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An article discussing the way in which the global crisis has forced
MNEs to reconsider their transfer pricing strategies

T
he recent credit crisis has spread well beyond

the financial sector and has impacted compa-

nies in a variety of industries. High interest

rates and illiquid credit markets affected companies’

short- and long-term business plans. Although the

economy has improved significantly in recent

months, funding ongoing business operations still re-

quires more planning and often different approaches

than companies may have typically employed in the

past.

The crisis has pushed many organisations into a

challenging position and forced them to make major

operational and strategic decisions. Movements in in-

terest rates, changes in liquidity conditions and other

financial consequences of the crisis have required

firms to:

s reassess the sources of financing available to sup-
port group-wide capital requirements, including
which regions have more favourable credit condi-
tions;

s in light of changes in sources of financing, consider
restructuring their balance sheets to reflect ‘‘opti-
mal’’ debt at affordable levels; and

s consider other ways in which capital structure can
be adjusted to reduce risk exposure and cut costs.
All of the above decisions create a number of trans-

fer pricing implications, ranging from reconsidering

the group-wide transfer pricing policy, to thin capital-

isation issues including pricing intra-group financial

transactions and the assessment of the arm’s length

nature of a related party’s capital structure. In this

paper we consider some of the issues that multi-

national enterprises are likely to face in the context of

the credit crisis with respect to intra-group financing

options available, and the repercussions for transfer

pricing.

I. Implications of the crisis on company financing

A. Sources of financing

Many firms have had to re-evaluate their balance

sheets in order to determine the optimal capital struc-

ture (i.e., financing mix) as a consequence of the crisis

and resulting recession.

In general, firms have a variety of financing alterna-

tives available to them, which can be broadly classi-

fied as debt, equity, or mixture of both. Optimal

capital structure is not only dependent on a group’s

consolidated financial position, but also on each indi-

vidual affiliate’s financial and strategic position within

the group and geographic location. One key source of

potential capital is internal funding from cash-rich

entities within a corporation. Such a financing ar-

rangement can have an immediate cash impact, can

be used to mitigate losses, and can create tax efficien-

cies if handled appropriately.
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Furthermore, there are various funding arrange-

ments that companies have been employing internally

either to provide their affiliates with funds or to assist

them in obtaining capital externally. These include

loans, convertible debt, structured notes, intra-

company guarantees, internal short-term credit ar-

rangements, equity issues, and other arrangements.1

B. Effects of internal financing

One of the most common internal funding methods is

traditional debt, where a company lends money to an

affiliate at a rate that is comparable to the rate on

arm’s length commercial loans. On a consolidated

basis, internal funding can provide a group with a po-

tential arbitrage tax benefit in the form of a tax de-

ductible interest expense to the borrower. However,

there are other benefits of using internal debt that

often go unnoticed but should be considered. These

include, among others, cost reductions and improved

financial flexibility.

1. Cost reductions

Many firms typically use both internal and external

debt; with the mix depending in part on the extent to

which internal funds are available and on the credit

condition under which affiliates borrow. All else

equal, affiliated financing can produce cost savings to

a company relative to external third-party financing.

These savings are generated through reduced bank

monitoring costs and lower conflict of interest be-

tween affiliated entities. In addition, different credit

market conditions, in different geographical areas in

which firms operate can lead to rate arbitrage oppor-

tunities in which firms may wish to borrow external

funding in countries with better credit conditions,

and reallocate the funding internally to affiliates lo-

cated in areas facing less favourable credit conditions.

Internal financing can also lead to a more direct

cost reduction relative to external financing. Since re-

lated party (intra-group) financing is usually subordi-

nated to bank debt, it can reduce the perceived risk

that the group will allow its affiliate to default since

the group has significant interest in seeing its own in-

vestment being repaid. This is especially true if an af-

filiate has significant unencumbered assets, in which

case it is cheaper for the group to repay external debt

rather than allow bankruptcy. An affiliate’s credit as-

sessment factors in legal, strategic and operational

ties which could lead to an adjustment in its stand-

alone credit rating to reflect these ties.

