state that

the transfer pricing consequences should not be attached to the labeling, but to the spe-

cific case at hand, and that the core principles apply equally to both from a transfer pric-

ing perspective.

2 This also includes Box C.9 but this will be dealt with in a next section. 
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› In view of the accurate delineation of the cash pooling “mechanics” (title C.2.2. of the

discussion draft), we would suggest not using the word “mechanics”, but sticking to

“transactions” and “relations” as referred to in general in the 2017 OECD TP Guidelines

whereby transactions are the consequence of relations (paragraph 1.42).

› In paragraph 100 of the discussion draft it is stressed that cash pooling arrangements

are hard to find, if at all, between independent parties. This is correct, but we would sug-

gest not only referring to the difficulties that are the consequence of this, but also to refer

to the 2017 OECD TP Guidelines statement that this does not mean that cash pooling

arrangement would not be able to produce arm’s length outcomes.

› We agree fully with the statement in paragraph 101 that cash pool transactions – insofar

the cash pool leader would not be characterized as an in-house bank3 – differ from

straightforward deposits (or for that matter, credits). We note that based on our experi-

ence, there might be different views on this point across the globe.

› On the other hand, we do have issues with the statements in paragraph 102 where refer-

ence is made to the fact that it is likely that cash pool arrangements are set up following

a “broader group strategy” or “collective strategy” combined with the presumption that is

explicitly made in paragraph 111 (and elsewhere) that a cash pool leader in general

“performs no more than a coordination or agency function”. In respect of the latter pre-

sumption, we refer to our earlier comments. Here, we have a fundamental issue with the

perception that is being created that there is a direct link between the presumed low

functionality and the fact that the arrangement is the consequence of a group (which in

this context of overall strategy formulation we may translate as headquarter) decision to

implement a cash pool. This referral to a cash pooling being a mere group decision

should not be made since it is irrelevant for assessing the transfer pricing conse-

quences. In our view, the fact that the group decides to implement a cash pool does not

interfere with the case-specific transfer pricing consequences of such decision, but ra-

ther one should look at the functions and risks for actually setting up and managing the

cash pool. Rightfully it is stated in the last sentence that even in case of a “group deci-

sion” still the transfer pricing policy should be set so that the cash pool participants at

least expect to not be worse off. However, if the first part of the paragraph gets inter-

preted wrong and the link with low functionality is made in a direct manner, extrapolating

this to general transfer pricing considerations, in virtually any MNE group all subsidiaries

would be characterized as having limited functionality and limited control over risk – and

that is the fundamental issue we have. To put it as simple as it gets, also in general busi-

ness operations, the overall strategy is set at a certain high-level in the group, and the

members of the group are to execute this strategy (collectively). As long as the entity

setting the overall strategy does not get actively involved in the operationalization

thereof, this formulation of strategy in general terms should interfere with the conse-

quences of the strategy being intragroup relations and subsequently intragroup transac-

tions. So, it should not be the case that when the parent entity (in a distribution group)

3 For the remainder of this section, our comments will be based on the cash pooling situation where the cash 

pool leader would not be characterized as an in-house bank retaining the full spread of debit and credit rates. 
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formulates a strategy for vertically integrating manufacturing activities, those manufactur-

ing entities could not have a functionality in excess of that of a toll or contract manufac-

turer. In our view, there is a distinction when such parent company would become ac-

tively involved in setting up and managing the manufacturing related functions and risks 

going forth.   

› In general, it is true that a cash pool can be assessed to be the consequence of a con-

certed action of multiple parties, as stated in paragraph 103, but for completeness sake,

as mentioned in the first part of our comments, we are aware of cases where the treas-

ury team of a multinational group individually ‘sold’ their cash pool solution ‘unilaterally’

to group members that could decide to enter, or not.

› We acknowledge that also in our experience the issue stated in paragraph 106 often is a

subject of debate in many countries. However, we miss some more detailed guidance

(principle-based) on this issue, whereby we would suggest that the general principles of

re-characterization are to be respected (i.e. in exceptional cases). Therefore, we suggest

that the solution to the issue should be based on the analysis of the options realistically

available (but in a reasonably manageable manner) rather than (solely) on the basis of

the guidance included in paragraph 107.

› In view of the documentation requirement (suggestion) stated in paragraph 108, we sug-

gest sticking to the (level of) requirements contained in Annex I to Chapter V of the 2017

OECD TP Guidelines, as a general description of the cash pool transfer pricing policy

would already be included.

› In respect of the paragraphs 109 up to and including 123 we feel that most of all the pre-

sumption made in paragraph 111 should be taken out of the guidance. We suggest to

explicitly state that the 2 examples provided are actually ‘extremes’ – i.e. that there in

reality are multiple flavors – most of all, that each case should be assessed based on its

own specific facts and circumstances. In our view, the examples are even too extreme to

be of much help in a debate between tax payers and tax administrations that require and

deserve more nuance. For example, it should be noted that the myriad of functions un-

dertaken by Company T by no means are a minimum requirement for characterizing the

cash pool leader as having more than low functionality.

Now, we will address the last question of Box C.8. – i.e. on how to allocate the benefits (or detri-

ments) amongst the cash pool members: 

› First of all, we assume that where benefit reference is made to the net benefit (or detriments)

– I.e. after having remunerated the cash pool leader – unless based on the characterization

of the cash pool leader also the cash pool leader would be entitled to a share of the benefits

(or detriments) – which for completeness sake should not be limited to a routine or low value

adding cost plus type of remuneration.

› In respect of the first proposition – to enhance the interest rate for all participants – we are of

the view that this should be the base method since we are mostly dealing with a (net) netting
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benefit to be allocated – whilst a volume benefit in our general approach4 would get allo-

cated to the participants in any case by taking the effective interest rates applicable on the 

cash pool (as determined by the third party bank) as a starting point before enhancement 

(potential differences in credit worthiness are most often in practice negligible since (i) it con-

cerns short-term/overnight positions (there are far less credit rating classes for short term 

positions than the ‘standard’ longer term credit ratings), (ii) very often joint and several liabil-

ity applies, and/or (iii) further credit risk is limited often through the specification of individual 

credit limits). In such a case, where netting is the sole or key driver, the benefit is created by 

the offsetting of debit and credit balances, hence both the group of participants contributing 

the debit balances as well as the group of participants contributing the credit balances 

equally contribute to the benefit to the extent of the benefit. Therefore, we are of the view 

that the benefit should be allocated equally amongst both groups (theoretically on a daily ba-

sis5), and that accordingly within each group the benefit is to be allocated further to the indi-

vidual participants on a relative volume basis. If the cash pool leader acts as an in-house 

bank, the benefit should solely be allocated to the cash-pool leader. A final remark we wish 

to make is that the net benefit can be negative when there is no sufficient actual offsetting. 

Whether or not to pass through these detriments, depends on the case-specific functions 

and risks analysis. Also, it should be noted that in the policy where the bank rates effectively 

applicable on the netted cash pool transactions vis-à-vis the bank are used as basis for en-

hancement, even when detriments are passed on to the participants, effectively volume ben-

efits have already been passed on.   

› We understand the second proposition – to apply the same interest rate for all participants –

to imply that there is only one rate applied on both debit as well as credit balances. We

would like to note that it is generally not possible to bring this approach in line with the ALP

based on behavior that can be observed on the financial market. Transactions between inde-

pendent parties on the financial market apply a (lower) deposit rate for savings / investments

and a (higher) lending rate for financing needs. If only one and the same interest rate was

applied to all cash pool participants, this would generally require that all participants either

deposit money into the cash pool or withdraw money from the cash pool. In line with our

comments above, no benefit could be derived by offsetting debit and credit balances which

is however the fundamental original purpose of setting up a cash pool. That said, we have

seen in practice that – in case of inbound cash pools and a local cash pool participant recur-

rently depositing money into the cash pool - tax authorities have argued that (i) the foreign

cash pool leader merely acts as a service provider and hence should be remunerated on a

cost plus basis and (ii) due to the routine nature of the cash pool leader, the local cash pool

participant recurrently depositing money into the cash pool essentially provides the financial

means for (certain parts of) the cash pool and hence should charge a lending rate directly to

the foreign cash pool participants requiring financing. This line of argumentation essentially

serves to attribute the benefit to the local cash pool participant recurrently depositing money

into the cash pool by (re)characterizing deposits into (short-term) loans. As detailed in this

section, there are many instances where the cash pool leader has functions and bears risks

4 Upon request, we can provide a presentation on how we generally approach cash pooling in more detail. 
5 In practice, netting on a daily basis is feasible on ex-post basis whilst the ex-ante transfer pricing policy is 

based on the basis of an ex-ante contractual formula for remunerating the cash pool leader and subsequent di-
vision of benefits amongst the participants. Upon request, we can further illustrate an example for operationaliz-
ing an arm’s length pooling policy in this respect.   
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that surpass those of a mere service provider. With regards to the sharing/allocation of bene-

fits, if any, these should be based on the results obtained by offsetting debit and credit bal-

ances but generally not by re-characterizing deposits into loans. 

