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Introduction

• The impact of OECD’s Transfer Pricing Guidance on Financial Transactions

• Transfer pricing considerations during and after a global crisis

Part I - Methodological Overview 

• Types of Corporate Loans

• Intercompany Loan - Key Contractual Principals

• How to Estimate the Cost of Debt of an Intercompany Loan?  

Part II – Earning Striping the Right Way - Illustrative examples

• Intercompany Mezzanine Loan 

• Intercompany Factoring  Transaction 

Q&A session

AGENDA
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OECD and UN initiatives regarding financial transactions

Background

❑ July 2018: OECD releases discussion draft on the transfer pricing aspects of financial transactions

❑ February 2020: OECD releases transfer pricing guidance on financial transactions
- Focus on delineation and pricing of financial transactions
- Addresses intra-group loans, cash pooling structures, financial guarantees, captive insurance, hedging
- Over 1000 pages of public comments on the draft were received 
- The amount of differences between the draft and the final report is quite limited 

❑ April 2019: the UN Committee of Experts on International Cooperation in Tax Matters, also released a draft on financial 
transaction as an update to Practical Manual on Transfer Pricing for Developing Countries

❑ Both the UN draft and OECD report provide guidance on the accurate delineation of the financial transaction based on 
the actual conduct of the parties and analysis of the economic relevant characteristics of the financial transaction
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OECD’S Final Transfer Pricing Guidance on Financial Transactions

Accurate delineation of a financial transaction  - Key takeaways 

❑ The report begins with guidance on how to accurately delineate a financial transaction 

❑ The guidance refers to the "balance of debt and equity funding of an entity“

❑ Delineation of a financial transaction should begin with the thorough identification of economically relevant 
characteristics

❑ To avoid recharacterization of intercompany loans, taxpayers should be able to demonstrate:

• An overview of the terms of the loan and if it appears to have debt-like characteristics;
• Cash flow analysis demonstrating borrower’s ability to repay;
• An overview of why a loan was structured in a certain way (and why unrelated parties in similar circumstances 

would have structured it this way); and
• A discussion of realistic alternatives and why this was the best transaction for both the lender and borrower to 

enter into, relative to the available alternatives.
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OECD’S Final Transfer Pricing Guidance on Financial Transactions

Determining whether the rate of interest is an arm’s length rate – Key Takeaways

❑ In determining an arm’s length rate of interest on intragroup loans the consideration should be given to:

• Both the lender’s and borrower’s perspectives;
• Use of credit ratings of the entity, multinational group, or the debt issuance to measure creditworthiness and 

identify potential comparables, including various methodologies for performing credit rating analyses (e.g., using 
publicly available tools or seeking to replicate the methodologies used by independent credit agencies), and the 
need to take both quantitative and qualitative factors into account;

• The effects of group membership and any associated implicit support;
• Evaluation of covenants;
• Availability of a guarantee.
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Overall assessment and management

❑ Determine if changes are temporary or permanent

❑ Document all changes and reasoning for the changes, including all necessary audit trail and evidence

❑ Quantify impact of the changes including related cost

1.   Industry analysis

❑ Review of group’s industry dynamics (e.g. whether the normal cycle is being broken; whether supply chains 
are disrupted; etc.)

COVID – 19 Crisis Impact Assessment (1) 
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2. Value chain and supply chain

❑ Assess whether all parties are still providing the same value as prior to the crisis

❑ Assess whether there are any changes in location of significant people functions

❑ Assess whether risk management and mitigation are still aligned with the functional responsibility profiles 
(e.g. Toll manufacturer’s local management changes production capacity; Limited risk distributor’s local 
management writes off inventory; etc.)

❑ Assess costs related to risk management and mitigation and identify where those costs are being borne vs. 
where they are being managed

❑ Assess whether adjustments in the functional and risk profiles could trigger a risk of business restructuring 
and subsequent exit taxes

❑ Assess whether any supply chain processes are being changed and whether it has created any new 
intercompany relationships (e.g. diversion of shipments)

COVID – 19 Crisis Impact Assessment (2)
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3. Transfer price setting and checking

❑ Assess whether any changes to the current TP policy are required (e.g. application of “cost-minus” method;
application of risk-free return; re- assessment of cost base for mark-up; etc.)

