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BEPS MONITORING GROUP 

Response to Action 4: Interest Deductions and Other Financial Payments 

This report is published by the BEPS Monitoring Group (BMG). The BMG is a group of 

experts on various aspects of international tax, set up by a number of civil society 

organizations which research and campaign for tax justice including the Global Alliance for 

Tax Justice, Red de Justicia Fiscal de America Latina y el Caribe, Tax Justice Network, 

Christian Aid, Action Aid, Oxfam, and Tax Research UK. This paper has not been approved 

in advance by these organizations, which do not necessarily accept every detail or specific 

point made here, but they support the work of the BMG and endorse its general perspectives.  

We are grateful for this opportunity to comment on the proposals for dealing with the 

treatment of intra-group interest and other financial payments. We are grateful for this 

opportunity to make comments on the proposals, and would like also to speak at the public 

consultation on this issue. 

This paper has been prepared by Richard Murphy, with comments and input from Sol 

Picciotto, Francis Weyzig and Jeffery Kadet. 

SUMMARY 

We warmly welcome the proposals in this report, which could greatly reduce the 

opportunities for tax avoidance by multinationals using internal financial structures to reduce 

their taxes artificially by inflated deductions of interest from taxable profits. We support its 

main proposal, that countries should introduce a limit on such interest deductions based on 

the consolidated net interest expense of the whole multinational corporate group to third 

parties, apportioned to each group member according to its earnings before tax, interest, 

depreciation and amortisation (EBITDA). However, we also make some comments and 

suggestions. 

Firstly, more attention should be paid to the problem of divergence between the standards for 

financial accounting and those for taxation. Since consolidated financial statements will at 

least initially be used, we suggest that companies should be required to identify and adjust for 

any material differences caused by inconsistent financial accounting rules and differing 

accounting and tax treatments of significant items, at both the group and entity levels. Any 

allocation of net interest expense based on group accounting must be based on data drawn 

from the consolidation process where (i) all intra-group transactions have already been 

eliminated from consideration and (ii) the accounts of subsidiary entities have, if necessary, 

been restated from the local accounting standards to those of the group financial statements. 

In the longer term, we strongly urge the OECD to work on the development of an 

international standard for tax accounting for such purposes, which could build on the work 

already done in the EU’s Common Consolidated Corporate Tax Base. 

Secondly, it should be recognised that the adoption of any allocation rule entails a move away 

from the separate entity principle, but in this case only in relation to charging for costs. As we 

noted in our response to the report under AP10 on Low Value Added Services, which also 

proposed an apportionment method, many tax authorities, especially in developing countries, 

may be reluctant to accept an apportionment method for joint costs, as they can be used to 

reduce taxable profits in source countries. We nevertheless support an apportionment 

approach in general, since it is in line with business reality, and results in rules which are 

much easier to administer. In the case of interest, we support a cost apportionment since (i) 

allocation based on earnings reflects economic activity and hence to some extent benefit; and 

(ii) evidence shows that this method would restrict interest deductions to a level which will 
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normally be well below that resulting from the interest cap or thin capitalisation rules that 

countries currently apply.  

However, as we have argued in several submissions, we would generally favour a move to 

more comprehensive profit apportionment solutions. Hence, we strongly encourage the 

systematisation and expanded use of the profit split method, which fairly and easily 

apportions both costs and revenues. This would be the most effective way to achieve the aims 

of the BEPS project as laid down by the G20 leaders, to ensure that multinationals are taxed 

‘where economic activities take place and value is created’.  

1. GENERAL REMARKS 

1. Almost by definition the Treasury function is probably the most highly centralised activity 

in any multinational corporate group: it exists to service the needs of the entity as a whole. Its 

function necessarily recognises the fact that the group exists as an entity in its own right and 

is more than the sum of its parts. That fact, combined with the difference in treatment of 

interest (which is generally treated as tax deductible) from dividends and other returns on 

equity (which are paid from post-tax earnings), creates a close link between corporate finance 

and tax planning. It also means that the separate entity concept, which attempts to deal with 

such multinational groups as if they consist of independent entities in each country in which 

they operate, is particularly inappropriate in this context. In combination this means that the 

structuring of intra-group finance has become a key area for tax avoidance for multinational 

groups.  

2. As explained in paragraph 6 of the Discussion Draft (DD), this Action point aims to deal 

with the aspect of tax deductibility at source, while others are concerned with the use of 

hybrid instruments or entities, and channelling of interest payments to controlled corporations 

in low-tax jurisdictions. Our comments made here must also be read in that context. 

3. We warmly welcome the approach outlined in the DD. It is the fruit of several decades of 

attempts by OECD countries to deal with this problem by various methods, such as thin 

capitalisation rules, which have had only limited success. Resulting from this experience, a 

number of countries have sought to adopt simpler rules, mainly entailing a cap on deductions. 

This has led to the realisation, expressed in this report that the only sensible way of tackling 

the issue is by treating a firm’s debt on a consolidated basis, and apportioning interest 

deduction limits according to an appropriate allocation key. 

4. Nevertheless, we also believe it appropriate to add some notes of caution. First, the DD 

devotes relatively little attention to the issue of differing accounting treatment of interest for 

the purposes of accounting and taxation. We are of the opinion that far too little attention has 

been given to this issue, and many of our comments will attempt to address it. In the longer 

run, we consider that it should be a high priority for the CFA to work on the creation of an 

internationally harmonised tax accounting standard. This would not be as daunting a task as it 

might seem as, although there are significant differences between financial and tax 

accounting principles, national tax accounting rules generally have similar objectives, even if 

outcomes are not always consistent. Considerable work has also been done already in the EU 

in developing the proposed Common Consolidated Corporate Tax Base, particularly on the 

harmonised tax base definition. Harmonisation also should focus on basic issues such as 

income recognition, and need not deal with policy aspects such as depreciation where 

alternative taxation rules are always likely to apply.  

