
In line with the EU single market, insurers 
have the option to restructure their businesses 
into single legal entities (these hubs are 
often known as the ‘risk carrier’) and use the 
European ‘passport’ provisions to operate 
in different countries across the European 
Economic Area (EEA)1. 

By putting further pressure on capital, 
cost and tax efficiency, Solvency II will add 
further impetus to legal and operational 
restructuring (see the Countdown to Solvency 
II article ‘Driving Capital efficiency’ for more 
background2). 
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In the lead up to Solvency II, many groups have moved or are contemplating 
moving to a ‘hub and branch’ structure to manage capital and compliance 
demands more efficiently. A key consideration will be how to attribute 
investment income between the head office of the hub and its branches for tax 
purposes. By introducing a market-consistent economic basis for evaluating 
risks, which will be used across the EU, Solvency II could make it easier to carry 
out the necessary attribution and bring greater consistency to the application 
of the ‘arm’s length principle’. 

1   The EU Life and non-Life insurance Directives, further supported by the EU Reinsurance Directive

2  http://pwcprd-wip.pwcinternal.com/gx/en/insurance/solvency-ii/countdown/driving-capital-efficiency.jhtml
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Rather than dispersing regulatory capital 
around a series of local subsidiaries, the 
hub and branch structure allows groups 
to free up capital and use it more flexibly 
by holding and managing it centrally. 
They can also consolidate underwriting 
into a single platform and reduce the 
cost of compliance by dealing with a 
single supervisor. 

Both European and overseas groups have 
taken advantage of these openings. More 
are likely to follow suit in the lead up to 
Solvency II implementation, especially 
now they have more time to make the 
necessary changes.

Transfer pricing 
considerations
An important consideration is how 
Solvency II will affect transfer pricing 
of the pan-EU risk carrier and hence tax 
evaluation. One of the key transfer pricing 
issues is that profits need to be attributed 
between the head office of the risk carrier 
and its branches on an ‘arm’s length’ 
basis (i.e. as if they were independent 
enterprises engaged in the same or 
similar activities)3 – as articulated in the 
Organisation for Economic Co-operation 
and Development (OECD) Transfer 
Pricing Guidelines4. Given current fiscal 
constraints, tax authorities are increasingly 
focusing their efforts on these areas of 
judgement and using more sophisticated 
techniques to tackle these issues.

One of the major components of profit 
to be attributed is investment income 
from the assets backing the technical 
reserves and surplus5 of the entity. While 
there are other inter-related components 
such as head office recharges, royalties 
and funding costs, this article focuses 
on investment income as this is proving 
to be one of the most challenging and 
contentious areas with tax authorities 
from a transfer pricing perspective. 

Factual and Functional 
Analysis 
The key determinant of attribution is who 
assumes the insurance risk and where (this 
is known as the ‘Key Entrepreneurial Risk 
Taking function’ or KERT). The first and 
most important step under the Authorised 

OECD Approach (AOA) is to undertake a 
factual and functional analysis to identify 
the KERTs, which in turn determines the 
attribution of investment assets and the 
corresponding investment income. 

The designation of the KERT should 
generally equate to the underwriting 
function, which is broadly defined to 
include setting the underwriting strategy, 
pricing the policy, risk selection and 
classification, risk retention and ultimately 
who accepts the insured risk.6 However, the 
OECD accepts that there may be exceptions 
for life insurance companies. For example, 
the decision to take on risks may have less 
influence on the risk profile than how it is 
managed. Examples include unit-linked 
funds and investment bonds, in which 
the active risk management of investment 
risk and asset/liability matching (ALM) 
is more telling than where and how the 
risk is assumed given the long tail nature 
of the policies7. 

Special consideration would need to be 
given by insurance groups to situations 
where the KERTs in relation to a certain 
policy are performed in different 
locations. An example would be where 
an underwriter accepts the risk in one 
country, but the other elements of the 
underwriting such as pricing and risk 
retention are decided in another. This 
gives rise to split KERT issues, which can 
present some challenging allocation issues. 
The implications are that, investment 
income may need to be reallocated from 
one entity to another part of the enterprise 
performing the split KERT function on 
the basis that there is joint economic 
ownership8 of the asset. This stresses 
the importance of a KERT analysis in 
understanding where exactly the KERTs are 
performed. Where possible, it will also be 
important to realign underwriting decision 
making to avoid any split KERT scenarios.

Determining a reliable 
KERT proxy
Once the KERT is established, the next step 
is to determine how much of the assets 
are needed to support the insurance risk 
assumed in the branches. The OECD allows 
two ways to do this, the ‘capital allocation’ 
approach and the ‘thin capitalisation’ 
approach. 

