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Enhanced Loan Agreement Module in 
Transfer Pricing (TP) Catalyst 
Executive Summary 

The 2007-2008 credit crunch, higher interest rates and uncertainty due to market 
volatility created a financial crisis that encouraged a more efficient use of 
internally generated financial resources within Multinational Enterprise (MNE) 
groups, and led to an increase of intercompany financial transactions under the 
mandate of Actions 8-10 of the BEPS project. Such transactions required use of an 
arm’s length principle. The Organisation for Economic Co-operation and 
Development (OECD) has produced a draft discussion with the aim of reaching 
consensus among member states regarding the application of the arm’s length 
principle in the context of financial transactions. 

A practitioner can use multiple methods to approach benchmarking 
intracompany loan transactions, and these include use of primary loan market 
data or the secondary bond market data. This paper discusses both these 
approaches and provides an understanding on how Bureau van Dijk, a Moody’s 
Analytics company can assist in the benchmarking of intra company loans. 

Introduction 

On May 31, 2022, Bureau van Dijk, a Moody’s Analytics company, introduced 
some significant enhancements to its Loan Agreement Module in its Transfer 
Pricing (TP) Catalyst solution (referred to as the Enhanced Loan Agreement 
Module or “ELAM”). With these enhanced features in the ELAM comparability 
adjustments for differences in comparability factors can be quantified in a reliable 
and objective manner.  

This methodology paper presents and discusses the components for making 
comparability adjustments when performing a benchmarking analysis for intra-
group loan transactions in applying the CUP method using the ELAM following 
the OECD approach established on paragraph 10.89 onwards of OECD TPG 2022. 
These components would include the concepts of Moody’s Analytics Probability 
of Default (Moody’s PD), Implied Rating (IR), and Expected Loss (EL), to determine 
the implied credit rating and implied EL of the tested borrower’s loan, and apply 
EL adjustments to the comparables’ lending margin (LM) to compute the arm’s 
length range of LM for intra-group loan transactions. 
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Arm’s length principle and comparability analysis 

The arm’s length principle, as embodied in paragraph 1 of Article 9 of the OECD’s Model Tax Convention, is considered the 
basis upon which transfer pricing is determined. In paragraph 1.6 of the OECD that a comparability analysis of the controlled 
transaction under review and the uncontrolled transactions that are regarded as potentially comparable is at the heart of the 
application of the arm’s length principle. This was reaffirmed in the 2022 edition of the OECD Transfer Pricing Guidelines for 
Multinationals and Tax Administrations. 

In applying this traditional transfer pricing methods, for example the CUP method, the arm’s length principle is achieved by 
comparing a controlled (tested) transaction with actual uncontrolled transactions that are between independent enterprises 
based on “economically relevant characteristics,” which are also referred to as “comparability factors.” 

Comparability, and as a result the arm’s length principle, is achieved in those situations where there are no major differences, 
before or after adjustments have been made, between the controlled and uncontrolled transactions; or the differences that do 
exist do not materially affect the price or profit of the transaction being examined. In most transfer pricing analysis, it is 
unlikely that one will find perfect comparable uncontrolled transactions. Therefore, “reasonably accurate” quantitative 
adjustments would need to be made in a reliable manner to eliminate the effect of any, and all, material (or economically 
significant and relevant) comparability differences. 

Components to benchmark intra-group loans 

Figure 1 TP Catalyst workflow – end to end process 

 

Tested Controlled Loan 

After entering / inputting the loan characteristics for the controlled borrower’s loan and its financial statements, the ELAM 
estimates the controlled borrower’s credit risk. 

Credit risk is estimated via the Moody’s Analytics PD. This measure estimates probability of default (PD) using company 
financial statements and maps this to an equivalent agency rating – which is called the implied rating. The Moody’s Analytics 
PD relies on Moody’s Analytics RiskCalc™ model suite, which provides globally comparable credit risk estimates. These models 
are built on decades of global private company data from Moody’s Analytics bank consortium members and validated over 
multiple credit cycles. The methodology is transparent and the outputs are relied on by banks throughout the world as an 
input into regulatory capital calculation and for accountancy standards such as IFRS9 and CECL. 

Within the context of cross-border inter-company loan and financing transactions, three primary transfer pricing challenges 
emerge when determining the arm’s length interest rate for an intra-group loan.  