› In respect of the third proposition – i.e. allocating the cash pooling benefits to the depositors

– we first of all note, based on our experience and based on thorough functional and risks

analysis – whereby the risks attached to a cash pool (if structured properly) should be put in

the correct perspective – that the genuine credit risk to the depositors is most often not very

economic significant. We refer to our earlier comments under the first method, that consider-

ing the short term nature of the credit (in combination with flexible exclusion provision) where

there is less differential in credit ratings, credit limits imposed by the bank (often on an indi-

vidual basis) and generally requested joint and several liabilities, a high differential in credit

worthiness amongst participants should not be presumed. Now, if it would be the case that

for certain depositors, taking all facts and circumstances into consideration, the credit risk is

more significant, then indeed their return should be adjusted for that fact. In our approach,

we would, however, not by definition in such a case allocate all benefits but still use the first

approach proposed as a basis and further quantify adjustments for such fact pattern, since

there still would be value in the benefit of the creditors contributing offsetting volume.

Box C.9. In the context of the last sentence of paragraph 102, commentators’ views are invited on a situation where an MNE, 

which would have not participated in a cash pool arrangement given the particular conditions facing it, is obliged to participate 

in it by the MNE group’s policy. 

We refer to our comment in this respect under Box C.8., where we concluded that the mere fact of 

‘being obliged’ from a general group perspective to participate in the cash pool does not impede the 

proper application of the ALP.  

Box C.10. Commentators’ views are invited on whether cross-guarantees are required in the context of cash pooling arrange-

ments (physical or notional), and how they are implemented in practice, along with examples. 

Commentators’ views are also invited on whether cross-guarantees are, in effect and substance (even if not in written contrac-

tual form), present in cash pooling arrangements. 

In principle, this would be a requirement imposed by the banks in our experience. For having a 

(cross-)guarantee structure in place for intragroup purposes only, we refer to the fact that this is a 

risk-appetite decision and that the functional risk is a consequence thereof. 
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Box C.11. In a situation where there are off-setting positions within an MNE group, commentators’ views are invited on how 

accurate delineation of the actual transaction under Chapter I affects the profits and losses booked in separate entities within 

the MNE group as a result of exposure to risks. 

Regarding scenarios where a member of an MNE group has a risk exposure which it wishes to hedge but there is an off-set-

ting position elsewhere in the group and group policy prevents the MNE from hedging its exposure, commentators’ views are 

invited on whether that risk should be treated as being assumed by the unhedged MNE or by the entity which sets the group 

policy. If the latter, what would be the resulting treatment under the Transfer Pricing Guidelines? 

Section C.3 on hedging only provides a very high level view. The sections states that a centralized 

treasury function which arranges a hedging contract that the operating entities enters into, should 

receive an arm’s length compensation. Even though this statement is very broad, we can generally 

agree with this. However, no guidance is provided on the more complex examples in paragraph 136.

Regarding the accurate delineation of situations where there are off-setting positions within an MNE 

group, it is key to consider functions, risks and assets. In line with our earlier comments, contractual 

arrangements are very important in this respect (when dealing with financial assets).  

Regarding the scenario in the second paragraph of box C.11, the example does not provide suffi-

cient detail to provide meaningful conclusions. What would be the outcome if a risk would materialize 

/ what is the policy in this respect? The reply to this question is key. 

All-in-all, we appreciate that hedging can be a very complex issue. The OECD still has plenty of work 

in this area, but we would suggest - given the technical complexity of the topic - to give perhaps pri-

ority to the other topics and deal with hedging in a later stage.   

Box D.1. Commentators’ views are invited on; 

● how a related party financial guarantee should be accurately delineated in accordance with the guidance in Chapter I of the

TPG (considering also, for example, situations where it could be considered as a provision of a financial service, the sale of a 

financial asset or as a simple treasury service associated with a loan); 

● the circumstances in which a guarantee is likely to be insisted upon by an independent lender granting a loan to a member

of an MNE group; 

● where guarantees are insisted upon by an independent lender who grants a loan to a member of an MNE group, how and

why guarantees affect credit rating and loan pricing; and 

● examples of the most frequent cases where borrowers obtain guarantees from independent guarantors when borrowing

from independent lenders together with examples of the process or mechanism by which a price is arrived at. 

The suggested guidance on guarantees in the discussion draft focuses on financial guarantees. We 

concur that financial guarantees are the type of guarantees most frequently put in place between re-

lated parties. In addition to financial guarantees, several MNEs have put in place other types of guar-

antees such as supplier or performance guarantees. It would be helpful for businesses to also re-

ceive guidance on the application of the ALP for non-financial guarantees. In the following, our com-

ments solely relate to the provided guidance on financial guarantees. 
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Accurate Delineation in accordance with the guidance in Chapter 1 

The discussion draft states that the accurate delineation of the actual transactions requires an analy-

sis of the economically relevant characteristics of the transaction including the contractual terms of 

the transaction, the functional, asset and risk (“FAR”) analysis, the characteristics of financial prod-

ucts and services, the economic circumstances as well as the business strategies. This is in line with 

the guidance in Chapter 1 of the 2017 OECD TP Guidelines.  

The discussion draft points out that it should be distinguished whether the guarantee allows the bor-

rower (i) to receive a beneficial interest rate beyond the implicit support of the group or (ii) access to 

a larger financing amount. If the guarantee enables the borrower to (also) receive a higher amount of 

external financing, according to the discussion draft, it has to be considered whether (this relevant 

part of) the loan should be characterized as a loan to the guarantor, followed by an equity contribu-

tion from the guarantor in relation with the original borrower. We would like to note that in practice, it 

will be difficult to distinguish what portion of the loan leads to a benefit in the form of better credit 

conditions or access to a larger amount of financing. In circumstances where the guarantee does not 

lead to a credit enhancement beyond implicit group support, this should not automatically lead to the 

assumption that the guarantee leads to access to more capital, followed by a re-characterization of 

the loan to the guarantor. Please also refer to our comments on the freedom of financing provided in 

response to the questions raised in Box B.1. Based on experience, banks might ask for a guarantee 

of the parent company in line with internal financing policies. Based on our experience banks have 

increasingly relied on guarantees since the financial crises. In such cases, the guarantee might not 

necessarily lead to the injection of more capital by the bank and would just serve a pro forma pur-

pose. Please refer to our further comments. 

Categorization of suggested methods to price intercompany guarantees in line with the OECD 

transfer pricing methods 

The discussion draft discusses five methods to quantify the price for guarantees: The CUP method, 

the yield approach, the cost approach, the valuation of expected loss approach and the capital sup-

port method. The CUP method as described in section D.1.2. of the Discussion Draft refers to in-

stances where independent guarantors provide guarantees in respect of comparable loans to other 

borrowers or where the same borrower has other comparable loans which are independently guaran-

tees. The yield approach (interest rate for comparable loans or bonds), the cost approach (e.g. fi-

nancing options for required capital, put options etc.) and the valuation of expected loss approach 

(e.g. recovery rate, return on guaranteed amount) generally rely at least in part on data traded on the 

financial market between unrelated parties. Therefore, when selecting the most appropriate transfer 

pricing method as part of a transfer pricing guarantee analysis, it has been general practice in the 

industry to subsume these methods under the CUP method. We would welcome guidance from the 

OECD if especially the yield and valuation of expected loss approach may be subsumed under the 

CUP method or if the yield approach, possibly the cost approach, the valuation of expected loss ap-

proach and the capital support method should rather be categorized as “other method”. Further guid-

ance would also be welcomed on the differences, if any, between the valuation of expected loss ap-

proach and the cost approach when the cost approach relies on quantifying the additional risk borne 

by the guarantor by estimating the value of the expected loss that the guarantor incurs from the guar-

antee.     
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Relation between guarantee, credit rating and loan pricing and use of methods to price inter-

company guarantees 

Considering the existing guidance of the 2017 OECD TP Guidelines on service transactions, a 

chargeable service is typically rendered if amongst others, the service transaction (i) is of a more or 

less routine nature and hence by default not connected with significant risks and (ii) provides the re-

cipient with an economic or commercial value to enhance its business position (paragraph 7.6 of the 

2017 OECD TP Guidelines). As long as the guarantor assumes the expected default risk of the bor-

rower, and hence carries risk, the traditional service concept for which the cost plus method is fre-

quently applied in practice should in most cases not be applicable to intercompany guarantee trans-

actions as detailed below.  

