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FUNDING SUBSIDIARIES

Company policy: the more equity in a foreign entity, the bigger the perceived risk
Flexibility: loans can be quickly repatriated (at least, in theory): equity cannot
Duration and refinancing risk
Involvement of the in-house bank
Exchange controls
The need for internal loan agreements
Tax. This is very complex, and can become circular:

Local thin capitalisation and equity requirements
Arm’s length pricing for intercompany loans – the end of LIBOR complicates this
Profitability of the local business
Charging for credit risk – this is circular, as we control the credit quality
Country risk
Implicit guarantees

Business performance issues: equity does not result in a charge in the local books. This can disguise the
true cost of funding working capital or capital expenditure
Difference between local accounting rules and those of the parent
Workload: the analysis is usually manual, which can be a problem if there are many subsidiaries

CHAIR'S COMMENTARY

This call came out of a series of discussions with treasurers: we spend a lot of time worrying about
intercompany loans, external funding locally, etc. But a lot of these issues arise as a result of a series of key
decisions, which are strategic and often historical: how do we structure our subsidiaries?
This is a complex decision. A non-exhaustive list of considerations includes:

continued...

Call date: March 18th 2021

Expert chair: Damian Glendinning (bio at end of report)

Participants: Senior Corporate Treasury professionals
from USA and Europe responsible for their company's
funding operations.

Discussion: This session explored the different
approaches that companies take to funding their
subsidiaries and how they are evolving.
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People seem to be considering equity more than in the past
Transfer pricing is becoming more of an issue, so Tax is having a bigger say

Specific problem with negative interest rates, especially for the euro
In-house banks initially just provided short term funding. Some are moving to do all funding

This is a topic of great interest to us as we are in the midst of reviewing our funding approach and
processes and are interested in hearing how others are approaching funding. 
With hundreds of legal entities around the world, it’s a challenge to develop a common approach
including defining loan pricing and checking on implementation of the approach on a regular basis.  
A further challenge is timely access to the information required to analyse and execute equity funding
versus debt funding decisions at an entity level. We have centralised IFRS reporting, however, we do not
have electronic access to the local stats information required. We only have the PDFs. Consequently our
analyses and decisions are ad hoc and mostly dependent on IFRS information. 
In the past, we only considered country risk. As of this year, we have begun to look at entity risk in large
part due to wealth transfer pricing requirements. So specific legal entity pricing is now based on country
risk, entity risk and a portion of the group risk. 
As a result, intercompany loan pricing has become significantly more expensive and is sometimes more
expensive than third party loans. Many entities which are in an indefinite intercompany borrowing
situation are being overcharged. This is particularly true for emerging markets
Prior to this year, our preference has always been for debt funding because it is easier to get that out of a
country versus equity funding. With the incorporation of entity risk and the resulting sharp pricing
increase and cost of intercompany debt, we are now shifting our approach to consider equity funding.  
So we’ve changed the way we price loans, we are looking into a more aggressive equity funding
approach and we’re also reviewing the whole process, which is something I would like to discuss with
the group. What can be automated? Do any of you automate the funding decision?  
Funding is a very manual process for us. We have gone out with funding requests to ask for figures, why
they need it, what will they spend it on. Sometimes we intervene with the local approval process if we
suspected the amount or the reason for the request needed further assessment. 
Setting up loan agreements is very manual 

The first is what drove you to include an entity risk factor? We've had several discussions about this. In
many cases, intercompany loans in the past have not contained a risk element. And of course, that can
get you into all sorts of interesting discussions with the tax authorities recognising that you've got two
different sets of tax authorities involved and they may take a very different view of this.
Can you explain more about how the in-house bank interacts in all of this? Do you keep long term loans
separate from the in house bank? Or does the in house bank play a part in those? How does that work?

CHAIR'S COMMENTARY continued...

Most of these topics came up in the call. As always, there are a variety of approaches, with no one right (or
wrong!) answer. But some shifts seem to be under way:

Bottom line: it can be worth taking some time to stand back to look at the overall structure, and ask “What
would I do if I started from a clean piece of paper?” We never start from a clean piece of paper, but it is good
to have a view of what the preferred structure would be, and work towards it.

ONE 

Question from Chair: That’s all very interesting. Three main questions come to mind:
1.

2.
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ONE continued...

3.My third question comes back to the whole question of intercompany loans. Similar to you, in my own
experience, we always took the view that we'd prefer a loan on the grounds that it's not permanent.
Whereas the reality is that intercompany loans are often permanent. They are never going to get repaid.
And there is typically a reluctance to face up to this, which can end up being uneconomic because if
you're going to put equity in, you might as well do it sooner rather than later. 

