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Tax Newsflash
OECD Discussion Draft on Financial
Transactions

The Organization for Economic Cooperation and Development
("OECD") issued on 3 July 2018 the long awaited

(the "Discussion Draft") to
seek feedback from stakeholders on a humber of questions -
with feedback due by 7 September 2018. Although this is a
draft and is non-consensus document, it provides a useful
reference to support the pricing of financial transactions.

The Discussion Draft has four main sections. The first section
provides guidance on applying the arm's length principle for
financial transactions, and the remaining three focused on
specific types of arrangements.

Guidance for applying the arm's length principle with
financial transactions

In 2015 the OECD issued the Base Erosion and Profit Shifting
("BEPS") Final Reports, including the "Aligning Transfer Pricing
Outcomes with Value Creation, Actions 8-10" report. This
replaced large sections of the OECD TP Guidelines with new
commentary for applying the arm's length principle.

Those changes cover all related party transactions, but
included a note that additional guidance would be provided for
the economically relevant characteristics for determining the
arm's length conditions for financial transactions.

Part B of the Discussion Draft provides the key guidance on
identifying commercial and financial relations, and the
economically relevant characteristics of a financial transaction
for the purpose of accurately delineating transactions. The
emphasis on accurate delineation is reinforced throughout the
discussion draft, and applies both to assessing the rate of
interest on a loan contract as well as whether loan contract is
economically a loan or another form of arrangement (for
example, equity).
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This new guidance outlines that taxpayers should consider the
contractual terms, a functional analysis for the lender and
borrower in respect of the financial transaction, the
characteristics of the financial products or services, economic
circumstances at the time the contract was entered into, and
the business strategies of the parties involved.

For a functional analysis of a hypothetical related party loan,
lenders and borrowers will be expected to take into
consideration:

Lender Borrower
Analysis and evaluation of Reviewing and ensuring the
risks inherent in the loan availability of funds to repay

lender principal and interest

Capability to commit capital Providing collateral
to the borrower
Determining terms and Fulfilling other loan contract
conditions of the loan, and terms
organizing and documenting
the loan, etc.
Ongoing monitoring and
review of the loan

Treasury functions

The role of group treasury is discussed, as well as the
corresponding remuneration — concluding that treasury
functions will normally be support services to the main value
creating activities and should generally receive a service type
return.

Intra-group loans

The Discussion Draft focuses on interest rate pricing, requiring
that both lender and borrower perspectives be taken into
account - requiring a functional analysis and contractual
analysis.

Loan pricing is considered at some length, and raises some
interesting issues:

e Existing pricing approaches (Comparable Uncontrolled Price
method and the cost of funds) are considered appropriate
pricing mechanisms. However, bank quotation letters will
not generally provide evidence of arm's length terms and
conditions.

e There is a question whether a risk free rate of return could
be applied to a transaction where the lender does not
perform decision making functions. This may be
problematic where holding companies are used to issue
debt, but have no employees. The impact of giving these
companies a permanent loss will need to be considered
further by the OECD.

Cash pooling



The Discussion Draft includes a humber of comments on cash
pooling, including an approach for the accurate delineation of a
cash pool arrangement. Issues of particular interest include:

e Taxpayers should consider the nature of any advantage or
disadvantage from being the cash pool, the amount of any
benefit or detriment, and how that should be shared.

e Taxpayers can consider situations where pool members
have surpluses or borrowing positions, which cease to be
short term liquidity arrangements, and become long term
loans.

e The Discussion Draft considers that in general cash pool
headers provide a co-ordination or agency functions, and
that a service provider remuneration is appropriate. This
means they should not receive a spread of the deposit and
credit interest rates.

e The options for rewarding cash pool members are
addressed, including enhancing interest rates for all
participants, applying the same interest rate for all
participants, or allocating the cash pooling benefits to the
depositors (as they are bearing credit risk and should
receive the return on capital).

Hedging

The Discussion Draft recognizes that hedging contracts are
frequently used by MNEs, and that treasury functions will often
centralize these as part of risk mitigation strategies relating to
interest rates, currencies, commodities, etc.

The different mechanisms for how MNEs may centralize
hedging are outlined, including:

¢ Centralized hedging in the name of the operating
companies

e Centralized hedging in the name of another group company

e Identifying natural hedges within the group, with no formal
hedging contracts.

In respect of the second and third options, the OECD
recognizes that this is a difficult issue and specifically seeks
comments from stakeholders about how this should be
managed. This is an issue that taxpayers in China may face,
given regulatory restrictions on hedging, and tax authorities
have previously paid attention to hedging arrangements of
MNE groups and its impact on Chinese subsidiaries.

