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FX TRANSLATION, TRANSFER PRICING, AND
INTERCOMPANY ARCHITECTURE

The internal financial plumbing of a global company — how foreign subsidiary financials are translated,
how transfer prices are set and defended against tax authorities, and why every intercompany
transaction needs a written agreement.

IN THIS PART CASE STUDIES

Each part includes fully worked case studies with detailed

calculations, real-world context, and practical lessons for
e Current rate versus temporal method CFOs and finance leaders.

e ASC 830 and IAS 21 — functional currency determination

e Cumulative Translation Adjustment in OCI
e Transfer pricing — the arm's length principle explained
e The five OECD transfer pricing methods with calculations

e The intercompany agreement — every clause that matters

mm THE INTERNAL FINANCIAL ARCHITECTURE

How a Multinational Turns Local Financials Into One Global
Report

A US company with subsidiaries in Germany, Brazil, Japan, and Australia faces a translation challenge every time it
closes its books. Each subsidiary keeps its accounts in its local currency — euros, reais, yen, and Australian dollars
respectively. To produce consolidated financial statements in US dollars, the parent must translate every line item of
every subsidiary's financial statements into dollars. The rules governing how this is done — and what happens to the
resulting gains and losses — are set out in ASC 830 under US GAAP and in IAS 21 under IFRS.

Before any translation can occur, the company must determine the functional currency of each foreign operation. The
functional currency is defined as the currency of the primary economic environment in which the entity operates —
essentially, the currency in which it generates and spends most of its cash. For most foreign subsidiaries operating

independently in their local market, the functional currency is the local currency. A German subsidiary that earns
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euros, pays German employees in euros, and borrows from German banks in euros has the euro as its functional
currency. However, some foreign operations are so integrated with their US parent that their functional currency is
actually the US dollar. The determination matters enormously because it determines which translation method

applies.

The Current Rate Method: For Independent Foreign Operations

When a foreign subsidiary has the local currency as its functional currency, the current rate method is used. Under
this method, assets and liabilities are translated at the exchange rate in effect at the balance sheet date — called the
closing rate. Revenues and expenses are translated at the exchange rate in effect at the time of the transaction —
typically approximated by the average rate for the period. Equity accounts are translated at historical rates. The plug
that makes the balance sheet balance is the Cumulative Translation Adjustment, recorded in Other Comprehensive

Income.
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0 CURRENT RATE METHOD — COVPLETE EXAMPLE

CURRENT RATE METHOD — COVPLETE TRANSLATI ON EXAMPLE

German subsidiary (EUR functional currency)
Hi storical rate (subsidiary established): 1.2000
Average rate for current year: 1.0500

Closing rate (year end): 1.0200

| NCOVE STATEMENT (transl ated at average rate 1.0500)
Revenue: EUR 12, 000, 000 x 1.0500 = $12, 600, 000
Operating costs: EUR 9, 600,000 x 1.0500 = $10, 080, 000
Operating profit: EUR 2,400,000 x 1.0500 = $2, 520, 000

BALANCE SHEET (translated at closing rate 1.0200):

Total assets: EUR 28,000,000 x 1.0200 = $28, 560, 000
Total liabilities: EUR 18,000,000 x 1.0200 = $18, 360, 000
Net assets: EUR 10, 000, 000 translated = $10, 200, 000

EQUI TY SECTI ON:

Share capital: EUR 4,000,000 x 1.2000 (historical) = $4, 800, 000
Ret ai ned earnings (current year): $2,520,000 (at avg rate)
Equity subtotal before CTA: $7, 320, 000

Required equity to bal ance: $10, 200, 000

CTA REQUI RED: $10, 200, 000 - $7, 320,000 = $2, 880, 000 credit

CTA represents all EUR/ USD novenents since subsidiary forned
It lives in OCI —NOT in the incone statenent
Wien the subsidiary is SOLD, CTA is released to P&L;