2. Improved financial flexibility

Another key benefit that can be attributed to intra-

company financing arrangements is financial flexibil-

ity. Preserving financial flexibility is an important on-

going consideration which allows companies to

weather adverse economic conditions and quickly

take advantage of opportunities that may arise,

thereby sustaining and enhancing corporate value.

The value of financial flexibility increases with a com-

pany’s earnings volatility; less predictable earnings

put a higher value on flexibility since internal cash

flows cannot be relied upon for business growth.

Internal financing, as opposed to external debt, en-

hances a company’s flexibility because it can be easily

restructured and renegotiated at low cost. As a result,

affiliates’ financial goals can be aligned and obliga-

tions restructured in line with the internal value cre-

ation process. External debt, on other hand, is

difficult and costly to renegotiate, since lenders pri-

marily care about timely payment of both principal

and interest.

In a time when capital structure consideration, and

cost and risk reduction opportunities have become

more crucial, the above described advantages make

the use of internal funding even more beneficial and

desirable.

C. Capital restructuring implications of the crisis

One of the lasting repercussions of the crisis that

many firms face is ongoing pressure to reduce risks

and cut costs in order to sustain and grow corporate

value. In recent months many firms across various in-

dustries have been re-evaluating their financial posi-

tions on a consolidated basis in order to improve

profitability, preserve liquidity, enhance continuity

perspectives, and optimise overall shareholder value.

In recent months, credit rating agencies have down-

graded many firms and reviewed many of the pro-

cesses in place to evaluate credit risk exposure. In

addition to large losses sustained by firms (particu-

larly in the financial sector), these downgrades had

significant repercussions on the cost and availability

of firms’ financing. This has led to many firms recon-

sidering the activities of related parties, their financial

position, locations in which they may operate and the

overall strategic importance of existing arrangements.

In some cases, a multinational firm will even allow

an affiliate to default or fail. There is a perception that

this is unlikely to happen; however, as noted by the

rating agencies, a company’s willingness to support an

affiliate depends on the affiliates’ strategic impor-

tance, legal arrangements, operational ties and also its

own financial position. Therefore, companies may not

necessarily provide financial support to failing or fal-
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tering affiliates and may decide to walk away, as dem-

onstrated by the past cases.

Table 1 presents just a few examples from 2003 to

2008, across different industries, where parent com-

panies allowed their subsidiaries to fail.2

The various issues described above lead to a

number of transfer pricing issues that should be con-

sidered when dealing with internal capital structures.

In addition, the volatility of the markets has raised a

number of challenges in the assessment of the arm’s

length nature of transactions.

The growing number of worldwide tax disputes re-

veals that many authorities have also become more

vigilant about tax reduction strategies. Examples of

recent disputes covered in the press include General

Electrical Capital, HSBC, Fiskeby, and St. George

Bank Ltd., all related to either intra-company guaran-

tees or loan interest deductions.3 The large govern-

mental bail-out packages and lower expected tax

revenues, a consequence of the crisis and resulting re-

cession, further fuel the expectation of these types of

disputes arising. This contributes to the importance of

ensuring that transfer pricing policies related to intra-

group funding are appropriately assessed and docu-

mented.

The next section discusses some of these implica-

tions in more detail.

II. Transfer pricing implications and considerations

Some of the transfer pricing considerations that come

to light in the context of the above discussion are:

s satisfying the so-called ‘‘thin capitalisation’’ require-
ments with respect to new or changed capital struc-
tures; and

s assessing the arm’s length nature of intra-company
prices for structured products (e.g., debt obliga-
tions), intra-company guarantees, and other related
transactions.

A. Evolution of thin capitalisation decisions

One of the key aspects to be taken into account when

considering capital restructuring is compliance with

thin capitalisation rules in the respective jurisdictions

where entities operate. In principle, a company would

be thinly capitalised when its debt obligations are in

excess of its arm’s length borrowing capacity.

Traditionally, when considering thin capitalisation,

compliance with the rules has been assessed through

an analysis of companies’ debt-to-equity ratios. Often,

in this context, tax authorities rely on so-called ‘‘rules

of thumb’’, ranging from 1.5:1 to 5:1, often with little

or no consideration for company- and/or industry-

specific deviations.4 In other words, such ‘‘rules of

thumb’’ are used as a principal conclusion instead of

the thorough economic analysis required by the arm’s

length principle. Furthermore increased financial

products innovation and globalisation contribute to

more complex internal capital structures, making

these blanket rules even more difficult to apply in

practice.

