
A number of recent articles published in BNA Tax Management 
Transfer Pricing Report discuss how to calculate arm’s length 
intercompany loan guarantee fees for transfer pricing compliance 
and planning.    

We selected five such articles that do a particularly good job of 
describing the various approaches currently being used.1 The five 
principal approaches being relied upon are listed in Table 1. Our 
thesis is that credit default swaps (CDS) are ripe for use as a sixth, 
“direct“ method that has the potential to become the method of 
choice due to ease of application and ready availability of accessible 
third-party data.  

Table 1: Transfer Pricing Methods for Loan Guarantees

Methods
Direct Approaches
1.  Comparable Uncontrolled Price (CUP)
2.  Option Pricing Methods

Indirect Approaches
3.  Return on Equity 
4.  Profit Split
5.  Cost Plus

Currently, there are only two direct application methods being 
implemented that lead to immediate, standalone estimates—
Comparable Uncontrolled Price (CUP) and Option Pricing. Generally, 
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application of a CUP methodology works only for internal CUPs 
wherein the taxpayer is paying a guarantee fee to a third party. 
This method provides the most direct and reliable benchmark for 
the pricing of fees when the necessary data are available. This 
is rarely the case, however. The other direct method consists of 
developing and applying an option pricing model. Application of 
these models provides a direct valuation of the guarantee fee; the 
models, however, tend to be complex, data-intensive, and non-
intuitive, making them difficult to explain, expensive to construct, 
and problematic upon audit.

Given the difficulties and cost of pursuing an option pricing approach 
and the rarity of internal CUPs, use of indirect valuation approaches 
are almost always relied upon in practice. Applications of indirect 
methods examine the spread between the cost of borrowing with 
or without a related party guarantee. The two primary methods to 
calculate this spread are by referring to credit rating spreads and by 
obtaining financial quotations from local lending institutions (i.e., a 
“comparable un-guaranteed loan” method).  

Both methods try to show what a related borrower’s likely  
interest rate would be without a parental guarantee vis-a-vis the 
rate obtained with a guarantee. The differential (or “spread”) 
quantifies the total benefit of the guarantee but does not reveal 
how the relative bargaining power of each party ultimately 
determines what portion of the benefit accrues to the borrower, 
the lender, and the guarantor. Relevant progress is made, however, 
as the spread does quantify maximum and minimum arm’s length 
prices for the loan guarantee.    



To obtain a price for the guarantee, practitioners are using a 
number of approaches. First, there is a Return-on-Equity approach, 
which is a cost-based method in which the guarantee fee is equal 
to the cost of foregone investment associated with a capital 
infusion to the borrower in order to obtain credit rating parity 
with the guarantor. Second, one can apply a Profit Split approach 
to estimate the arm’s length guarantee fee that consists of a split 
between the seller’s cost and the buyer’s benefit that is quantified 
by an interest rate spread. Thirdly, one can apply a Cost Plus 
approach using probability of default estimates where the expected 
cost per annum to the guarantor is derived for the amount 
guaranteed; this cost is then marked up by an arm’s length return. 

Although some of the articles mention that CDS may be used to 
calculate guarantee fees, none show how this can be done by 
example and none evaluate the relative merits of using CDS instead 
of the more traditional approaches. We believe that the use of CDS 
may be a more precise, accurate, and objective way to calculate 
arm’s length intercompany guarantee fees. 

Currently, CDS are traded OTC according to the guidelines 
established by the International Swaps and Derivatives Association, 
but with little governmental regulation or oversight. A CDS is a 
credit derivative product between two counterparties whereby the 
“buyer” makes payments to the “seller” for the right to a payoff in 
the event of a default in the underlying security. A CDS quantifies 
the cost of guaranteeing payment of a corporate loan. To illustrate, 
we have selected a set of representative, profitable companies with 
global operations as shown in Tables 2 and 3.  In both sets, the 

underlying or reference securities are corporate bonds and the CDS 
contract is intended as a hedge against obligation default.

Thus, for example, a 12-month CDS for Boeing traded at 40 bps 
on 26 September 2008. In other words, the cost to insure $100 
million of Boeing’s debt would be $400,000 per annum. Owners 
of the underlying Boeing security, a corporate bond in this case, 
can protect themselves from default risk by purchasing a CDS at the 
going market rate. The CDS provides a guarantee to bondholders 
that they will be repaid on their investment. The cost of this 
guarantee is priced in a competitive market between unrelated 
investors that are evaluating the cost of these guarantees based on 
the credit worthiness of the issuer of the underlying security.   

As shown, the interquartile range of CDS spreads is from 20 to 
31 bps, with a median of 24 bps for these highly rated securities. 
Assuming that these companies and CDSs are the functionally 
comparable to the tested party, an annual arm’s length guarantee 
fee for purposes of a planning study would be at the median. 
In practice, timing considerations should be considered as well, 
including reference to market indexes of CDS spreads over time.