❑ Assess whether any update of the current benchmarks is required (e.g. inclusion of comparables with
negative margins; adjustments to the range taking into account dynamics of 2008-2010; etc.)

❑ Assess whether year-end TP adjustments would be required to re-allocate losses and/or costs

4. Intercompany agreements

❑ Assess whether the amendment clauses allow to renegotiate terms and conditions on short notice

❑ Assess whether certain intercompany agreements need to be terminated and if yes, what is a termination
period

❑ Assess how the 'force majeure' clauses could support renegotiation or termination of the agreements

COVID – 19 Crisis Impact Assessment (3)
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Part I  - Methodological Overview
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Working Capital and Operational Financing 

• Cash Credit / Overdraft - It is a facility offered by commercial banks whereby the borrower is sanctioned a particular amount which
can be utilized for making its business payments.

• Working Capital Loans - Working capital loans are short terms loans. These loans may be repaid in installments or a lump sum at
maturity. The borrower should consider taking such loans for financing permanent working capital needs.

• Facility Loans - A facility is a formal financial assistance program offered by a lending institution to help a company that requires
operating capital. A facility is especially important for companies that experience seasonal sales cycles, impairing their operational
results. Types of facility arrangements include: (i) Overdraft Services; (ii) Lines of Credit; (iii) Commercial loans; and (iv) Letter of
Credit.

• Factoring - Factoring is an arrangement whereby a business sells all or selected accounts receivables to a third party (the Factor) at a
price lower than the nominal realizable value of those accounts (discount factor). The credit risk of nonpayment by the debtor is borne
by the business in cases of recourse terms, and it is borne by the factor in the case of non-recourse terms. Intuitively the discount rate
for the factoring service is higher under non-recourse terms.

Note: Intercompany Terms of Trade – Intercompany trade receivables/payables can trigger deemed debt symptoms should the
outstanding balance go beyond either: (i) 90 days; or (ii) standard terms of payment common for a given industry.

i.e. U.S. Regs. §1.482-2(A)(1)(iii)(B-D)

Types of corporate loans (1)
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M&A Financing
 Primary forms of M&A Financing include debt (loans) or equity (investor capital). Within each of these primary forms, there are a 

variety of different structures differentiated by term, pricing, position, risk tolerance taking into consideration the operating cash flow 
reality of the company. 

 An commonly used form of M&A financing is a Mezzanine Loan, which is typically a long term loan that can be used as a replacement 
for equity/investor capital.  

 Mezzanine Loans are highly flexible and customizable and allow an acquirer to defer the principal repayment of the loan until the 
back-end of the investment whereby the cash flow of the business has materially increased. 

Project Finance
 Project finance is the financing of long-term infrastructure, industrial projects and public services using a non-recourse or limited 

recourse financial structure. The debt and equity used to finance the project are paid back from the cash flow generated by the 
project, with the project's assets, rights and interests held as secondary collateral. 

 A commonly used form of project financing is a Syndicated Loan. A syndicated loan, also known as a syndicated bank facility, is 
financing offered by a group of lenders who pool together to provide funds for a single borrower. 

 The loan can involve a fixed amount of funds, a credit line or a combination of the two.

Types of corporate loans (2)
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U.S. case law on the basis of historical application of section 385 has developed the following broad pool of criteria courts consider when adjudicating the distinction between 
debt and equity instruments:

1. Names given to the financial instruments;

2. Fixed maturity date

3. Sources of payment;

4. Right or attempt to enforce payment;

5. Increased participation of management as a result;

6. Status of the contribution in relation to other corporate creditors;

7. Intent (subjective) of the parties;

8. Capitalization (thin or adequate);

9. Identity of interest between creditor and the stockholder;

10. Ability of the corporate to obtain loans from external lending institutions;

11. Extent to which the advance was used to acquire capital assets;

12. Failure of the debtor to repay on the due date or to seek a postponement;

13. Risk involved;

14. Formula indicia of the arrangement;

15. Voting power or control of the instrument holder;

16. Stipulated rate of interest;

17. Contingency on the obligation to repay;

18. Provision for redemption by the corporation;

Intercompany Loan - Key Contractual Principals & Considerations 
(1)
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19. Provision for redemption at the option of the holder;

