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Foreword
This Summer edition of Financial Services Transfer Pricing 
Perspectives focuses on current hot topics within the financial 
services industry, which is undergoing a constant reform with 
various regulatory changes throughout the world. In this edition 
we aim to provide you with an overview of the global transfer 
pricing developments that will potentially affect your organisation 
and covers themes such as financial value chain transformation, 
global measures taken as a response to the OECD Base Erosion 
and Profit Shifting (BEPS) initiative1 and impacts of regulatory 
changes on financial services organisations.  

A myriad of changes in regulatory rules coincided with Action 
points 8, 9 and 10 of the BEPS action plan, are making value 
chains in the financial services industry a very hot topic in 
transfer pricing. The first article, New Focus on value creation 
and global value chains, highlights how tax and transfer pricing 
considerations are important parts in the process of a business 
restructuring and the opportunity for the tax and transfer pricing 
teams to contribute to the business by supporting their goals and 
ongoing strategy. 

The second article, The parable of the regulator and the tax man in 
the new alternative investment management world order, highlights 
commercial changes in the alternative investment management 
industry. It addresses the transfer pricing implications of the 
Alternative Investment Fund Manager’s Directive (AIFMD) with 
transparency and institutional focus on risk management as clear 
differentiators for alternative asset managers in the market.

Welcome to the Summer 2014 edition of FSTP Perspectives

photo

1 As listed in paragraph 2 of Annex I of the Directive.

http://www.oecd.org/ctp/calendar-planned-stakeholders-input-2013-2014.pdf
www.pwc.com/beps
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In, Pricing execution challenges ahead for Japanese branches of 
financial institutions, we explore the new guidance on the tax 
technical aspects of the application of the Authorised OECD 
Approach (AOA) into Japanese law and summarise a few of the 
key execution and operational issues that financial institutions 
should be considering in this area. 

Financial services tax transparency propositions focuses on the 
unique opportunities arising as a result of country-by-country 
reporting requirements increasing the amount of information 
shared. This article also seeks to encourage businesses to evaluate 
these potential disclosure requirements and utilise them as a 
means to communicate more broadly regarding their total tax 
contributions.

The fifth and final article, Inter-company credit guarantees: to 
charge or not to charge, provides you with a brief summary of the 
available guidance on guarantees and shares insights from the 
Dutch Transfer Pricing practice regarding whether a guarantee 
constitutes a service rendered to which a fee is due or whether 
it should be regarded as a “shareholder transaction”. Using the 
results of the most recent PwC Survey of 40 countries, this article 
also elaborates on the approaches - which differ widely across 
jurisdictions - with respect to the treatment of guarantees.

Don’t forget our app, TP to Go to keep you up to date with the 
latest transfer pricing developments. It’s available to download on 
most devices. Search for it in your app store today. You can also 
sign up to our Transfer Pricing alerts and receive emails on the 
latest transfer pricing news.

I hope you enjoy reading this edition of Financial Services Transfer 
Pricing Perspectives. Please feel free to reach out to your local 
PwC financial services tax/transfer pricing contact for more 
information on the topics covered in this publication or other 
transfer pricing related matters.

Best regards,

Michel van der Breggen
Partner, Financial Services Transfer Pricing
PwC Netherlands

Welcome to the Summer 2014 edition of FSTP Perspectives
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The parable of the regulator and the tax man in  
the new alternative investment management world order

Introduction
If we think about the quote above and apply it to 
the world over the last five years, it was a less than 
vigilant attitude towards risk in the banking house 
that was perceived to have sparked the flames of the 
2008 financial crisis into the wider economy. 
In this example, the central bankers and treasuries 
of the world were the metaphorical firemen called 
in to put out the worst of the flames and contain 
the fire to prevent the entire city burning down 
(systemic risk). The regulators have since been 
called in to play the role of the clean-up team. They 
have also been charged with responsibility for 
ensuring that the necessary smoke detectors and fire 
safety procedures and requirements are updated and 
in place to prevent a recurrence.

While it was not actually the houses of the 
alternative fund management industry that burned 
down during the crisis (the industry lives on the 
next street from the banks), as part of the clean-
up of the broader financial system, the regulators 
noticed that the sprinklers, smoke detectors and fire 
escapes installed in the alternative’s houses were 
perhaps not up to the new standards of fire safety 
they required.  

“Risk is like fire: If controlled it will help you; if uncontrolled it will rise up and 
destroy you.” – Theodore Roosevelt

They therefore went around to take a close look.

When they knocked on the door of the first house on 
the alternative fund manager’s street, the person who 
opened the door told them that it was not actually 
their house. They were only managing the property 
on behalf of a rich overseas investor. As the owner 
rarely (if ever) occupied the property, there was little 
danger of a fire starting there. 

However, the regulators were worried. They could 
see that the alternative manager’s house was very 
large and was interconnected with many of the other 
houses on the street. Thus if it did go up in flames, 
it would surely take down all the other houses in 
the street with it. It was also dark inside due to its 
small windows and high garden walls (as well as 
unconfirmed rumours of a subterranean basement 
extension). The regulators really had no idea of 
knowing how much of a fire risk the house posed. 
Therefore they decided to implement reforms specific 
to the alternative investment management industry 
– which in the European Union (EU) have taken the 
form of the Alternative Investment Fund Manager’s 
Directive (AIFMD). 

By Aamer Rafiq, Peter Brewin, Zachary Noteman, Nick Grant, Caroline Goemaere and Stephanie Keane   

What is AIFMD and what does it mean for 
business models?
AIFMD aims to provide greater investor protection, 
ensure investors receive regular and comprehensive 
information on the alternative investment funds 
(AIFs) they invest in and ensure regulators receive 
detailed information on AIFs and their associated 
managers. Subject to a handful of narrow exceptions, 
all EU collective investments now fall into one of 
the following two categories: either Undertakings 
for Collective Investment in Transferable Securities 
(UCITS) or AIFs.

A central principle of AIFMD is that each AIF 
managed under the Directive must have a single 
regulated alternative investment fund manager 
(AIFM) responsible for ensuring compliance with 
the Directive. However, determining the AIFM may 
not be straightforward where there is more than one 
management and/or advisory entity in a structure.
Fund managers need to evaluate the strategic, tax, 
operational, and other manager specific considerations 
in the entity which is best placed to be the AIFM. 

(Continued on next page)

http://www.pwc.com/gx/en/tax/tax-policy-administration/beps/permanent-establishment-status.jhtml
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The parable of the regulator and the tax man  
in the new alternative investment management world order

The Directive requires the designated AIFM to perform 
portfolio management (PM) and/or risk management 
(RM). Additionally, there are other functions in the 
Directive in addition to PM and RM functions that will 
need to be considered when applying the substance 
“test”. 

The designated AIFM needs to possess both the 
substance to carry out the function(s) it performs and 
the capability to oversee the function(s) it delegates. 
To the extent that fund managers seek to use existing 
structures and utilise entities in non-EU countries to 
perform AIFM functions, particular care needs to be 
taken as it relates to the substance present in such 
entities and the oversight performed by the AIFM 
of those delegated functions. Regulatory bodies 
are increasingly scrutinising the level of substance 
present in the designated AIFMs and while this varies 
by country, overall, there is an increased focus on 
transparency of the operations performed by the AIFM 
and management of the risks borne by the AIF. 

Commercial changes to the industry
It has not just been the regulators that have 
taken notice of the increasing importance of risk 
management. Following the fire, the rich overseas 
investors in the alternative managers’ houses started 
to realise that as they had bought the houses off-plan 
during the boom years, they had never taken the time 
to look around, do the due diligence on the house 
they had bought, or look beyond the generic approach 
to fire safety outlined in the managers’ marketing 
materials.

When investors started to dig deeper and began 
inspecting their houses more closely, they realised that 
they did not necessarily want their old houses with 
their dark narrow passages, small windows and high 
garden walls. In the new world, they were looking 
for modern, open plan houses with large windows 
that let the light so that the goings on inside could be 
observed. They also wanted all the latest technology 
and best practice when it came to fire safety. As 
alternative managers started to design, build and 
market houses that met these requirements, investors 
sold their old houses and bought the new ones 
changing the market.

In summary, transparency and an institutional focus 
on risk management have become clear differentiators 
for alternative asset managers in the market.