5. While we believe the task will not be daunting, the development and agreement on an 

internationally harmonised tax accounting standard will take some period of time. In the 

meantime, we will presumably have to use, of necessity, consolidated financial statements as 
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the basis for various group-wide calculations. If consolidated financial statements are initially 

used, guidance should require that MNCs must identify and adjust for any material 

differences caused by (i) inconsistent financial accounting rules and applications, and by (ii) 

differing accounting and tax treatments of significant items. Such identification and 

adjustments would be both at the group level and at the entity level. We think it will be 

important that differences between the two are identifiable to prevent opportunities for 

arbitrage arising. This leads us to suggest that any allocation of net interest expense based on 

group accounting must be based on data drawn from the consolidation process where (i) all 

intra-group transactions have already been eliminated from consideration and (ii) the 

accounts of subsidiary entities have, if necessary, been restated from the GAAP in which they 

have been prepared to the consistent GAAP in which the multinational corporation’s group 

financial statements are presented. 

6. Secondly, it should be recognised that the adoption of an allocation rule entails a move 

away from the separate entity principle, but in this case only in relation to charging for costs. 

A similar method has also been proposed in the report under Action 10 on Intra-Group 

Services, at least for low-value-added services. As we noted in our response to that report, 

many tax authorities, especially in source countries, may be reluctant to accept an 

apportionment method for joint costs, as such charges may be used for BEPS. Hence, for 

intra-group services, the ‘simplified method’ of apportionment was proposed only for low-

value-added services and subject to a benefits test. The present report goes further, and 

proposes allocation rules for a group’s consolidated net interest expense, without any benefit 

test. Tax authorities may nevertheless find it acceptable, for several reasons. First, it has the 

great advantage, as do apportionment methods generally, of being relatively easy to 

administer, which is especially beneficial for the difficult problem of intra-group finance. 

Secondly, the allocation key used (based on either earnings or asset values) reflects economic 

activity and hence embodies at least a rough-and-ready sort of benefit test. Thirdly, and most 

importantly, the evidence indicates that application of this method is likely to restrict interest 

deductions to a level which will normally be well below that resulting from the interest cap or 

thin capitalisation rules that countries currently apply. Although based on a limited survey, 

the data in the report (Ch. IX, Box 4) show that a large majority of the largest non-financial 

companies have a net interest to EBITDA ratio of below 10%. 

7. In this case therefore, the adoption of an allocation rule, even though in relation only to 

costs, may benefit all states, not only because it is more easily administered, but also because 

it would restrict base erosion. While we welcome this adoption for interest expense 

deductions, as we said in our response to the report on AP 10 Intra-Group Services, we would 

generally favour a move to the more comprehensive apportionment solution, which is 

extending the profit split method, which fairly and easily apportions both costs and revenues.  

8. It is clear that any best practices decided upon for defining interest and applying the group-

wide interest allocation rules and group ratio rules will require multinational taxpayers 

subject to the rules to make certain calculations that will be relevant to many group entities 

within many countries. We suggest that as part of this project consideration be given to 

defining the information relevant to these new best practice rules and including them as 

required content in the Master File. As such, once a best practices group-wide approach is 

decided upon, the annual Master File updated each year should include a computation of the 

group-wide net interest expense, applicable ratios, and other relevant information including a 

full listing of all group members included in the ‘interest limitation group’ for the most 

recently completed fiscal year. This would allow much easier application of the new rules by 

both taxpayers and tax authorities alike. 
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9. Paragraphs 21 – 24 discussed the use of both arm’s length tests and withholding taxes, 

concluding that neither should be included as options for a best practices recommendation. 

We thoroughly agree with the conclusion that arm’s length tests are not workable approaches 

for dealing with BEPS motivated interest flows. However, we are concerned about this initial 

conclusion that excludes withholding taxes from being considered an option for a best 

practice recommendation. Paragraph 23 lists reasons that only apply to EU countries and to 

countries having policy reasons for not currently applying withholding taxes to outbound 

interest payments. Presumably, the latter concern applies to the United States and similar 

countries that have considerable amounts of public and private debt in the hands of foreign 

creditors, many of which are either exempt in their location of residence (such as pension 

funds, central banks, etc.) or are not reporting the income either legally or otherwise to any 

jurisdiction. These concerns will often not be relevant for many developing countries. 

Further, for some developing countries, a major concern is domestic investors round-tripping 

funds through foreign legal entities back into domestic investment. Given how paragraph 23 

acknowledges the simplicity and effectiveness of this withholding tax approach, such 

countries that have few tax authority resources and often a small or non-existent tax treaty 

network should perhaps be encouraged to consider this as a possible mechanism. Hence, we 

believe that this use of withholding taxes should be further considered for inclusion as a best 

practice recommendation. 

2. SPECIFIC COMMENTS 

A. What is interest and what are financial payments economically equivalent to 

interest? 

1. Do any particular difficulties arise from applying a best practice rule to the items 

set out in this chapter, such as the inclusion of amounts incurred with respect to 

Islamic finance? If so, what are these difficulties and how do they arise?  

We would encourage the application of a best practice rule covering the items referred to in 

the chapter but have concern as to its scope in accounting rather than taxation terms. If there 

is to be an appropriate formula for apportionment that relates, for example, to the total 

interest expense of a group then the consistent calculation of interest for both accounting and 

taxation purposes is fundamental. In practice, generally accepted accounting principles vary 

in their treatment of interest expense, and this is at least as contentious an issue in accounting 

as it is in taxation. So, for example, some items recognised as interest for accounting 

purposes, such as the unwinding of discounted valuation arrangements, may not necessarily 

be considered interest for taxation purposes whilst the capitalisation of interest for accounting 

purposes may be inconsistent with, and be quite distinctly differently presented in taxation 

contexts from the way in which the same item might be included in financial accounts. It is 

important to note that GAAPs are inconsistent, in particular, in their treatment of leases, 

interest capitalisation, the recognition of interest implicit in hedging relationships and 

discounting as well as other areas, all of which need to be appreciated as they can, and have, 

provided opportunity for tax arbitrage. If any arrangement with regards to tax deductibility of 

interest is to be based upon accounting data it is not possible to avoid the need for 

consistency in accounting both within and between corporations and states so that 

inconsistent accounting treatments cannot be adopted for different subsidiaries in different 

locations. Otherwise, groups would be able to arbitrage their tax relief allocation. Hence, 

attention needs to be given to this issue when establishing best practice rules. 