This creates a hidden gain or |oss on every subsidiary di sposa

Transfer Pricing: The Most Audited Topic in International
Tax

Imagine you own a business with two divisions. Division A in Ireland makes a product that costs ten dollars to
produce. Division B in the United States sells that product to customers for thirty dollars. When Division A sells to
Division B, what price should it charge? If it charges fifteen dollars, most profit ends up in the US at a twenty-one
percent tax rate. If it charges twenty-five dollars, most profit ends up in Ireland at a twelve and a half percent tax rate.
The total production cost is the same. The product sold to the customer is the same. Only the internal price — the
transfer price — changes. And yet the total tax paid by the group can differ by millions of dollars depending on that

internal price.
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Tax authorities around the world understand this arithmetic perfectly. The OECD Transfer Pricing Guidelines —

adopted into domestic law by virtually every major economy — require that transfer prices be set as if the two related

parties were independent companies dealing at arm's length. The arm's length principle is the universal standard, and

it is enforced through audits, adjustments, penalties, and increasingly through real-time reporting obligations that give

tax authorities visibility into intercompany transactions that they did not have a decade ago.

The Five OECD Transfer Pricing Methods

Method

Comparable
Uncontrolled
Price (CUP)

Cost Plus

Resale Price

Transactional
Net Margin
(TNMM)

Profit Split

How It Works in Plain Terms

Find an identical or

near-identical transaction
between unrelated parties
and use that price directly

Take the seller's production
cost, add a gross markup
that comparable
independent companies
would earn

Start with the price at which
the buyer resells to end
customers, subtract the
distributor's gross margin

Compare the net profit
margin of the entity being
tested to margins of
comparable independent
companies performing
similar functions

Split the combined profit of
the related parties based on
their relative contributions —
functions, assets, and risks

Best For

Commodity
transactions, financial
transactions, standard
royalties with public
benchmark data

Manufacturing entities,
toll manufacturers,
contract research
organizations

Distribution entities
that buy from related
parties and resell
without adding
significant value

Most widely used
method globally —
flexible enough to
apply to most
situations

Highly integrated
operations where both
parties make unique
contributions that
cannot be separated

Primary Challenge

Truly comparable transactions
are rare for unique goods or
services

Defining the correct cost base
— which costs to include — is
often disputed

Fails for distributors that add
substantial value through
marketing or customization

Finding companies that are
truly comparable in function,
asset intensity, and risk profile

Most complex method —
requires detailed functional
analysis of both parties;
significant subjectivity
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O TNWM TRANSFER PRI CI NG CALCULATI ON

TNVMM — COVPLETE WORKED EXAMPLE

TESTED PARTY: Gernan distribution subsidiary

Buys software from US parent; distributes in Europe
Annual revenue: EUR 24, 000, 000

Cost of goods from US parent: EUR 19, 200, 000
Operati ng expenses (local): EUR 2,400, 000

Operating profit: EUR 2,400, 000

Qperating margin: EUR 2.4M/ EUR 24M = 10. 0%

BENCHMARKI NG (8 conpar abl e European di stributors):
Lower quartile operating nargin: 4.8%
Medi an: 6. 2%

Upper quartile: 8.9%

TRANSFER PRI CI NG POSI TI ON:

CGerman sub's margin: 10.0% —ABOVE arm s | ength range
Ger man sub earns MORE than conparabl e i ndependent s
Meani ng: US parent charges TOO LI TTLE for the software
German tax authority: happy (nore profit in Gernmany)

US IRS: may chal l enge (less profit in US)

ADJUSTMENT TO ARM S LENGTH MEDI AN (6. 2% :

Armis | ength operating profit: EUR 24M x 6.2% = EUR 1, 488, 000
Current operating profit: EUR 2,400, 000

Profit to reallocate to US: EUR 912, 000

Mechani sm | ncrease transfer price charged by US parent

New cost of goods: EUR 24M - EUR 1, 488,000 - EUR 2, 400, 000

= EUR 20, 112,000 (up from EUR 19, 200, 000)

US parent now recogni zes EUR 912, 000 nore profit annually

Cascade Technologies Inc.
Transfer Pricing Audit — $978K Cost From Outdated Intercompany Agreements

Background

Cascade Technologies established intercompany agreements in 2018 when it first expanded internationally to Ireland and
Singapore. By 2022, both subsidiaries had developed substantial local capabilities that were not reflected in the original
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agreements. The IRS examined the 2021 and 2022 returns and found that the Irish subsidiary was earning only a six
percent operating margin while performing functions that comparable independent companies earned twelve to fifteen
percent for.