The purpose of a(n explicit) financial guarantee is to protect the lender from the financial conse-

quences of the risk that the borrower will not be able to meet its obligation under the credit agree-

ment (in time). Thus, the guarantee essentially represents a risk mitigation instrument for the lender 

which is assumed by the guarantor. The reduced risk for the lender is generally passed on to the 

borrower by means of better credit conditions, e.g. a lower interest rate granted to the borrower com-

pared to a situation without the guarantee. Under the ALP, (i) the risk assumption by the guarantor 

should give rise to the need for a remuneration of the intercompany guarantee transactions from the 

perspective of the guarantor and (ii) the received benefit above and beyond implicit group support by 

the borrower should lead to the willingness of the borrower to pay for the guarantee. Under these cir-

cumstances, we concur that an arm’s length guarantee fee might be best priced by reflecting the out-

come of a bargain made at arm’s length between the borrower - often in line with the yield approach 

- and the guarantor - e.g. involving a return on the expected loss given default. Therefore, under a

straight forward case as described above, a guarantee generally does not qualify as a routine finan-

cial service for which the traditional cost plus concept would be appropriate given that the inherent

purpose of the guarantee is a shifting of (part of) the expected default risk of the borrower from the

lender to the guarantor. The guarantor usually does not become a routine service provider but often

rather overtakes risk.

There may be instances in practice where a guarantee represents a mere treasury service associ-

ated with a loan for which no separate remuneration might be required. One such example might be 

where the main operating subsidiaries guarantee a larger (syndicated) bank loan granted to an inter-

mediary or main associated shareholding entity and where the loan proceeds are available for the 

financing needs of the group. Syndicated credit facilities are often structured in a way so that they 

allow various affiliated entities to cover their liquidity needs from the facility based on conditions 

agreed upon globally. The operating subsidiaries guaranteeing the bank loan thus have a direct ben-

efit from the syndicated loan agreements which they guarantee. Specifically, they are able to borrow 

funds that generally reflect the overall favorable credit conditions and financial substance of the 

whole group. From the perspective of the guarantors, it might also be argued that the cost of provid-

ing the guarantee is compensated by the benefits received in the form of access to financial funding 

at beneficial group credit conditions. From the perspective of the bank, the explicit guarantee in the 

form of secured collateral essentially only enables the bank direct access to the assets to which it 

has access via the shareholding borrower anyways. Without an explicit guarantee e.g. in the form of 

provided collateral by subsidiaries, the bank would need to first enforce the collateral via the share-

holder (e.g. pledge of shares). In a second step, it would be possible for the bank to realize the as-

sets of the subsidiaries. Therefore, providing an explicit guarantee in the form of secured collateral 
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only enables the bank direct access to the assets to which it is entitled to anyways, possibly with a 

certain timing advantage and legal cost savings. But no autonomous value is attached to explicit 

guarantees for the bank as such. Therefore, it may be in line with ALP not to charge a guarantee fee. 

Circumstances where guarantees are likely to be insisted upon by independent lenders 

Based on our experience, an independent lender is likely to insist on a guarantee from an (intermedi-

ate) associated shareholding entity or entrepreneur when an external loan is granted to an operating 

subsidiary having a weaker credit rating than the associated shareholding entity or entrepreneur.  

There might be cases where guarantees are requested to provide the borrower access to a larger 

financing amount. In these cases, the proceeds of the loan are often used by associated entities be-

yond the contractual borrower. Rather than automatically assuming a re-characterization of the loan 

to the guarantor, these circumstances require a careful analysis of the facts and circumstances sur-

rounding the loan and could lead to no intercompany guarantee charges due to e.g. financial cove-

nants or strong financial interdependence of the group.   

It is seen in practice that guarantees are requested by banks from the ultimate parent company even 

if the ultimate parent company does not have a significantly better credit rating or even a worse 

credit rating than the related subsidiary. In such case, there would be no significant benefit to the 

borrower in line with the yield differential approach. Hence, from the perspective of the borrower it is 

questionable if the borrower would be willing to pay for any guarantee fee. From the perspective of 

the bank, the guarantee might represent a legal obligation of the parent company to step in, in case 

of default of the borrower. In such cases, the guarantee can be thought of as representing an insur-

ance for the bank. For strategic operating entities acting as borrowers, the shareholder / parent guar-

antee might only represent a treasury service associated with the loan for which no guarantee might 

be warranted as the parent company would likely step in anyways in case of financial difficulties of 

the strategic affiliated borrower. This example might fall under one of the circumstances as detailed 

in paragraph 143 of the discussion draft; the operating ties between the parent company and its affili-

ated subsidiary are so strong that it would not be possible to abandon the borrower since if it would 

encounter financial difficulties, the group would suffer a credit downgrade. For non-strategic operat-

ing subsidiaries acting as borrowers, a guarantee fee might be warranted to the extent the guarantor 

has the financial capacity to step in, in case of default of the borrower. If a guarantee fee may be 

charged depends on the bargaining position of the borrower and the parent company requested to 

act as guarantor by the bank. If the bargaining should result in the charging of a guarantee fee, the 

cost or valuation of expected loss approach might represent an appropriate way to determine an 

arm’s length guarantee fee.  

Besides all the financial theory, it can be observed that banks take what they can get in terms of se-

curity, collateral and also guarantees, possibly in accordance with internal banking policy and espe-

cially since the financial crisis. This at times leads to a situation where guarantees are requested by 

banks even if the financing set-up would not necessarily require any guarantees based on financial 

theory. Hence, a careful analysis of the underlying facts and circumstances surrounding the loan to 

be guaranteed is indispensable.  

.  
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Box E.1. Commentators’ views are invited on the following: 

● when an MNE group member issues insurance policies to other MNE group members, what indicators would be appropriate

in seeking to arrive at a threshold for recognising that the policy issuer is actually assuming the risks that it is contractually 

assuming; 

● when an MNE group member issues insurance policies to other MNE group members, what specific risks would need to be

assumed by the policy issuer for it to earn an insurance return, and what control functions would be required for these risks to 

be considered to have been assumed; and 

● whether an MNE group member that issues insurance policies to other MNE group members can satisfy the control over

risk requirements of Chapter I, in particular in the context of paragraph 1.65, in situations where it outsources its underwriting 

function. Comments are also invited on whether an example would be helpful to illustrate the effect of outsourcing the under-

writing function on the income allocated to the MNE group member that issues insurance policies; 

● when an MNE group member that issues insurance policies does not satisfy the control of risk requirements of Chapter I,

what would be the effect of this on the allocation of insurance claims, premiums paid and return on premiums invested by that 

MNE group member. 

It should be noted that captives can fulfil a genuine risk management purpose for MNE groups and 

so should not be regarded as a tax avoidance vehicle by definition. In line with the paper “Captives in 

a post-BEPS World” FERMA (Federation of European Risk Management Associations), there are 

many examples of commercial rationale that can play an important role for MNE groups to set-up a 

captive, but generally speaking using a captive allows for an increase of the overall efficiency of the 

risk management and financing processes. Furthermore, it can ensure more stability in insurance co-

vers through mitigation of insurance market pricing and capacity volatility, and allows for flexibility in 

risk retention and risk transfer strategies.  