2. Are there any specific items which should be covered by a best practice rule which 

would not be covered by the approach set out in this chapter? What are these and 
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how could they be included within a definition of interest and other financial 

payments that are economically equivalent to Interest?  

The following issues may need to be additionally addressed: 

The treatment of capitalised interest;  

The unwinding of discount arrangements used in accounting; 

The specific interaction with lease arrangements, of both an operating and finance 

nature, to ensure consistency with accounting treatment within and between states and 

the different generally accepted accounting principles. 

In view of the significant differences in lease accounting, and their interest implications, the 

last issue is, we think, of particular significance.  

B. Who should a rule apply to? 

3. Are there any other scenarios you see that pose base erosion or profit shifting risk? 

If so, please give a description of these scenarios along with examples of how they 

might arise.  

The scenarios identified appear to be comprehensive. What is missing is a local deductibility 

test: in others words, there needs to be a requirement that any interest paid by a company be 

demonstrably incurred by it in the course of its trade and not to put it in a position to 

undertake that trade, or to facilitate a trade taxed elsewhere. A targeted anti-avoidance rule 

that made clear the distinction between revenue cost, capital expenditure and cost incurred 

other than in the course of the trade is a key component in tackling the abuse of interest at a 

local level. In principle revenue costs incurred for a trade should be tax allowed whilst the 

costs of acquiring a trade should only be allowed for tax relief in a parent company (both 

subject to limitations to be noted, below); but all costs incurred within an entity not in the 

course of its trade should not be subject to tax relief. If this rule were to be applied then many 

of the considerations in this section would not be an issue, as loans used by related and 

apparently unrelated parties would fall out of the scope of tax relief altogether at the local 

level. The chance of base erosion and profits shifting would then be significantly curtailed, 

whilst incentive would be given for all group treasury functions to allocate interest costs 

solely on the basis of the economic substance of the use of the funding provided.  

There are two additional matters of specific concern. Firstly, in regard to Scenario 2, it is very 

possible that an investment manager responsible for more than one collective investment 

vehicle will coordinate interest-bearing investments from each vehicle into the investments of 

the other CIVs. Such a situation should be covered by these rules. Paragraphs 140 and 143 

acknowledge possible issues here. 

Secondly, paragraph 39 states: ‘Entities which are treated as transparent for tax purposes, 

including partnerships in many jurisdictions, should be taken into account to the extent they 

are owned or controlled by companies or other entities.’ A partnership vehicle will typically 

have a management that controls the investments, businesses and subsidiaries of that 

partnership. As such, such a partnership and the companies it owns should be a Scenario 1 

group. There should not be a look-through to the owners of the partnership unless there is in 

fact no management function within the partnership. 

4. Where do you see issues in applying a 25 per cent control test to determine whether 

entities are related?  

The issue arising from a 25 per cent control test is in establishing beneficial ownership. It 

seems that very few registries of beneficial ownership will be open to ready access by tax 



 

6 

 

authorities without specific enquiry being made, despite recent international efforts, and also 

that those registries that will be open to ready inspection will be largely, or solely, dependent 

upon self declaration of beneficial ownership by companies who might have self-interest in 

disguising the true nature of their controlling parties. Hence, the ability of any tax authority to 

readily assess the nature of control relationships without making extensive enquiry is likely to 

be extremely limited.  

In our opinion the effectiveness of any such registries, and resulting taxation arrangements, is 

dependent upon a requirement that all banks operating within a jurisdiction be required to 

report the results of their own money-laundering enquiries of their corporate and trust clients 

to the corporate registry responsible for maintaining beneficial ownership data on those 

entities for tax information exchange purposes so that third party verification of this 

information is available. We are also of the opinion that that information on beneficial 

ownership should be made openly accessible to the general public, so that any tax official can 

access this data without the undue cost and delay of making an information request. Only 

then will any 25% control test be meaningful.  

C. What should a rule apply to? (A) the level of debt or interest expense and (B) an 

entity’s gross or net position 

5. What are the problems that may arise if a rule applies to net interest expense? Are 

there any situations in which gross interest expense or the level of debt would be more 

appropriate?  

The aims of the BEPS process need to be taken into account when answering this question.  

Firstly, gross interest necessarily provides increased opportunity for profit shifting: there is 

another boundary (that between asset holding and lending positions) created if a gross interest 

deduction is permitted that can be exploited for tax advantage, and almost all profit shifting 

takes place by exploitation of such boundaries for arbitrage purposes.  

Second, gross interest expense can always be manipulated by apportioning the net cash 

holding position of a group so that some companies within it appear to be net deposit holders 

whilst others are significant borrowers, but with no (or little, after tax impact is taken into 

account) overall net impact upon the position of the group as a whole. As such any rule 

relating to gross interest is open to abuse. 

Third, for the same reason, any position with regard to debt is also open to abuse. 

Fourth, and most importantly, the overall borrowing of a group will, always, and necessarily, 

be a decision taken at group level, and will never be matter wholly delegated to subsidiary 

management. Accordingly, the tax treatment of any net leverage must also be both 

determined at the group level, and be apportioned as an expense across the group only once 

established as a single figure for the entity as a whole. 

We do foresee that those who wish to use interest as a profit shifting mechanism will face 

problems if the rule applies to net interest expense. We cannot, at present, find any situation 

where, in general, gross interest expense or the level of debt would be a more appropriate 

basis than determining the basis of calculation for net interest available for relief. 