Response: We included the risk factor based on the feedback of our tax department. They argued that to
avoid a transfer pricing issue, we needed to reflect the risk of the entity. This would avoid situations where
too high an interest rate would be interpreted by the local tax authority as a sign that we are taking money
out of the country or if too low that we are moving profits from one country to another.

Comment / Question from peer FOUR: Since you are in charge of putting in equity or financing the
subsidiary with a loan, don’t you create a dilemma? For example, if you keep the equity level low and you
assess the credit risk on the legal entity as high, haven’t you created a greater credit risk which you then
must charge higher interest for? 
 Response from ONE: That’s why we are shifting more towards equity funding. It’s a very hard discussion. If
you have low equity, you have high interest. There’s nothing you can do about that. So that is why we are
changing the approach.

Comment FOUR: Its really two sides of the same coin. As soon as you've sent across the money to the legal
entity, regardless of whether you call it equity or borrowing, the money is there. So that's the risk. And the
total risk is more or less the same, because it comes from the same pocket. 

Comment Chair: There’s a danger here that we will dive further into this question and never come out again
on the other side. I agree that the problem is that you create the risk by the equity funding level. But if you
don't charge for the risk, you're under charging, and you are giving an implicit guarantee. And you should be
charging for that guarantee. I've had this discussion with tax departments. So I don't know whether that's a
question that's come up.
Response FOUR: I’m assuming you’ve all read the guidance from the OECD which will shape the future of
this discussion. It states that the equity level needs to be adjustable and fair in order to have an internal
baseline and price it efficiently from there. From our side, we use country risk when determining the mark
up. If you use LIBOR (or other) as the base, then you use the mark up to cover for the country risk, and then
the credit risk. Within our company, currently, we're still using that logic to say that all legal entities have the
same credit risk, since we would never leave a legal entity in default. That means that the group credit rating
in the market should also be the one for all the legal entities. I recognize that's pushing it a bit. But if we draw
the line and say that, regardless of what happens, we will always cover the legal entity, the subsidiary, we
will never leave them in default. All without leaving a parent guarantee.
Response ONE: We’ve had this country approach in the past but we are pushed by tax to change. 

Question from Chair directed to FOUR: You have to come back to the previous point. Aren't you actually
giving an implicit guarantee? And Shouldn't you be charging for that?
Response FOUR: Yes, and you don't want to go down the rabbit hole of pricing parent guarantees, it gets
really complicated quite fast.
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ONE continued...

Question from Chair directed to FOUR: Absolutely, But you mentioned the OECD guidelines. Unless I’m
mistaken, they do actually raise the point.
Response from FOUR: I don't have to agree with everything they say……
Response ONE: One interesting outcome for major markets is the in-house bank deposit. The deposit is
costing the in-house bank owner more than before, because the rating is lower than the entity rating. 

Question Chair: That gets to my second question concerning how the in-house bank fits into the equation.
Can you explain more about how the in-house bank interacts in all of this? Do you keep long term loans
separate from the in house bank? Or does the in house bank play a part in those? How does it work?
Response ONE: We used to maintain long term loans separately from the in-house bank, but we have
recently changed. The in-house bank used to be for working capital only. If the loan was structured, we
would issue an intercompany loan separately. However, recently, we decided to change our approach. In
principle, there's no issue in doing long term funding via the in-house bank. In fact, it makes things easier
because all interest is calculated automatically and we do not need to set up any additional agreements.
We do need to monitor for any overdraft, but no additional monitoring is needed. So we recently decided
that all entities in our cash pool can also get long term funding via the in house bank.

Question: So will you still have separate agreements with long term interest rates? Or is it all just basically
considered as being short term?
Response: There is no separate agreement and it’s a monthly interest charge by the in-house bank. So there
is no difference. We suspect some entities may complain but none have to date. Also, usually the interest
rates in these markets aren't too different. 