20. Timing of the advance with reference to the organization of the corporation;

21. Security for advances;

22. Sinking fund to provide repayments;

23. Corporate earnings and dividend history;

24. Use of customary loan documentation;

25. Treatment accorded disbursements in corporate records;

26. Restrictions on disbursements;

27. Magnitude of disbursements;

28. Repayment history;

29. Taxpayer’s disposition of funds dispersed; and

30. Ability to liquidate the loan.

Generally the basic minimal threshold factors to consider in the classification distinction between debt and equity instruments lies on the following:

1. whether there is a written unconditional promise to pay on demand or on a specified date a sum certain in money in return for an adequate consideration 
in money or money's worth, and to pay a stipulated rate of interest,

2. whether there is subordination to or preference over any indebtedness of the corporation,

3. the ratio of debt to equity of the corporation,

4. whether there is convertibility into the stock of the corporation, and

5. the relationship between holdings of stock in the corporation and holdings of the interest in question."

Intercompany Loan - Key Contractual Principals & Considerations 
(2)
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External CUP
Evaluates whether the amount charged for a controlled transfer of funds was arm's length by reference to the amount charged in a
comparable uncontrolled transactions. 

In the case of loan transactions the price is referred to as the rate of interest on the said loan.  CUP comparability must account for the 
following factors:

• Borrower credit rating;

• Duration of lending instrument;

• Embedded covenants; and

• Lending currency. 

Application of the External CUP Method

The application of the External CUP methodology involves determining the duration period of the controlled lending instrument in 
accordance with its specific terms and conditions and establishing the borrower’ appropriate credit rating. 

Once determined, a benchmark is performed against market observed lending arrangements of similar terms and conditions for equally 
credit worthy borrowers.

How to Estimate the Cost of Debt of Intercompany Loans? (1) 
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Stage 1 – Loan’s Duration 

In order to evaluate the loan’s cost of debt the first step will usually be a duration period estimation by using 
the Macaulay duration formula.  

The Macaulay duration is the weighted average time until all the loan’s/bond's cash flows are paid. By accounting for 
the present value of future loan/bond payments, the Macaulay duration helps an investor evaluate and compare 
loans/bonds independent of their term or time to maturity.

Why is it important? Interest/yield rates are positively related to the term of the lending instruments. By determining a 
loan’s duration an “apples to apples” comparison can be derived between the controlled lending transaction and 
comparable lending transactions in terms of the timing of the various instruments internal cashflows. 

How to Estimate the Cost of Debt of Intercompany Loans? (2) 
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Stage 2 – The Borrower’s Credit Rating 

 Credit rating is an analysis of the credit risks associated with a financial instrument. 

 It is a rating given to a particular entity based on the credentials and the extent to which the financial statements of the entity are 
sound, in terms of borrowing and lending that has occurred in the past. Should future projected financial health differ materially from 
historic records, or should there exists an absence of financial history (i.e. newly formed borrowing entity), proforma data is 
commonly utilized. 

 These ratings based on detailed analysis are published by various credit rating agencies like Standard & Poor's, Moody's Investors 
Service, and Fitch Ratings. In practice due to the difference between the credit risk models of each agency, a synthetic credit rating 
analysis for transfer pricing purposes are typically expressed as a range between on “notch” above and one “notch” below the 
synthetic rating determination.  

 Typically, ratings are expressed as letter grades that range, for example, from ‘AAA’ to ‘D’ to communicate the agency’s opinion of 
relative level of credit risk. 

How to Estimate the Cost of Debt of Intercompany Loans? (3) 

Investment Grade rating range 

Upper: AAA Lower: BBB-

relatively high levels of creditworthiness 

Speculative Grade 

Upper: BB+ Lower: D

relatively low levels of creditworthiness 
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Stage 3 – Yield Curve Benchmarking 

 The term structure of interest rates or yield curve can be depicted as a plot of a set of interest rates on bonds of different maturities or 
durations. 

 The models of the term structure attempt to replicate an observed yield curve. In particular, these models focus on ensuring that the 
models fit the data, while keeping the estimated rates continuous and smooth.

 In order to construct an appropriate yield curve the following parameters should to be considered: 

 Practical Issues: 

 Low amount of comparable loan observations; 

 Market anomalies.  