We are aware that problems may arise if tax withholding is applied to gross interest expense 

incurred within a jurisdiction but a net position is used to determine relief available, and that 

the risk of double taxation for an entity might increase as a result. This problem could, 

however, clearly be resolved by the multinational group in question funding the operation 

within that jurisdiction at rates and with borrowing consistent with the overall group 

leveraged rate, which would appear to be economically appropriate and consistent with the 
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anti-BEPS philosophy. Hence, we do not consider this to be a significant issue or an 

impediment to using a net basis. The BEPS process should encourage such behavioural 

responses and this risk of possible double taxation is not a reason to change the recommended 

net interest basis. 

We note that paragraph 49 (where the conclusion is stated concerning use of net interest 

expense) also recommends: ‘Such a rule could be supplemented by targeted interest 

limitation rules to prevent groups avoiding the effect of a rule or which disallow gross 

interest expense on specific transactions identified as posing base erosion and profit shifting 

risks.’ We believe it important that guidance be provided regarding the suggested 

supplemental rules that would be specifically targeted on BEPS behaviour. 

D. Should a small entity exception or threshold apply?  

6. Are there any other approaches that could be used to exclude low risk entities? 

What are these and what advantages would they have?  

The risk that is being addressed in considering this issue is that base erosion and profit 

shifting are taking place. 

BEPS can occur in entities of all sizes that trade internationally. 

The level of risk is not revealed by the absolute size of the corporation as measured by 

turnover, number of employees or assets, or indeed by its net interest expense. The risk that 

we perceive to exist is the difference between the gross and net interest expenditure that the 

entity might record if it accounted on a separate entity or group consolidated basis. It is this 

ratio that may suggest the degree to which interest expenditure, which is likely to be located 

in high tax jurisdictions, has been artificially created within the group as a whole, whatever 

its absolute size. Hence, we suggest that a limit, related to this ratio should determine whether 

safe harbour provisions apply to a group of any size with regard to the application of the 

recommendations made in this part the BEPS process. 

We believe that some empirical research may be required to determine the precise ratio to be 

used, but a rule of thumb could be that if the ratio of gross interest to net interest was greater 

than 1.25:1 then prima facie evidence of BEPS might exist and a group net interest 

apportionment would be required.  

E. Whether interest deductions should be limited with reference to the position of an 

entity’s group  

7. Are there any practical issues with respect to the operation of (a) interest 

allocation rules or (b) group ratio rules, in addition to those set out in the 

consultation document?  

The major practical issues that will arise with regard to the operation of any interest 

allocation or group ratio rules is the securing of relevant and reliable accounting data on 

which such rules may be based. Whilst there is a tendency for large multinational corporate 

groups now to use either US GAAP or IFRS for the reporting of their consolidated results, 

this is not true for Japanese entities, whose accounting standards are quite different, and it is 

not true for all the subsidiary entities within those groups that report using these international 

accounting standards. The continued use of local generally accepted accounting principles 

(GAAP) for subsidiary companies is still commonplace within many multinational groups of 

companies. The result is that both within and between entities there can be significant 

differences in the accounting basis used for the calculation of interest expense (having 

substantial impact, for example, upon the presentation of lease expenditure, certain hedging 

costs, discounting calculations, and even the recognition of capital and loan relationships). 
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Hence, there are significant opportunities for the presentation of inconsistent data, providing 

in turn the possibility of arbitrage abuse.  

To make any interest allocation or group ratio rule work, the OECD should therefore develop 

harmonised tax reporting standards, as we pointed out in paragraph 1.4 above. Such standards 

should focus especially on enabling the presentation of relevant and comparable financial 

information with regards to interest expenditure, asset valuation, loan recognition and the 

statement of equity capital. Such essentially technical work to establish an agreed standard 

for enhanced financial reporting on a consistent basis for taxation purposes would make an 

enormous contribution to the BEPS process.  

We in particular emphasise the fact that any apportionment calculation and all interest 

calculations must be undertaken on the basis of consistent accounting data, and this can only 

be the case if based on the consolidation data for each group member used for the preparation 

of group financial statements, i.e. as stated after all intra-group transactions have been 

eliminated and after restatement on the basis of the GAAP used for presentation of the group 

financial statements. 

8. Where group-wide rules are already applied by countries, what practical 

difficulties do they give rise to and how could these be overcome?  

As noted in the DD and in the answer to the previous question, the biggest problem is 

securing relevant and reliable information from consolidated accounting data, since they 

derive from financial accounting standards that are specifically and deliberately not designed 

to meet taxation requirements.  

9. Do any difficulties arise from basing a group-wide rule on numbers contained in a 

group’s consolidated financial statements and, if so, what are they?  

The most significant problem inherent in the use of group consolidated financial statements 

for taxation purposes is that they are specifically not designed for this use. In particular, 

IFRS, which is now the most widespread standard used for the preparation of group 

consolidated financial statements, makes no policy prescription on the capital maintenance 

concept to be used by a group of companies for reporting income arising during the course of 

the period, or in the presentation of asset valuation in its statement of financial affairs. No 

prescription is supplied as to whether a physical maintenance concept, or a financial 

maintenance concept is to be used, and if the latter, whether that concept is to be stated in 

historic or current prices. It is, in fact, entirely possible for more than one base to be applied 

within one set of financial statements, so that compatibility is limited, or non-existent. What 

is, additionally, almost invariably the case is that there is no consistent requirement that 

overall income be reported on the basis of a realisation or anticipated loss principle. This 

means that group consolidated financial reporting does not comply with the fundamental 

basis of tax, the recognition only of realised profits where there is a reasonable prospect of 

cash being available for the settlement of resulting liabilities. In addition, the accruals 

concept, where costs and revenues are matched, is also absent from much of the thinking of 

IFRS, because of its focus upon the statement of financial affairs (or balance sheet) as the 

primary report within a set of consolidated financial statements. This also puts it in direct 

conflict with most tax reporting systems.  