The limitations of thin capitalisation requirements

and the increasing importance of intra-company fi-

nancial transactions to finance operations, as part of a

firm’s overall business strategy, have resulted in recent

years in many tax authorities revising or acknowledg-

ing the necessity for revisions of existing policies.

1. Capital structure decisions

The lack of available external funding combined with

large losses incurred over the last several quarters has

resulted in multinational companies having to make

key strategic and capital structure choices. As shown

above, the use of intra-company financing arrange-

ments has an immediate cash impact, and includes a

number of benefits that make it an attractive and

often primary option not only for tax planning pur-

Table 1: Parent companies allowing subsidiaries to fail from 2003 to 2008

Year Parent Subsidiary Reason

2003 AES Corp.
(Utilities)

AES Drax
(Utilities)

Collapse of TXU Europe, one of largest company’s largest customers, caused financial
difficulties and parent was not able to reach restructuring consensus with creditors.

2003 Newmont Mining Corp
(Industrial – Mining)

Newmont Yandal Operations
(Industrial – Mining)

Parent’s offer of debt repurchase at 50% discount was rejected by creditors holding
about 20% of subsidiary’s debt.

2004 Lannen Tehtaat Plc
(Industrial – Food Processing)

Machinium Ltd
(Industrial – Earthmoving and
Materials Handling)

Prolonged losses drove parent to exit the business but attempts to find a buyer failed.

2004 GlobalNet Corp
(Telecoms)

GlobalNet International LLC
(Telecom)

Subpar financial performance of the subsidiary.

2005 Entergy Corp.
(Utilities)

Entergy New Orleans Inc.
(Utilities)

Hurricane Katrina caused damage exceeding subsidiary’s financial capacity.

2006 BenQ Corp
(Electronics)

BenQ Mobile
(Telecom)

Contract dispute with a mobile phone manufacturer.

2007 Fly Me Europe AB
(Aviation)

Fly Me Sweden AB
(Aviation)

Insufficient liquidity

2008 Flying J Group
(Industrial – Oil)

Flying J Inc.
(Industrial – Oil)

Plunging oil prices and credit squeeze contributed to low liquidity and a default on
bank loan.

Source: Factiva
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poses, but also for shareholder value optimisation

through reduced cost of lending, increased financial

flexibility, etc.

Various market factors impact the assessment of

the arm’s length nature of a company’s capital struc-

ture and pricing of intra-company financial transac-

tions, but the crisis added a number of new

challenges. Specifically, the pending regulatory

changes and increased risk aversion of many financial

institutions are leading to a number of changes when

it comes to external debt management and associated

practices. Some of these changes include:

1. the process of assessing loans, and covenants incor-

porated in loan contracts;

2. the extent to which companies will be able to use le-

verage and take on additional risk (in particular in

the financial sector);

3. changes in methodologies used by the rating agen-

cies to assess credit risk; and

4. the evolution of financial instruments available in

the market.

B. Assessment implications

The above mentioned changes within the external en-

vironment have direct implications for the ap-

proaches used to evaluate intra-company gearing

(leverage) ratios and financial transactions. Some of

these implications are:

1. Gearing assessment implications

Capital structures vary across firms and industries

and are very much dependent on both market condi-

tions and internal strategic business decisions.

Market conditions impact firms’ ability to raise capital

and their appetite for leverage, i.e., whether to issue

debt or equity. Additionally, a firm specific situation

may impact what form of capital it utilises. For ex-

ample, a start-up real estate leasing firm may have a

higher debt to equity ratio than a firm with a more es-

tablished portfolio of properties. Similarly a firm

looking for a quick sale of an asset may choose to fi-

nance its purchase with a short term debt rather than

equity.

Various types of drivers of capital structure deci-

sions need to be considered when the arm’s length

nature of a firm’s capital structure is assessed. This is

especially true in the recent months as the capital

structures of firms in most industries have changed

significantly as a consequence of the crisis.

