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The debate over arm s-length discounts often amounts to the appropriate Dell
determination of what is a reasonable expected return to the assets of a Conclusion

factoring entity.
Exhibit 1. CUT Approach to Factoring

Companies can generate accounts receivable by selling goods to customers

on credit. In some instances, the company may sell its accounts receivable to a Exhibit 2. Historical Default Rates Edward
factoring entity at a discount from the face value of the accounts receivable. X Altman April 2008 Presentation

Factoring entities: Footnotes

00 Provide cash in lieu of accounts receivable to the company. About ONESOURCE Transfer Pricing

00 Are responsible in some instances for collecting the client s accounts receivable
from customers and providing related bookkeeping and reporting services.
10 Assume the credit risk of customers in nonrecourse factoring situations.

When the factoring entity and the company selling the accounts receivable are
related parties, tax authorities may challenge whether the discount is consistent
with the arm s-length standard. The IRS recently issued Factoring of Receivables
Audit Technique Guide, LMSB-04-0606-004, to assist examiners in determining
whether a U.S. multinational has improperly shifted income abroad through the
factoring of accounts receivable to foreign af liates. The guide noted that a factoring
arrangement between related parties may be abusive if the factoring fees are much
higher than those charged to unrelated parties. The Canadian Revenue Agency
(CRA) has also been scrutinizing intercompany factoring arrangements. 2
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The guide instructs IRS examiners to request certain
information to determine if accounts receivable have
been sold and to request a taxpayer s transfer pricing
studies, including documentation. The guide also
notes that the Preamble to the Regulations under
Section 6050P (Returns relating to the cancellation
of indebtedness by certain entities) describes a typical
unrelated-party pricing of factoring transactions. The
Preamble states that for typical transactions with
unrelated parties, factoring fees are 0.35% of the face
value of the accounts receivable if the factoring entity
is not responsible for collection. This example appears
to be based on a factor with recourse, as the implied
annualized return is only 4.28%, assuming that this

is a 30-day factor. 2 The pricing of a nonrecourse
factor would also have to consider the role played by
assuming credit risk.

Intercompany factoring arrangements often have
much higher discount rates. Exhibit 1 presents a set
of third-party factoring arrangements once used in an
Arthur Andersen transfer pricing memo to support a
4% discount. 4 The observed discounts in the third-
party factoring arrangements range from as low as
1% to as high as 5.4%, with a median discount of 4%.
The Andersen memo also noted that the interquartile
range was 3% to 4.5%. While the memo appears to
suggest that these third-party transactions represent
comparable uncontrolled transactions (CUTSs) for

the intercompany transaction, the CRA often rejects
appeals to a CUT approach. 2

The rst part of this article outlines a model for the
determination of arm s-length discounts and discusses
potential issues with the Andersen CUT approach.

It then demonstrates that the debate over arm s-
length discounts often amounts to the appropriate
determination of what is a reasonable expected return
to the assets of a factoring entity. The article proposes
the use of the capital asset pricing model (CAPM).
While CAPM does not support the belief among some
tax authorities that a factoring entity deserves only

a risk-free return, it also does not support the very
high expected returns implicit in many intercompany
factoring arrangements. The article concludes by
discussing two intercompany factoring arrangements
one in FSA 200224003 and the agreement between
Dell Marketing and Dell Receivables.

CUT APPROACH TO FACTORING DISCOUNTS
Discount rates on nonrecourse factoring arrangements
depend on two key factors: &

[l Expected loss from defaults by customers.
[l Expected return to the holder of the
accounts receivable.

For recourse loans, the expected loss from defaults is

zero, so the discount rate captures the expected return.

If annualized expected return is R, and the term of the

factor is such that there could be n terms per year, the
discount (D) for a factor with recourse is represented by
equation (1):

(1) d = (1 +R)(1/n) - 1.

This formula can be extended to nonrecourse factors
to include the expected loss from defaults as a
percentage of the amounts factored (L), which is shown
in equation (2):

(2)d =L+ (1 +R)(1/n) - 1.

The factoring discounts in Exhibit 1 vary substantially,

suggesting either very different expected returns

or very different expected losses. As argued

below, expected returns for arm s-length factoring

arrangements should not vary greatly in competitive
nancial markets, implying that the expected losses

among these third-party factoring arrangements

varied substantially from each other.