All these inherent weaknesses do, inevitably, mean that there is a fundamental difficulty in 

using most current group consolidated financial data for the purposes of tax assessment, of 

any sort. To apply a group wide rule in a fully satisfactory manner, information would be 

needed, preferably on a country-by-country basis, on how group interest revenues and 

expenses are calculated and on what set of accounting principles, and how these figures are 
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then adjusted through the group consolidation process for presentation as part of the group 

financial statements, with those adjusting entries being considered for this purpose to be part 

of the taxation base. Without this, the information required to apply group accounting rules 

would not be available on a truly consistent, relevant and reliable basis. 

10. In what ways could the level of net third party interest expense in a group’s 

consolidated financial statements be manipulated, and how could a rule address these 

risks?  

The first and obvious way of manipulating the interest charge in group consolidated financial 

statements is to manipulate the way in which the group is recognised. Off balance sheet 

orphan entities are an obvious way of achieving this: in privately owned groups disguising 

related party entities is very clearly an issue. There may also be difficulties in joint-venture 

accounting and in entities subject to dual control, whether for taxation or accounting 

purposes. 

There are also significant potential presentational issues with regard to what might be 

included in the group interest charge. So, for example, there might be occasions when 

payments otherwise represented as equity return could be included in this charge, in order to 

manipulate a group interest rule. Leasing arrangements would also need to be subject to 

review. The application of the accruals principle will also need to be considered: there are 

jurisdictions where interest is deducted on a paid, and not payable, basis: clearly this is 

inconsistent with financial accounting standards. Hedging gains and losses are regularly 

reported as part of group financing costs: care has very clearly to be taken to ensure that all 

elements of the arrangements included in that cost relate only to interest and not to other 

aspects of the financing arrangement e.g. currency risk. Precise rules with regard to the cost 

of arranging finance that are to be considered for inclusion in interest expenditure would also 

need to be considered, especially when hybrid financing is being used: some elements of that 

cost may be considered to be of a capital nature. Provisions, including those for movements 

in the fair value of debt, may also be included in this charge, and should not be tax 

permissible. It is also quite possible that foreign exchange gains and losses on funding 

arrangements could be included in such a charge. 

What must be understood is that accounting provides considerable latitude in such 

presentations and tax does not. The suggestion made in answer 9 on reconciling this charge to 

underlying data is also important here: without this it is unlikely that the group charge could 

be reliably used.  

11. What approach to measuring earnings or asset values would give the most 

accurate picture of economic activity across a group? Do any particular difficulties 

arise from this approach and how could these be addressed?  

As previously noted, asset valuation can now be undertaken on a number of wholly 

inconsistent accounting bases in many generally accepted accounting principles. Some, 

perversely in the current context, allow the capitalisation of interest, with potentially 

interesting consequences for tax deductibility. In addition, many of these accounting 

standards are extremely loose in their definition of what constitutes an asset. So, for example, 

many will permit the recognition of internally generated intangible assets within group 

entities, which can be used as the basis for profit shifting and base erosion through the 

payment of royalties and licence fees, without necessarily appearing in the group 

consolidated financial results, since they derive from intra group transactions. This gives rise 

to very clear difficulties with determining just which assets are to be used for apportionment 

purposes, where they are located and what they are worth. All such concerns suggest that an 
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asset base for apportionment of interest is highly unlikely to give rise to a reliable basis of 

calculation, or would result in a basis that was open to significant manipulation. 

There are also significant problems with the use of a net earnings before tax basis for 

apportionment. First of all this would, obviously, mean that interest was being apportioned on 

the basis of a calculation that already included an interest deduction, which makes no sense. 

Secondly, if asset valuation is problematic, so too then are depreciation and amortisation 

charges, which are subject to considerable discretion on the part of the entity and might, 

therefore, result in significant potential abuse. 

Hence, we are of the opinion that Earnings before Interest, Taxation, Depreciation and 

Amortisation (EBITDA) is likely to be the best most readily available indicator of earnings 

for apportionment purposes, although we note other possibilities below.  

12. Are there any other difficulties in applying (a) an earnings-based or (b) an asset 

value-based approach? If so, what are they and how could these difficulties be dealt 

with?  

Please note our answer to the previous question. 

There are problems with an earnings base for allocating interest within a group and this 

comes down to the problem of reconciling the earnings of the individual companies within a 

group with total reported group earnings. 

There are a great many reasons why the earnings of the individual companies within a group 

of entities that make up a multinational corporation need not add up to the total declared 

earnings of that corporation as a whole. The consolidation process that is used to create the 

group financial statements does, inevitably, involve adjustments to the earnings declared by 

the individual entities within that group, for a great many reasons. For example, profits 

included in the evaluation of inventory in one group entity where that inventory had been 

made by another group entity have to be excluded on consolidation. In addition, if a tangible 

fixed asset has been manufactured by one entity but has been sold to another for use, then the 

profit arising on the sale by the first entity has to be eliminated from asset valuation in the 

group consolidated financial statements. There may also, of course, be differences in the 

recognition of certain transactions in different jurisdictions: this is the issue that hybrid 

entities are, at least in part, designed to exploit. Also, there may be different accounting bases 

for certain types of income under differing generally accepted accounting principles, which 

can again be arbitraged for the purposes of taxation, quite legitimately, but where the 

resulting consequence has to be reconciled out for the purposes of presentation in the group 

financial statements. There may also be transfer-pricing adjustments to take into account. 

There is also the problem that different generally accepted accounting principles may be used 

for different companies within the group, meaning accounts in one country may not be 

comparable to those reported in another. This is why we believe that examination of the 

reconciliation that must, in future, take place between the group financial statements and the 

individual country-by-country statements that will be required to be submitted for taxation 

purposes, would expose many of the secrets of where much base erosion and profit shifting is 

taking place. 

Given these problems, earnings remain a difficult basis for the apportionment of interest 

unless the basis for apportionment used is a top down allocation of EBITDA to country using 

a consistent set of accounting principles as used in the consolidated accounts with all intra-

group transactions having been eliminated from consideration as a result of starting from the 

consolidated result. A ‘bottom up’ approach to the consideration of EBITDA would provide 

an unreliable basis for interest allocation for the reasons of inconsistency of reporting as 
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noted above and because the accounts of individual companies in a group will reflect the 

impact of intra-group transactions that may be motivated by base erosion and profit shifting 

intentions which would, if used for interest allocation, inappropriately reward that motive by 

undue interest weighting.  