Various direct and indirect methods can be used to

assess the arm’s length nature of a related party gear-

ing or leverage ratio. Some of the methods that can be

applied include:

1. benchmarking against capital structures of compa-

rable companies (a more direct approach);

2. assessment of a company’s interest coverage ability

(an indirect approach); or

3. using a cost of capital approach where return on

capital of the tested party is compared to that ob-

served in the market for a comparable set of compa-

nies (an indirect approach).

The changing market conditions raise a number of

issues that should be considered when applying any of

the above methods. For example:

s When benchmarking a company’s capital structure
using comparable companies’ financial data, exist-
ing financial data may not reflect the impact of
recent changes in independent parties’ capital struc-
tures, nor does it reflect future expected capital
structure decisions. Therefore, various adjustments
may have to be made, if possible, to convert compa-
rable companies’ financial data into ex-ante equiva-
lent.

s Changes in rating methods, risk aversion in credit
markets, and regulatory changes may have signifi-
cant implications for how interest coverage is as-
sessed and applied within the market place.

s The cost of capital approach requires the use of
market interest rates and equity returns over a
period of time. Interest rates and equity returns
varied substantially over the past few years. These
variations can result in a valuation that is not reflec-
tive of fair value but of short term volatility of the
inputs used. Thus, careful consideration should be
given to interest rate data used including maturity
and time period, and to the time period of the equity
returns and frequency of data used as part of the
analysis.

2. Intra-group debt assessment implications

When pricing an intra-company debt obligation, in

accordance with the arm’s length principle the inter-

est rate should be in line with rates observed in simi-

lar transactions between independent parties. The

economic analysis typically involves using the OECD-

preferred ‘‘CUP’’ method, performing a credit risk as-

sessment of the borrower, and identifying similar

transactions.5 Market changes may not only impact

the core of the analysis, namely the credit risk assess-

ment, but also the availability of appropriate bench-

marks and data used.

For example, when considering the credit spreads

on a typical domestic 10-year USD and EUR denomi-

nated debt for A-rated industrial companies, not sur-

prisingly we find that as the turmoil worsened credit

spreads increased substantially. Although they have

narrowed considerably in recent months, the volatil-

ity and the rates experienced in the midst of the crisis

will still have an impact on how transfer pricing as-

sessments are performed in the coming year since the
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transfer pricing evaluations are often performed in

practice on an ex-post basis (i.e. after initial funding is

made available).

However, the crisis implication for credit spreads is

not the only consideration when making an assess-

ment. There are a number of other issues that should

also be considered, some of which have lasting impli-

cations. These are, for example:

s To what extent would the loan have been granted by
a third party considering market conditions and the
risk profile of the borrower?

s What are the specific features associated with the
debt obligation (for example maturity, payment
terms, limitations, covenants, etc.) and to what
extent would these features have been used in third
party arrangements considering market conditions
and regulatory changes?

s To what extent can comparable transactions be
identified, and if not, what market rates and meth-
ods can and should be used to perform the analysis?

s To what extent do necessary adjustments need to be
made to accommodate differences in features, such
as subordination, payment term options, etc., and
how are these adjustments performed?

3. Guarantee assessment implications

Many of the above described considerations would

also apply when assessing the arm’s length remunera-

tion of intra-company guarantee arrangements. There

are multiple methodologies that can be used to evalu-

ate an intra-group guarantee. In general these can be

divided into two main groups, namely market-based

and historical-based methods. Market-based methods

would typically involve using current market data,

such as generic bond spreads or Credit Default Swap

(CDS) spreads.6 Historical-based methods would in-

clude methodologies that rely on historical data to

derive an estimate of expected loss. Consequently, the

crisis poses complications in applying both of these

methods, some of which include:

s availability of bond/CDS spreads for a maturity and
rating matching that of a guarantee;

s sufficient liquidity of the given company’s bonds/
CDSs;

s applicability of historic credit migration matrices
during this ‘‘once in a century’’ crisis and to what
extent it is reflective on current and future credit
risk exposure of the guarantor; etc.