How is the tax world evolving  
to meet today’s challenges?
In line with our discussion of the fire that started and 
got out of control during the financial crisis, the tax 
authorities (or more accurately government treasury 
departments) can be seen as the insurance companies 
that had to pay for the damage to all the houses in 
the cities caused by the fire. They are now looking to 
recoup the costs of this and build back their balance 
sheets.

As a result of this, certain customers (e.g., the banks) 
have lost their “no-claims discounts” (i.e., introduction 
of bank levies/financial transactions taxes). There 
has also been a general increase in “premiums” across 
the board (i.e., corporate, but particularly personal 
income taxes). However, this overall price increase 
has been combined with an increase in international 
competition between tax authorities.

(Continued on next page)
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The parable of the regulator and the tax man  
in the new alternative investment management world order

The increased tax and cost of living burden, as well as 
a number of high profile cases reported in the media, 
have reinforced a widely held perception that some 
international businesses are not paying their fair share 
of tax.

In a similar way to the regulatory challenges of late, 
there has been an international response to these 
concerns, which has been the OECD Base Erosion and 
Profit Shifting (BEPS) initiative. This project is being 
driven forward by the governments of the G20. The 
BEPS Project is unprecedented in both its scale and 
the speed at which changes are being agreed and is 
likely to impact all business that have international 
operations in some way; either immediately through 
changes in tax authority practices, or in the longer 
term through changes in legislation and guidance.

A number of aspects of BEPS will impact alternative 
managers, for instance the workstreams on hybrid 
instruments and treaty access. However, the key 
changes that are of relevance to the transfer pricing for 
alternative fund managers are:
i)  Proposed measures “beyond the arm’s length 

principle” in relation to adjustments to the pricing 
of transactions involving intangible assets and 

risks where economic substance and contractual 
relationships do not align; 

ii)  The introduction of a country-by-country 
reporting regime, along with significant new 
disclosures about a group’s global operating 
footprint to be required as part of the new 
guidance on transfer pricing documentation; and

iii)  An increased focus on permanent establishments 
including potential changes to the thresholds on 
which a permanent establishment is deemed to 
exist.

Tax authorities, like regulators, are focusing on more 
transparency, the contractual allocation of assets and 
risks between entities in multinational groups and 
the underlying substance in these entities. There is 
however a fundamental difference in the use that 
they have for this information – to go back to our 
quote at the start of this article, the tax authorities 
are more interested in understanding how and where 
alternative asset managers harness risk to generate 
heat from the fire (i.e., earn profits which can then be 
taxed in their countries), whereas regulators are more 
focused on ensuring that risk is effectively managed 
in order to prevent the fire going out of control and 
causing damage. 

This can have important implications for the type of 
substance that each is looking for and each sees as 
being important for their respective purposes.  

Any analysis of transfer pricing for an alternative 
investment manager in the current environment 
should therefore give consideration to the direction of 
the BEPS agenda, as well as the wider tax, regulatory 
and commercial factors impacting the industry. In 
particular, in a world of greater transparency and 
disclosure, it is essential for alternative managers 
to be coordinated and manage the consistency of 
information disclosed in websites, regulatory filings, 
transfer pricing documentation, and the marketing 
and reporting information provided to investors.
In addition to the above factors, there are changes 
to business models arising out of AIFMD which are 
having a direct impact on transfer pricing. With the 
imminent implementation of AIFMD (exact dates vary 
by jurisdiction), this impact needs to be analysed and 
updated to reflect the new world. 

(Continued on next page)
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The parable of the regulator and the tax man  
in the new alternative investment management world order

Transfer pricing implications of AIFMD
Under AIFMD one entity must be designated as 
the AIFM and is responsible for managing the AIF. 
Managing an AIF is in turn defined as at least the 
carrying out of PM and/or RM. The AIFM will always 
be responsible for these functions and may also 
perform, depending on its authorisation, additional 
functions.2 The AIFM may delegate certain functions 
but the AIFM will still need to retain sufficient 
expertise to oversee and monitor that delegate. 

RM involves identifying, measuring, managing and 
monitoring all risks relevant to a fund’s investment 
strategy, so it is broader than just maintaining a 
compliance function. In many cases a fund manager’s 
approach to managing risk can be a key differentiator 
in the market and is certainly a factor that is 
considered by investors when allocating capital  
(as we have discussed above).

A functional and hierarchical separation of the RM and 
PM functions is required under AIFMD and the AIFM 
must be able to demonstrate that specific safeguards 
against conflicts of interest are put in place to allow for 
the independent performance of RM activities. 

Therefore in cases where risk and PM are performed 
in separate, this increased importance of risk 
management, should be reflected in the transfer 
pricing policy. 

Transfer pricing analysis
An overview of a commonly observed fact pattern 
where the AIFM retains responsibility for RM, and 
delegates PM is provided in Figure 1 below. Assuming 
that the AIFM and sub-advisor are under common 
control, the fees paid under the sub-advisory 
agreement will be subject to the transfer pricing rules 
in both Country A and Country B. In particular it will 
be important to consider the functions, assets and risks 
of both the AIFM and sub-advisor which will involve 
consideration of the relative value of the RM and PM 
functions.

Dependent on the outcome of the functional analysis, 
there are three approaches that are typically followed 
by fund managers in determining an arm’s length 
remuneration for the inter-company transactions 
shown in Figure 1:

2 As listed in paragraph 2 of Annex I of the Directive.

This diagram represents a simplified view which focuses on 
RM and PM as these are the key functions that are specifically 
regulated under AIFMD. However, alternative investment fund 
managers will also need to consider how their transfer pricing 
policies reward other functions such as marketing, investor 
relations, middle and back office, group executive management/
strategy amounts others.

AIF
AIFM

(Country A)

Sub-advisor
(Country B)

Investment 
Management 
Agreement

Figure 1  Typical alternative manager structure post AIFMD

Sub-advisory 
Agreement

Functions: 
Risk 
Management

Functions: 
Portfolio  
Management

(Continued on next page)
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The parable of the regulator and the tax man  
in the new alternative investment management world order

i)  Benchmark the AIFM against third party service 
providers; 

ii)  Benchmark PM activities performed by the sub-
advisor with the residual retained by the AIFM; 
and

iii)  Implement a profit split or alternative approach 
whereby the relative value or contribution by 
both the AIFM and the sub-advisor are taken into 
account.

The selection of the approach used will largely depend 
on the facts and circumstances as explained above. An 
important consideration that will have an impact on 
these approaches is the limited availability of public 
data on remuneration of third party service providers 
in the alternative investment space.  

The remuneration of the AIFM will be an important 
piece of analysis that will have considerable impact 
on the relevant entities’ financial statements. 
Furthermore, with country by country reporting 
requiring the disclosure of income and taxes paid by 
country, the impact of the AIFMs remuneration on the 
value chain will be heavily scrutinised to ensure that 
the substance in place on the ground is consistent with 
the allocation of profits to each entity.  

Therefore, transfer pricing needs to be an integrated 
part of an AIFM set-up. 

Business restructuring driven by AIFMD
If an alternative investment manager undertakes 
a business restructuring in order to operate more 
effectively its business under AIFMD, the impact 
of this restructuring on each entity within the 
group should be considered in order to determine 
whether intra-group payments or exit charges are 
required. Situations which should be given particular 
consideration would include transfers of responsibility 
for managing risks or assets (such as contractual 
rights/customer relationships) across borders.

Conclusion
In performing a transfer pricing analysis for an alter-
native investment fund manager, consideration should 
be given to the commercial, tax and regulatory factors 
driving change. Common themes across all of these 
areas are an increased focus on risk and how it is man-
aged within organisations, and a drive for additional 
transparency. Therefore alternative investment fund 
managers need to proactively address their transfer 
pricing policies and documentation in order to ensure 
consistency and compliance in the new world.

For more information, please contact:

Aamer Rafiq, PwC UK 
aamer.rafiq@uk.pwc.com
 
Peter Brewin, PwC UK 
peter.brewin@uk.pwc.com

Zachary Noteman, PwC UK
zachary.j.noteman@uk.pwc.com  

Nick Grant, PwC UK
nick.c.grant@uk.pwc.com

Caroline Goemaere, PwC Luxembourg
caroline.goemaere@lu.pwc.com

Stephanie Keane, PwC Ireland
stephanie.keane@ie.pwc.com 
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Financial services tax transparency – aligning processes, 
policies and messaging

Introduction
Governments around the world are engaging in the 
tax transparency debate and are arguing for more 
disclosure from multinational enterprises (MNEs) 
regarding their tax affairs. However, with increased 
disclosure also comes an increase in potential 
misunderstanding of the information that is made 
available. With the release of the latest proposals 
on transfer pricing documentation and country-by-
country reporting (CBCR) by the BEPS initiative, 
and the new CBCR obligation under the EU Capital 
Requirements Directive IV 2013/36/EU (CRD IV), 
financial services (FS) firms will soon be faced with 
increased compliance burdens and placed under 
additional scrutiny by both tax administrations and 
the public.