Question: That's fascinating. I suspect you will have some lively discussions with the subsidiaries over all of
this. But if you're doing this in EUR, if it's not indiscreet, have you been affected by negative short term
interest rates on the EUR and if so, do you reflect those through the in house bank?
Response: We did not in the past. We actually charged zero plus a margin for overdrafts and did not pay any
interest on deposits. That all changed as of January this year. Interest is now being paid monthly on deposits
as it is viewed as a loan to the parent and charged monthly on overdrafts / loans. 
We sent a communication to all of our subsidiaries in January advising them of the changes and have heard
very little so far. It is likely that once they look at the interest charged or received, we will begin to receive
inquiries and probably have more ‘lively’ discussions. 
Question: Is that going to lead to discussions with your tax department, because presumably, if you're
accumulating EUR in Europe, when you deposit them, you're getting negative interest rates? So if the parent
is paying positive interest rates for cash on which it is getting negative interest - does that get your tax guys
nervous?
Response: Actually, that's what the tax guys say we should do. So, I don't expect any issue from tax, because
we’ve been very closely aligned and have taken direction from tax all along. 
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With regard to equity, we recognize we influence the equity ratio. So we try to address the dilemma by
defining a minimum equity ratio for each subsidiary. As long as that is a given, we don’t have issues with
individual pricing of intercompany loans. 
So we have our country rating, a company rating, an individual company rating which is a quick rating,
which we perform every year to align on a markup on top of LIBOR (or equivalent).
But I hear what ONE and FOUR are saying - that if you're the one keeping the equity ratio low, you can't
double charge.

Also, regarding cash pools lending money to corporate HQ, I would be strongly against paying for these
deposits, particularly where corporate HQ is incurring negative interest on the deposits. 

TWO

Comment ONE: Our past approach was to have a minimum legal equity in place. But do you have a special
ratio in place, e.g., 50%?
Response TWO: 25%. I can’t give you specifics on how that number was derived.

Comment ONE: I think at the end of the day, you just have to decide what feels right. 
Response TWO: Agree. Per an earlier question of yours, we do not have an automated system to drive our
decisions. It's a fairly manual process. 

Response ONE: Perhaps we will change that going forward. It is an interesting outcome
Comments Chair: Your tax guys are comfortable with the parent basically absorbing a loss? If the parent is
EUR functional, and if it's either paying interest or not paying interest, but it's obtaining funds that it's
depositing at negative interest rates. My experience of dealing with some local tax authorities in Europe is
that they usually are not very amused by that kind of thing.
Response ONE: I understand your point. And we had concerns with that as well but that's what our tax guys
told us. 

Comment TWO: Currently we want to maintain a significant level of cash on hand. We have yet to decide for
how long or discussed strategy with our tax guys. To achieve a desired level of liquidity, we either borrow
from our banks or form our subsidiaries, but either way it comes with cost. As long as the costs I am paying
to the subsidiaries are lower than the cost charged by the banks, I do not see a problem. 

Question Chair: Before we move on, a question to both of you is historically we like to use intercompany
loans, but at some point, it's unrealistic. The reality is that this becomes equity. So, is that something you
address? Or did you just basically address it through your period ratio calculation?
(This is countries like Nigeria or Angola, or in fact any country where you have an intercompany loan, but you
know the chances of ever getting it repaid are virtually zero)

Response ONE: It is a case by case basis. We have a current case in Nigeria – they are now overdue. But in
the past, the entity was profitable and they were able to settle all dues. As long as they are able to pay at
least part of it, we usually continue (with the intercompany loan). But if we have rolled a loan for several
years, we usually look into a conversion into equity. 
Question Chair: And if I may, without wanting to belabour the point. Because I've been there, bought that T
shirt on several occasions: you get into why you're doing this because it's losing money and you don't think
you're ever going to be able to get paid back, which does raise the question of ‘Tell me again, why we're
doing business here’?.
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Similar to ONE, we are increasingly leaning towards equity funding versus loan funding, especially if it's
for longer term purposes.
We still distinguish between short term and long term loans but with the target when something is long
term to look into equity solutions. 
We try to keep everything as short as possible so that we don't have to go through a full blown rating for
a legal entity. We don't have the best analysis protocol, for example DCF (discounted cash flow)
calculations to determine repayment capacity. So we take the opposite approach and look at the
historical balance over the last year to identify a baseline of funding or cash access that has always been
there. We use that as the amount we would reclassify to long term then look at an equity solution. It’s
been a mixed success. 
One advantage we have is that most of our countries are distributors only. So we have intercompany
flows into those markets and then they sell on to the end customers. That gives us the opportunity to
play with our intercompany payment terms (in line with the transfer pricing rules and the payment terms
have to remain at arm's length). But we have been able to align our intercompany terms with third party
terms and basically avoid any structural net cash builds. As a consequence, we make changes in the
company payment terms quite regularly. 
Equity injections are mostly for the entities where we have manufacturing and where we typically need a
lot of funding.
Historically, we over capitalized in quite a few markets. And it has been a challenge for example, to get
the capitalization out of India, and Japan. We also have a few markets where cash is stuck because the
decapitalization process is taking a long time. 
With regard to pricing, you mentioned that negative interest has implications for a EUR functional entity.
We are USD functional but we still have the issue because whenever we have a EUR position, we will
attach the negative interest. And the negative interest differential is then captured in the cost of hedging. 

