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Submission to HM Treasury Consultation 

TAX DEDUCTIBILITY OF CORPORATE INTEREST EXPENSE 

The BEPS Monitoring Group (BMG) is an international network 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. Its reports and submissions are not approved in advance by 

these organizations, which do not necessarily accept every detail or specific point made in 

them, but they support the work of the BMG and endorse its general perspectives. 

These comments have been prepared by Sol Picciotto and Jeffery Kadet, based on previous 

comments and submissions by the Group on the G20/OECD project on Base Erosion and 

Profit Shifting (BEPS). 

Summary 

An effective scheme for limitation of interest deductions could be a major step in stemming 

BEPS behaviour by multinational enterprises (MNEs). A common technique for such global 

corporate groups to reduce tax liability in countries, including the UK, is the use of intra-

group structured financing arrangements to attribute excess debt to operating affiliates and 

hence shift earnings out of countries where they have real activities while reporting profits for 

their cash-box affiliates in jurisdictions where they are lightly taxed. 

An effective solution would be to 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). This would treat MNEs in line with the business reality that 

they are integrated and centrally-directed corporate groups, and help ensure that they are 

taxed fairly in each country. MNEs, like other companies, should be allowed to deduct their 

actual interest expense to third parties, no more and no less. 

Such a group ratio rule (GRR) was proposed by the BEPS project, which we supported. 

However, the final report weakened the proposal by recommending the use of a fixed cap in 

conjunction with an optional GRR, allowing countries to fix their cap in a ‘corridor’ between 

10% and 30% of EBITDA. In our view, if the system is to be effective it is essential to fix the 

cap at the lowest limit of 10%. Evidence put forward by business groups themselves shows 

that there are wide variations in the debt ratio between economic sectors and even different 

firms, so relying on a fixed cap is inappropriate. Since 80% had a group ratio below 30% and 

a majority was even below 10%, it is clear that fixing the cap higher than 10% would allow 

continued earnings stripping and tax avoidance by MNEs. 

The BEPS 
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1. What are your views on when a general interest restriction should be introduced in the 

UK? 

It should be introduced as soon as practicable. The UK led in the initiation of the BEPS 

project, as well as in the work on its outcomes, and should now also be in the lead in 

implementing those proposals.  

The European Commission is likely to include proposals on this issue as part of its draft 

Directive to implement the BEPS project outcomes, to be published in January 2016. In our 

view the UK should support such joint implementation. Collective action through the EU 

should make it easier for countries to adopt strong common positions which could benefit all. 

It should be possible to devise UK measures which would comply with those proposed by the 

Commission. Coordination of the introduction of such measures through the EU would help 

to ensure a level playing field between groups based in the UK and in other EU countries. 

2: Should an interest restriction only apply to multinational groups or should it also be 

applied to domestic groups and stand-alone companies? 

In our view, a group ratio rule (GRR) is an essential element. The aim is to ensure that 

companies can only deduct actual interest paid to third parties. Intra-firm loans within a 

corporate group are part of the internal financing, and should not be treated in the same way 

as third party debt. If a GRR is the main plank of the measures, it should be easy to ensure 

that domestic groups and stand-alone companies are not treated in a different or 

discriminatory manner. Indeed, a key aim of the measures should be to ensure such parity. 

3: Are there any others amounts which should be included or excluded in the definition of 

interest? 

4: How could the rules identify the foreign exchange gains and losses to be included? 

Foreign exchange gains and losses, as well as amounts relating to derivative instruments, 

should be included, on a net basis, unless they are clearly unrelated to financing operations. 

5: If the rules operate at the UK sub-group level, how should any restriction be allocated to 

individual companies? 

We think it could be acceptable to allow the taxpayer to decide how to allocate the allowable 

interest among the individual UK companies, as long as this is not done in a way that seems 

obviously intended artificially to reduce the amount of tax payable. 

6:Are there items which should be excluded from both the definition of interest and from “tax 

EBITDA”, as referred to in the section on a fixed ratio rule? 

The normal UK tax rules on definition of interest should apply. The aim of this measure 

should not be to change the rules on interest deductibility, but to ensure that corporate groups 

cannot deduct more than their 3
rd

 party interest costs, on a consolidated group basis. 

7: What do you consider would be an appropriate percentage for a fixed ratio rule within the 

proposed corridor of 10% to 30% bearing in mind the recommended linkages to some of the 

optional rules described below? 

The interest deduction limitation should be set at the lowest level of the band recommended 

by the G20/OECD BEPS project report, i.e. 10% of EBITDA, with the option of a GRR. 