Tables 2 and 3 illustrate the expected inverse relationship between 
credit ratings and spreads, but not in all cases. An Invensys CDS, 
for example, is rated speculative at Ba2 but is trading at a lower 
bps price than the investment grade CDS associated with Johnson 
Controls.2 This illustrates that the sole use of credit ratings to 
calculate interest rate spreads provides an incomplete financial 
picture. However, there is a strong enough correlation to conclude 
that such comparable sets can be relied upon to determine CDS 
values with sufficiently comparable credit ratings.  

Economics and Tranfer Pricing  •  Fall 2008

Table 2: 12-Month CDS for Highly Rated Industrial Companies 
       
 Pretax  Current Moody’s Rating  CDS Spread 
 Income  Market Cap for Reference on 6/26/08 
Name ($ M)  ($ M) Security (basis points)

Parker Hannifin Corp. 1,327 6,848 A2 15
Danaher Corp. 1,637 18,323 A2 17
Eaton Corp. 1,041 7,677 A2 18
Caterpillar Inc. 5,026 26,668 A2 21
Dover Corp. 888 6,067 A2 21
Honeywell International Inc. 3,321 23,279 A2 23
Deere & Co. 2,705 16,401 A2 25
United Technologies Corp. 6,384 49,038 A2 27
The Stanley Works 451 2,724 A2 32
Boeing Co. 6,118 32,682 A2 40
Textron Inc. 1,300 5,027 A3 30
Johnson Controls Inc. 1,607 12,689 A3 45
   Q1 20
   Q2 24
   Q3 31

Source: Bloomberg, LLP.



In Table 3, the interquartile range of CDS is from 98 to 230 
bps, with a median of 169 bps for these lower rated securities. 
Assuming these companies and CDSs are functionally comparable 
to the tested party, an annual arm’s length guarantee fee for the 
purposes of a planning study would be at this higher median  
of 169 bps.    

An additional challenge to using CDS to price intercompany 
loan guarantees is that most of the underlying securities that are 
currently part of the CDS marketplace are issued by large, well-
known, consolidated global companies that may not compare 
favorably to the facts and circumstances of the tested party being 
examined, since these tend to be standalone subsidiaries within 
a single country. In these situations, one can attempt to find 
an acceptable comparable set for the tested party or rely upon 
imputation from a set of MNCs with adjustments. Under either 
approach, accurately determining the standalone credit rating of 
the tested party or borrower is a critical first step of the analysis. 
There is growing academic and practitioner-oriented literature on 
how to calculate these shadow ratings for borrowers; however, 
such a discussion is beyond the scope of this article.      
 
Use of CDSs has many advantages over the other five methods 
currently in use (with the possible exception of CUPs when these 

are present). The data are readily available and voluminous, the 
contracts are arm’s length by definition, searches can be done 
quickly and efficiently after search parameters are established,  
and the comparables sets can be easily updated each year and/ 
or indexed.  

In our experience, we have found many instances whereby 
companies will recalculate the fee each year based on the total 
amount of intercompany debt being guaranteed but leave the 
actual guarantee fee expressed in basis points unchanged. This 
would seem to violate the commensurate with income standard, as 
the creditworthiness of borrowers changes over time.

This publication is issued for informational purposes only. It is 

distributed with the understanding that the publisher is not rendering 

legal, accounting, tax, or other consulting advice and assumes no 

liability in connection with its use.

IRS Circular 230 Notice: To ensure compliance with the requirements 

imposed by the IRS, we inform you that any US tax advice contained 

in this communication is not intended or written to be used, and 

cannot be used, for the purpose of (i) avoiding penalties under the 

Internal Revenue Code or (ii) promoting, marketing, or recommending 

to another party any transaction or matter addressed herein.
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Table 3: 12-Month CDS for Lower Rated Industrial Companies 

 Pretax  Current Moody’s Rating  CDS Spread 
 Income  Market Cap for Reference on 6/26/08 
Name ($ M)  ($ M) Security (basis points)

Invensys PLC 199 1,257 Ba2 42
Ball Corp. 377 3,127 Ba1 69
FKI PLC 66 n/a Ba3 98
Bombardier Inc. 439 7,686 Ba2 104
Briggs & Stratton Corp. 30 660 Ba2 169
Rock-Tenn Co. 132 1,140 Ba3 198
Temple-Inland Inc. 1955 1,045 Ba1 230
TRW Automotive Inc. 264 1,983 Ba3 231
The Goodyear Tire & Rubber Co. 464 2,650 Ba3 250
   Q1 98
   Q2 169
   Q3 230

Source: Bloomberg, LLP.
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