The Andersen memo that contained these third-party
arrangements noted potential differences between
the controlled transaction and the third-party
transactions in terms of the extent of credit risk borne
by the factoring company. The memo failed to address
the issue of comparability adjustments, such as the
suggestion in Reg. 1.482-3(c)(3)(ii)(C):

For this purpose, consideration of operating expenses
associated with functions performed and risks assumed
may be necessary, because differences in functions
performed are often re ected in operating expenses. If
there are differences in functions performed, however,
the effect on gross pro t of such differences is not
necessarily equal to the differences in the amount of
related operating expenses.

Reg. 1.482-3(c) addresses the use of the resale price
method to evaluate transfer pricing for tangible
goods. This logic can be applied to factoring if the
factoring fee is viewed as if it were gross pro ts to
cover the expected accounting costs borne by the
factoring company plus the expected operating pro ts
that the factoring company would receive under the
intercompany pricing arrangement.

In many intercompany factoring arrangements, the
expected loss from default is modest. The Andersen
memo noted that the history of non-payment by
[customers] has not been a problem, but then
claimed that the median third-party factoring fee was
a conservative estimate of the arm s-length factoring
fee for this controlled transaction because some of
the third-party arrangements allowed the factoring
company partial recourse. This second claim does not
follow unless evidence is presented that the accounts
receivable in most of the third-party arrangements
had expected losses from default equal to or less
than the modest expected losses from default in the
intercompany factoring arrangement.
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Adjustments that estimate the impact of material
differences should be made if they can be done
reliably. Equation (2) can be rewritten to capture the
difference between the arm s-length discount rate for
the controlled transaction (dc) and the discount for the
uncontrolled transaction (du), as in equation (3):

(3) dc = du +(Lc - Lu),

where Lc is the expected loss for the controlled
transaction and Lu is the expected loss for the
uncontrolled transaction. If the expected loss for the
controlled transaction is less than the expected loss for
most of the uncontrolled transactions in the Andersen
memo, the median and interquartile range for the
adjusted discount rates will be lower than the results in
the Andersen memo or Exhibit 1.

While estimating the expected loss for the controlled
transaction may be dif cult, it is essential to evaluating
the arm s-length discount rate, whether using CUT

or CAPM, discussed below. One method might be to
examine the historical record of bad losses for the
types of accounts receivable factored to shed some
light on the value of Lc. Estimating the expected loss
for each uncontrolled transaction, however, may not be
feasible. Not being able to reliably estimate the impact
of material differences in expected losses between
controlled vs. uncontrolled factoring arrangements
presents a serious challenge to the reliability of CUT.

John Hollas discussed an alternative to CUT the
comparable uncontrolled price (CUP) method: £

In most cases the CRA states that merely obtaining
quotes from a number of third-party factoring
companies for the contemplated sale of a trade
receivables portfolio would not be equivalent to a
comparable uncontrolled factoring transaction and
therefore would not produce a CUP. In an arm s-
length factoring transaction, the CRA believes the
parties would start negotiations based on the quote
as an offer, but would in all likelihood expect some
downward movement of the price to a level acceptable
to the Canadian MNC. If the parties cannot arrive at a
transaction price or if the seller of the trade receivables
considers the factor rate to be in excess of the bene ts
received, then there would likely be no factoring
(commercial) transaction.

Offers from third-party factoring entities that the
multinational did not accept are not a reliable measure
of the arm s-length discount rate for the simple reason
that the multinational s refusal to accept the offer

is evidence that the offered rate is above what the
company would have been willing to pay in an arm s-
length transaction.

CAPM
If a reliable CUT is not available, an alternative means
for estimating an arm s-length discount rate is to

APRIL 2009

estimate its two components: the expected loss from
default (L) and the expected return to assets (R).
While estimating the expected loss from default is a
challenging and important task, & this article focuses
on the expected return to assets. Although the tax
authorities often view this return as nothing more than
the risk-free rate, representatives of multinationals
frequently claim that there is a substantial risk
premium for entities that bear credit risk.

Financial economists evaluate expected returns

to capital using some variation of a risk-adjusted

performance metric (RAPM), such as the risk-adjusted

return on capital (RAROC). RAROC is often de ned

to include some measure for the expected loss from a
nancial position: 2

(4) RAROC = (revenue - expenses + income from
capital - expected loss)/capital.