How to Estimate the Cost of Debt of Intercompany Loans? (4) 

Parameter Source 

Currency Intercompany loan agreement 

Industry The borrower’s industry classification (SIC codes, GICS codes, etc.) 

Credit Rating According to Step 2

Loan Specifications Interest and maturity fixtures according to the intercompany loan agreement 

The Loan’s Effective Date 
Intercompany loan agreement (typically the date of the loan, or in the absence of a written 
agreement, typically the date the funds were initially extended to the borrowing entity) 
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Stage 3 – Yield Curve Benchmarking 

How to Estimate the Cost of Debt of Intercompany Loans? (4) 

Nelson Siegel Model Bloomberg Output Example: 

Market 
Observations 

Yield Curve 
constructed 
by “Fitting” 

those 
observation 
into a curve 

Results. 
The 

appropriate 
arm length 
yield will be 
estimated 

according the 
loan’s 

duration   
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Part 2  - Earning Striping the Right Way 

Illustrative examples
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The following data will be used to illustrate a Mezzanine Loan I-C transaction:  

PC-FR established SPV-LC in order to conduct real estate investments in the latter’s local market. 

SPV-LC examined several investments and decided to purchase a $200 million USD residential complex (the “Asset”). 

SPV-LC negotiated with several local banks and received a $125 million USD loan for 30 years bearing 3.5%  annual interest.

PC-FR needs to supply SPV-LC with an additional $75 million USD ($200-125 million) in order to complete the transaction.

PC-FR is considering to provide a Mezzanine Loan to SPV-LC. Providing a properly structured Mezzanine Loan will allow PC-FR to enhance its investment’s 
protection but it will also decrease SPV-LC’ tax base. In addition, the financial benefit of a Mezzanine Loan is the ability to structure a highly flexible amortization 
schedule coordinated with the Asset’s operating cash generating capabilities.  

The major challenge surrounding I-C Mezzanine Loans is Thin Capitalization.  

Thin Capitalization refers to the situation in which a company is financed through a relatively high level of debt compared to equity, and thus artificially erodes the 
tax base of the borrower (earning stripping). 

Therefore, PC-FR should examine the appropriate level of Debt/Equity (0r Debt/Total Assets) ratio which will allow PC-IL to provide SPV-US the aforementioned 
Mezzanine Loan and still remain properly funded.  

➢ Real Estate investment through special purpose entity located in a local market (SPV-LC) 

SPV-LC is held by a foreign parent company (PC-FR) 

Intercompany Mezzanine Loan 
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Constructing I-C Transaction – Mezzanine Loan

 First Debt/Total Assets ratio should be examined in order to define the maximum amount of the I-C Mezzanine Loan that PC-FR will be able to provide to SPV-
LC given the existance of thin cap regulations in SPV-LC’s jurisdiction. In our example, prior to the I-C Mezzanine Loan, the existing Debt/Equity structure of the 
Asset is the following: 

 In order to examine the “appropriate” market indicated level of Debt/Assets ratio as a result of a mezzanine loan, we will use a sample of one of the Cushman & 
Wakefield Capital Market Research (“C&W”): 

 Indicated above, the maximum market observed Debt/Assets ratio is 90%. PC-FR selects  80% total leveraging.    

➢ Real Estate investment through special purpose entity located in a local market (SPV-LC) 

SPV-LC is held by a foreign parent company (PC-FR) 

Intercompany Mezzanine Loan (2) 

In USD millions

Total Assets 200

Total Liabilities 125

Total Equity 75

Purchase Price 

External Loan Debt/Assets = 62.5% 

I-C Financing 
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Constructing I-C Transaction – Mezzanine Loan

➢ Real Estate investment through special purpose entity located in a local market (SPV-LC) 

SPV-LC is held by a foreign parent company (PC-FR) 

Intercompany Mezzanine Loan (3) 

In USD millions

Total Assets 200

Total External 
Liabilities 

125

I-C Loan 35

Total Equity 40

Purchase Price 

External Loan 

Debt/Assets = 80% 

I-C financing 

In USD millions

Total Assets 200

Total Liabilities 125

Total Equity 75

Before 

After
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Constructing I-C Transaction – Mezzanine Loan

➢ Real Estate investment through special purpose entity located in a local market (SPV-LC) 

SPV-LC is held by a foreign parent company (PC-FR) 