Furthermore, more specifically, the following reasons for setting up a captive (insurance/reinsurance) 

may play a role (in a non-limitative manner) according to FERMA in summary: 

› Increase overall efficiency of risk management

› Increase long term stability by mitigating market pricing and capacity volatility

› Obtain coverage for risks not readily available or economically feasible in the commercial

markets

› Provide flexibility in responding to changes in risk retention and risk transfer strategies

› Build better awareness of the cost of risk and loss control with central accountability for risk

management

› Reduce and/or smooth the TCOR (Total Cost of Risk) including administration costs

› Access reinsurance markets

› Maintain control over claims

› Obtain access to government pools, e.g. terrorism insurance via GAREAT or Pool Re

In the discussion draft, to us it seems that the functionality of the captive insurance industry is heavily 

based on the workings of an independent insurer without giving sufficient consideration to the spe-

cific rationale of any captive set-up which may include all of the aforementioned, or more, or specific 

parts of the aforementioned. In our view, the functionality of the captive insurance entity should be 

linked to the rationale for its existence (its key purposes) and accordingly the transfer pricing policy 

should reflect that as well. 
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Indeed, in our appreciation, the discussion draft tends to overly rely on indicators that are “all or sub-

stantially all” presumed to be existing for an independent insurer. As stated above, the purpose of 

the captive insurer may not exactly be the same as that of an independent insurer, and therefore the 

indicators provided should act as a minimum checklist for accepting an intercompany transaction be-

tween group members and a captive insurance entity. The indicators nevertheless may be of im-

portant in our view to accurately delineate the transaction for transfer pricing purposes, and subse-

quently the level of remuneration.  

Therefore, we would suggest making it clear that the stated indicators may serve as important ele-

ments of the comparability factors, rather than formulating them as minimum thresholds for recogniz-

ing the transaction as it appears to be the case now. The latter in our view would also not be in ac-

cordance with paragraph 1.116 of the 2017 OECD TP Guidelines – a core principle. Indeed, the mere 

fact that the type of transaction set up within the MNE group (i.e. with the captive insurance entity) 

cannot be exactly matched with transactions that can be observed between independent parties (i.e. 

with independent insurers) does not mean that the intercompany transactions cannot be in accord-

ance with the ALP. Therefore, instead of non-recognition of the transaction of the intercompany 

transaction when the features of the captive insurance entity do not (entirely/exactly) match those of 

independent insurance entities, the focus should lie still on the accurate delineation of the intercom-

pany transaction, and potential implications thereof in pricing mechanism for the intercompany trans-

action compared to transactions with independent insurers. 

Box E.2. Commentators’ views are invited on the relevance and the practical application of the approach described in para-

graph 181 of this discussion draft. 

An insurance premium transfer pricing policy can from a technical perspective be set through stand-

ard actuarial methodologies for determining a model-based technical premium using loss history 

data and/or and/or exposure measures and/or cost of capital. 

Alternatively, standard transfer pricing methods can be applied such as the CUP method, TNMM or 

(Residual) Profit Split method – depending on the accurate delineation of the controlled transaction. 

As noted earlier, indeed in an intragroup constellation the controlled insurance transaction may be 

very well different from those with independent insurance companies – for instance given the differ-

ent purpose of the captive insurance entity and/or whether the individual transaction is a result of a 

collective concerted action to pool risks, or not, etc. Again, in our view, the specificities of the con-

trolled transaction should have an impact on the selection of the appropriate transfer pricing method 

rather than being a basis for non-recognition. 

6 „A practical difficulty in applying the arm’s length principle is that associated enterprises may engage in trans-

actions that independent enterprises would not undertake. Such transactions may not necessarily be motivated 
by tax avoidance but may occur because in transacting business with each other, members of an MNE group 
face different commercial circumstances than would independent enterprises. Where independent enterprises 
seldom undertake transactions of the type entered into by associated enterprises, the arm’s length principle is 
difficult to apply because there is little or no direct evidence of what conditions would have been established by 
independent enterprises. The mere fact that a transaction may not be found between independent parties does 
not of itself mean that it is not arm’s length.” 
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Box E.3. Question to commentators on the example described in paragraphs 187 and 188 of this discussion draft. 

In relation to the solutions presented, we are of the view that the use of the residual profit split 

method has been overlooked.  

› In paragraph 187, the seller of the products and insurance cover is considered to be a rou-

tine agent in respect of the insurance, whereby the insurance company gets the full residual

profit. Indeed, one may argue that in this way no compensation is being paid by the insur-

ance company for what may constitute an intangible for transfer pricing purposes linked to

the customer base (presumably being different in terms of value from the viewpoint of the

seller of the product to be insured from the value from the viewpoint of an independent insur-

ance agent that needs to convince the customer to take insurance on the product separately,

i.e. being more advantageous).

› In paragraph 188, the insurance company is de facto regarded as being a routine insurance

company (that would work through independent agents selling the insurance contract to the

customers of an independent seller of the products, and therefore has to engage in more

selling efforts presumably – cf. comment above). From this perspective, one may argue that

the intercompany insurance company through the deal with the seller has a different profile

than the benchmarked insurance company, whereas the intercompany insurance company

arguably has less impact on selling strategies and flexibilities as it’s intercompany insurance

agent may not be entirely dedicated to sell the insurance contract, having a primary focus on

the sales of the products.

Accordingly, the example probably does not accurately reflect the actual situation, and in line with 

the 2017 OECD TP Guidelines, in our view, a two-sided analysis might be recommendable, including 

assessing the value of the combined offer vis-à-vis the customer to assess whether the intercom-

pany transaction should be priced using the (residual) profit split (which may be the case), or 

whether for the specific case at hand, the relative value contribution for either party is sufficiently 

high enough to consider the other party as the tested party indeed (which may be the case for both 

scenario’s). Actual conduct should be leading, and whether this constitutes a concerted action of 

both parties involved may also be indicative of the correct answer. In any case, bottom-line, both par-

ties involved should be able to satisfy their individual options realistically available. 
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APPENDIX B – Further background information 

In this appendix, we provide for further background information on: 

› B.1. Risks attached to investing in equity instruments
› B.2. Risks attached to investing in fixed income instruments
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APPENDIX B.1 – Risks attached to investing in equity instruments 

CAPM in pictures 

Source: Financial Seminars Ltd. 2018 

Pure CAPM 

Cost of equity = RFR + Beta x Market Risk Premium 

RFR Real rate + Inflation + Currency risk 

BETA  Sector / Comparator + Cyclical risk + Exposure to market risks + Correlation risk 

MRP Country risk (expropriation, nationalization, political, catastrophe, default) 

+ Market equity risk (commodity prices, availability of finance, underlying economy,

strength of competition, market structure)
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Hybrid CAPM 

Cost of equity = RFR + Beta x Market Risk Premium + Alpha 

RFR Real rate + Inflation + Currency risk 

+ Currency inflation delta + Country risk premium

BETA  Sector / Comparator + Cyclical risk + Exposure to market risks + Correlation risk 

MRP Country risk (expropriation, nationalization, political, catastrophe, default) 

+ Market equity (commodity prices, availability of finance, underlying economy,

strength of competition, market structure)

ALPHA Company-specific risks (size and dependency, barriers to entry, substitute  
products, market position, illiquidity, operating risks, forecasting risks, specific 
exposures) 

Source: Financial Seminars Ltd. 2018 
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APPENDIX B.2 – Risks attached to investing in fixed income instruments 

› Market interest rate risk – the risk of unanticipated changes in market rates, whereby this repre-

sents the vulnerability of the financial asset to movements in prevailing market rates; A high mar-

ket volatility translates into a higher interest rate risk; Also, interest rate risk tends to increase with

the tenor of the contractual obligation attached to the financial market – being market based, re-

flected by a (parallel) shift of the yield curve (in absence of yield curve risk)

› Yield curve risk – the incremental interest rate risk related to how different instruments

on the yield curve with different tenor exposures react differently on a rise in market lev-

els - i.e. the yield curve may shift in a non-parallel manner (steepening/flattening)

› Inflation risk – the risk of inflation to rise to a level calling short of the inflation consid-

ered in the contractual obligation, thereby lowering purchasing power, whereby the mar-

ket level of interests correlates with levels of inflation with yields being contractually

committed (partially/fully), and whereby inflation risk in turn is inversely correlated with

an accepted level of credit risk

› Macro-economic / (global) PEST-related risks – i.e. risks attached to macro-funda-

mentals including tightening (global) financial conditions (e.g. following quantitative eas-

ing), (global) trade frictions, (global) politics, economics, social and technologic evolu-

tions, that incrementally impact (global) market volatility

› Credit risk – i.e. the risk that expresses the financial instrument’s sensitivity to default, changes

in credit spread and downgrade risk

:

› Default risk – the risk that the contractual obligations of paying interest and principal

cannot be fulfilled, in full or partially),

› Credit spread risk – the risk that the contractual obligations of paying interest and prin-

cipal cannot be fulfilled, in full or partially),

› Downgrade risk – the risk that the credit worthiness deteriorates,

› Liquidity risk – the risk that the financial asset cannot be converted into cash (sold) easily at the

last indication of market price or for a price close to the true value of the underlying asset

› Call/Put risk – the risk that a party to the contractual obligation exercises its embedded (call/put)

option before maturity, in a changing market rate environment so that a reinvestment risk is (sud-

denly) apparent

› Reinvestment risk – the risk of an adverse timing of returning interest or principal

linked to the prevailing market interest rate levels.
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› Volatility risk – the risk of volatility effects financial assets with embedded options and

the impact thereof on the value of these embedded options

› Exchange rate risk – the risk of receiving less in domestic/functional currency when investing in

another currency

› Event risk – the risk related to unforeseeable events having an adverse effect on the ability to

make the payments under the committed obligations, as a cause of for instance natural disasters

or industrial accidents, corporate takeovers or restructuring, and regulatory risks
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Dear Mr. VanderWolk, 

The WU Transfer Pricing Center at the Institute for Austrian and International Tax Law at WU 
(Vienna University of Economics and Business) would like to thank the OECD for the 
opportunity to provide comments on the “Public Discussion Draft on BEPS Actions 8-10, 
Financial Transactions” (hereby referred to as “DD”), released in July 2018. We are also 
pleased to elaborate on our comments on the specific issues raised.  

A. General comments

The DD is overall well elaborated and includes a detailed analysis of issues that have been 
dealt in practice through-out the years. This was a long awaited document as there was a 
general lack of guidance on financial transactions by the OECD Transfer Pricing Guidelines 
(hereby referred to as “TPG”) and by many countries and this DD shows the effort and 
commitment to fill in these gaps. Although the content of the DD is very comprehensive, we 
believe that the overall structure could be more explicitly aligned to the four-step approach 
for the application of the arm’s length principle to a transaction introduced by the “TPG” (i.e. 
identification of the commercial or financial relations, leading to the accurate delineation of 
the actual transaction; recognition of the accurately delineated transaction; selection of the 
most appropriate method; application of the most appropriate method1).  

Furthermore, in some instances, there seems to be not a strict conception on the use of some 
terms through the document. For example, the use of the terms “delineation” and 
“recognition” of the transaction are used indistinctly through the DD, creating an ambiguity 
regarding their meaning. Paragraph 17 of the DD gives an example of this ambiguity: in that, 
the accurate delineation of the actual transaction should lead to answer the question of 
whether the conditions of the intra-group loan are at arm’s length (e.g. whether the loan 
relates to a 1-year, 10-years, or 20-years investment – see also the example depicted in Box 
B.4, paragraph 6 of the DD), rather than to answer the question of whether the loan would
not be recognized as such.

The “delineation” phase in our understanding consists in aligning the contractual terms to the 
actual conduct of the parties, while the “recognition” phase would define whether the 
accurately delineated transaction has commercially rationality, e.g., whether a loan, as 
accurately delineated, is a loan or an equity contribution. This instance was even clarified at 

1 Petruzzi R, Cottani G, Sollund G, Prasanna S, Introduction to transfer pricing and Petruzzi R, Transfer 
Pricing and Intra-Group Financial Transactions, (eds.) Lang M., Cottani G., Petruzzi R, Storck A, 
Fundamentals of Transfer Pricing: A practical guide, (Amsterdam: Wolter Kluwers, 2018), forthcoming. 
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paragraph 1.65 of the 2010 version of the OECD TPG. 

Moreover, in acknowledging that multinational groups do not only take their financing 
decisions based on tax purposes, it would be advisable to implement more details on corporate 
financing theories.2 The OECD could also position itself on the issue of taking different 
approaches in analyzing the debt at the level of the separate entity or at the level of the 
group, considering that the two approaches could result in very different outcomes. 

Another key issue is that the document seems to put a lot of emphasis on credit risk in 
analyzing financial transactions for transfer pricing purposes. Although credit risk is highly 
important and the starting point of the analysis, other typical risks could also be taken into 
consideration, e.g. interest rate risk, reinvestment risk, inflation risk, liquidity risk, currency 
risk, political or legal risk, etc. Moreover, as a discussion on risks is not only relevant for loan 
transactions, but also essential to all types of financial transactions, the DD could be better 
structured by having a more general discussion on risks (as opposed to having a great focus 
on it in the loans section). 

Further clarifications on other relevant issues related to financial transactions, such as 
conversion, currency, guarantees, interest payment, options, repayment, security, seniority 
and terms, could be included in the document. Similarly, other financial topics, such as 
derivatives and factoring, could also be added to the chapter. 

2. Specific comments

B. Interaction with the guidance in Section D.1 of Chapter I

Interaction between transfer pricing rules and other rules limiting the deductibility of interest 
expenses 

The relationship between transfer pricing rules and other rules limiting the deductibility of 
interest expenses (e.g. GAARs as well as SAARs) has been discussed for a long term in the 
academic world as well as in practice. With the introduction of rules limiting the deductibility 
of interest expenses in different jurisdictions (also as a consequence of the OECD work under 
BEPS Action 4), it becomes increasingly relevant to address the lack of guidance on how to 
interpret such rules in relation to the arm’s length principle. This attempt was already made 
in the 1986 OECD Report on Thin Capitalization issues. 

For example, thin capitalization rules can be designed in different manners; however typically 
they impose a limitation on the volume of intra-group debt financing by establishing a fixed 
debt-to-equity ratio that can differ according to the jurisdiction. Other types of rules limit the 
deductibility of interest expenses are based on interest coverage ratios or multiple tests. 
Furthermore, some countries may choose to apply such rules only to cross-border transactions 
(historically the most common approach) and others to domestic situations as well (in order, 
e.g., to avoid facing issues with the non-discrimination principle present in many tax treaties
and jurisprudence of the European Court of Justice).3

2 Petruzzi, R., Transfer pricing aspects of intra-group financing, EUCOTAX Series on European Taxation, 
Volume 47, pp. 17-79. 

3 Case C-324/00, Lankhorst-Hohorst (12 December 2002); Petruzzi R., Buriak S., Freedom of 
Establishment and Transfer Pricing threats for EU Single Market, International Transfer Pricing Journal, v. 
25/4, 28 May 2018; Petruzzi, R., Non-deduction of Interest Payments and Third Countries, in: 
Heidenbauer, S., Stürzlinger, B. (eds.), The EU’s external dimension in direct tax matters (Vienna: Linde, 
2010), pp. 293-315; Buriak S., Petruzzi R., Transfer Pricing Rules under the ECJ's Scrutiny: Green Light 
for Non-Arm’s Length Transactions?, IBFD - International Transfer Pricing Journal, v.25., n.05., 16 August 
2018.; Lankhorst-Hohorst GmbH v Finanzamt Steinfurt, Judgment of the Court (Fifth Chamber) of 12 
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In analyzing the taxpayer’s debt financing capacity, tax authorities in many countries would 
apply these rules to establish the maximum amount of deductible interest expenses for an 
entity, disregarding any variations above the limit, eventually, resulting in a reclassification 
of some debt (otherwise legitimate) as equity. 

We believe that SAARs limiting the deductibility of interest expenses based on fix ratios might 
not or at least in many cases be in line with the arm’s length principle and that, therefore, 
they should be coordinated with transfer pricing rules under the national legislation of the 
country. Indeed, transfer pricing rules will also serve the purpose of limiting the deductibility 
of expenses, when it comes to financial transaction. 