This expected return to capital is then compared to
the cost of capital, which can be seen as the sum of
the risk-free rate and the premium for bearing the
systematic risk for any nancial position.

Systematic risk is often de ned as undiversi able risk,
as it represents the contribution to overall market risk
from the inclusion of an asset into a well diversi ed
portfolio. While systematic risk is fundamentally
different from Frank Knight s risk-of-loss concept,
some transfer pricing practitioners have attempted
to estimate the risk premium for a factoring entity by
examining the risk of loss. 12 One Big Four accounting
rm suggested that the expected return to a factoring
arrangement should exceed the risk-free rate by an
amount suf cient to ensure that the probability of the
actual loss exceeding the expected return is not more
than 10%. L

This approach would base the expected return on

the volatility of the factoring arrangement similar to
the loss distribution function presented by Anthony
Saunders and Linda Allen in their discussion of the
amount of capital thata nancial institution should
hold as a cushion against unexpected losses. 2 The
approach taken by this accounting rm would result
in a very large expected return and a very modest
amount of total risk. If some of the total risk can

be diversi ed away, the ratio of expected return to
systematic risk would be substantial. The risk-of-loss
concept, however, captures the expected loss element
in de ning expected returns but not the cost of capital.
This approach has confused the need for reserves with
the determination of expected returns and the cost

of capital. If the expected loss from credit risk could
be diversi ed away completely, all risk-based models
built on arbitrage pricing theorem (APT) would hold
that the diversi able risk would have no impact on the
cost of capital.
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Under CAPM, a variation of APT, the expected return to
any asset (Rj) is calculated using equation (5):

(5) Rj = Rf + &j(Rm - Rf),

where Rf = the risk-free rate, Rm = the expected return
on the market portfolio of assets, and aj = the beta
coef cient for this particular asset. The beta coef cient
measures the tendency of the asset s return to move
with unexpected changes in the return to the

market portfolio.

For publicly traded companies, beta coef cients are
often estimated by a regression equation approach.
The regression equation for a single explanatory
variable model is:

(6) Y = a + b*X,

where Y = the dependent variable and X = the
independent variable. If Y = Rj - Rf and X = Rm - Rf, the
CAPM equation becomes:

(60) Y = U + a*X,

with the expected value of U being zero. The nance
de nition of the beta coef cient coincides with the
regression analysis de nition of the slope coef cient
with beta determined by:

(7) a = A(Gj/6m),
where Qj refers to the standard deviation for the return
to the asset, im refers to the standard deviation for

the return to the market portfolio, and A refers to
their correlation.

If this correlation were zero, the expected return on the
asset would be the risk-free rate. While some nancial
models assume that this expected return contains

no risk premium, Edward Altman recently presented
evidence that default rates rise during recessions.

B See Exhibit 2. Default rates were especially high
following the 1990 and 2001 recessions. Recessions
also tend to be associated with weak stock market
performances. Conversely, a strong macroeconomic
environment tends to lead to both strong stock market
performances and low default rates. When default
rates are low, the returns to holders of credit tend to be
high. Thus, the evidence suggests a positive correlation
between the overall return to market portfolios and

the return to factoring entities. In other words, the
evidence indicates at least some systematic risk for
factoring entities.

Beta coef cients are often estimated for the equity of
publicly traded companies. Equity betas re ect both
operational and leverage risks. Since the task is to
estimate the expected return to assets rather than the
expected return to equity, the beta estimates must be
on a debt-free, unlevered, or asset basis. The following
equation removes the effect of leverage on these equity
betas (ae):

(8) aa = ae/(1 + D/E),

where D = debt, and E = the market value of equity. To
the degree that a company engages in leverage risk by

nancing its assets through debt instead of equity, the
equity beta would tend to exceed its asset or unlevered
beta (aa).