The ‘top down’ capital allocation approach 
allocates the income in proportion to the 
share of the insurance risk taken by each 
KERT. Due to accounting and regulatory 
restrictions in certain jurisdictions, 
insurance groups tend to use a notional 
central asset pool, which is matched 
against the branches share of the technical 
liabilities. Given the practical challenges 
of allocation within diversified insurance 
groups, the OECD leaves it open to 
taxpayers to determine a method that will 
best approximate an arm’s length result 
in accordance with the specific facts and 
circumstances. The crux of the matter 
is what the most suitable proxy is, and 
how the rationale can be justified to the 
tax authorities. Multinational insurance 
groups may also need to seek agreement 
with multiple European tax authorities 
to gain assurance over the method for 
attributing profits to branches through 
Advanced Pricing Agreements (APA) or 
local tax rulings. This helps in seeking 
more certainty regarding their allocation 
methodology.

Practical experience suggests that tax 
authorities in the EU tend to prefer capital 
allocation approaches centred on the 
technical reserves as they believe these 
are a reasonably sound proxy for where 
the insurance risk is assumed. To take 
account of the differences in reserving 
requirements in various jurisdictions, 
insurance groups tend to use the home 
state accounting measures of technical 
reserves. It will be important to assess 
current proposals for the planned new 
IFRS for insurance contracts (IFRS 
Phase II) to gauge the implications of the 
accounting changes to technical reserve 
and hence tax evaluations.

As an alternative, some groups use 
Solvency I capital allocation evaluations 
such as the Minimum Solvency Margin 
(MSM) or the Enhanced Capital 
Requirement (ECR) as a KERT proxy, 
though this may not be a reliable tax 
allocation key and in practice has often 
not been accepted by tax authorities. 
The introduction of Solvency II will 
require groups using Solvency I allocation 
principles to move to a market-consistent 
economic basis. The key consideration 
is the determination of an appropriate 

3  Article 7(2) of the OECD Model Tax Convention

4   Organisation for Economic Co-operation and Development (OECD) Transfer Pricing Guidelines for Multi-national Enterprises and Tax Administrations, July 2010

5   Surplus refers to the excess of assets over liabilities and includes part of the capital attributable to the rating agency capital requirements.

6   Paragraph, 68, Part IV Report on the Attribution of Profits to Permanent Establishments, published by the OECD, July 2008 and update on 22 July 2010.

7   Paragraph 38, Part IV Report on the Attribution of Profits to Permanent Establishments, published by the OECD, July 2008 and update on 22 July 2010

8   Economic ownership means the equivalent of ownership for income tax purposes by a separate enterprise, with the attendant benefits and burdens (e.g. the right to 
the income attributable to the ownership of the asset, such as royalties; the right to depreciate a depreciable asset; and the potential exposure to gains or losses from 
the appreciation or depreciation of the asset

This article focuses on investment income as this is proving to be one 
of the most challenging and contentious areas with tax authorities 
from a transfer pricing perspective.
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allocation key, which is a reliable proxy 
for where the insurance risk is assumed 
based on the building blocks of Solvency II 
(see Figure 1).

The potential benefit of the new Directive is 
that it would pave the way for a consistent 
EU/EEA-wide way of evaluating the KERT 
allocation. In particular, the Solvency 
Capital Requirement (SCR)9 should be 
a reasonable KERT proxy as it takes into 
account insurance risk and other risks 
such as market and credit risk evaluation. 
Most internal models provide output by EU 
jurisdiction thus providing a true economic 
allocation key using a SCR approved by 
EU regulators. 

The move to a mark-to-market accounting 
basis under Solvency II and existing 
IFRS may give rise to unrealised gains/
losses on transition and this will need to 
be factored into the allocation 
methodology. The question of whether to 
allocate the unrealised gains/losses should 
be considered in light of the different tax 

treatments in the EU as some countries 
only tax realised gains (e.g. France and 
Netherlands) whereas countries such as 
the UK tax unrealised gains. In line with 
OECD guidance, unrealised gains/losses 
and the asset liability mismatch risk 
would be allocated to the KERT functions 
which are deemed to have economic 
ownership of the assets. Similar principles 
would apply to the foreign exchange 
translation gains and losses that arise 
on the entire investment asset portfolio 
supporting the enterprise.

The thin capitalisation approach seeks to 
match the allocation of investment assets 
to independent companies carrying out 
similar activities, in similar conditions 
and with similar risks. In practice, 
however, it can be difficult to find 
comparable companies that have the same 
asset mix and one which matches the 
liability duration (short tail versus long 
tail) of the branch in question. In addition, 
insurance companies operating on a 

stand-alone business will hold more 
assets than a branch which enjoys capital 
diversification benefits. In practice, 
therefore, the thin capitalisation approach 
for now remains largely conceptual. 