The missing coordination of these two sets of rules might create issues domestically, since 
the same expenses (i.e. the interest payments) will be subject to different rules: potentially 
different anti-avoidance rules and the arm’s length principle, hence potentially going beyond 
the legitimate purpose of such anti-avoidance rules. Internationally, such an approach might 
create concerns with reference to, e.g., compatibility and impact of the GAARs and SAARs 
with some articles of the relevant double tax treaties (e.g. Arts. 9, 10, 11, 23, 24 and 25 of 
the OECD Model Convention), as well as with the EU fundamental freedoms as it typically  
creates double taxation issues. A possible solution to this issue would be to suggest countries 
to insert in the scope of these rules a provision providing the taxpayer the right to demonstrate 
the arm’s length nature of his transaction. In other words, we believe that rules limiting the 
deductibility of interest expenses based on fix ratios should be classified as “safe harbors”, 
establishing a generally accepted ratio that taxpayers should follow, but still providing the 
taxpayer with the opportunity to apply the arm’s length principle.4 

Furthermore, the rules limiting the deductibility of interest expenses based on fix ratios could 
be harmonized among the jurisdictions and have a common understanding that such rules are 
part of transfer pricing (as opposed to domestic anti-avoidance rules). In this way, Arts. 9 and 
25 of the OECD Model Convention would apply and therefore, besides the prevalence of the 
arm’s length principle and the guaranteed right of defense of the taxpayers to demonstrate 
its business reasons to deviate from the safe harbor imposed by these rules, corresponding 
adjustments should also be allowed to avoid double taxation where deduction is denied. 

Value creation / Options realistically available 

Paragraph 15 of the DD states that the starting point for delineating the actual transaction 
should consist of the identification of the economically relevant characteristics – such as 
contractual terms, functions performed, assets used, risks assumed, characteristics of 
financial products or services, economic circumstances of the parties involved and of the 
market, and the business strategies pursued by the parties.  

Although we agree with the above statement, we believe that it should be mentioned, in 
relation to analyzing the functions performed, assets used and risks assumed, “how those 
functions relate to the wider generation of value by the multinational group to which the 
parties belong, as well as the circumstances surrounding the transaction and industry 
practices”. This would enforce the analysis of the value creation within the group in order to 
have a better understanding of the transaction. In that respect financing transactions within 
centralized entrepreneurial structures (principal structures) will most likely lead to different 
results compared to financing transactions within MNE without such central structures and 

December 2002, Case C-324/00.; Test Claimants in the Thin Cap Group Legislation v. Commissioners of 
Inland Revenue, High Court of Justice (England & Wales),13 March 2007; Lasertec Gesellschaft für 
Stanzformen mbH v Finanzamt Emmendingen, Order of the Court (Fourth Chamber), Case C-492/04, 10 
May 2007; Lammers & Van Cleeff NV v Belgische Staat., Judgment of the Court (Fourth Chamber) of 17 
January 2008, Case C-105/07. 

4 Storck, A., The Financing of Multinational Companies and Taxes: An Overview of the Issues and 
Suggestions for Solutions and Improvements, 65 Bull. Intl. Taxn. 1 (2011), Journals IBFD 
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therefore different functional and risk profiles. We understand that the options realistically 
available to the parties should be considered. However, care should be taken that the options 
realistically available analysis should not have the effect of switching the burden of proof from 
the tax administration to the taxpayer, creating an excessive burden to the latter. To this end, 
the taxpayer should not be obliged to document all the options realistically available existent 
at the time of the transaction, but should be able to refer to them, as needed to defend the 
chosen option 

Our comments above do not relate only to loans, but they should be observed in all types of 
financial transactions. As noted in the general comments section, the DD could be better 
structured following the four-step approach, including these considerations in the section 
dedicated to the identification of the commercial or financial relations, leading to the accurate 
delineation of the actual transaction. 

Risk free rate of return 

When it comes to the definition of the risk free rate of return, Box B.4 seems to put a great 
focus on government issued securities as an indicator of such measure (although ascertaining 
that this is not the only method used). We recognize the difficulty of achieving proper 
indications of real risk free rates of return. However, it is very important to make best efforts 
to achieve   the most accurate approximation, as this is crucial for benchmarking the arm’s 
length compensation for a financial transaction.  

A government issued security could be considered an indication of a risk free rate of return 
for governments with a publicly available rating of AAA. We believe that associating the 
concept of risk free rate of return to countries with different ratings (e.g. as demonstrated in 
paragraph 7 of Box B.4 of the DD) could be problematic, as it may create confusion and lead 
to results where a risk free rate of return considered would be of a country with a rating lower 
than AAA.  

In practice, with reference to Box B 5, other measures, such as Interbank Offered Rates 
depicted in different currencies (such as LIBOR rates or for lending over 1 year swap rates), 
are commonly used for determining a risk free rate of return. Furthermore, considerations 
regarding negative risk free rates of return could be given as guidance in the document. 
Finally, with reference to Box B.6, it might need to be clarified how, in the context of a 
transaction involving more than two countries, Art. 25 of the OECD Model Convention would 
work in order to resolve any dispute with allocation of income between the countries involved. 
To this end, reference to the use of multilateral MAPs seems to be one of the main possibilities 
to solve these issues.  

Legal and regulatory issues 

Paragraph 3 of the DD seems to imply that “legal or regulatory constraints” might be present 
only in transactions within independent enterprises. This is not the case, since those 
constraints are relevant also for MNE groups (e.g. MNE groups operating in the banking 
industry). Therefore, an amendment to clarify this point might be needed.   

Similar considerations are relevant in the case of the example in paragraph 17 of the DD. 
Although a two-sided approach should be used in order to recognize a transaction as debt or 
as equity, situations where the lender might not be able to provide a higher amount of debt 
to the borrower due to legal or regulatory constraints, should be considered. 

C. Treasury Functions

Financial transactions, such as intra-group loans and cash pooling arrangements, could be 
undertaken by finance functions in MNE independently from more or less centralized treasury 
functions. We believe that a somewhat modified structure could be adopted to cover each 
financial transaction, without covering all topics under the common umbrella of “treasury 

404



functions” alone. The DD, recognizes that different treasury structures could involve different 
degrees of centralization and could be characterized by heterogeneous functional profiles. We 
believe that it may be even more beneficial to examine treasury functions systematically on 
the basis of the economically significant risks in accordance with Chapter I,5 which could then 
proceed to characterization of treasuries. Paragraph 43 of the DD suggests that treasury 
services are usually “a support service” for which the general guidance on intra-group services 
can be applied. There might be, therefore, the risk that all treasury functions are characterized 
as support services, requiring routine/risk-mitigated remuneration. This risk further increases 
under paragraph 45 of the DD, where it is recognized that the treasury activities are linked to 
the overall group policy, and that strategic functions may not be a feature of treasury 
functions. However, in paragraph 40 of the DD, it is stated that development of strategies is 
intrinsic to certain type of treasury functions, giving the impression that treasury functions 
need not necessarily be in the nature of a “support service”, leading to ambiguity about their 
actual nature. 

Therefore, we believe that an explicit description on characterizing treasury activities 
/functions/centers   as “limited risk treasury” service providers or “full-fledged treasury” 
service providers should be included. Examples to illustrate these two specific situations 
(similar to the examples in the cash pooling section) could facilitate a better understanding of 
this topic, causing many disputes in practice These illustrations could also be provided in light 
of what qualifies as low-value adding services (“LVAS”) as prescribed under Chapter VII.6  

C.1. Intra-group loans

First of all, a clear definition of what constitutes “loans” and the challenges in undertaking an 
arm’s length analysis of intra-group loan transactions could be briefly stated. While it has 
been recognized that there could be differences between related-party loans and third-party 
loans due to information asymmetry, the use of the word “same” could lead to ambiguity, as 
it could be a challenge to identify independent party transactions having the “same” approach 
as that of related parties. Therefore, the use of the world “similar” in this scenario could be 
more appropriate.  

Furthermore, paragraph 52 of the DD states that the parent has control of/ownership of its 
subsidiary’s assets and, in the absence of such assets acting as a security for other unsecured 
loans, the parental loan assumes a risk similar to that of a secured loan, having with access 
to these assets underlying assets. This statement could lead to two implications – (a) question 
on the party that has control over the contractual risks arising from the underlying assets, in 
accordance with the framework of allocation of risks recognized in Chapter I and; (b) whether 
there is a consistent view on the implicit control of over the subsidiaries’ assets by their 
respective parent companies. Moreover, the section on “use of credit ratings” is not specific 
to intra-group loans and could also be applicable to other types of financial transactions. 
Therefore, as previously mentioned, as part of the structural changes, the discussion on credit 
ratings could be made generally applicable to financial transactions as a whole. 