The Ibbotson Cost of Capital: 2008 Yearbook reports
median and composite unlevered beta coef cients for
various three-digit Standard Industrial Classi cation
(SIC) codes, including 614 (personal credit institutions)
and 615 (business credit institutions), which are

often the SIC codes chosen to identify comparable
companies for purposes of evaluating intercompany
factoring transactions. For SIC code 614, the median
unlevered beta coef cient was 0.58, while the
composite unlevered beta coef cient was 0.70. For
SIC code 615, the median unlevered beta coef cient
was 0.23, while the composite unlevered beta

coef cientwas 0.54. The Ibbotson Stocks, Bonds, Bills,
and In ation: 2007 Yearbook reports the 1926-2006
geometric averages for the return to long-term federal
bonds (5.4%), the return to long-term corporate bonds
(5.9%), and the return to corporate stock (10.4%). The
difference between the average return to corporate
bonds and the average return to federal bonds, which
was 0.5%, can be seen as a conservative estimate

of the expected return premium for bearing default
risk for those entities that lend to businesses. The
difference between the average return to corporate
stock and the average return to federal bonds, which
was 5%, is often used as a measure of the risk premium
for holding the market portfolio. Multiplying the 5%
premium and the unlevered beta coef cient for SIC
code 615, which ranges from 0.23 to 0.54 depending
on whether the median or the composition is used,
provides another estimate for the expected return
premium. This procedure suggests an expected return
premium for entities that hold receivables related to
credit extended to businesses that ranges from 1.15%
to 2.7%. A similar procedure for entities that hold
receivables related to credit extended to households
suggests that the expected return premium ranges
from 2.9% to 3.5%.

In evaluating the expected return to assets for

a factoring entity, CAPM is an alternative to the
comparable pro ts method (CPM) with the factoring
entity as the tested party. Some transfer pricing
reports, however, have attempted to use the CPM even
though there are no publicly traded companies the
primary business of which is factoring. These reports
often begin with publicly traded companies under SIC
codes 614 and 615 that have the vast majority of their
assets listed as accounts receivable. These companies
include DVI Inc., Financial Federal Corporation,

First Investors Financial Services Group Inc., KBK
Capital Corporation, Nicholas Financial Inc., and TFC
Enterprises Inc.
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There are two problems with the use of the CPM. At
best, it can evaluate the actual return to assets and
not the expected return to assets. If deviations from
expected return tend to be modest and occur within a
narrow time frame, the tradition of evaluating three-
year averages may mitigate this problem. For factoring
entities, however, credit losses are often episodic
events. Over some three-year periods, credit losses
may be signi cantly less than the expectation of losses
over longer periods. During these fortunate times, the
actual return to assets will tend to exceed expected
returns. During episodes of sizeable credit losses, a
factoring entity would tend to have losses under arm s-
length pricing.

Applications of the CPM often evaluate the ratio

of operating pro ts to operating assets when the
tested party is either a distributor or a manufacturer.

If the CPM is applied to a nancial institution, the

de nitions of both operating pro ts and operating
assets become more problematic, as these institutions
rely on borrowed funds to nance what are effectively
loans to its customers. Thus, interest expenses often
represent a cost of operations. The six companies listed
above as potential comparables provide collateralized
lending, nancing, and leasing services to entities

that purchase durable goods, such as motor vehicles
and medical equipment. The assets listed as accounts
receivable tend to be nance receivables, leases, or
installment sales contracts. These entities also tend

to have signi cant interest expenses as a cost of
operations. If a transfer pricing analysis ignores interest
expenses in its de nition of operating pro ts, itis likely
to signi cantly overestimate the appropriate return to
assets for a factoring entity.

CAPM suggests that the expected return to assets for a
factoring entity exceeds the risk-free rate. However, this
method, combined with the evidence presented above,
does not suggest a substantial premium for bearing
systematic risk. As such, any transfer pricing policy that
generates signi cant expected returns would not be
consistent with arm s-length pricing.

FSA 200224003

FSA 200224003 involved a U.S. entity that sold its
accounts receivable to a foreign af liate. The transfer
pricing issue is discussed in light of this article s
economic model of arm s-length factor discounts. The
discount was based on the prime interest rate plus

an additional percentage, which was not stipulated in
the FSA. While the U.S. entity was still responsible for
collecting and processing the accounts receivable, the
U.S. entity paid a commission to the factoring af liate.
In turn, the factoring af liate compensated the U.S.
entity for its collection and processing services. The
FSA did not stipulate whether the commission paid to
the factoring af liate exceeded the cost of collection
and processing.