In this article we set out the current tax 
transparency CBCR landscape, while also looking 
into the unduly narrow focus on corporate income 
taxes paid. This article also seeks to encourage 
businesses to evaluate these potential disclosure 
requirements and utilise them as a means to 
communicate more broadly regarding their total 
tax contributions.

Companies should understand how the CBCR compliance process is integrated within their 
existing reporting process and consider whether they should invest in technology solutions in 
order to ease the compliance burden.

Current landscape
OECD’s BEPS Action Plan
The BEPS action plan specifically targets 
transparency and disclosure through updates to 
the transfer pricing documentation guidance. 
As provided in the BEPS Action 13, the OECD 
has been tasked with re-examining transfer 
pricing documentation in an effort to enhance 
transparency and to aid with risk assessment for 
tax administrations. 

As part of this action item, the OECD released 
a revised discussion draft on 30 January 2014 
(with additional comments provided in an 
update webcast by the OECD on 2 April 2014), 
which detailed the CBCR disclosures that may be 
required by taxpayers to tax authorities. Proposed 
disclosures include revenues, earnings before 
income tax, income tax paid, number of employees, 
current year tax accruals and tangible assets.
As this discussion draft is currently under review, 
the disclosures noted have not yet been finalised. 
We expect further guidance related to this BEPS 
action item to be published in June 2014.

By Peter Maybrey and Amanda Brown 

CRD IV CBCR
CRD IV is primarily designed to implement Basel 
III within the European Union. However, it also 
introduced CBCR to certain financial institutions.

The directive was required to be put into domestic 
legislation of each EU member state by 31 December 
2013. We are aware that there are a number of member  
states that did not transpose the directive by this date 
and so may have later implementation dates than those 
set out in the directive and which we refer to below.

The regime came into force as of 1 January 2014, and 
requires in-scope ‘institutions’ to ‘disclose annually, 
specifying by member state and by third country 
in which it has an establishment, the following 
information on a consolidated basis for the financial 
year: a) name and nature of activities, b) number of 
employees, c) turnover, d) profit or loss before tax, e) 
tax on profit or loss and f) public subsidies received.’

The first year will see a limited scope disclosure, 
whereby all ‘institutions’ must disclose publically 
items a, b and c (above) by 30 June 2014. 

(Continued on next page)
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In addition, Global Systemically Important 
Institutions will be required to make private 
submissions to the European Commission on  
items d, e and f.

The requirements apply to credit institutions and 
investment firms within the scope of CRD IV. In 
practice it will predominately apply to banking 
groups as well as certain insurance and asset 
management groups to the extent they have  
CRD IV regulated entities within their group. 

Comparison between BEPS and CRD IV
While the BEPS and CRD IV initiatives have been 
developed by different governing bodies, there are 
overlaps within the CBCR requirements detailed 
within each regime. The following table aims to  
show the comparison between the two initiatives:
 

Financial services tax transparency – aligning processes,  
policies and messaging

Disclosure required Original 
BEPS

Revised 
BEPS3

CRD IV

Constituent entities 
organised in the country 
(including geographical 
location)

√ √ √

Place of effective 
management

√ × ×

Business activity codes √ √ ×

Nature of activities × × √

Revenue/turnover √ √ √

Earnings4 before tax √ √ √

Tax paid (on cash basis)

-  To country of organisation √ √ √

-  To all other countries √ √ ×5

Withholding tax √ × ×

Current year tax accrual × √ ×

Stated capital and 
accumulated earnings

√ √ ×

Employees

- Number √ √ √

- Expense √ × ×

Disclosure required Original 
BEPS

Revised 
BEPS3

CRD IV

Tangible assets (other than 
cash/cash equivalents)

√ √ ×

Royalties paid to/received 
from constituent entities

√ × ×

Interest paid to/received 
from constituent entities

√ × ×

Services feed paid to/
received from constituent 
entities

√ × ×

Public subsidies received × × √

3  As described in the 2 April 2014 OECD webcast ‘ Update on BEPS 
Project’. Please note these items are subject to further refinement and 
confirmation.

4  CRD IV defines this as ‘profits’.
5  CRD IV is not yet prescriptive on the extent of disclosure required on 

taxes paid.

(Continued on next page)



12   PwC Financial Services Transfer Pricing Perspectives   |  Summer 2014 Home

Financial services tax transparency – aligning processes,  
policies and messaging

Taking the above into account, it is also important to 
highlight two fundamental differences between the 
scope of the CBCR regimes under CRD IV and BEPS. 

1.   Companies in scope
The BEPS proposals are intended to apply to all 
MNEs engaging in inter-company cross-border 
transactions, and where a group is within the scope, 
its entire worldwide operations will be relevant. 
This is fundamentally different from the CRD IV 
requirements, which place the reporting obligation 
on the ‘institution’ (i.e., the European based, CRD IV 
regulated entity), which must report for itself and all 
of its establishments. 

The implication of this is that many groups (e.g., 
insurance groups) will only be partially caught by the 
CRD IV requirements, because much of their group is 
outside the scope of CRD IV. 

2.   Disclosure required
Additionally, the CRD IV requirements are for public 
disclosure, while the BEPS requirements are currently 
for private submissions to tax authorities.
As can be seen, there is overlap in a number of 
disclosure requirements, but the majority differs. 

However, given the amount of detail requested 
and the narrow focus on corporate income taxes, it 
does appear that these disclosures do not represent 
a full, accurate picture of a company’s total tax 
contribution. We seek to explore this point further  
in the next section. 

Total tax contributions 
While it is easy to get caught up in the transparency 
debate, it is imperative that businesses also focus 
attention on their total tax contributions. It is a 
fact that MNEs pay many more taxes than just 
corporate income tax and at times these additional 
taxes may comprise a large percentage of their total 
contribution to the global economy.

Over the years PwC has carried out six studies for 
the City of London Corporation to gauge the total tax 
contribution of the FS sector in the UK.6 As reported 
in this year’s survey (for the accounting period ended 
31 March 2013), the total tax contribution of the FS 
sector to the UK economy was £65 billion, which is 
11.7% of government receipts from all taxes for the 
whole of the UK. It was also found that the profile 

(Continued on next page)

6  For more information about the study, please visit:  
http://www.cityoflondon.gov.uk/business/economic-research-and-information/research-publications/Documents/research-2013/total-tax-contribution-of-uk-financial-services-sixth-edition.pdf.
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of the taxes that these companies bear continues to 
move from corporation tax to labour and indirect 
taxes. For every £1 in corporation tax paid by the FS 
sector, it paid £4.26 in other business taxes. 
Therefore, if tax administrations are focusing 
transparency initiatives on corporation tax, it is likely 
that they are not getting the full picture. 

What business should be thinking about

Focus messaging on total tax contributions
Governments and organisations are currently arguing 
for more disclosure and businesses can use this as 
a means to get their message out into the public 
domain. Specifically, businesses should focus their 
messaging to ensure that a wider, broader picture, 
which represents their total tax contributions to the 
global economy, is reflected. 

Determine system capabilities and readiness
This is also the perfect opportunity for FS companies 
to evaluate their position in relation to both the 
OECD BEPS initiative and CRD IV. 

Now is the time to consider the preparation required 
to comply with CBCR and conduct a readiness 
review. The focus should be around technology / 
systems, controls and assurance. Companies should 
understand how the CBCR compliance process is 
integrated within their existing reporting process and 
consider whether they should invest in technology 
solutions in order to ease the compliance burden.

Perform public information reviews
In addition to focussing messaging and determining 
system capabilities and readiness, public information 
reviews are critical. Companies disclose information 
about themselves across a wide range of websites 
(e.g., company website, LinkedIn, Facebook, Twitter, 
etc.). To ensure companies are making the best use of 
these communications, reviews should be performed 
to ensure this publicly available information conveys 
a clear, consistent message that the public can easily 
understand.