As Solvency II introduces a market-
consistent approach to valuing assets and 
liabilities, this can potentially increase the 
availability of independent comparable 
companies to apply the thin capitalisation 
approach. However, the issue of capital 
diversification and economies of scale 
would need to be taken into account to 
mitigate the risk of over/under allocation 
of income to certain branches. This may 
mean adjustments to the SCR of the 
branches on a solo basis to determine 
what assets the branch would require on 
a standalone basis. The key challenge 
is to ensure that capital diversification 
adjustments do not result in the sum of the 
income of the branches to be no more or 
less than the income of the total enterprise. 
This is critical to mitigating the potential 
risk for double taxation.

It is important to note that the OECD 
recognises that its authorised approach 
attributes risk and investment assets 
in accordance with the arm’s length 
principle, rather than following regulatory 

Figure 1: Building blocks of capital evaluation

9   The standard SCR will be calibrated on a 99.5% (1 in 200 year event) confidence level of remaining solvent within the next 12 months that the assets will exceed 
liabilities. The SCR evaluation should include all material risks facing the company: underwriting risk (including reserving risk), credit risk, market risk and operational 
risk (including legal risk, but not the risks arising from strategic decisions).  

Weighing up the options: 
Case study one
A Luxembourg-based multinational 
insurance group has restructured its 
legal/operating structure into a single 
EEA hub, with branches across Europe 
in preparation for SII implementation. 

The company has developed a capital 
allocation ‘top-down’ approach on the 
basis that investment assets supporting 
the branches are held centrally in the 
head office. It is considering whether 
to transition directly into a Solvency II 
SCR allocation measure or use existing 
Luxembourg regulatory principles, 
which are based on Solvency I principles. 

Prior to the restructuring, the insurer 
valued assets on amortised cost basis. 
Moving to a Solvency II SCR proxy 
would require the insurer value assets 
on a mark-to-market basis. But it would 
pave the way for a more common 
approach across the group’s EEA 
operations. 

Source: CEIOPS
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The crux of the matter is what the most suitable proxy is, and how the 
rationale can be justified to the tax authorities.
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approaches for measuring risks or 
determining assets. Therefore, it is 
important to ensure that any significant 
changes under Solvency II do not affect 
the reliability of using a regulatory 
approach as a proxy for measuring the risks 
attributable to the branch under the arm’s 
length principle.

Vital consideration
The move to Solvency II and eventual 
introduction IFRS Phase II will both have 
important implications for the proxies used 
to attribute risk and evaluate investment 
income in a hub and branch structured 
groups. 

It will be important to assess the impact 
on the tax liabilities of the enterprise 
as a whole, work out the most effective 
approach and how to make sure the 
methodologies used are acceptable to the 
tax authorities in order to mitigate the 
potential risk for double taxation. 

As noted earlier, multinational insurance 
groups may need to engage with 
multiple European tax authorities to gain 
confidence in their method for attributing 
profits to branches in the form of APAs or 
tax rulings. 

Using the consistent economic evaluations 
ushered in by Solvency II would allow 
businesses to develop common EEA risk-
based evaluation techniques to match their 
structures. Doing so would provide test 
evidence for the Solvency II internal model. 
It would also make the thin capitalisation 
option more of a practical proposition, 
provided that the effects of diversification 
can be adjusted for. 

As the case studies highlight, while many 
of the considerations are far from clear cut, 
determining the right course could deliver 
significant benefits in terms of economic 
accuracy and EU-wide transparency. 
Finally, the KERT analysis and allocation 
methodology will need to be captured 
and documented in a robust transfer 
pricing document.

Weighing up the options: 
Case study two
A US Life reinsurer is seeking to set up a 
single European carrier with branches 
in the EEA to gain passporting access to 
the European market. 

For local regulatory reasons, certain 
countries require assets to be held 
locally in the branch. For these 
branches, the group considered that a 
thin capitalisation approach would be 
appropriate for attributing investment 
income as it could look at what a 
standalone company would hold in that 
particular jurisdiction. 

At present, there are practical obstacles 
to implementing the thin capitalisation 
approach as there are lack of 
comparable branches in the local 
jurisdictions which write similar classes 
of life business with the same asset mix 
to match the liability duration. 

The adoption of a market-consistent 
approach to the evaluation of assets 
and liabilities under Solvency II would 
broaden the range of companies 
with which to compare transactions. 
Adjustments would still be required to 
be taken into account to adjust for the 
effects of capital diversification.
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While many of the considerations 
are far from clear cut, 
determining the right course 
could deliver significant benefits 
in terms of economic accuracy 
and EU-wide transparency.