We have a lot of cash rich entities in Europe. So the deposits from these markets to the Treasury
Centre are high. And when applicable, we have the cost of hedging, as well as the negative interest
which we do not charge to the participants. That was a joint decision with Tax. 
We have had two cases, one in Switzerland and one in Japan, with negative interest charges. The
local tax authorities requested that we charge interest on deposits, even though the benchmark
rates were negative. However our tax group is saying that tax authorities don’t expect negative
interest and will probably won’t accept the deduction. 
And in the market, we see differences. Some banks are charging negative interest, while others are
defining certain thresholds where they don’t charge. That's why we are saying it's probably
defendable to basically cap at zero. But that does mean that the Treasury Centre has a loss because
we have the hedging expense. That's another reason why we're looking at keeping everything short
term. And if there's a structural cash build or cash shortage, fix it with equity.

TWO continued...
Response ONE: [strategic reason redacted] The goal is to set up an entity in a way that sooner or later, it's at
zero debt. But that means we have to give them more equity. So in these cases, funding shifts from a debt
funding to 100% equity funding. 
Response TWO: The same for us. Because of our business, there are countries we have made a strategic
decision to be in. And then, when we see that a long term intercompany loan is not repayable, we do a debt
to equity swap.

THREE
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(ONE) to your last point, we use in-house bank accounts also. But we use it only for short term liquidity
needs.
Whenever a subsidiary has longer term needs, or has deposits over time, then they should use fixed
term. That's how we run it because from an internal bank point of view, we want to understand the
refinancing risk - how long do they need the money? So if they are placing their money, or if they are
borrowing money for a very short duration, that means that we would need (from an internal bank point
of view) to finance that currency overnight, and that's not something we want to do.

THREE continued...

Question Chair: Re cross border intercompany loans. You often have withholding tax on the interest
payments. Has that been an issue for you or anybody else?
Response THREE: Yes. We have the discussion with Tax all the time as to whether it makes sense to pay
those taxes. In many cases, the answer is yes because the centralization objective comes first. But if in some
cases, the price is too high, then we turn to equity for that reason. It is the exception, but it is part of the
conversation.

Question Chair: Also, you mentioned something which I know can get horrendously difficult – decapitalizing.
Could you expand a little bit on the kinds of issues that you come across when you do that? 
Response THREE: The challenge you have in all markets is third party interests - the suppliers and the other
external beneficiaries are allowed to have their say. In most countries, there's a formal process whereby you
have to announce that you’re going to decapitalize and then there's a waiting period when these parties can
object. The more complex one is where the waiting period takes a very long time. Take India for instance.
We just completed a decapitalization in 2020 which we started in 2014. So in that case, it took six years not
only because of the decapitalization process but other things, as well. The central authorities will allow you
to decapitalize if they are certain that there's no adverse impact on others. And in India and I believe in China
as well, there are also regulations to restrict decapitalization. They favour corporates injecting money into
the market, not taking it back out. So there have been quite a few issues in that context. We still push for it
because if we're over capitalized, we want to get it back. We went through a decapitalization in Turkey in
2020 that was relatively straightforward. It took three to four months. So it's a bit of a mix, but it's usually the
notification in some official record and then the waiting periods that you have to consider.

Question Chair: The other thing you mentioned that’s come up several times is looking at what you think is
the correct equity structure for your subsidiary. You mentioned it, but do you get into doing credit
evaluations guided by local thin cap rules? Or do you just have a general rule of thumb as to what you think
is appropriate?
Response THREE: We've always been a little bit light on that and try to avoid it. It's because of the current
OECD guidelines that we have to. That's where we changed our approach to elevate relabeling to long term
after one year of baseline borrowing or baseline deposits, and finding equity solutions. We still have a
number of cases where balances are long term. In those cases, we will do something on an ad hoc basis.
We don't have a tool for it. So it is a basic DCF calculation model. But then the question is the quality of the
inputs. And that's where we struggle. We cannot determine repayment capacity with confidence. That's
another reason we favour equity over long term loans, because we don't have to worry about pricing.

