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Mr Jeffrey Owens  
Director, Centre for Tax Policy and Administration  
Organization for Economic Cooperation and Development  
2, rue André Pascal  
75775 Paris  
FRANCE  
 

Dear Mr. Owens 

 

Revised OECD Discussion Draft of the Report on the Attribution of Profits to 
a Permanent Establishment – Part IV (Insurance) 
We write in response to your request for feedback on the revised Discussion Draft of the Report on 
the Attribution of Profits to a Permanent Establishment – Part IV (Insurance) published on 22 
August 2007 (“the Draft”).  We provide below an overview of our comments.  

You have asked for factual information in certain contexts. We have endeavoured to respond to such 
requests. We are willing to address follow up questions in the conference to be held in Paris on 26 
November 2007.  We propose Martin Zetter and Jenny Coletta attend from Ernst & Young UK. 

The comments are from tax professionals who practice in Ernst & Young’s global financial services 
transfer pricing practice in the United Kingdom.  These comments represent consensus opinion of 
the undersigned but do not necessarily represent the opinions of Ernst & Young, its affiliates, or any 
of its clients. 

Overview 
In our opinion, the revised Draft significantly improves on the previous version in many areas and 
reflects the considerable efforts of the OECD and the industry in striving to achieve a more coherent 
and relevant approach in respect of allocating profits to insurance permanent establishments (PEs).  

Our comments on the Draft are outlined below. 
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Key Entrepreneurial Risk-Taking (“KERT”) Function  
We note that the revised Draft now concludes that a KERT function “is likely to affect most directly 
the profitability of the insurance enterprise1” and that “an insurance business will have one key 
entrepreneurial risk-taking function, the assumption of insurance risk by performing the 
underwriting function”2.  This includes setting the underwriting policy, risk selection, pricing, risk 
retention, analysis and the acceptance of insured risk.  

In our view it may in some cases be incorrect to recognise only one KERT function, and in 
particular we are concerned that the current version of the Draft does not recognise that potentially 
functions other than underwriting may be the KERT/(s) function, although we welcome the guidance 
that suggests that the OECD does accept that split KERT functions may exist3. 

We note that the Draft does state that “the relative importance of functions to the profitability of an 
insurance business depends upon various factors including the type of insurance business (P&C, life 
or reinsurance), the line of insurance business and products sold in that business4”.  

We agree with this observation and indeed conclude from this that it is inappropriate to prescribe 
one and the same KERT for the insurance industry as a whole.  In our experience, underwriting, 
product development, sales and marketing as well as capital and risk management may all be 
considered “KERT functions” depending upon the facts and circumstance of the particular company.  
As alluded to in the Draft, it is important to recognise that the insurance industry is incredibly 
diverse, probably more so than other financial services industries, with organisations ranging from 
those offering commoditised products to others offering tailor-made bespoke solutions, from long-
term investments savings providers to short-term protection insurers, from global reinsurers 
employing thousands of people worldwide operating under global frameworks to small direct 
insurance operations focusing on one particular niche market.   

We outline below some examples which highlight the importance of functions other than 
underwriting. 

1. Commoditised Insurance 

We have expanded further the comments in the Draft with regards the travel insurance industry and 
other types of commoditised insurance.  These markets are highly competitive.  Most travel 
insurance packages are advertised globally on the internet and the costs of advertising and marketing 
these products online can be significant.  It is feasible therefore that the sales and marketing function 
is key in this case and, depending on facts and circumstances may be the function which maximises 
the returns on profits and not the underwriting function, which could be a commoditised process 
undertaken through a software platform as recognised in paragraph 192 of the Draft.  We do 
however note that paragraph 192 identifies product development and setting of insurance limits as 
potential KERTs, which may be inconsistent with comments in paragraph 70, for example, which 
indicate that parameter setting may not considered a KERT function.   

                                                      
1 OECD Part IV, paragraph 68 

2 OECD Part IV, paragraph 69 

3 OECD Part IV, paragraph 107-108 

4 OECD Part IV, paragraph 23 
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We note that the revised Part IV Draft concludes that the relative importance of functions other than 
underwriting depend on facts and circumstances, “for example for some products that are 
intrinsically profitable in insurance terms such as travel insurance the marketing function is likely to 
be important whilst for other products such as credit card insurance the development of a 
relationship with the credit provider will be vital.”5   

In the case of commoditised insurance feasibly there may be no significant differential between the 
profitability of insurers arising from underwriting due to the competitiveness of the market.  
Breaking this down in to the five underwriting activities for example:  

• The decisions made by the functions setting the underwriting policy may, for example, be 
largely similar across comparable companies.   