Guarantees

The pricing mechanisms outlined in the draft are consistent
with standard practice of using CUPs and the yield approach
primarily, and should not be particularly controversial. A key
point is made that the benefit obtained by the guarantee does
need to be shared between the two parties.

Captive insurance
Captive insurance refers to situations where MNE groups may

manage risks within the group, with premiums being paid to
the "captive insurer" within the group. The Discussion Draft



provides several comments on captive insurers and
considerations for TP methods and pricing.

Although the Discussion Draft is not finalized yet, taxpayers
with related party financial transactions should pay attention
to this Discussion Draft as an important reference for
supporting transactions, and for any negotiations with tax
authorities. For instance, while contractual analysis has always
been part of analyzing financial transactions, a functional
analysis for both lender and borrower is a step that most
taxpayers will not have taken in previous years. However, this
is consistent with the approach now expected for other
transactions, and taxpayers should be able to take these
additional considerations into account.

Affected taxpayers should consider taking actions as follows:

e Ensuring that treasury departments are aware of the new
guidance before entering into new financial transactions;

e Evaluating the impact of this guidance on new financial
transactions and devise the transfer pricing policy
accordingly;

e Reviewing existing related party financing arrangements in
particular cash pooling arrangements, intra-group loans,
and guarantees, to identify any significant risks.

Once there is further feedback or developments we will issue
further tax newsletter to keep taxpayers informed.

Authors:
Victor Li Wei Shu
Partner Partner
+86 755 3353 8113 +86 21 6141 1036
Louisa Lu John Leightly
Director Senior Manager
+86 21 6141 1179 +86 21 6141 1248

If you have any questions, please contact:

Lian Tang He Maria Liang
Partner Partner

+86 10 8520 7666 +86 21 6141 1059
Victor Li Frank Tang
Partner Partner

+86 755 3353 8113 +86 23 8823 1208


mailto:vicli@deloitte.com.cn
mailto:wshu@deloitte.com.cn
mailto:lolu@deloitte.com.cn
mailto:lhe@deloitte.com.cn
mailto:mliang@deloitte.com.cn
mailto:vicli@deloitte.com.cn
mailto:ftang@deloitte.com.cn

0000B®O®OH6H6

Deloitte refers to one or more of Deloitte Touche Tohmatsu Limited, a UK private company limited
by guarantee ("DTTL"), its network of member firms, and their related entities. DTTL and each of
its member firms are legally separate and independent entities. DTTL (also referred to as “Deloitte
Global”) does not provide services to clients. Please see About Deloitte for a more detailed
description of DTTL and its member firms.

Privacy

Thank you for your interest in Deloitte China services. Deloitte China would like to continue to use
your personal information (in particular name and contact details) for the purpose of sending you
marketing and regulatory updates, invitations to seminars and other events organized, sponsored
or promoted by Deloitte China. If you do not wish to receive further communications from Deloitte
China, please send a return email to the sender with the word “Unsubscribe” in the subject line.

If you would like to update your personal information, please click here.

Deloitte China refers to Deloitte Touche Tohmatsu in Hong Kong, Deloitte Touche Tohmatsu in
Macau, Deloitte Touche Tohmatsu Certified Public Accountants LLP in the Chinese Mainland and
their respective affiliates practising in Hong Kong, Macau and the Chinese Mainland.

This communication contains general information only, and none of Deloitte Touche Tohmatsu
Limited, its member firms, or their related entities (collectively the “Deloitte Network”) is by means
of this communication, rendering professional advice or services. Before making any decision or
taking any action that may affect your finances or your business, you should consult a qualified
professional adviser. No entity in the Deloitte Network shall be responsible for any loss whatsoever
sustained by any person who relies on this communication.

© 2018 Deloitte Touche Tohmatsu in Hong Kong, Deloitte Touche Tohmatsu in Macau, and Deloitte
Touche Tohmatsu Certified Public Accountants LLP in the Chinese Mainland. All rights reserved.

To no longer receive emails about this topic please send a return email to the sender with the word
“Unsubscribe” in the subject line.


http://www2.deloitte.com/cn/en/pages/about-deloitte/articles/about-deloitte.html
http://www.deloitte-china.com/contact/data.html
https://www.facebook.com/deloittechina
https://twitter.com/deloittechina
https://www.linkedin.com/company/deloitte_china
http://www2.deloitte.com/cn/en/footerlinks/social-media.html
http://e.weibo.com/chinadeloitte
http://i.youku.com/deloittechina
http://www.youtube.com/deloittechina
https://www2.deloitte.com/cn/en/footerlinks/contact-us.html