Financial services tax transparency – aligning processes,  
policies and messaging

For more information, please contact:

Peter Maybrey, PwC UK 
peter.c.maybrey@uk.pwc.com

Amanda Brown, PwC UK
amanda.m.brown@uk.pwc.com
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Introduction
Through the 2014 Tax Reforms promulgated on 
20 March, with subsequent Enforcement Orders 
and Enforcement Regulations promulgated on 31 
March, the Japanese government has adopted into 
local law the Authorised OECD Approach (AOA) for 
the calculation of profits attributable to permanent 
establishments (PEs). Detailed explanations of the 
tax technical impact of this law change have been 
provided in various PwC publications. However, the 
execution and operational challenges that this law 
change will also require may not be known as well.

Until this law is effective (from fiscal years beginning 
on or after 1 April 1 2016), Japanese branches will 
be taxed on all locally sourced profits, whether 
attributable to a PE or not (although certain 
expenses of, or attributable to, the PE are also 
deductible). Therefore, for financial institutions 
(FIs) operating in Japan through branch form, 
this law change represents a potentially significant 
execution challenge in establishing, reconciling and 
documenting the appropriate allocations of assets, 
revenues and costs to the Japanese branch under 
these new requirements. 

While guidance on the tax technical aspects of the application 
of the AOA into Japanese law has been issued by the Japanese 
government, this article summarises a few of the key execution and 
operational issues that FIs should also be considering in this area.

Background 
The practical outcome of historically being taxed 
on all locally sourced profits (and not on a separate 
entity basis) is that many organisations will not 
have established a sufficiently detailed processes for 
local tax and financial reporting of the operations of 
their Japanese branches if these are not required for 
regulatory purposes. Specifically, granular reporting 
of all dealings (i.e., internal transactions) may not 
have been operationalised. Even when other branch 
operations in the same taxpayer have the appropriate 
processes in place, large FIs still tend to operate under 
very localised processes for in-country compliance 
and often do not share or leverage processes or 
infrastructure to enable processes of one location 
to be readily transferred into another. For many 
Japanese branches, this may therefore represent 
a unique challenge in the initial definition and 
subsequent migration to the appropriate process and 
systems in order to manage the granular level of data 
management and segmentation of transactions, assets 
and risks for purposes of applying the AOA. 

The framework for readiness of adopting AOA 
reporting in Japan ultimately embodies this principal 
objective – the ability to construct a separate 
standalone legal entity and transactional level 
reporting of the financial results of a PE, i.e., the tax 
balance sheet.

Though there are numerous policy implications for 
FIs arising from the new law, the following three are 
the critical pillars in the execution framework for tax 
compliance since the AOA starts with constructing the 
balance sheet of a PE:

i)  Transactions: identification of external 
transactions allocable to the branch and of branch 
Head Office (HO) dealings;

ii)  Assets and risks: fundamentally understanding 
what assets are used and what risks are borne by 
the Japanese branch, irrespective of whether they 
are currently reported or recognised as such; and

iii)  Capital: allocation and measurement of capital 
to support the assets and risk attributable to the 
Japanese branch.

(Continued on next page)

Pricing execution challenges ahead for Japanese branches  
of Financial Institutions
Ryann Thomas, David Nickson and Monica Winters
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For many, this will have implications from global 
as well as local systems and process framework in 
enabling Japanese branches to report under the AOA. 
Also, considering the severity of potential penalties 
if a PE fails to provide sufficient documentation, 
taxpayers should be actively developing their plan for 
compliance now, regardless of the two year window 
before the law becomes effective. 

Transaction identification 
From an execution perspective, taxpayers will 
first need to identify those external sources of 
revenue allocable to the branch. This will ideally 
be achieved through a detailed contract review, 
with the objective of identifying the rights and 
obligations that arise from external transactions and 
reconciling to the functional activities of the branch. 
In performing this review, it will be important to 
identify situations where the principal contracting 
location and booking location differ.  In addition, 
corporations should develop clear approaches to 
identifying the supporting documentation that 
should be retained and monitoring branch activity 
in future years. Practically, this most likely involves 
reviewing the income streams determined initially 
as non-allocable to the Japanese branch to ensure 

that they do not subsequently become associated 
with the branch.

Dealings, i.e., internal transactions, however 
represent the greatest challenge for FIs. Unlike 
external transactions, there may be minimal or no 
documentary evidence that branch-HO activity 
is taking place. Has a real and identifiable event 
occurred, which can then be recognised as an 
economic dealing between two parts of the same 
enterprise? The OECD highlights accounting 
records and contemporaneous documentation as 
useful examples of such evidence where they do not 
differ from those that would have been adopted by 
comparable independent enterprises. Practically, of 
course, one of the outcomes for FIs operating through 
branch form is that – as far as regulatory requirements 
permit – the administrative burden of maintaining the 
sort of accounting records required for subsidiary and 
subsidiary activity may be avoided.

In any case, FIs may have to marshal resources 
to document branch-HO trading in a manner not 
previously undertaken and at the level of consistency 
and granularity required to adequately comply under 
the tax law. FIs will need to consider: 

Pricing execution challenges ahead for Japanese branches of Financial Institutions

i)  operational processes where new documentation 
will be necessary to approximate third party 
contract arrangements; and

ii)  additional accounting processes where a new 
or expanded framework is needed to identify 
potential branch-HO transactions within financial 
systems. This framework should capture the 
granular data associated with these dealings and 
factor in relevant local as well as consolidated 
Generally Accepted Accounting Principles (GAAP) 
adjustments.

Calculation wise, the Japanese government has stated 
that dealings between a HO and its branch must be 
recognised based on arm’s length prices, given that 
the same transaction would involve an exchange 
of compensation if it were conducted between 
independent parties. However, as with the OECD 
guidance, the distinction between head office expenses 
(to be charged at cost) and management service 
charges (to which a markup may be applied) will still 
require some careful analysis. 

(Continued on next page)
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In the case of internal interest dealings, the OECD has 
suggested that the arm’s length price could be based 
on weighted average funding costs that correspond to 
the various funding sources, including subordinated 
debt that is issued by the HO. Applying this approach 
may lead to a fluctuation in the interest rate charged 
to the branch through internal interest dealings, 
which in turn will need to be reconciled to the 
amount of assets attributed to the branch.   

Assets and risks 
Once the associated transactions and dealings of 
the Japanese branch have been identified, it is 
necessary to then understand the related assets 
and their use by and on behalf of the branch in 
relation to those transactions and dealings. The 
OECD guidance prescribes that a notion of economic 
ownership is required in constructing a tax balance 
sheet to extrapolate the singular legal ownership 
across a branch network where applicable.  The 
settled position of the OECD is that economic 
ownership resides with the location in which the 
key entrepreneurial risk-taking (KERT ) functions 
are carried out. In relation to financial assets, this 
in turn has been clarified to mean the “creation and 
management” of the assets and the associated risks. 

The data requirement begins with the appropriate 
transparency on the direct individuals within an 
enterprise that are involved in the “creation” of a 
particular asset and its on-going “management”. 
Product controllers in FIs, especially within the largest 
organisations and/or those that operate on a very 
large scale across different business segments, more 
often than not do not interact with the businesses 
as frequently or at a level of familiarity to be able 
to identify the roles of actual individuals within a 
team or of any subsequent changes. The Enterprise 
Resource Planning (ERP) systems that capture 
the trading activity of FIs have multiple layers and 
interfaces, with the ultimate purpose to dictate how 
a trade needs to be attributed from a regulatory, legal 
or management reporting purpose. They may be 
inconclusive as to whether the individual name as the 
risk managing trader is indeed the KERT for purposes 
of attributing assets under the AOA. For instance, the 
head trader may be listed in lieu of the actual day-to-
day discretionary traders due to data field constraints 
and/or ease of administration; or a trading portfolio 
with trades originated by one trader in one branch 
may be migrated to the oversight of another trader 
in another branch with the trade systems not being 
updated timely.  

Therefore, an explicit process needs to be established 
to ensure data attributes can be aligned to address the 
need to identify KERTs too. 

For FIs, the assumption of risks is of course at the core 
their business. As noted by the OECD, the following 
risk types are likely to be the most important in the tax 
analysis: 
i) Credit risk;
ii) Market interest rate risk; and
iii) Market foreign exchange risk.

From an execution perspective, there may be many 
challenges in identifying these and other risk types and 
how they overlay between the branch and HO. This 
may be made even more difficult either by the presence 
of risk transfer arrangements between the branch and 
HO or by the fact that many individual items may not 
even be reflected in the financial statements of the HO 
in the first place. A detailed review of branch activities 
including documentation of various recorded and 
unrecorded risks and how they align to the assets and 
transactions or dealings referred to above is clearly an 
important starting point.

