By Mimi Song



Financial transactions are common intragroup (orintercompany) transactions and,
like transactions involving tangibles, intangibles, and services, they're subject to
transfer pricing rules and principles.

There are many types of financial transactions—intragroup loans, capital structures,
treasury functions, guarantees, captive insurance andreinsurance, among
others—andinthe U.S., and most other countries, allmust be priced according to the
arm’s length principle.

Historically, with the exception of financial institutions, multinational companies
haven’t paid much attention to financial transactions in terms of transfer pricing.

So,inanattemptto motivate corporate taxpayers to apply the same transfer pricing
treatment to financial transactions that they apply to other transactions, the OECD
released a public discussion draft on transfer pricing financial transactions backin
2018. However, that draft left many questions unanswered.

The OECD guidelines puts a strong emphasis on the “accurate delineation” of the
transaction, whichis meant to give taxpayers a framework for assessing the arm’s
length nature of intercompany financial transactions.

The OECD recommends taxpayers break down each financial transactionin terms of
the functions, assets, andrisks of eachrelated party involved in the transaction.



The accurate delineationis an extra compliance burden for the taxpayer, but
it's advisable fortaxpayers to practice due diligence in a world of heightened
tax scrutiny.

To accurately delineate a transaction, taxpayers willhave to breakdown each
intercompany financial arrangement, first to identify the business purpose of
the transaction, the commercial rationality, and the terms and conditions of
the transaction. Once that’s determined, taxpayers can seeif they do, infact,
have an arm’s length arrangement.

The OECD emphasizes that taxpayers should establish the economic
substance of the transaction, as opposedtorelying onitslegal form.
Taxpayers must show that debt (or another financial transaction) is bona fide.

Thereportlists the following characteristics as economically relevant for
delineating transactions:

» The presence orabsence of afixedrepayment date

» The obligationto pay interest

» Theright to enforce payment of principal and interest

» The status of the funderin comparison toregular corporate creditor
» The existence of financial covenants and security

* The source of interest payments

» The ability of the recipient of the funds to obtainloans from unrelated
lending institutions

» The extent to which the advanceis used to acquire capital assets

« Therisk that the debtordoes notrepay onthe due date orseeks a
postponement






The cash-poolleader’'sremuneration depends onits characterization. Ahigher
spread-basedreturnis providedif the cash-poolleadertakes higherrisks-such as
hedging, liquidity, management, etc. But typically, a cash-pool leader performs no

more than a coordination or agency function and, therefore, receiveslimited
remuneration.



The function of captive insurance entities is to insure the risks of entities belonging to the
same multinational group. To accurately delineate captive insurance, it’simportant to
determine whether the insurance is genuine, a risk exists, and if theriskis allocated to the
captiveinsurance.

As captiveinsurance ensures therisk and reinsures it in the open market, it should receive
an appropriate reward for the basic services it provides.



The good newsis now you have facts and conditions to consider. While new guidelines
may add additional burdens in terms of due diligence, they also provide more
predictability, which in the world of transfer pricingis often hard to find.



At Exactera, we believe that tax compliance is more than just obligatory documentation.
Approached strategically, compliance can be an ongoing tool that reveals valuable
insights about abusiness’ performance. Our Al-driven transfer pricing software,
revolutionary income tax provision solution, and R&D tax credit services empower tax
professionals to go beyond mere data gathering and number crunching. Our analytics
home inonhow a company’s tax positionimpacts the bottom line. Tax departments that
embrace ourtechnology become avalue-add part of the business. At Exactera, we turn
taxdatainto business intelligence. Unleash the power of compliance. See how at
exactera.com.
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