As a result we recommend that a reconciliation process be required as part of country-by-

country reporting so that relevant information on EBITDA and its reconciliation from local 

accounts to the group consolidated result is routinely made available to tax authorities.  

It is also the case that net interest costs should, at least in principle, be financing the pre-sales 

element of working capital: the post sales financing of working capital should, if profit has 

been made from that sales process, be financed from the equity inherent within the resulting 

profit retention that the sale should have given rise to and so, logically, be financed from 

shareholder’s funds. It therefore makes some financial sense to consider the relationship 

between interest charges and a simply identified cost basis when considering the allocation of 

interest.  

13. What categories of tax exempt or deferred income should be excluded from the 

definition of earnings? How could these be identified by entities?  

The International Financial Reporting Standards Foundation has explicitly stated that the 

financial statements prepared using its standards are not designed for use in taxation 

assessment and are not, in their opinion, considered suitable for that purpose. This might be 

considered to most especially be the case when international transactions are being 

considered. 

It is true that the financial statements of a multinational corporation should include a tax 

reconciliation note. This is required to reconcile the taxation charge that might arise on the 

reported earnings for the period, as if they were taxed in the head office location, with the 

actual taxation liabilities, including deferred taxation, that it is expected might arise as a 

result of trading during the course of the period. However, this reconciliation process would 

not identify any tax-exempt or deferred income that should be excluded from the definition of 

earnings. It may (or, at the company's discretion, may not) disclose income or expenditure 

disallowed for taxation purposes; but experience shows that few if any narrative notes will be 

supplied to explain what those items are. The inclusion of deferred taxation in the 

reconciliation also makes this entire note almost irrelevant for current taxation, which is the 

requirement for the purposes of interest apportionment. It has, therefore, to be concluded that 

there is no basis for identifying tax-exempt or deferred income that should be excluded from 

the definition of earnings in a multinational corporation’s financial statements without 

requesting additional information from the company itself. 

At this point it is also important to note that a definition of tax exempt and deferred income 

will default to a country-by-country analysis because it is at the level of the individual 

jurisdiction that, in most cases, that exclusion will be defined. This does then suggest that an 

elaboration of the country-by-country reporting template already recommended in Action 

Plan 13 will be necessary for this purpose. Alternatively, and as previously recommended, 

there is a need to develop agreed Tax Reporting Standards to be applied to the financial 

statements of multinational companies so that the relevant information that is required for 

international taxation purposes is available to all taxation authorities that want it, since at 

present those bodies tasked with setting generally accepted accounting principles are not 

meeting that need. 

14. Do any particular difficulties arise from asking groups to identify entities with 

positive and negative earnings balances? What other approaches could be taken to 
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address issues raised by groups with loss making entities under an earnings-based 

approach?  

In principle there are no difficulties arising from asking for this information subject to: 

Appropriately defining the necessary income or expense on a consistent basis; 

Appropriately defining the entity (which may not be the same for tax and accounting 

purposes since definitions of control may vary); 

Seeking disclosure in the Master File of such data for each and every entity that 

makes up the entity for tax purposes. The resulting data may not reconcile with 

country-by-country reporting data if some entities trade in more than one jurisdiction; 

The country-by-country reporting template would not be useful as a basis for this reporting 

since it already represents a sub-consolidation for accounting purposes.  

15. Where an entity’s earnings or asset values need to be converted into the currency 

used in the group’s consolidated financial statements, what exchange rate should be 

used for this conversion?  

Since this is an issue relating to earnings, and an earnings basis for apportionment is being 

suggested, the average period rate should be used for conversion purposes.  

16. What specific issues or problems would be faced in applying a group-wide rule to 

a group engaged in several different sectors? Would an assets or earnings-based 

approach be more suitable for this kind of group?  

We do not believe that there are issues in applying a group wide rule to a group engaged in 

different sectors because the finance function for the group is a central activity relating to the 

entity as a whole and not to any part of it. If each part of a group that traded in different 

sectors was to trade quite independently of the other parts of the group and under distinct and 

separate ownership then it may, of course, be the case that each might have different funding 

requirements at differing net costs. But, it makes absolutely no sense to pretend that such a 

situation exists when as a matter of fact a common ownership structure has been adopted 

precisely because that common ownership provides advantages, including most likely a lower 

overall cost of capital because of the diversified risk that is likely to be implicit in the group 

structuring. If it were makes no sense and would, if permitted to treat each sector separately, 

that would that would most likely allow greater offset of interest for tax purposes than the 

actual cost for the group as a whole because the savings in cost from group diversification of 

risk would not be reflected in tax allowances or would, alternatively, be arbitrarily allocated. 

Clearly, a separate basis of calculation for each different sector within a group makes no 

economic sense.    

17. What barriers exist which could prevent a group from arranging its intragroup 

loans so that net interest expense is matched with economic activity, as measured 

using earnings or asset values? How could this issue be addressed?  

We cannot think of any such barriers.   

18. Do any particular difficulties arise from the application of a group-wide 

allocation rule to groups with centralised treasury functions? If so, what are these 

difficulties and do they vary depending upon how the treasury function is structured 

and operates?  

In principle the application of a group wide allocation rule to groups with centralised treasury 

functions should be easier than in other entities because, firstly data is available, secondly 
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there is a centralised cost function from which the group interacts with third party funding 

sources meaning that determining what those third party funding sources are and what they 

really cost should be easier to establish and, thirdly, agreeing any necessary adjustments for 

tax purposes should be easier if there is one central function with which to negotiate. 

This being said some such functions are located in places where opacity is the corporate norm 

and problems may arise in securing relevant information without cooperation from other 

group functions in that case. Care would be needed to ensure that the power to obtain 

information was included in any group-wide allocation rule to overcome this difficulty. We 

believe that given the strong central management found in most multinational groups today, if 

there are difficulties for local tax authorities to obtain necessary information from other group 

members, guidance should show no sympathy for such issues and be supportive of 

appropriate penalties for any non-compliance. 