(Continued on next page)

Pricing execution challenges ahead for Japanese branches of Financial Institutions
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Similar to the discussion above regarding 
transactions, while identifying external risks that 
should be allocated to the Japanese branch presents a 
certain level of effort, it is the identification of branch-
HO relationships that presents the greater challenge 
due to the lack of contemporaneous documentation 
with the right level of granularity. Given capital 
requirements for FIs flow directly from the risks being 
undertaken, this will undoubtedly be a critical area in 
which to ensure the result of the functional analyses 
are in complete alignment at a data level.

Capital 
A PE’s tax balance sheet will include an appropriate 
level of capital “to support the functions it performs, 
the assets that it uses and the risks it assumes”. The 
two-staged process involves: (i) measuring the risks 
and valuing the assets attributable to a PE; and (ii) 
determining the “free capital” needed to fund the 
activities and support the risks of the PE. Capital 
attribution to a PE involves a number of different 
execution challenges. 

Pricing execution challenges ahead for Japanese branches of Financial Institutions

(Continued on next page)
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FIs already perform comprehensive and robust 
analytics and processes for monitoring and managing 
capital since the level of capital vis-à-vis the risk 
profile of assets - as well as the surrounding processes 
- affects its core viability as a participant in the 
financial markets i.e., creditworthiness of an FI, the 
FI’s available terms and conditions for engaging in 
the capital markets and strategic business decisions. 
Moreover, local regulatory requirements may also 
require a certain level of standalone branch tax 
and financial reporting. In general however, since 
a branch “shares” the balance sheet with its other 
branches and HO as a single entity, the analytics 
are unlikely to be carried out at the level required to 
apply the AOA.  

The choice of a local branch over subsidiary 
operational structure is typically driven from the 
desire to maximise global usage of an FI’s capital 
wherever possible. Therefore booking location tends 
to reside in the jurisdiction that provides the most 
favourable regulatory regime on capital requirements 
(e.g., London). From an accounting and regulatory 
perspective, the existing capital risk management and 
governance processes of an FI often have no need to 
segment capital analytics beyond the booking location.  

The AOA, however, requires that this extrapolation 
to specific branches occurs under the conceptual 
framework of multiple economic ownership of assets 
and therefore associated levels of capital held by each 
branch. 

A pragmatic starting point to performing the capital 
attribution exercise for a Japanese branch might be to 
extend existing models as far as possible. Depending 
on the model and its current use, this may prove to 
be either a relatively straightforward modification 
to existing data, or alternatively to be a significant 
exercise to further refine and divide data following 
the outcome of attribution of the assets and risks. 

Either way, additional execution challenges occur 
when considering that fundamentally the OECD 
technical guidance on how to allocate and measure 
capital permits an unhelpful level of discretion. The 
conclusion of the OECD in the July 2010 paper was 
to acknowledge that though there is international 
consensus on the condition that a branch’s 
capital base should be sufficient to support its 
functions, assets and risks, there is no international 
consensus on how the capital should be allocated or 
measured.  

The new law provides a framework for determining 
the appropriate capital allocation to a branch in Japan. 
However, the actual implementation of that framework 
by taxpayers is likely to result in further questions 
being raised.     

A prerequisite for capital attribution to Japanese 
branches in the AOA application will therefore be 
a thorough but balanced sensitivity analysis and 
examination of the systemic implications for the 
alternate models and approaches that could be 
applied. In this regard, FIs should consider the 
following to operationalise capital attributions:
•  Inventory and assessment of any risk measurement 

and capital allocation models currently in use to 
understand their intended purposes, leverageable 
results or processes and limitations in constructing 
any new required models;

•  Running multiple models – whether newly 
developed or currently in use – to understand the 
broader implications of the results to the Japanese 
branch as well as to the HO and other branches; 
and

Pricing execution challenges ahead for Japanese branches of Financial Institutions
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•  Coordination with both local and global 
stakeholders in tax, regulatory, legal and 
controllership departments to agree and embed 
formal processes in relation to branch capital 
allocation and measurement. 

Conclusion 
While guidance on the tax technical aspects of 
the application of the AOA into Japanese law has 
been issued by the Japanese government, this 
article summarises a few of the key execution and 
operational issues that FIs should also be considering 
in this area. They include:
•  Identification of external transactions – does 

the organisation have the ability to map all 
external transactions by contracting and booking 
locations?

•  Recognition of internal dealings – does the 
organisation have sufficient existing evidence that 
an internal dealing has occurred in order for it to 
be recognised by the Japanese tax authorities?

 •  Assets or risks – does the organisation have the 
ability to identify its KERTs and the assets created 
or risks assumed by them?

•  Capital allocation – does the organisation have 
systems capable of allocating capital as required 
by the AOA? 

While many of these requirements may already be 
met as a result of regulatory compliance, there is 
likely work to be done by all FIs given the areas of 
uncertainty that remain in the Japanese law, e.g., in 
the treatment of costs incurred at the HO level and 
given the need for documentation and evidence to 
support application of the AOA. Also, for those FIs 
subject to less regulation, the work to be done may 
be quite substantial, specifically around changes to 
systems and accounting processes.

Finally, although the AOA will not be effective for 
Japanese tax purposes until 2016, the size of the 
potential execution and operation challenges faced by 
FIs with branches in Japan suggests that this two year 
“preparation” period should not be taken lightly and 
an early start to assessment of the work to be done to 
implement the AOA is highly advisable.

For more information, please contact:

Ryann Thomas, PwC Japan 
ryann.thomas@jp.pwc.com

David Nickson, PwC US
david.a.nickson@us.pwc.com 

Monica Winters, PwC US
monica.winters@us.pwc.com 
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Introduction
A myriad of changes in regulatory rules coincided 
with Action points 8, 9 and 10 of the BEPS Action 
Plan8 have made value chains in the financial 
services industry a very hot topic in transfer 
pricing. As current market trends and forces are 
reshaping and redefining the financial services 
industry, could this create new opportunities to 
revisit and revise the existing transfer pricing 
policy framework within an organisation? 

Focus on value chains in the new world 
under BEPS 
One of the key underlying observations in OECD’s 
BEPS paper is global value chains and its inter-
connected nature. As a result of freer movements 
of capital and labour and less trade barriers, 
coupled with developments in service and digital 
economies, there has been a shift to a globally 
interconnected and integrated operating model 
from a traditional country-specific operating 
model.9 Such a shift in operating models has 
presented challenges in transfer pricing to taxing 
authorities. 

A value chain is a collection of value creating 
elements in the transaction life cycle for major 
products and/or services provided by a business. 
The focus of the BEPS action points for transfer 
pricing is on value creation, in relation to 
intangibles, risks, and capital, the application of 
profit splits in the context of global value chains, 
management fees, and head-office expenses. 
Much of the recent evolution in transfer pricing 
may not necessarily have stemmed from 
transactions in the financial services industry. 
However, certain aspects of the resultant draft and 
final guidance are becoming very relevant in the 
context of the restructuring and transformation 
that this industry is currently going through and 
therefore require careful considerations. 

Market trends and forces driving the 
financial services industry
Forces driving the current and future financial 
services environment, such as regulatory changes, 
continued trend in tight cost control, and global 
expansion, could result in changes in the existing 
value chains of an organisation. 

Regulatory overhaul
The US market is undergoing a regulatory overhaul 
of an unprecedented magnitude. Recent regulatory 
changes have already driven many industry players 
to realise certain restructuring needs, some of which 
have already been put into actions. 

The genesis of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act (Dodd-Frank Act) is the 
credit crises and the need for measures to promote 
financial stability and avoid “too big to fail”, among 
other things. While the enactment was back in 2010, 
we are only gradually finding out the real impacts of 
the Dodd-Frank Act as a number of related proposed 
and final rules have been released during the last 
three years (and more on the way). 

The Volker rule of the Dodd-Frank Act prohibits/
restricts proprietary trading and interests in or 
relationships with hedge funds and private equity 
funds. The rules on swap transactions require 
registrations and reporting and other compliance 

In these times of change, it is important for a multinational taxpayer 
to review its tax and transfer pricing arrangements with a view to 
address any risk areas and to be vigilant and continuously monitor  
the developments in this space.