4. Mark-to-market of intra-group financing
arrangements

From a transfer pricing perspective, reallocations or

transactions that occur as a result of restructuring

should also comply with the arm’s length principle.

For example, if a loan is transferred from one entity to

another, to comply with the arm’s length principle the

transfer needs to be executed based on the current fair

market value that an unrelated party would be willing

to pay to a willing seller. Valuing these types of trans-

actions does not come without its own challenges. For

example, in some cases, applying certain market data

can lead to artificially low valuations reflecting very-

short-term value fluctuation. This issue has already

been recognised a long time ago.

In the panic of 1873, Bagehot suggested that in re-

sponse to crises central banks should value bank col-

lateral weighting panic and pre-panic prices since

market prices could not be seen as an accurate mea-

sure of values in those circumstances. 7 Furthermore,

in abnormal credit market conditions, such as the re-

cently experienced, market prices are driven by liquid-

ity provision incentives rather than fundamental

values.
8

Marking-to-market an asset can create a

Chart 1: Historical credit spreads on UDS and EUR denominated industrial A-rated debt
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downward spiral in asset prices and artificially trans-

form a liquidity problem into a solvency one. Thus,

considerations of the data and valuation methodology

used as part of the economic analysis become a key

aspect when estimating the arm’s length value of the

particular obligation or asset being transferred.

In addition, the debate regarding fair value ac-

counting and its contribution to the crisis has resulted

in a number of changes in recent months to the fair

value accounting rules and how they should be ap-

plied when valuing various securities and/or invest-

ment vehicles. Most importantly, the changes relaxed

the requirement of unconditional reliance on observ-

able but potentially distressed market prices, when

valuing assets. As a consequence, they emphasised ap-

plying various valuation methodologies backed by

sound inputs as determined by the management or its

business advisors. These mark-to-market changes al-

lowed companies to rely more on their own judgment

of fair value of their assets but simultaneously put

more responsibility on them for performing strong

and defensible valuations.

The above outlined changes are just some of the

considerations that will lead to necessary adjustments

to accommodate the valuation methodologies used

and the differences between the transaction under

review and comparables.

III. Concluding remarks

The past 18 months have been a turbulent time of cor-

porate and financial market changes, with many firms

re-evaluating their financial positions to sustain cor-

porate value. These re-evaluations and crisis pose a

number of new and lasting issues that should be con-

sidered when assessing the arm’s length nature of a

firm’s capital structure and intra-group financial

transactions. However, one of the key issues high-

lighted as a result of the crisis, and that influences

arm’s length pricing and assessment, is the impor-

tance of performing a detailed analysis of market en-

vironment in which firms operate and how that would

impact strategic decisions and behaviour of firms, es-

pecially within an intra-group context.
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NOTES
1 A structured note is a hybrid debt instrument with characteristics of
debt but contains an embedded derivative that can be tied to the per-
formance of a stock, index, exchange rate, interest rate, or commodity.
2 Since we could not identify any disclosure rules for companies to
make this information available to the press, this list should only be
viewed as a small sample rather than an indication of a trend or the
number of companies in the market allowing subsidiaries to fail or de-
fault.
3 Cases mentioned involve authorities in Canada, Australia, Sweden,
and UK and Ireland, respectively.
4 The range quoted is based on observations from the UK, the US, Ger-
many, France, Japan, and Australia.
5 The Comparable Uncontrolled Price (CUP) method compares prices
charged on the transfer of services in group transactions with prices
charged in uncontrolled transactions either between the controlled
party and an independent third party (internal CUP) or between two
independent third parties (external CUP).
6 A credit default swap is a credit derivative contract between two
counterparties. The buyer makes periodic payments to the seller, and
in return receives a payoff if an underlying financial instrument de-
faults. CDS contracts have been compared to insurance, because the
buyer pays a premium, and in return receives a sum of money if a
specified event occurs.
7 Bagehot, W. (1873): ‘‘Lombard Street: a description of the money
market’’ London: H.S. King.
8 See also Allen, F. and Carletti, E. (2008): ‘‘Should financial institutions
mark-to-market?’’ Financial Stability Review October 2008, Banque De
France
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