APRIL 2009

The facts suggest a very aggressive transfer pricing
policy. IRS Examination appeared to be arguing

that the credit risk borne by the factoring af liate
was very low. The use of the prime interest rate

plus an additional percentage would suggest a very
high expected return for two reasons. One is that
this additional percentage may have exceeded the
expected losses from default. The other reason is
that the prime interest rate tends to exceed the risk-
free rate by approximately three percentage points.
4 Finally, if the commission rate for collection and
processing exceeded the cost of performing this
service, the difference could be seen as an additional
expected return element. Even if the factoring af liate
bore some credit risk, CAPM suggests that the risk
premium for bearing the systematic risk inherent in
bearing credit risk would be modest.

DELL

While the speci cs of the intercompany factoring
arrangement were not publicly disclosed in FSA
200224003, the intercompany factoring agreement
between Dell Marketing and Dell Receivables, entitled
Receivables Purchase Agreement and dated November
21,1995, can be reviewed. In this agreement, Dell
Marketing sold its receivables to Dell Receivables at a
2% discount: 2

Purchase Percentage shall mean initially 98%;
provided, however, that the Purchase Percentage may
change from time to time, on a basis consistent with
that used to establish the initial Purchase Percentage,
tore ect historic loss experience of the Seller s
accounts receivable portfolio and prevailing interest
rates, as agreed on by the Seller and the Purchaser.

While a 2% discount rate is less than what was
recommended in the Andersen memo, as noted above,
whether this discount is consistent with the arm s-
length standard depends on the expected losses from
holding these receivables and the implied expected
return to assets. The contract did not explicitly de ne
either the expected loss from holding receivables or
the expected return to assets for Dell Receivables.

If these receivables were 30-day receivables and
expected losses were 1.5%, a 2% discount translates
into a 6% per annum expected return, which would
appear to be reasonable. If expected losses were only
0.5%, a 2% discount translates into an 18% per annum
expected return. Had Dell Receivables been a foreign
af liate, an 18% per annum expected return could have
invited an IRS challenge under Section 482. Since Dell
Receivables was another U.S. entity, no IRS challenge
is likely, but this intercompany arrangement could be
subject to review by state tax authorities to determine
whether the intercompany pricing was consistent with
the arm s-length standard.



TRANSFER PRICING INSIDER APRIL 2009

CONCLUSION

The IRS Factoring of Receivables Audit Technique
Guide provides an extensive checklist of documents
and issues for international examiners to review

when evaluating whether an intercompany factoring
arrangement is consistent with the arm s-length
standard. This checklist involves certain contractual
matters between the factoring entity and the related-
party seller of receivables, certain nancial information,
and any information that might be in a transfer pricing
report commissioned by the taxpayer. The contractual
information may include the discount rate, any
commissions or other fees paid to the factoring entity,
services that were contracted back to the related-party
seller of receivables, the nature of the receivables
factored, whether the receivables were factored with or
without recourse, the source of the funds acquired by
the factoring entities to purchase the receivables, and
whether the factored receivables were securitized and,
if so, how.

International examiners are also instructed to review
the past ve years of bad-debt history for the related-
party seller of receivables, as well as the nancials for
the factoring entity. Finally, international examiners
are requested to review any transfer pricing reports
that the taxpayer prepared. Taxpayers who believe
that they have established arm s-length pricing for
the factoring arrangement would be wise to prepare a
transfer pricing report that addresses the issues in the
Factoring of Receivables Audit Technique Guide.

Exhibit 1. CUT Approach to Factoring

Factoring Company Factoring Discount

21st Capital Corp. 4.0%
Allstate Funding Corp. 4.0%
AMCI Finance 1.0%
Bookcliff Funding Group 3.0%
Carter Funding Corp. 3.0%
Capital Funds Group (a) 3.0%
Capital Funds Group (b) 5.0%
Diversi ed Funding Services, Inc. (a) 2.0%
Diversi ed Funding Services, Inc. (b) 5.0%
First Capital Funding Corp. 4.0%
Hamilton Group 4.5%
New Century 1.5%
Osage Med Fund 5.4%
United California Discount 3.5%
Westgage Financial Corp. 4.5%

Exhibit 2. Historical Default Rates Edward Altman
April 2008 Presentation
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