(Continued on next page)

New focus on value creation and global value chains
By Junko Yamato and Tammy Cheung

8  Action points 8, 9 and 10 under the OECD BEPS action plan: (8) assure that transfer pricing outcomes are in line with value creation: intangibles; (9) assure that transfer pricing outcomes are in line with value creation: risks and 
capital; and (10) assure that transfer pricing outcomes are in line with value creation: other high-risk transactions (rules for (i) clarify the circumstances in which transactions can be recharacterised; (ii) clarify the application of 
transfer pricing methods, in particular profit splits, in the context of global value chains; and (iii) provide protection against common types of base eroding payments, such as management fees and head office expenses.).

9  Chapter 3, Global Business Models, Competitiveness, Corporate Governance and Taxation, “Addressing Base Erosion and Profit Shifting”, OECD.
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procedures with the Commodity Futures Trading 
Commission for certain entities. 

The swap “push-out” rules require pushing out 
certain risky derivative activities out from the 
bank chain under insured deposit institutions. 
Systemically important financial institutions are 
required to develop plans (resolution plan or “living 
will”) for unwinding their operations in the event 
of financial catastrophe. There is also a requirement 
for a foreign banking organisation with a significant 
US presence to establish an intermediate holding 
company over its US subsidiaries. These are just to 
name a few. Further, regulatory authorities around 
the world have been also introducing their own 
post-crisis measures. 

Under such a new regulatory environment, the 
financial services industry is going through a 
transformation. To an organisation, such change in 
environment could mean revisiting its value chains, 
including strategic consideration of booking model 
alternatives, changes in nature of part of its business 

(such as trading), more conservative management 
of capital and liquidity, or greater emphasis on risk 
management and compliance. 

Cost management
Moreover, adapting to and complying with 
regulatory changes will likely result in significant 
costs for financial institutions due to additional 
reporting requirements and/or infrastructure 
including IT systems. In an already unstable 
economy where maintaining profitability lines is 
essential, financial institutions are responding by 
more closely monitoring costs in each business line 
and reassessing the costs of corporate centre and 
supporting functions. This can lead to potential 
internal restructuring such as the centralisation of 
certain functions, or sharing of infrastructure costs, 
with the objective of reducing overall operating costs.   

Emerging markets – BRICS and new frontiers
Strategically expanding the global footprint in 
emerging markets is another market force driving 
the financial services industry. The biggest and 

New focus on value creation and global value chains

fastest-growing economies have been and continue 
to be Brazil, Russia, India and China, or the BRICs 
countries together with South Africa. Joining the 
BRICs economies in high growth rates are other 
emerging markets including countries in  
Sub-Saharan Africa, Central America, and Asia10. 

Many financial institutions have already or are in 
the process of exploring growth potentials in BRICs, 
and other emerging markets in light of some sign of 
BRICs maturing and the stagnant growth prospects in 
developed markets. In fact, more than half of the 368 
financial services leaders in PwC’s 15th Annual Global 
CEO Survey see emerging markets as more important 
than developed markets to their company’s future.11 
Emerging markets not only have a large population, 
but a rising working population.12 As consumption 
growth and infrastructure spending are increasing 
in these markets, so will their needs for more 
sophisticated financial infrastructures, including better 
customer service and greater access to financing.

(Continued on next page)

10 “World Economic Outlook: Recovery Strengthens, Remains Uneven”, International Monetary Fund, April 2014.
11  For the most recent survey, please visit: http://www.pwc.com/gx/en/ceo-survey/index.jhtml.
12  PwC, “Project Blue capitalising on the rise and interconnectivity of the emerging markets”, http://www.pwc.com/en_GX/gx/financial-services/projectblue/assets/pwc-project-blue-capitalising-on-the-rise-and-interconnectivity-

of-the-emerging-markets-saaame.pdf, pp. 6.
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Establishing a strong local presence and knowledge 
are vital to developing tailored offerings which will 
be paramount to its success. For a foreign financial 
institution entering into emerging markets, it will 
need people on the ground who understand the 
local markets and can help develop relationships.13 
To capitalise on the new emerging frontiers, 
financial institutions may need to reinvent the way 
they operate (i.e., its value chains) in order to break 
barriers to entry. 

Restructuring and transfer pricing
In addition to the value creation and value chains, 
certain aspects of the draft and final guidance 
released during the post-crisis period are very 
relevant to the restructuring that the industry is 
currently going through, including: 
(i)  transfer of “something of value” at business 

restructuring; 
(ii)  consideration of risks; 
(iii)  remuneration of restructuring itself and its 

relation with post-restructuring transfer 
pricing policies; 

(iv)  definition, pricing, and valuation of intangibles 
and cost sharing; and 

(v)  specific topics such as location saving and 
assembled workforce. 

Conclusion
Tax and transfer pricing considerations are important 
parts in the process of the restructuring and it is an 
opportunity for the tax and transfer pricing teams to 
contribute to the business by supporting their goals 
and ongoing strategy. 

Current market trends and forces will reshape 
and redefine how players in the financial services 
industry will operate. An organisation may respond 
by changing its business or global value chains, 
which may further impact each of the value creating 
elements, or their relative importance. At the same 
time, the transfer pricing regulatory environment 
is evolving, calling for a greater alignment between 
transfer pricing and value creation. 

New focus on value creation and global value chains

13  PwC, “Project Blue capitalising on the rise and interconnectivity of the emerging markets”, http://www.pwc.com/en_GX/gx/financial-services/projectblue/assets/pwc-project-blue-capitalising-on-the-rise-and-interconnectivity-
of-the-emerging-markets-saaame.pdf, pp 19.

(Continued on next page)
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This environment creates an opportunity to revisit 
existing transfer pricing policies and the framework 
for realignment with the changes in business, as 
well as with the latest thinking in transfer pricing 
regulations. For an overview of goals and steps in 
creating an effective transfer pricing framework, 
please see the table below.  

New focus on value creation and global value chains

Goals
To create a transfer pricing framework that
•   Aligns with the core business;
•   Supports ongoing business development strategies;
•   Is flexible for future expansion, including acquisitions; 

and
•   Is implementable.

How to get there?
1.   Defining what drives value and what value creating 

elements (activities/ risks/ assets/ capital) exist in the 
organisation;

2.   Defining how global value chains are structured 
based on the collection of the identified value creating 
elements;

3.   Defining a sustainable transfer pricing framework 
supporting the series of transactions in the value chains.

For more information, please contact:

Junko Yamato, PwC US 
junko.yamato@us.pwc.com
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Introduction
Since the 2008 credit crisis, the economic and 
financial conditions, both internally as well as 
externally, have brought continuous pressure to the 
funding sources of many multinationals. The era of 
cheap and easy funding seems to have passed for 
many companies and their lending counterparts, 
such as banks and other financial institutions. 

As an alternative solution to funding, many 
companies increasingly optimise their internal cash 
usage through cash pools, inter-company loans and 
factoring. At the same time, multinationals that are 
heavily reliant on external (bank) debt face stricter 
agreements and increased demand for securities, 
such as the provision of additional inter-company 
credit guarantees14, in order to obtain funding at 
lower costs, or to be able to attract funding at all. 

Tax authorities around the world have also noticed 
this increased usage of inter-company credit 
guarantees and wish to maintain their respective 
‘fair share’ of the multinational profit, by ensuring 

that guarantees are established based on the arm’s 
length principle. Incorrect charging and/or pricing 
of a guarantee fee may lead to double taxation, 
retroactive tax adjustments and penalties. 

This article provides a brief summary of the 
guidance given by the OECD Guidelines on inter-
company credit guarantees. In addition, we share 
insights from the Dutch transfer pricing practice, 
particularly in determining whether to charge 
(or not to charge) guarantee fees, on the basis 
of a specific distinction, the so called ‘business-
like’ and ‘un-business-like’ guarantees. Using the 
results of the most recent PwC Survey “Navigating 
the complexity” of 40 countries on financial 
services transfer pricing15, we also elaborate on 
the approaches - which still widely differ - across 
jurisdictions with respect to the treatment of 
guarantees. Additionally, a brief overview of the 
approaches taken in determining the level of a 
guarantee fee to be charged is included in Table 1, 
Table 2 and Table 3.

Finally, the article concludes that there is yet to be 
an international consensus among tax authorities 
on the treatment of credit guarantees. The expected 
guidance from the BEPS Project, particularly with 
respect to Action 4 (limit base erosion via interest 
deductions and other financial payments)16 
and Action 13 (re-examine transfer pricing 
documentation)17 may provide a starting point for a 
more consistent approach around the world. In the 
meantime, having a consistent and robust policy with 
respect to inter-company credit guarantees is highly 
recommended.