Intercompany Mezzanine Loan (4) 

The second stage will be estimating the arm length interest rate of the I-C loan according to the following steps: 

1. Constructing a synthetic credit rating of SPV-LC considering the subordination of Mezzanine Loan when compared to the External loan 
(mortgage loan);

2. Constructing a yield curve; and 
3. Selecting the appropriate yield with respect to the loan’s duration 

 Arms length yield → 5.52% (assuming 10 yr loan duration)
 SPV-LC’ credit rating → BB
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Constructing I-C Transaction – Mezzanine Loan

➢ Real Estate investment through special purpose entity located in a local market (SPV-LC) 

SPV-LC is held by a foreign parent company (PC-FR) 

Intercompany Mezzanine Loan (5) 

Parameter Equity only
I-C Mezzanine loan + 

Equity 

Net Operating Income 14 14

External Interest (4.3) (4.3)

I-C Interest 0 (1.93)

Pre-tax income 9.7 7.7

SPV-LC’s pre tax income – results and comparison (in USD million) 
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➢ Distribution activity through local entity (Dist-LC) 

Dist-LC  has a highly-liquid foreign affiliate entity (Aff-FR)

The following data will be used to illustrate a Factoring I-C transaction:  

31.12.2018 Dist-LC desired to attain a cash-injection from a related party in the form of a non-recourse AR Factoring transaction under which the company sells 
its outstanding AR related to its revenues generated from corporate customers (the “Customers”). 

The vast majority of the corporate customers are publicly traded companies. 

In case of non-recourse factoring, the risk of non-payment by the customers of the Dist-LC is to be borne by Aff-FR and Dist-LC relinquishes all rights to any 
collected proceeds in return for the discount consideration paid by Aff-FR.

The I-C Factoring transaction will be constructed and evaluated according to the following stages: 

1. Dist-LC will sell its outstanding AR balance to Aff-FR at a market observed discount (the “Principal Amount”); 

2. The discount factor applied to determine the aggregate Principal Amount is calculated as a function of the default risk (credit risk) for each individual 
Customer account benchmarked on an appropriate yield curve. The determined yields are then utilized to discount the nominal outstanding account 
receivable balances as a function of their individual NPV based on each AR’s remaining contractual payment period.    

3. Dist-LC may be responsible for administrating the actual collection activities, the proceeds of which are transferred on a back-to-back basis to Aff-FR. 

Intercompany Factoring 
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➢ Distribution activity through local entity (Dist-LC) 

Dist-LC  has a highly-liquid foreign affiliate entity (Aff-FR)

Intercompany Factoring:  Constructing I-C Transaction

Invoice 
#                                                                

Customer 
Account

Credit Risk Nominal AR 
Amount

Payment 
Due Date

Days To 
Payment

CUP Yield 
(A.P.R.) 

Duration vs. 
Credit Risk

Specific 
Discount 

Factor 
(“SDF”)

Principal 
Amount

= Nominal 
AR * (1-

SDF)

Potential 
Pretax 

Profit Base 
Erosion of 

Dist-LC

1
Company 

A
AA- 500,000 USD 31.3.2019 90 days 4%

((1+.04)^(90/
365))-1 

=0.972%

495,140 
USD

4,860 USD

2
Company 

B
BBB 300,000 USD 31.5.2019 151 days 8%

((1+.08)^(151
/365))-1   

=3.24%

290,295 
USD

9,705 USD

Etc… Etc… Etc… Etc… Etc… Etc… Etc… Etc… Etc… Etc…

Estimating the Principal Amount & Potential Pretax Base Erosion (31.12.2018 Factoring Date)
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QUESTIONS? 
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Appendices



Global Jurisdictions with Thin 
Capitalization Regulations 

Argentina Kenya Switzerland

Australia Korea Taiwan

Austria Latvia Tanzania 

Belgium Lithuania The Czech Republic 

Bulgaria Malaysia The Netherlands 

Canada Mexico The Republic of South Africa 

China Namibia Turkey 

Croatia New Zealand United Kingdom 

Denmark Norway United States 

Ecuador Philippines Uruguay 

France Poland Uzbekistan

Georgia Portugal Venezuela

Germany Romania Vietnam

Greece Russia Zambia 

Hungary Slovenia 

India Spain 

Kazakhstan Sweden