19. If practical difficulties arise under an earnings or assets-based approach, would 

these difficulties be reduced if a rule used a combination of earnings and asset values 

(and possibly other measures of economic activity)? If so, what could this combined 

approach look like? What further practical difficulties could arise from such an 

approach?  

We do not believe that an asset basis will ever be suitable for allocating interest charges for 

taxation purposes and as such cannot endorse a combined approach that makes use of asset 

values for reasons already noted in this submission. 

20. In what situations could significant permanent or timing mismatches arise if an 

entity’s interest cap or group ratio is calculated using accounting rules while its 

taxable net interest expense is calculated using tax rules?  

Paragraph 134 provides, in part:  ‘…permanent mismatches could for instance be taken into 

account by allowing a small uplift in amount of net interest expense deductible under a 

group-wide rule (so for example an entity would be permitted to deduct net interest expense 

up to say 105 per cent of its interest).’ We recommend against any such automatic 

adjustments, especially as permanent differences could potentially go in either direction. 

Recent and as yet unpublished research by Richard Murphy for the UK Trades Union 

Congress has looked at the declared reasons for deferred tax provisions in the financial 

statements of the 60 largest companies in the FTSE 100 in 2013 for the period 2007 – 13 and 

has analysed, amongst many other things, the stated reasons for deferred tax provisions being 

made. Capitalised interest was stated to give rise to a provision by one company (Rio Tinto) 

in one year and ‘effective interest rates’ gave rise to regular, but small, provisioning by 

Lloyds Banking Group over a number of years. No other companies mention interest as a 

cause for deferred tax provisions although short term provisions relating from inconsistences 

in income recognition for tax and accounting may be reflected in short term timing 

differences for deferred taxation accounting purposes. All such provisions are, however, 

likely to be immaterial, as the accounting suggests by absence of reference to the issue.  

As a result we suggest that the risk of significant permanent or timing mismatches arising if 

an entity’s interest cap or group ratio is calculated using accounting rules while its taxable net 

interest expense is calculated using tax rules is low and can be ignored.  

21. Could all types of timing mismatch be addressed through carry forward 

provisions (covering disallowed interest expense and/or unused capacity to deduct 

interest expense)? What other approaches could be taken to address timing 

mismatches?  
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Based on the deferred tax disclosure noted above we suggest that almost all timing mismatch 

issues will reverse over the relatively short term. If that is not the case carry forward 

provisions should cover the situation. It is important that no other option be made available: 

the ability to manipulate where interest is recognised to ensure maximum relief would 

otherwise be encouraged and is exactly what the BEPS process is meant to stop. 

22. It is proposed that any group-wide rule included in a best practice 

recommendation should apply to the entities included in a group’s consolidated 

financial statements. This could introduce competition concerns where a group-wide 

rule applies to entities held under a parent company (which typically would prepare 

consolidated financial statements) but does not apply to those held under a trust, fund 

or individual (which may not prepare consolidated financial statements). Would these 

concerns be more effectively addressed by including connected parties within an 

interest limitation group, or through targeted rules?  

This issue is of some significance: the definition of control for accounting and taxation 

purposes, and which companies do, therefore, make up a group entity, are usually different 

within a state, and will, very commonly, differ between states. It is, therefore, quite likely that 

the companies making up a group for accounting purposes will not be the same as the group 

as defined for taxation purposes in the various countries in which it operates. Pragmatically, it 

has to be recognised that the chance of bringing these definitions into line is limited given the 

number of jurisdictions involved and the fact that accounting and taxation definitions of 

control differ for a range of reasons that also differ between states. 

Two solutions are possible, and we think that both should be embraced. The first is that a full 

list of all related parties for taxation purposes should be prepared by jurisdiction for 

comparison to the same list prepared for accounting purposes that will be used as the basis for 

the submission of the country-by-country reporting template. All differences would then be 

readily apparent. Secondly, as previously noted, it is in our opinion important that a targeted 

anti-abuse rule be included in any new provisions with regard to interest deduction for 

taxation purposes that ensures that only that interest cost incurred for the purposes of the 

trade of the individual entity can be offset against its income for taxation purposes. The 

apportioned some attributed to an entity as a result of the outcome of this BEPS consideration 

would, of course, meet this definition. Sums in excess of this apportioned sum would be 

disallowed. We have already suggested safe harbours that might avoid this apportionment 

process being required.  

 

23. Payments to connected parties may be disguised through back to back 

arrangements, where the payment is effectively routed via a related party (such as a 

bank under a structured arrangement). In applying a group-wide rule, how might 

payments made through such arrangements be detected?  

Clearly, all tax authorities, regardless of country, will have trouble identifying transactions 

such as disguised back-to-back arrangements through an unrelated entity and structured 

transactions involving banks and other financial service companies. Considering this, we 

suggest after the best practices definitions and computations of interest and interest limit caps 

and ratios are determined that a best practices listing of disclosures for the Master File, Local 

File, and Country-by-Country Reports be made. This listing would require specific disclosure 

of (i) all creditors to which a group member has either directly or indirectly loaned funds, and 

(ii) all creditors to which a group member has provided security or has otherwise guaranteed 

loan repayment. 
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F. Whether interest deductions should be limited with reference to a fixed ratio  

 

24. What practical issues arise in applying fixed ratio rules based on asset values or 

earnings?  

In our opinion fixed ratio rules do not reflect the economic reality of the trade of enterprises 

subject to taxation. In our opinion we believe that they are prescriptive and might lead to 

excessive taxation, or encourage excessive leverage that might not have otherwise been used. 

They are unlikely to be sufficiently flexible to meet changing economic circumstances over 

time, including changing interest rates. We believe that taxation should be based upon the 

economic substance of transactions actually undertaken and such rules do not achieve this 

aim which can be instead achieved by apportioning actual net interest charges for the group 

entity as a whole as discussed in answering previous questions. As a result we offer no 

further comment beyond this general point in answer to this question.   