What the OECD Guidelines say  
on inter-company credit guarantees
The guidance in the OECD Guidelines with respect 
to the application of the arm’s length principle to 
inter-company credit guarantees is not sufficient. 
Based on the OECD Guidelines, a multinational needs 
to establish whether the guarantee qualifies as a 
“service rendered” (for which a guarantee fee is due) 

This article provides a brief summary of the guidance given by the 
OECD Guidelines on inter-company credit guarantees.

Inter-company credit guarantees: to charge or not to charge 
Insights from a Dutch transfer pricing perspective
By Michel van der Breggen and Dewi Wayuni

14  Herein referring mainly to an explicit guarantee (i.e., a legally binding commitment of the guarantor to the guaranteed party with respect to an obligation by the borrower). Other ‘soft’ forms of guarantees  
(e.g., keep well agreements, comfort letters or letters of intent) are out of the scope of this article as most countries do not recognize these soft commitments as inter-company transactions for transfer pricing purposes.

15  The PwC Survey of 40 countries which focuses on country-specific legislative requirements for pricing, among others, inter-company guarantees, as well as staff’s experience with the position of local tax offices on various 
aspects of pricing of financial transactions. For further details, please visit www.pwc.com/navigatingthecomplexity.

16  Relevant reports published for public consultation on 19 March 2014.
17 Relevant report published for public consultation on 30 January 2014.

(Continued on next page)
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and if so, what the level of the guarantee fee would 
be, on an arm’s length basis. 

In accordance to the OECD Guidelines  
paragraph 7.6:

“The question whether an intra-group 
service has been rendered […] should 
depend on whether the [guarantee] 
provides a group [company] with 
economic or commercial value […] 
This can be determined by considering 
whether an independent enterprise in 
comparable circumstances would have 
been willing to pay for the [guarantee]” 

This practically means that in determining whether 
or not a service is rendered, a multinational needs 
to establish the underlying reason for providing 
the credit guarantee and whether the guarantee 
provides a commercial benefit for which a third 
party would be willing to pay by charging a 
guarantee fee. Such benefit can come in the form of 

more relaxed terms and conditions (than otherwise 
obtained on a stand-alone basis), including but not 
limited to less strict covenants and a favourable 
interest rate. In the event that a company is able 
to obtain better borrowing terms for the loan as a 
result of the credit guarantee, a commercial benefit 
seems to exist for the guaranteed company as long 
as that benefit exceeds the (guarantee) fee paid to 
the (internal) guarantor. On the other hand, the 
guarantor in turn needs to cover at least the costs it 
may incur by providing the credit guarantee (e.g., 
administration costs, costs to maintain additional 
capital, higher funding costs as a result of the 
provision of the guarantee).  

That said, a guarantee fee should be determined 
by taking into account the perspective of both 
the guaranteed party and the guarantor.18 An 
arm’s length guarantee fee is therefore typically 
established between at least the costs which the 
guarantor needs to cover and at most the benefit 
(e.g., interest saved) which the guaranteed 
company is able to obtain.  

See Table 1 for further reference. Note that it also 
needs to be taken into consideration that no service 
is considered to be performed in the case of passive 
association (i.e., no fee should be charged for the 
potential synergy effect as a result of being part of the 
group/ the implicit parent guarantee) – on the basis 
of paragraph 7.13 of the OECD Guidelines. 

18 See OECD Guidelines paragraph 7.29.
19 See OECD Guidelines paragraph 7.13. 
20 See paragraphs 24 to 27 (Example 1 and 2) of the OECD report “Revised discussion draft on transfer pricing aspects of intangibles” dated 30 July 2013.

(Continued on next page)
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Table 1   Various approaches in determining  
a guarantee fee  - OECD Guidelines

Guarantee fees should be priced on an at arm’s length basis, 
taking into account the perspective of both the guaranteed 
party as well as the guarantor’s. Moreover, it also needs to 
be taken into consideration that no service is considered to 
be performed in the case of passive association (i.e., no fee 
should be charged for an “implicit parent guarantee”).19 The 
OECD similarly embraces the concept of passive association 
in the Revised Discussion Draft on Transfer Pricing Aspects 
of Intangibles, which includes two examples that recognise 
that passive association is a synergistic benefit and not a 
compensable benefit.20  
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The Dutch transfer pricing perspective on 
inter-company credit guarantees
The Dutch Ministry of Finance recently issued an 
updated Transfer Pricing Decree21 which includes 
- inter alia - further guidance on the application 
of the arm’s length principle for transactions 
such as inter-company loans, captive insurance 
transactions, and inter-company credit guarantees. 
These transactions have largely been the focus of 
tax audits in the past years. 

With respect to the treatment of inter-company 
credit guarantees, even more specific than what is 
mentioned in the OECD Guidelines with respect 
to commercial benefit, the Decree makes a clear 
distinction between business-like guarantees which 
provide a commercial benefit (for which a fee is 
due) and un-business-like guarantees which are 
provided because of “shareholder” reasons (for 
which no fee is due) when determining whether 
a guarantee is to be considered as a service 
rendered. In accordance with the Decree, when 
the borrower is unable to get the loan on a stand-

And what the rest of the world thinks 
about inter-company credit guarantees
On the basis of a PwC Survey in 2013, unlike 
the Netherlands, while it is true that many tax 
offices recognise inter-company credit guarantees 
as a relevant inter-company transaction within 
the scope of domestic transfer pricing rules, 
most countries do not have further specific (and 
elaborate) guidelines. 

Instead, the following general rules, which differ 
widely per country, can be compiled:
-   In addition to meeting the arm’s length principle, 

some tax offices only recognise guarantee fees if 
there are proper contractual formalities (e.g.,  
New Zealand and Singapore). 

-   Mexico and Indonesia accept guarantee fees as 
long as a case can be made that such guarantee 
arrangement generally provides a commercial 
benefit for the beneficiary.

(Continued on next page)

21  The Dutch transfer pricing legislation is largely based on the OECD Guidelines, with some modifications to reflect Dutch business practices. The 14 November 2013 Decree (No. IFZ 2013/ 184 M) replaces the previous transfer 
pricing Decrees of 30 March 2001 (No. IFZ2001/295) and of 21 August 2004 (No. IFZ2004/680M).

22  As no third party would appear willing to accept the risk associated with the transaction.
23  Another example of an inter-company credit guarantee being considered to be provided because of “shareholder” reasons is the Dutch Supreme Court ruling on 1 March 2013 (no. 11/ 01985). In the context of this ruling, a 

guarantee is considered to be provided because of shareholder reasons if the guarantor takes on a potential liability (in addition to its capacity as a borrower) that is higher than a liability which the guarantor would have taken, 
if it had attracted funds on a stand-alone basis. It should be noted that this ruling is specific on the grounds that it involved multiple group companies borrowing under a facility with an external bank – under the provision of 
a cross ‘joint and several’ guarantees between the borrowers. (The case is also referred to as the “Umbrella” guarantee case). Under the cross joint and several guarantee provision, each borrowing entity was liable to the 
external bank for the total full amount drawn under the facility by all of the borrowing group companies. 

Inter-company credit guarantees: to charge or not to charge

alone basis (i.e., without the credit guarantee) then 
the provision of such guarantee is considered to lack 
commercial benefit (for the guarantor), and as such, 
the guarantee is deemed to have been provided in 
the guarantor’s capacity as a shareholder22. Hence, 
no fee is due. Furthermore, the guaranteed third-
party loan is therefore considered to be an (indirect) 
inter-company loan for corporate income tax 
purposes. If the guarantee is invoked by the (third-
party) lender, the loss on such invoked guarantee is 
not tax deductible, as it was provided because of a 
shareholder reasons.23

On the other hand, in cases where the borrower could 
obtain the funding on a stand-alone basis (i.e., without 
the presence of the credit guarantee), obtaining a 
guarantee may allow for better and a favourable 
funding terms, hence the guarantee can be considered 
to have a commercial benefit for the borrower. In this 
situation, charging a guarantee fee is appropriate (and 
a loss under the guarantee will be deductible). For 
guidance in setting the guarantee fee from a Dutch 
transfer pricing perspective, please see Table 2.
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(Continued on next page)

Table 2   Various approaches in determining a guarantee fee  - Dutch transfer pricing practice

In determining the level of a guarantee fee, it should 
considered to what extent the favourable terms and 
conditions can be attributed to both the presence of 
an implicit parent guarantee (i.e., no fee, following 
the OECD Guidelines) and explicit guarantee 
(i.e., a fee is due). The extent of an implicit parent 
guarantee should be considered in conjunction with 
the potential strategic importance (and other factors) 
of the borrower, even without any explicit guarantee. 
Figure 1 below illustrates how to calculate a 
guarantee fee based on the Dutch approach.