Regarding the question under Box C.2, on using an MNE group credit rating to determine the 
credit rating of a borrowing entity, we believe that overly simplified rating approaches could 
be inaccurate. In general, it is observed that the approach adopted by the rating agencies is 
to ascertain a stand-alone rating of a subsidiary and subsequently making adjustments for 
implicit support from parent companies. Alternatively, and in our view for practical reasons, 
the parent company’s rating could be considered as a starting point from which the 
subsidiary’s rating could be deduced based on certain adjustments. However, an inflexible 
interpolation of ratings between affiliated companies may not be appropriate. In the 
immediate absence of credit ratings, the use of so-called “house models” has been suggested. 

5 OECD: Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations, Chapter I, pp. 
33- 95 (Paris: OECD), July 2017.
6 Supra n. 5, p. 333
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However, the receptiveness of such models by tax administrators is subjective and susceptible 
to disputes, unless transparent and suitable approaches and a list of acceptable models is 
established. This could be achieved by stating clear guidance for the nature of data to be used, 
such as the time period (number of years), historical or prospective data, industry sector, 
country risk factors, approaches to parent ceiling and to country ceiling. For instance, financial 
institutions and banks use approaches such as credit migration approach,7 option pricing,8 
actuarial approach,9 and discrete time multi-period model10 to valuing credit risks.11 Such 
approaches might also be useful tools in order to define credit ratings with a high degree of 
reliability. In any event we need to understand that internal ratings will be different from 
external ratings as the internal ratings, in general, are primarily based on a limited sample of 
quantitative data. The opposite might be true for companies operating in the financial sector, 
where internal rating tools might be even more sophisticated than the external ones. 

Furthermore, the effect of group membership and implicit support, as discussed in paragraphs 
68 to 74 of the DD, could firstly be considered as a general application to all financial 
transactions, irrespective of loans or guarantees. The principles of group affiliation are 
expected to be consistent with the concepts in Chapter IX and examples provided in Chapter 
I. In response to the questions in Box C.4, we fully support the view on the judgmental
character of the implicit support expressed in paragraph 70. It is also recognized that implicit
support or passive association could result in nil or even negative effects on credit ratings,
similar to negative group synergies.12 While paragraph 73 of the DD indirectly refers to
negative synergies in the form of “parent ceiling”, an explicit reference to the various types
of effects appears necessary. Overall, the specific methodical approaches to determine the
nature of passive association and how to measure adjustments due to such association are
further required. The topic of parent ceiling might be of particular concern for highly regulated
industries, such as the banking industry.13

Moreover, a relevant factor to consider in a loan contract is the option for the borrower to 
early repay the loan. This option, when provided, considerably shifts some risks on the lender. 
For this reason, independent lenders would normal apply some fees in order to exercise this 
option. This topic, given its high relevance, could be mentioned in the current chapter.  

Furthermore, interest rate benchmarking using credit default swaps (“CDS”) could be 
applicable to more than one financial transaction (most frequently for benchmarking 
guarantee fees) and therefore could be structurally included under the general part of the 
chapter. On the use of CDS, the disadvantage is that most underlying assets/securities are 
issued by companies that have a significant scale of operation and most often may not be 
comparable to that of a local taxpayer with limited functionalities. This is a common reason 
used by tax administrations of certain jurisdictions to reject the use of CDS as well as external 
debt information provided by banks or financial institutions. Moreover, the speculative nature 
of CDS and inherent volatility reduces the reliability of their usage. Carrying out accurate 
adjustments to comparable CDS transactions could pose challenging complexities.  

The use of information on cost of funds has been stated as one of the possible approaches. 
However, such approach would only be useful as an outline of the minimum consideration at 
which a lender would be willing to provide funds, for example in situation involving use of cost 

7 Proposed by JP Morgan with CreditMetrics 
8 Proposed by KMV and Merton (Merton, R., 1974. Journal of Finance 28, 449–470) 
9 Credit Suisse Financial Products (CSFP) with CreditRisk+
10 McKinsey’s approach of CreditPortfolioView
11 Crouhy, M., Galai.D., Mark, R., A comparative analysis of current credit risk models, Journal of Banking 
& Finance, v.24/1-2, (January 2000), pp. 59-117
12 Supra n. 5, p. 89. Moreover, in some circumstances, the credit rating of the subsidiary might be 
determined by notching up the rating of the group. 
13 For example, in the context of the Bank Recovery and Resolution Directive (BRRD), a rating not better 
of the one of the parent might not be allowed. 
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plus method. In practice this approach is often used if external debt (e.g. from the capital or 
bank market) is taken by finance companies of MNE which on lend such funds under the same 
terms to group companies (adding a remuneration for the services provided, e.g., in arranging 
the transaction). Such “back to back loans” are often seen in M&A situations. However if the 
lending has other terms, leaving the lending company with risk, the cost of funds approach 
can typically no longer be used. Moreover, in certain cases, the interest premium out of the 
application of the cost of fund might be negative. This could be the case of transactions when 
a holistic approach should be taken into account in the context of a more structured 
transaction, in line with the business strategies. 

The use of bank opinions, is by many jurisdictions considered as a departure from the arm’s 
length principle (as based on different business models), but is still considered as an evidence 
in certain tax jurisdictions, leading to inconsistencies. Indeed, some countries might consider 
them as valid support information to an analysis mainly based on other kind of information. 
To this end, it might be useful to mention under which circumstances this would be possible. 

Therefore, to find a holistic solution, further guidance on the use of external Comparable 
Uncontrolled Price (“CUP”), distinguishing it between internal CUP, external CUP and 
hypothetic CUP, is required. For the purpose of applying the latter method, information 
deriving from corporate bonds available in the market might be very useful. Finally, details on 
the actual conduct of specific comparability adjustments that could be undertaken could be 
included, particularly given the difficulties of obtaining comparable transactions. 

C.2. Cash Pooling

Regarding the question of situations where entities belonging to MNE groups may not 
participate in a cash pool, unless obliged to do so, due to group policy, the issue goes back to 
the concept of options realistically available discussed in Section B above. However, this 
question runs the same risk of being misapplied in certain situations (such as the “realistic 
alternatives test”14) where the commercial expediency of the MNE groups cannot be 
questioned. The arm’s length analysis is applicable on the transaction actually carried out and 
not on the notion of if the transaction had never occurred. In general, the advantages for MNE 
groups in cash pooling are, inter alia, in the form of minimizing external borrowings, getting 
better interest rates and other benefits, if any, due to group synergies. The intent of the cash 
pool participants cannot be concluded solely based on a situation where some entities may 
face a situation worse-off than had it abstained from being a cash pool member. Therefore, 
apart from the factors mentioned as part of paragraphs 102 to 108 of the DD in accurate 
delineation, a detailed study based on multiple years data indicating the net benefits or losses 
for the participating taxpayers would be necessary to assess the intent. Operationally, 
transactions arising from notional cash pooling arrangements may not be captured in financial 
statements/accounting information. Correspondingly, information on cash pooling 
arrangements between unrelated parties is not be available. Therefore, use of internal or 
external CUP could be constrained and thus a hypothetic CUP could be more suitable. 

Furthermore, the benefits of pooling are to be “shared” between the participants proportionally 
to each member’s contribution to the group interest savings achieved. The three methods 
identified for sharing benefits (paragraphs 126-129) are distinctive and could have clearly 
varying outcomes given the various possibilities of values for a given cash pool structure. We 
believe this leads to a risk of internal arbitrage in using these methods and, therefore, further 
guidance is necessary in order to prevent arbitrary application of these methods. Enhancing 
interest rates for all participants are in our view a more appropriate solution as applying the 
same interest rates or allocating the cash pooling benefits to the depositors - the target must 

14 Storck, A., Miladinovic., A., US Tax Court ruled in Favour of Amazon US Addressing a Cost-Sharing 
Arrangement and the Related Transfer of Intangible Assets, Transfer Pricing International, 5/ 2017 
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be that such enhancement comes from the cash pooling benefits after compensation for 
services of the cash pool leader and the risk taken via a guarantee by the parent. 