FOUR
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We try to push our subsidiaries to a long duration wherever possible. And then in an environment like
we're in right now, we have a surplus cash position in EUR and interest is very low, it makes sense to fill
up equity ratios outside the Euro area, where the markets have a higher interest rate. If we place the EUR
in government papers, etc. (very conservative investment policy), it earns very little interest. 
We have a cash position in EUR and whenever we need to finance legal entities outside Europe, we
need to finance that against EUR. For instance, if a legal entity needs USD, we would then borrow USD,
swap, and send it to the legal entity. That's costly. But if we convert EUR that earns us less interest and
put it into the legal entity as equity, that's a net gain. So from a finance net perspective, we are taking
advantage of a low interest rate market to optimise the finance net for the group. 

It makes a lot of sense to look into the equity injection right now, at least with current interest rates. 
And that's something that we've been working on as well as working capital structures in
subsidiaries. Questions we are trying to answer include: 

 How do you come up with an optimal capital structure?
 How can you define what is undercapitalised and what is overcapitalized?

Funding for us depends on whether it's a producing unit or a sales / service unit. 
In principle, the business units that produce need regular short term funding because their needs
change on a regular basis, depending on the markets, market prices, etc. 
Our sales and service entities, who in principle only distribute and on-sell products, are normally funded
longer term - 18 months. But it depends also on the country. If we start up in new countries such as
Brazil, Colombia or in Chile, we often look into an equity transaction rather than funding. Also, keeping in
mind, will we be able to get the money back or not? 

FOUR continued...

Comment Chair: I completely get what you're saying about it's cheaper to take cash on which you're earning
nothing and put it in equity in a foreign subsidiary. But then what happens if the situation changes? Because
obviously, it's not very flexible in terms of getting the money back. 
Response FOUR: Yes. It's not so easy. We have subsidiaries in [redacted 150+] countries. In some places, it's
hard to get your money back. But we are in business for the long run. We've had businesses in some places
for over 100 years. And if you look at subsidiary funding, these entities have working capital needs over time,
every year, for the long term. We want to keep up the business. So from that point of view, it doesn't really
matter if you've sent in the money. As you said, in some African countries you can say that the money is
probably stuck there. But that doesn't matter if you have put in equity or you put in subsidiary funding for a
loan. 

Question ONE: Do you (FOUR) have any automated funding decisions?
Response FOUR: Yes. We use SAP SCASE. It is an SAP function where you can have credit facilities. We have
credit facilities with all our subsidiaries. It's run / automated through SAP. The legal entities need to provide
the system with cash flow forecasts. SCASE provides a space for the subsidiary to explain the need for and
size of credit facility they require. Once it has been approved it can be drawn on, it’s fixed term. So our
subsidiaries have one facility for fixed term and one facility for the in-house bank or cash flow.
All the fixed term is run via the Wall Street Suite. All the subsidiaries get automated reports on their
borrowings etc. All the accounting for this is also completely automated with no manual requirement.

FIVE
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In terms of the intercompany documentation and price modelling piece, we are similar to those who
have gone before on this call. 
There's definitely a risk associated with a subsidiary. But we cap the subsidiary’s risk rating at one below
the parent rating. So the entity will never be better than what the head parent entity will get in the
market. 
At the moment, we're trying to work through LIBOR reform, what's the best methodology to remove the
LIBOR reference rate from our loan agreements and what else to use? We have a master intercompany
agreement for all our subsidiaries, while mostly in the established markets it uses the reference rate of
the country plus the margin. 
In terms of the emerging markets, generally, we have a separate loan agreement that caters for the loan
if we have loan funding in the country. It's quite interesting because a lot of the time when it comes to
emerging markets, tax has a big say in whether or not we use equity or loan funding. As an example, re
Poland, tax definitely does not like loan funding due to withholding taxes and favours more equity
funding in Poland. On the flip side, whether or not equity is favoured also depends on whether or not we
are over capitalised and the strength of the cash flows.
We don't operate an in-house bank. Headquarters is the main funder for our subsidiaries. But in terms of
the EUR, we pay zero margin on deposits. The head company will take the loss if we do a deposit but
most of the time it's through the spread on the euro swap where we are impacted by the negative
interest rate. 
We don't have an automated solution. It's quite manual at the moment especially for emerging markets
Cash flows are always required if they need funding. We don't have an integrated SAP module which
allows us to interrogate in detail at the subsidiary level, e.g. what sort of cash flow they're looking at and
why. It's quite manual.

SIX

END
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