There is plenty of evidence that debt-equity ratios vary widely, both between economic 

sectors, and even between firms in the same sector. It is therefore inappropriate to rely on a 
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one-size-fits-all fixed cap. Whatever level is chosen, it would inevitably be too high for some 

and too low for others.  

Adoption of a fixed cap of 10% of EBITDA in conjunction with a group-wide ratio would be 

an effective combination. A higher cap would allow some companies to use internal lending 

in excess of their third-party borrowing for BEPS purposes. This was shown by the analysis 

in the OECD’s 2014 report on Action 4 of the largest non-financial companies (by market 

capitalisation), which showed that in 2009, 69 out of 77 companies had a net interest to 

EBITDA ratio below 10%, and in 2013, 75 out of 79 were below 10% (Box 4, p. 50). The 

fuller study by PwC included in the comments by BIAC on the Action 4 discussion draft 

covered a wider range of companies.
1
 This showed a higher proportion with higher ratios: 39-

45% of MNEs had interest expense over 10% -- but this means that over half were below 

10%. Only 17-22% had a ratio over 30%, so this would clearly be too high. The evidence in 

countries which have used a 30% fixed limit with a group ratio alternative, notably Germany, 

is that companies have rarely opted for the group ratio, which also indicates that the 30% cap 

is far too high. The only proposal which would be effective and therefore acceptable would 

be for a 10% cap coupled with a group-wide ratio. 

8: What are your views on including in any new rules an option for businesses to use a group 

ratio rule in addition to a fixed ratio rule? 

The only rule which is clearly fair is the group-wide ratio, which would allow firms to deduct 

their actual third-party interest cost, and no more. There would of course be some issues of 

implementation, but the BEPS project reports include recommendations and suggestions 

which could resolve most of these, and other solutions will be found as the OECD continues 

its work on additional technical details. Problems such as volatility of earnings, and project 

life-cycles, can be dealt with by flexible rules on carry-forward and carry-back.  

9: What form of de minimis threshold would be most effective at minimising the compliance 

burden without introducing discrimination or undermining the effectiveness of any rules? 

10: What level should the de minimis threshold be set at, balancing fairness, BEPS risks and 

compliance burdens? 

11: Should SMEs as defined by the EU criteria be exempted from the rules, in addition or as 

an alternative to a de minimis threshold? 

We see no valid reason for a de minimis threshold based on size, which would inevitably be 

arbitrary. The clear and simple criterion should be whether a company is part of a corporate 

group with a taxable presence in more than one country. Small companies should not have a 

disproportionate compliance burden, because both their corporate structure and financing 

arrangements should be simpler than those of complex MNE groups.  

12: What is the best way of ensuring that the rules remain effective and proportionate even 

when earnings are volatile? 

Carry forward of disallowed interest, based on a calculation of the group member’s share of 

consolidated third-party interest allowed in the period.  

                                                 
1
 Comments on Discussion Draft on BEPS Action 4 (February 2015), Part 1, p. 136. 
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13: In what situations would businesses choose to use the PBP exclusion? How would this 

differ if no group ratio rule was implemented? 

14: Do you have any suggestions regarding the design of a PBP exclusion, taking account of 

the OECD recommendations? 

We see no need for a PBP exclusion. The rules for definition of what is a corporate group are 

adequate. The same rules should apply to all corporate groups regardless of the nature of the 

project. Designing a PBP exclusion would raise all kinds of unnecessary definitional 

problems and complications. When in doubt keep it simple should be the golden rule for tax 

design. 

15: Do you have any views on the specific risks that might sensibly be dealt with through 

targeted rules? 

16: Do you have any suggestions as to how to address BEPS issues involving interest raised 

by the banking and insurance sectors? 

We recognise that it is not appropriate to apply the same general rules to the banking and 

insurance sector, especially for regulated entities. Special rules seem necessary to deal with 

borrowing involving non-regulated entities, and the OECD should devise some suitable 

recommendations. 

17:What are the types of arrangement for which transitional rules would be particularly 

necessary to prevent any rules having unfair or unintended consequences, and what scope 

would these rules need to be effective? 

Grandfathering should only be considered for rare cases, if at all. In particular there should be 

no grandfathering for any interest expense that is in excess of a group member’s share of the 

consolidated third-party interest. 

18: To what extent do you believe that the new general interest restriction rule should 

replace existing rules? 

If the new rules are designed to be effective, i.e. a 10% cap combined with a GRR, then they 

should replace existing rules. As we explained in our earlier answers, a high fixed cap would 

in our view be ineffective. Some existing rules would therefore have to be retained, e.g. those 

on hybrids. Another advantage of a system which simply allows deduction of actual third 

party interest costs, no more and no less, is that it would reduce or eliminate the need for 

complex rules on hybrids. 