Moreover, in finalizing the DD, further considerations on the role of the parent company as 
main guarantor for any default of the cash pool arrangement and the compensation for bearing 
such risks, could be included. Although the cash pool leader might bear the risk of default (in 
the case of cross-guarantees, along with the participants), it can be assumed that in such 
circumstances the parent company could intervene to safeguard the interests of the cash pool 
leader. The fundamental principles of control over risks and financial capacity to assume risks 
should continue to hold true for the cash pool leader or other participants in evaluating such 
circumstances. Certain judicial precedents, such as in the Bombardier case,15 conclude that 
intra-group interest rates could be determined based on the net cash balance, instead of 
determining different rates for simultaneous loans and deposits, and the credit and deposit 
rates are fixed at the same value, regardless of whether it is a net deposit or a net loan. 
Alternatively, as concluded in the ConocoPhillips case,16 the rate spread on net deposits could 
also be calculated based on the relative bargaining power of the individual subsidiary for 
determining profit allocation. In this respect, consideration could be provided to such 
alternative views.17 Finally, in cross-guarantee situations, where no guarantee fee is charged 
due to lack of measurability of guarantee provided to other participants, it has also been 
suggested that default protection for another participant should be treated as a capital 
contribution. Given the complexity of these circumstances, reliance could be placed on existing 
international jurisprudence18 for better uniformity and consistency. 

C.3. Hedging

Whether a hedging contract qualifies as intra-group service should be evaluated based on the 
approach adopted in Chapter VII. However, suggestions on compensation for such services 
are required to be elaborated in the guidance. On the questions posed in Box C.11, the starting 
point would be to distinguish between speculative hedging and hedging for the purposes of 
the business conduct of all group members. The application of the arm`s length principle 
typically assumes that hedging exposures are taken or mitigated at the cost of the respective 
group member, while from a group perspective a holistic approach will be taken to optimize 
the hedging cost. Such net hedging positions from a group perspective are often combined 
with multiple intra-group hedges by the group member which could pose significant 
complexity. A part or whole of such hedges could be a natural hedge due to inbound and 
outbound transactions of all group members, involving varying currencies. When the MNE 
group decides to undertake a group wide consolidated “netting”, the benefits from hedging 
are akin to benefits of synergies in cash pooling arrangements. Therefore, consistent 
application of principles across financial transactions would be necessary to avoid confusion. 
The risk should be treated as being assumed by the entity having the financial capacity to 
assume the related risks of hedging and having the control over those risks. The pricing for 
the single hedging transaction of each group member should however (like in the cash pooling 
situation) reflect to some extent the group synergies that means more beneficial that stand 
alone market prices. 

D. Guarantees

While this section provides a good overview of financial guarantees and generally follows the

15 DK: Admin. Tax. Ct., 21 Oct. 2013, Case 12-0189459 

16 2010-01-11. LB-2009-081881. Utv 2010 s 199 
17 General Electric Capital Canada Inc (GE Capital Canada) v The Queen, 2009 

18 Portuguese Arbitration Tax Court decision, 2012 - profit split method is the only suitable method for 
pricing of notional cash pooling transactions 
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approach provided by the GE Capital case19 (backed up by some other jurisdictions, such as 
the Netherlands20, the United Kingdom21 and Australia22) of taking into account the value of 
implicit support on pricing intra-group financial guarantees, further guidance on the various 
types of financial guarantees (i.e. from letter of credit to formal guarantees) could be 
provided. Moreover, a distinction between downward, upward and cross-guarantees could be 
made. Although the DD seems to relate more to downward guarantees, we note that upward 
and cross-guarantees are often more complex issues seen in practice and not limited to cash 
pooling arrangements. Therefore, there is still a lack of guidance on these types of guarantees. 

Furthermore, although the issue of implicit support is briefly mentioned, the DD could illustrate 
in more detail different situations where the guarantee would typically require a remuneration 
(e.g. (i) the intra-group financial guarantee provides direct and identifiable economic and/or 
commercial benefits to the guaranteed entity, (ii) an independent party would be willing to 
pay for such guarantee, (iii) the guaranteed entity can benefit from a better credit rating 
because of the guarantee provided) and where it does not (e.g. (i) mere benefit of group 
affiliation, i.e. implicit support, (ii) when the debtor has no debt capacity or credit status and, 
therefore, would not be able to access the capital market without the financial guarantee 
provided, (iii) the financial guarantee has been requested by the creditor in order to avoid 
that the parent company diverts the funds of the financed company, i.e. moral hazard issue). 

It is also important to note that financial guarantees can be provided not only in loan 
transactions, but are also common in other types of financial transactions, e.g. cash pooling 
arrangements. In the latter case, cross-guarantees may be put in place without an extra 
charge, since all benefits would be spread among the cash pool participants. Therefore, in 
paragraph 147 of the DD, we suggest that words “underlying loans” be replaced with 
“underlying financial transactions”. Moreover, the bargaining power of the involved parties 
should be considered when sharing the benefits of the financial guarantee. In this context, 
however, care should be taken that there is no tax arbitrage, in particular on situations where 
the lender, the borrower and the guarantor are all related entities. Finally, other pricing 
methods, such as contingent put option, financial guarantee insurance, letter of credit, 
commitment fees and credit default swaps, could be explained. The latter method, i.e. CDS, 
however, might lead to very volatile results (see above). 

Example 1 

We note that in the Example 1, a guarantee fee of 2% (instead of 3%) would be sufficient to 
fully offset the benefits of the guarantee provided. Therefore, as a third party would not be 
willing to pay such a high fee, this would not reflect an arm’s length remuneration. 

Example 2 

We believe that the bargaining power of the parties involved in the transaction should be 
considered in determining the arm’s length range for the guarantee fee. In this scenario, a 
range of 1% to 1.5% may be on the high end, as this would entail a bargaining power of 50% 
or stronger. The facts of the example are not clear on how strong is the bargaining power of 
the parties. 

19 Supra n. 15. 
20 NL: Decree of 14 November 2013, IFZ 2013/184M, International Tax Law, Transfer Prices, application 
of the arm’s length principle and the Transfer Pricing Guidelines for Multinational Enterprises and Tax 
Administrations (OECD Guidelines), unofficial translation provided by KPMG Meijburg & Co/KPMG Global 
Transfer Pricing Services, 21 International Transfer Pricing Journal 2 (2014) 
21 UK: HM Revenue & Customs, INTM501050: Interest Imputation: Transfer Pricing the Lender: Implicit 
and Explicit Loan Guarantees 
22 Storck, A., Intra-Group Loan Financing and the Arm’s Length Principle, Transfer Pricing International, 
v.1, 2017
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E. Captive insurance

In accurately delineating captive insurance transactions, it has been stated that evidence of 
risk diversification would determine whether an MNE group affiliate undertakes a captive 
insurance business function. However, it is to be underscored that non-diversification of risks 
may not lead to automatic disregarding of a captive insurance. Further elaboration and 
examples of situations where a captive insurance function could be disregarded or recognized 
should be provided. While it has been recognized that appropriate adjustments may be 
warranted for differences between captive insurance providers and independent insurances, 
the detailed steps to carry out such adjustments requires more consideration. With regard to 
group synergies, a key evaluation would be to distinguish the benefits from an insurance 
portfolio achieved by pooling the group`s risk in group insurance arrangements (so called 
umbrella insurances), i.e. Deliberate efforts to achieve synergistic benefits, leading to a 
specific compensation, against an enhanced pricing (more favorable than standalone market 
rates) for the various insurances undertaken by the group members. 

Excess profit arises from an agent’s ability to sell insurance on behalf of the captive insurance 
provider along with regular products. However, it would be inaccurate to consider that the 
benefit is solely arising from the ability of the point-of-sale agent and that the captive insurer 
or other affiliates, under specific circumstances, had no role. Therefore, we believe that the 
role and relative contribution of the captive insurance entity in facilitating the sale should be 
analyzed on a case-by-case basis. 

Yours faithfully, 

Dr. Raffaele Petruzzi, LL.M. 
Managing Director of the WU Transfer Pricing Center 
Institute for Austrian and International Tax Law 
Vienna University of Economics and Business (WU) 
Vienna (Austria) 

Prof. Dr. Alfred Storck 
Co-Chair of the Board of Directors of the WU Transfer Pricing Center 
Institute for Austrian and International Tax Law 
Vienna University of Economics and Business (WU) 
Vienna (Austria) 

Gabriela Capristano Cardoso, LL.M. 
Teaching and Research Associate at the WU Transfer Pricing Center 
Institute for Austrian and International Tax Law 
Vienna University of Economics and Business (WU) 
Vienna (Austria) 

Sayee Prasanna 
Teaching and Research Associate at the WU Transfer Pricing Center 
Institute for Austrian and International Tax Law 
Vienna University of Economics and Business (WU) 
Vienna (Austria) 
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