» First, because most controlled borrowers in cross-border, inter-company transactions do not have a credit rating assigned 
by a rating agency such as Moody's Investors Service, the challenge is to estimate the implied credit rating. It is important 
to ensure that the implied credit rating estimate considers the local credit environment. A firm operating in emerging 
markets usually has a different risk profile than a similar firm operating in a developed economy.  
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» Second, the impact of group / parent affiliation on the implied credit rating of the controlled borrower. In the primary 
loan market, a subsidiary borrower of a multinational company typically receives formal and legal support (a loan 
guarantee) from its parent, which alters the borrower's credit evaluation by independent lenders. The complication arises 
in transfer pricing analysis in situations with implicit group/parental support that has been documented, even though the 
implementation or impact of implicit group/parental support on the controlled borrower’s implied credit rating differs by 
tax jurisdiction. Barette, et al. (2010) illustrate a complication behind determining whether support from a parent truly 
benefits the subsidiary on the loan market and, therefore, ask if the transaction is worth a guarantee fee. Therefore, the 
implied credit rating, which objectively evaluates the borrower's stand-alone implied credit rating, must consider the 
impact, if any, of implicit group/parental support. 

» Last, determining the arm’s length interest rate given the borrower's implied credit rating is not straightforward. Third-
party loans with the same credit rating may have different interest rates.  

Search for comparables 

Once the credit risk (implied credit rating) of the tested borrower’s loan has been estimated, the next step is to search for 
comparable loan pricing data. In considering the publicly available data the issue of level of market data is critical. The tested 
borrower’s loan transaction occurs between the borrower and the third-party lender (or syndicate of lenders). This is the 
primary loan market. While there is also a secondary market for corporate loans, these transactions are a secondary 
syndication of a bank’s loan position usually as a sale from one bank to other banks. The data from the secondary loan (or 
bond) market has a significant comparability factor that would need to be adjusted. 

The ELAM has over 15,000 records of comparable loan transactions from 2009 to present, with more than 1,200 senior loan 
transactions of SEC filings of credit agreements (and amendments) each year. However, there may be few, or none, that 
perfectly match the economically relevant characteristics of the controlled transaction and thus require comparability 
adjustments to meet the arm’s length principle.  

Selection of comparables 

After performing a selection / rejection process of the set of comparables generated from the search in the ELAM the final set 
is available where any remaining material differences in the comparability factors can be adjusted using the EL Methodology, 
which measures the change in the level of expected loss (“EL", a component of the lending margin). 

Comparability adjustments  

In publicly available third-party credit agreements, for floating rate loans, the interest rate is expressed as two components 
being the appropriate market reference or benchmark rate, which is a proxy for the lender’s costs of funds (or COF%) for loans 
denominated in a specific currency and interest period, and the lending margin (or applicable margin), which is essentially the 
loan/borrower-specific credit spread. The corporate loan’s floating interest rate can be expressed in the following formula: 

Interest Rate = Reference Rate + Lending Margin 

As the lending margin (LM) is the credit spread which is based on the creditworthiness of the borrower for the loan, it is the 
financial indictor that is subject to the application of the CUP Method and to the EL Methodology for making comparability 
adjustments. 

The relationship between the level of credit loss, that is the expected loss plus unexpected loss, which is referred to as credit 
value-at-risk, or CVaR) and its probability of occurrence is called the credit loss probability distribution function (see below 
chart for a graphical illustration).  
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Figure 2 Credit loss probability distribution 

 

In Figure 2 the credit value-at-risk (or CVaR) consists of expected loss (EL) which is the mean of the credit loss probability 
distribution function and unexpected loss (UL), which represents, at a specific confidence level (percentile), the credit loss 
volatility. CVaR is expressed in the following equation, where the subscript (𝑎𝑎) represents the number of standard deviations 
or a specific confidence level (percentile) for the target credit rating of the lender.  

𝐶𝐶𝐶𝐶𝑎𝑎𝐶𝐶(𝑎𝑎) =  𝐸𝐸𝐸𝐸 + 𝑈𝑈𝐸𝐸(𝑎𝑎) 

The return to the lender for assuming the risk associated with credit loss is the lending margin (or LM%), which consists of the 
sum of: 1) expected credit loss (or EL%), 2) the lender’s rate of return on its economic capital (RoEC%), which is essentially the 
lender’s profit margin and 3) the lender’s allocation of non-interest expenses or operating costs (NIE%) as a percentage of the 
loan amount. Specifically, the LM% relationship can be expressed as follows: 

LM% = EL% + RoEC% + NIE% 

The EL Methodology makes quantitative adjustments to the EL% portion of the lending margin component of the interest 
rate for differences in the comparability factors. Thus, the EL Methodology focusses on changes, if any, in the level of expected 
credit loss due to comparability differences.  