0 TRANSFER PRI CI NG AUDI T —FULL COST

CASCADE — TRANSFER PRI CI NG AUDI T | MPACT

Irish subsidiary revenue (2021-22 conbined): $45, 000, 000
Reported operating margin: 6.0%
IRS armis length margin: 12.5%

| RS ASSESSMENT:

Armis length profit: $45M x 12.5% = $5, 625, 000
Reported profit: $45M x 6.0% = $2, 700, 000
Profit reallocated to US: $2, 925, 000
Additional US tax (21%: $614, 250

Penalty (20%: $122, 850

Interest (2 years, 7% : $86, 000

IRS total assessnent: $823,100

COVPETENT AUTHORI TY RESOLUTI ON (3 years):

IRS and Irish Revenue negotiate bil ateral agreement
Final reallocation: $1,800,000 to US

US tax: $1,800,000 x 21% = $378, 000

Penal ties/interest: $180, 000

Legal fees (3 years): $420, 000

TOTAL ECONOM C COST: $978, 000

PREVENTI ON COST: Annual TP revi ew + updated agreenents: $50, 000
$50, 000 prevention vs. $978,000 consequence = 19.6x RO

GlobalTech Manufacturing
CTA Release — The $9.2M Hidden Loss on a Japanese Subsidiary Sale

Background

GlobalTech Manufacturing had operated a Japanese subsidiary for eighteen years. Over that period, the yen had weakened
significantly against the US dollar, and the subsidiary accumulated a large negative Cumulative Translation Adjustment in
OCI. When GlobalTech sold the subsidiary at a four million dollar premium to book value, its CFO discovered that the
accumulated CTA would be released from OCI to the income statement at disposal, turning an apparent gain into a reported
loss.
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0 CTA RELEASE —DI SPOCSAL | MPACT

GLOBALTECH — CTA RELEASE ON SUBSI DI ARY DI SPOSAL

Japanese subsidiary net assets (book, USD): $28, 000, 000
Sal e price: $32,000, 000
Book gain before CTA: $32M - $28M = +$4, 000, 000

ACCUMULATED NEGATI VE CTA (18 years of yen weakness):
CTA bal ance in OC: ($9, 200, 000)

Rel eased to P&L; on disposal: ($9, 200, 000)

P&L; | MPACT OF SALE:

Book gai n: +$4, 000, 000

CTA rel eased: ($9,200, 000)

NET REPORTED LOSS: ($5, 200, 000)

Despite selling at a $4M prem um the conpany

reports a $5.2M LCSS on the transaction

VWHY THI S SURPRI SES CFCS:

CTA is invisible in OCl during normal operations

It accunmul ates silently for years or decades

Di sposal crystallizes the entire bal ance in one period
LESSON: Revi ew CTA bal ances BEFORE any di sposal deci sion
The CTA is a hidden liability in every subsidiary that

has experienced currency depreciation since establishment

Meridian Digital Services

Permanent Establishment Trap — Two Sales Directors Created a Tax Liability

Background

Meridian Digital Services is a US software company that employs senior sales directors based in London and Frankfurt who
close deals and sign contracts on behalf of the company from their home offices. The company had not registered for tax in
either country, believing that employing local salespeople did not create a taxable presence. The UK and German tax
authorities disagreed — and the resulting assessments covered four years of activity.
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0 PERVANENT ESTABLI SHVENT —FI NANCI AL | MPACT

MERI DI AN — PERVANENT ESTABLI SHVENT COST

UK director revenue (annual): $8, 400, 000
German director revenue (annual): $6, 200, 000

Audit period: 4 years

PE TRI GGERS FOUND:

UK: director had authority to conclude contracts

= dependent agent PE under UK-US tax treaty

Germany: director used honme office exclusively for business

= fixed place of business PE under Cernman |aw

UK ASSESSMENT (4 years):

UK profit: $8.4M x 4 x 15% nmargi n = $5, 040, 000
UK corporation tax (avg 21%: $1, 058, 400
Failure to notify penalty (30%: $317,520
Interest: $142, 000

UK total: $1,517, 920

GERVAN ASSESSMENT: appr oxi nat el y EUR 900, 000

PREVENTI ON COST: Annual PE risk revi ew $85, 000/ year

vs. $2.5M+ in conbined taxes, penalties, and interest

RO of prevention: 29x
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