• Whilst underwriting risk selection may vary depending on whether a company wants to position 
itself in a certain market, differences may not necessarily be significant.   

• The pricing of commoditised insurance as referred to in paragraph 34, “is likely to be set by 
reference to applicable premium rate tables and the underwriter is generally less involved in 
the pricing of the contract” and due to the competitiveness of the market, customers are able to 
“shop around” through financial comparison websites.  

• Furthermore in relation to risk acceptance, paragraph 34 goes on to say that “this may be 
performed by an underwriter who will be more like a salesperson with look-up tables.” 

• The decision whether to reinsure or retain the risk is unlikely to apply to individual risks but 
rather to portfolios of risk and is unlikely to be made on an active, day to day basis.  Indeed the 
decision is likely to be a strategic one.  We note that paragraph 68 of the Draft states that “the 
assumption of insurance risk is the key entrepreneurial risk-taking function for an insurance 
enterprise, and the management of that risk subsequent to its assumption generally does not 
involve the kind of active decision-making that justifies treating that management function as a 
KERT”.   

Therefore the function which is likely to affect most directly the profitability of the insurance 
enterprise could, depending on facts and circumstances, feasibly be a function other than 
underwriting.   

2. Reinsurance and diversified operations 

In our opinion reinsurance is broadly more global and diverse in nature than direct insurance.  In 
particular, whilst insurers manage their underwriting risk and optimise capital through use of 
reinsurance programmes often locally, reinsurers adopt strategic risk management processes in order 
to manage their own risk most efficiently. 

Risk management for a reinsurer encompasses the underwriting function and capital management, or 
the matching of risk profiles to capital either through transferring risk or laying-off risk to the 
markets.   

It is common market practice that decisions made at strategic level determine global operating 
guidelines.  Head office may therefore determine the framework which prescribes the remit of risk 

                                                      
5 OECD Part IV Para 32 
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acceptance and capacity limits, above those limits underwriting decisions may be made by 
centralised senior teams of underwriters.   

The Draft paper in paragraph 68 states that “the management of that risk subsequent to its 
assumption generally does not involve the kind of active decision-making that justifies treating that 
management function as a KERT”. 

Paragraph 70 goes on to say that “the underwriting activity typically includes risk management 
functions related to setting the underwriting policy and the parameters for determining the amount 
of risk to underwrite.  Such parameter-setting, without further involvement in assuming or managing 
the risk, would not generally be considered a function forming part of the KERT of the assumption of 
insurance risk”. 

Therefore the strategic decisions made at head office level would not appear to constitute a KERT 
under this guidance but equally where the underwriter in a local jurisdiction is operating within a 
prescribed framework and is not making active decisions the guidance also indicates that this is not a 
KERT.  We conclude that further clarification would be beneficial and that again, a facts and 
circumstances approach should be taken in order to determine most accurately the function that 
represents the KERT function. 

3. Life Insurers - Run off Business 

For life insurers managing “closed books”, which are essentially portfolios of run-off business, it 
would seem unlikely that the KERT would be underwriting, particularly as new risks are unlikely to 
be being taken on, and as the value of a closed book will decrease over time as the liabilities run off.  
There is an active market in the acquisition of closed life books where it is widely acknowledged 
that profits can be achieved through optimisation of investment returns, expense base and capital 
efficiency.  In our opinion this is one example where the KERT could be investment management or 
risk management, as opposed to underwriting.  Whilst we note that the Draft applies some 
commercial context to life insurers’ asset management activities6 it does not provide any indication 
that asset management functions could present a KERT in some cases and again clarification would 
be helpful. 

Recognition of Dealings 
Consistent with the previous Draft, a threshold test must be passed before a dealing between a PE 
and head office is accepted as equivalent to one which would have taken place between independent 
enterprises.  The revised Draft does, however, include an additional element to that test, specifically, 
the requirement that a dealing will only be constituted by “arrangements which would have been 
adopted by comparable independent enterprises behaving in a commercially rational manner”7.   
 