EL, expressed as a percentage, is defined as the product of the appropriate annualized forward-looking probability of default 
(PD%) or expected default frequency (EDF%) for the borrower and the estimated loss given default (LGD%), which is (1 – Loan 
Recovery Rate), for the borrower’s loan. The EL% equation is: 

EL% = PD% x LGD% 

If the PD% and/or LGD% is different for the identified economically relevant characteristics or comparability factors, then a 
change in PD% and/or LGD% will result in a change in the EL%. The EL% change is the comparability adjustment to the 
lending margin.  

In paragraph 1.36 of the OECD TPG 2022 the OECD states “the economically relevant characteristics or comparability factors 
that need to be identified in the commercial or financial relations between associated enterprises in order to accurately delineate 
the actual transaction …” and further states the broad categorization which are the contractual terms of the transaction, the 
functions performed (and risks assumed) by each of the parties to the transaction, the economic circumstances of the parties 
and of the market in which the parties operate, and the business strategies pursued by the parties.  
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As an example, assume that on January 14, 2022, a German based borrower, a subsidiary of a US MNE, has borrowed EUR 100 
million by way of a 7-year Senior Unsecured Loan from its US parent. 

Based on the German subsidiary’s financial statements its PD is estimated at 1.8483% which maps to an implied rating of 
Ba3. Refer to screenshot of the ELAM below. 

Next, the following search was performed in the ELAM: 

Period: October 1, 2021 to January 14, 2022 (based on the loan execution date) 

MA’s Implied Rating: Ba3 

Reference Rate: Either LIBOR or EURIBOR 

As other comparability factors can be adjusted using the Expected Loss (EL) methodology there are no other screens or filters 
applied to the search. There are 22 potential comparables to which, after a comparability analysis, the EL adjustments can be 
made. 

Selection of the Borrower and getting a PD and IR 

Figure 3 Tested controlled transaction – Credit Risk 
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Figure 4 Comparable transaction report 
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Benchmark 

Arm’s length table (before and after Adjustments)  
Before adjustments 

Figure 5 Lending margin benchmark table – Before adjustments 
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After adjustments  

Figure 6 Lending margin benchmark table – After adjustments 

 

Example of the comparability adjustments made to a specific comparable 

» Industry adjustment 

» Credit cycle adjustment 

» Tenor adjustment 

» Asset Class adjustment (not required) 

» Geography adjustment 
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Figure 7 Adjusted lending margin based on the expected loss differentiation 

 

Credit cycle or execution date adjustment (for difference in the stage of the credit cycle) 

If some of the comparables were executed in a different period (or more specifically a different stage in the credit cycle) than 
the tested loan’s execution date, the credit cycle adjustment quantifies the difference in the lending margins. (i.e., lending 
margin).  

Tenor adjustment (for differences in the loan commitment period) 

Typically, the level of PD increases as the term or tenor increases (referred to as the PD term structure). Therefore, there will 
be changes in EL due to differences in loan commitment period (tenors) for the comparables which are different than the 7-
year tenor of the tested loan.  

Asset class adjustments (for differences in the asset class) 

In the accurate delineation of an intercompany loan the asset class will usually be a senior loan with no other debt on the 
tested borrower’s balance sheet (i.e., considered as senior secured). For investment grade loans the asset class is usually senior 
unsecured. For non-investment grade it is senior secured. Therefore, while an EL adjustment can be quantified, it may need 
not be required.  

Geography and Industry adjustments (for differences in industry-specific, country/geography-specific default risk 
adjustments) 

As comparable borrowers that are in a different industry and/or country / geography may have significantly different risk 
profile than that of the related party borrower’s industry (and/or country), this may have an impact on the lending margin.  

Arm’s length result 

In applying the EL methodology to make comparability adjustments, the ELAM provides an adjusted arm’s length range of 
lending margins which when added to the appropriate reference rate results in an adjusted arm’s length range of interest rates 
for the controlled borrower’s loan.  
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Conclusion 

This methodology paper presents and discusses the components for making comparability adjustments when performing a 
benchmarking analysis for intra-group loan transactions in applying the CUP method using the ELAM following the OECD 
approach established on paragraph 10.89 onwards of OECD TPG 2022. 

As discussed, with the use of Expected Loss methodology, the users can benchmark intra company loan transactions across 
jurisdictions even with the use of primary loan market data, by taking into consideration the loan instruments and not just the 
credit rating. Ultimately, whether to use the primary loan market data or secondary bond data is an option that the user can 
exercise based on the facts of the case, and acceptance and availability of the data in the mentioned jurisdiction. 
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