25. What would be the appropriate measure of asset values or earnings under a fixed 

ratio rule?  

We refer to our answer to question 24 and more generally to our answers on asset valuation 

made earlier. 

26. For what reasons would the interest to earnings or interest to asset value ratios of 

an individual entity significantly exceed the equivalent ratios of its worldwide group?  

We refer to our previous answers in which we suggested that multinational corporations are, 

in practice, managed as single entities, especially when it comes to issues such as financing. 

Hence, their cost of capital  should be calculated for tax purposes for the entity as a whole. 

Since finance is managed centrally and raised for the group as a whole, it makes no sense to 

consider that some individual entities have pro rata higher costs of capital within a group than 

other entities within the same group. Any such suggestion denies the reality that there is only 

one economic entity that is being taxed. 

27. Would a fixed ratio rule pose particular problems for entities in certain sectors? If 

so, which sectors would be affected and how could this be addressed?  

We refer to our answer to question 26. 

28. What objective information is available to evidence the actual interest to EBITDA 

ratios of entities and groups across different countries and sectors?  

Given that all interest allocations within group companies are subject to management 

discretion there is no such objective evidence. 

G. Whether a combined approach could be applied  

29. What particular issues arise for groups if a combined approach uses (a) the same 

measure of economic activity in a general rule and a carve-out or (b) different 

measures of economic activity? In particular, what issues arise where a carve-out 

uses a test based on (i) earnings, (ii) asset values or (iii) equity?  

We refer to our answer to question 24 that we think applies equally to this question. We can 

think of no situation where economic substance would require a combined approach, or carve 

outs or differing apportionment bases. All such options would, in our opinion, encourage 

manipulation, arbitrage and abuse and so result in risk of base erosion and profit shifting.  
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30. A combined approach should provide an effective solution to base erosion and 

profit shifting using interest, while allowing lower risk entities to apply a simpler test. 

What other options for combined approaches which meet this objective should be 

considered as possible best practices?  

Paragraph 169 provides: ‘This combination could also provide a solution for groups which 

have no overall net third party interest expense, as it would still allow entities within the 

group to deduct net interest expense up to the level of the low fixed ratio.” 

Where a group has zero net third-party interest expense, a mechanism such as suggested that 

allows each subsidiary a calculated amount of interest deduction seems a veritable invitation 

to structure enough intercompany debt to maximize worldwide interest expense, thereby 

achieving what may be a very material amount of profit shifting, although the amount may be 

relatively small for any one country. 

Given the above and the need all MNCs will have to calculate their net third-party interest 

expense, to say nothing of the future required preparation of the Master File, the Local File 

and the Country-by-Country Reports, it seems silly to suggest that it is a burden to notify all 

relevant countries of the amount of the group’s net third-party interest expense and other 

relevant interest limitation information. See our comments above in our paragraph 1.7. 

We suggest the following simple approach to dealing with this so that there will be no BEPS 

motivation. The best practices guidance should include that where the aggregate net interest 

expenses claimed within all group members exceeds the group’s consolidated net third-party 

interest expense, then the interest expense within each group member will be reduced by a 

proportional amount of the excess. This will be a calculation easily made at the parent level.  

To take account for country tax filings that must be made prior to the calculation of any 

excess amount by the parent, the reduction in interest expense would be taken in the 

following taxable period. 

H. The role of targeted rules  

31. Which situations do you think would need to be covered by targeted rules to 

effectively and comprehensively address base erosion and profit shifting risks posed 

by interest expense? Which of these could also be addressed though a general interest 

limitation rule and where would a general rule need to be supported by targeted 

rules?  

We refer to our answer to question 22. 

I. The treatment of non-deductible interest expense and double taxation  

32. To what extent could a carry forward of disallowed interest expense or unused 

capacity to deduct interest help to smooth the effects of a general interest limitation 

rule? 

We note the following comment in paragraph 198: 

… the countries involved in this work suggest that general interest limitation rules 

may include provisions for the carry forward of disallowed interest expense and 

possibly for the carry forward of unused capacity to deduct interest, to smooth the 

effect of volatility and timing mismatches in the application of a rule and reduce 

the risk of double taxation. … [Emphasis added.] 
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To the extent that apportioned interest cannot be offset against taxable income in a period we 

believe that normal loss relief provisions in a jurisdiction should apply, allowing carry 

forward, carry back or group relief to be applied within a jurisdiction, if appropriate and as 

allowed by local law. To the extent that interest charges in excess of apportioned sums, or 

interest charges disallowed by application of a TAAR are incurred, we think such charges 

should be foregone for taxation purposes and no carry forward, carry back or group relief 

rules should apply. If any other arrangement is adopted the goals of the BEPS process will be 

undermined, by definition. 

33. Working on the assumption that countries would like to limit carry forwards in 

terms of the number of years what would be the issues presented by say a five year 

limit? If this does present problems what are they and how and when do they arise?  

We support this five year limit but note that some countries currently permit the unlimited 

carry forward of losses and that this has, in general, not been widely abused for BEPS 

purposes outside the banking sector, where the UK has recently been forced to take action as 

a result of such potential abuse. The possibility of restricting interest carry forward in the 

banking sector alone might be considered in such cases. 

J. Considerations for groups in specific sectors  

34. Regulatory capital may be described as performing a function for financial sector 

groups comparable to that of equity and debt for groups in other sectors. How could 

a general rule be made to apply to the interest expense on a group’s regulatory 

capital without having an undue impact on the group’s regulatory position (for 

example, by limiting a group’s net interest deductions on regulatory capital to the 

level of its interest expense on instruments issued to third parties)?  

No comment. 

35. Do any particular difficulties arise from the application of general interest 

limitation rules to entities (a) operating in sectors subject to special taxation regimes; 

(b) engaged in infrastructure projects; or (c) entities engaged in financial activities 

other than banking or insurance? If so, how do these difficulties arise and how could 

they be addressed?  

Please see answer to question 33. 