This new wording appears to add an effective commercial benchmarking to the Working Hypothesis 
and may mean that many transactions are now caught unintentionally.  Previously the threshold test 
referred to “normal commercial conditions” which in our view does not require a direct comparison 
with independent enterprises as is the case under the new wording.  This new approach may not 
always be appropriate as a particular dealing between a PE and Head Office may be transacted under 

                                                      
6 OECD Part IV, paragraphs 44, 142 

7 OECD Part IV Para 87 
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“normal commercial conditions” (being consistent with market trends and practices for example) but 
may not necessarily be an arrangement adopted by a comparable independent enterprise. 
 
In particular, the OECD should clarify how it expects the commercial rationality test to be applied in 
practice to PEs and in particular prevent the application of this test to insurance companies operating 
through subsidiaries in the absence of specific insurance transfer pricing guidelines at the present 
time.  This will serve to avoid diverging interpretations between the relevant tax authorities and 
parties in question.  
 
Arguably as insurance is such a diverse industry and equally respects historic practices and nuances 
as much as it encompasses rapidly evolving innovation, it would seem inappropriate to disregard 
transactions which may have commercial context albeit not when compared directly to independent 
subsidiaries.  The OECD should provide further clarity around this test and be mindful of the scope 
of Part IV being to provide guidance on the allocation of capital to insurance PEs as a result of the 
application of the Working Hypothesis thereon. 
Reinsurance between companies (“Intra Group Reinsurance”) 
We largely welcome the removal of Section C relating to intra group reinsurance from revised Draft 
Part IV as in our view this should be dealt with separately in specific OECD transfer pricing 
guideline for insurers. 

We encourage the OECD to provide guidance on how the authorised transfer pricing approaches 
should be applied to intra group reinsurance in order to provide certainty to the industry. 

Dependent Agent Permanent Establishments (DAPEs) 
The increased stringency in the recognition threshold as a consequence of the commercial rationality 
test may mean that the principles for establishing the existence of DAPEs can now be construed too 
widely.   

Allocation of Capital and Profits to Permanent Establishments 
We do not necessarily agree that it always appropriate to conclude that all parts of an insurance 
enterprise will have the same creditworthiness in all cases and consider that this should be based on 
a facts and circumstances approach.   

The revised Draft recognises that “it is not possible to develop a single internationally accepted 
approach for making that attribution of capital8”.  We agree with the OECD conclusion that no 
single approach is capable of achieving an arm’s length result in all circumstances, highlighting the 
need for a facts and circumstances approach.  However this presents a risk of differing 
interpretations by different tax authorities.   
However, we do not accept the OECD assertion that “insurance enterprises typically do not have 
interest-bearing debt as a significant part of their capital structure9”.  The table below outlines the 
inter-quartile range of gearing levels of the 76 companies in the Bloomberg World Insurance 
Index10. 

                                                      
8 OECD Part IV, paragraph 162. 

9 OECD Part IV, paragraph 76. 

10 As of 26 October 2007. 
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Long Term Debt to Common 
Equity (%) 

First quartile 14.59
Median 27.60
Third quartile 43.45
Number of observations 76

 
As can be seen from the table above, among the 76 insurance companies in the Bloomberg 
World Insurance Index the inter-quartile gearing level was 14.59% to 43.45%, with a 
median gearing level of 27.60%.  This appears contrary to the OECD’s assertion that 
“insurance enterprises typically do not have interest-bearing debt as a significant part of their 
capital structure11”.  As such, we recommend that the OECD remove this reference from the 
guidance. 

If you have any comments or questions about our response, please feel free to call or email any of 
the undersigned.  
 
We appreciate the opportunity to provide feedback to the OECD and look forward to the opportunity 
to discuss our response at the conference to be held on 27 November 2007. 
 
Yours sincerely, 
 
 
 
 
 
 
Hannah Cleaton-Roberts (United Kingdom) 
David Arnold (United Kingdom) 
Martin Zetter (United Kingdom) 
Jenny Coletta (United Kingdom) 
Darren Andrews (United Kingdom) 
 

                                                      
11 OECD Part IV, paragraph 76. 
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