The Decree further elaborates that the borrower’s 
stand-alone credit rating – boosted upwards by 
passive association/ implicit support/ parental 
affiliation (i.e., to come to a derived rating) – can 
rise significantly towards the group rating in case 
the strategic importance of the borrower vis-à-
vis the group’s rating is high (e.g., there will be 

reputational damage if the subsidiary defaults on 
its obligation). 

The remaining explicit guarantee (i.e., the area 
between the derived rating and the group 
rating) is the “commercial benefit” for which a 
third party would be willing to pay. However, 
the Decree does not further formulate how the 
above mentioned boost by implicit support can 
be quantified, nor is there further guidance in 
allocating the commercial benefit between the 
borrower and the guarantor.

Inter-company credit guarantees: to charge or not to charge

Interest 
rate

Rating

Strategic Importance

Commercial benefit/ 
range of applicable guarantee fee

Stand alone

Derived

Group
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-   Countries such as France24 and Switzerland25 
apply local safe harbours when determining the 
level of guarantee fees.

-   Poland and Sweden take as point of departure 
that guarantees (with a legal character) are 
services for which a fee should be charged. 

-   Countries such as New Zealand and Korea will 
check the financial position of the parties in order 
to examine whether there is sufficient capital 
to support the risk guaranteed, or in order to 
determine the arm’s length remuneration. 

For an overview of commonly applied methods in 
setting guarantee fees, please see Table 3. 
Interestingly enough, most countries do not 
seem to make further specific distinctions 
between business-like and un-business like credit 
guarantees as we see in the Dutch transfer pricing 
practice. And although the OECD Guidelines 
stress the importance of being able to demonstrate 
and substantiate the commercial benefit that is 
derived from a service (to support the charging of a 
guarantee fee), as indicated, the OECD Guidelines 

also do not make this explicit distinction or 
provides any other specific guidance.

Need for a robust and consistent policy 
with respect to inter-company credit 
guarantees
As apparent from the above sections, the current 
guidance provided by the OECD Guidelines 
on inter-company credit guarantees is limited. 
So far, domestic transfer pricing regulations in 
most countries do not carry more specific and 
elaborate guidance in dealing with inter-company 
credit guarantees. One of the exceptions is the 
Netherlands, being one of the few jurisdictions that 
have published specific and thorough guidance on 
this matter; particularly with regard to determining 
whether or not a guarantee constitutes a service for 
which a fee is due. 

In practice, this lack of clarity and consistency 
creates uncertainties for multinationals on the 
tax treatment of inter-company credit guarantees. 
It also entails that not only the facts and 

circumstances of a transaction need to be analysed, 
but also the specific position of the local tax offices 
involved with respect to the inter-company credit 
guarantee at hand.

In the meantime, the BEPS report, specifically Action 
13, re-examines transfer pricing documentation 
and it suggests Master File documentation with 
a specific chapter on financial transactions (i.e., 
with expected final publication in the summer of 
2014). Additionally, other developments are the 
revised discussion draft on the Transfer Pricing 
Aspects of Intangibles, the white paper on transfer 
pricing documentation as well as the OECD BEPS 
report Action 4, on limiting base erosion via interest 
deductions and other financial payments which 
among other things, plans to develop a transfer 
pricing guidance regarding the pricing of related 
party financial transactions, in the form of changes 
to the current  OECD Guidelines (i.e., with expected 
publication in second half of 2015).  

(Continued on next page)

24  See PwC Survey on France: a remuneration that varies between 0.25% and 1% of the guaranteed amount.
25  See PwC Survey on Switzerland: depending on the case, the safe harbour regulations for inter-company loans might be applied if a parent company provides guarantees (i.e., for funds up to CHF 10m, the safe harbour margin 

applicable for the guarantor is 0.5%; for funds exceeding CHF 10m, the applicable margin is 0.25%).

Inter-company credit guarantees: to charge or not to charge
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Table 3   Various approaches in determining a guarantee fee  - Rest of the world - commonly applied methods

Following the two-sided perspective as mentioned 
in the OECD Guidelines, in practice, an arm’s length 
guarantee fee is typically established within a range 
between the costs which the guarantor incurs with 
respect to a guarantee (e.g., administration expenses, 
costs of maintaining additional capital, standby 
credit lines) and the (guarantee) fee that the borrower 
would, at most, be willing to pay based on the benefit 
achieved because of the guarantee arrangement (i.e., 
the guarantee fee cannot be equal or higher than the 
actual interest rate benefit).

Based on the PwC survey, the Comparable 
Uncontrolled Price (CUP) method and the benefit 
approach are the most common approaches used in 
establishing the arm’s length guarantee fee worldwide. 
See Figure 2 below.26

Other methods sometimes accepted are the cost of 
capital approach (i.e., the guarantee fee is determined 
based on the cost of the guarantee to the guarantor, 
determined by analysing expected loss on the 
guarantee and the cost of capital to be maintained in 

relation to the guarantee), and analysing the fees 
paid on credit default swaps on bonds with similar 
characteristics to the guaranteed transaction (i.e., 
taking into account primarily the credit rating of the 
guaranteed). 

Other approaches include calculating the guarantee 
fee as the value of a put option (whereby the a 
guarantee is deemed to be equal to the right (but 
not the obligation) of the lender to sell the loan to 
the guarantor at a pre-determined  price – face 
value – and under specified event – credit event; the 
Black Scholes model of corporate finance may be 
used)27 , the multiplication of the expected default 
frequency, the underlying asset valuation and the 
loss given default of the  guaranteed asset. As the 
results of the PwC survey show, there is no universal 
approach in accounting for implicit support/ passive 
association/ passive affiliation in substantiating the 
arm’s length nature of guarantee fees.
  

Inter-company credit guarantees: to charge or not to charge

Generally accepted methods to evaluate the arm’s length 
nature of guarantee fees

Passive association/implicit support

26  See “Progress, but no guarantees for the consistent treatment of inter-company financing transactions”, Transfer pricing perspectives: Managing multiple stakeholders in the new economy, by Krishnan Chandrasekhar, Michel 
van der Breggen, Wout Moelands and Jeff Rogers of PwC.

27  See “Transfer Pricing and Intra-Group Financing: Low-Hanging Fruit?”, 15 Derivs. & Fin. Instrums. 2 (2013), Journals IBFD (accessed 4 February 2014) by A.J. Bakker through www. IBFD.org. IBFD stands for International 
Bureau of Fiscal Documentation. IBFD is an independent (non-profit) centre of expertise; offering high quality information and education on the field of International Taxation. 

Benefit 
approach

Cost of capital 
approach

Internal/ 
external CUP

Credit default 
swaps

Other 
approach

Unclear

61%

53%

69%

36%

25%

28%

Yes 17%

Unclear/No preference 47%

No 36%
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The aforementioned is expected to include further 
guidance on the pricing of related party financial 
transactions, including credit (and performance) 
guarantees, derivatives (including internal 
derivatives used in interbank dealings), and captive 
and other insurance arrangements.

As also demonstrated by the PwC Survey, to 
the extent a jurisdiction lacks specific domestic 
regulations, the broader OECD Guidelines are 
applied. Therefore, such additional guidance 
from the OECD should be valuable in creating 
and maintaining consistent approaches to pricing 
financial transactions across territories, including 
inter-company credit guarantees. 

Whether or not this upcoming guidance will also 
further define what constitutes a commercial 
benefit when determining whether or not a service 
is rendered (for which a fee is due), including 
the distinction between business-like and un-
business-like guarantees remains to be seen. In the 
meantime, creating a consistent and robust policy 
with respect to inter-company credit guarantees 
is highly recommended to avoid potential double 
taxation, retroactive tax adjustments and penalties. 

For more information, please contact:

Michel van der Breggen, PwC Netherlands
michel.van.der.breggen@nl.pwc.com

Dewi Wayuni, PwC Netherlands
dewi.wayuni@nl.pwc.com

Inter-company credit guarantees: to charge or not to charge
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