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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 for the
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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 certain
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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

In other words, in the context of a possible re-

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 characterization of the
transaction and re-characterize it in accordance with its substance”.
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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.

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
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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 stake2.

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).

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.

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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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.

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
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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 purposes3.

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.

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

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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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
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.
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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., 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.
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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
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.

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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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.

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”.
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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
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
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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.

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
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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 means5.

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-
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

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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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 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
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“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
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 centrally6.

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

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.
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undoubtedly be taken into account by independent lenders
while evaluating the creditworthiness of the borrower7.

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.

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.).

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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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:

 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.
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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.

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.
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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:

- 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
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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.

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.
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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.

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 risks8.

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

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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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
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 above approach

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
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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 approaches10 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.

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 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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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 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.
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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 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
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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
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
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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 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).
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 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
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
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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.

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
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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
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
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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.

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.
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An additional indicator may be, as correctly mentioned
at para. 182 of the Discussion Draft, the “combined
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
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separate elements of risk assumed by the enterprise,
by means of a comprehensive range of risk management
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 that
- in the different context of the transfer pricing
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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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