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action 4: Interest deductions and
other financial paymenissued
18Decembel014.

Our summary othe keypoints,
general observations and detailed
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outin this document.
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Executive summary

Weconsider that the arm's length principle is an important A
feature of transfer pricing rules around the world and should
be considered further as part of the options presented in this
discussionraft.

Thereneeds to be a clear definition of interest. The definition
should exclude fees associated with the raising of finance. To
the extent that amounts paid under derivative and hedging
arrangements are included in the definition of interest, a
spreading mechanism should be introduced for these costs
(where not currently available), allowing their impact to be A
‘'smoothed' over marygars.

Whilstthere may be a potential for small investee companies
to be over leveraged, we consider that it is more important to
apply an exemption from these rules for small and medium
sized businesses (including those invested in by private equity
funds), in order to minimise the administration and compliance
cost of these rules.

Thegroup wide tests face significant implementation
challenges including; the need to apply a consistent Generally
accepted accounting princip@8AP) across a group; foreign
currency translation and exchange control issues; the need for
every group company to collect detailed financial information
on every other group company; the presumption that every
group company faces the same credit risk and country risk
profile; and the issue that the interest deduction in one country
is determined in large part by the earnings or assets profile of
all other group companies even if their businesses are very
different in their nature.

Wehave a preference for applying the arm's length principle.

In the absence of the arm's length principle, we prefer fixed
ratios but these have to be set at reasonable levels so as not to
disadvantage certain industries or sectors. Sectors such as
infrastructure, real estate and private equity businesses are
likely to be significantly impacted by these proposals. We
suggest that one set of ratios is applied to businesses with
security (over either income or assets) and another set of ratios
for otherbusinesses.

Theseproposals appear to encourage businesses to seek bank
borrowing even if it is more expensive that borrowing from
within the group, in order to seek tax relief.




General observations

We disagree with observation that the use of (related party)  Furthermore, we strongly disagree that consideration of arm's
interest 'is perhaps one of the most simple of the-ghdfing length tests should not form part of the consultation process.
techniques available in respect of international tax planning'. Téaragraph 1.8 of the OECD 2010 Transfer Pricing Guidelines,
authorities should not automatically assume that associated  notes that there are several reasons why the arm's length principle
enterprises have sought to manipulatephafits! For example, was adopted including for example, it ‘puts associated and

debt financing (related party and third party) is used by our cliermslependent enterprises on a more equal footing for tax purposes,
because debt: it avoids the creation of tax advantages or disadvantages that

A isa more flexible form of financing compared with equity Fowould otherwise distort the relative competitive positions of either

example, debt can be drawn down in tranches at the point tkﬁaty he © f en tity € (an d.) th .e arm. s
it is needed (which is harder to do with equity) growth of international trade and investment'. The arm's length

principle offers important benefits and should not be set aside
A itis also typically easier (and quicker) to return loan principagasily.

to lenders than it is to return equity to shareholders, which in

turn increases the liquidity in a market

A arange of debt instruments and equity investments allow
investors to diversify their portfolio risk.

1. Paragraph 1.2 OECD transfer pricing guidelines




Responses to specific questions

1. Do any particular difficulties arise from A

applying a best practice rule to the items set

out in this chapter, such as the inclusion of
amounts with respect to Islamic finance?
if so, what are these difficulties and how do

they arise?

The key challenges arising from the definition of interest set out in
the discussion draft are: it is too widely drawn, it has potential to
be misinterpreted and it could have 'krwtleffects on other

taxes. For example:

A thereneeds to be a clear definition of interest and amounts
equivalent to interest. Absent a clear definition (for example
making clear whether amounts under Islamic finance should
be treated in the same way as interest), there remains a risk’B:[h
tax authorities apply different interpretations of what is interest
or taxpayers seek to characterise payments as something othe
than'interest’

in the UK, the imputed interest on a zero coupon bond is
considered to be a discount on the price of the bond, which is
not subject to withholding tax. By effectivelgharacterising'

its treatment from discount to interest may suggest that its
withholding tax treatment should chatoge

the amounts paid under derivative instrument and hedging
arrangements as well as foreign exchange gains and losses can
be material for a business and very unpredictable in their
timing. We have seen recent cases where it was commercially
beneficial for a business to pay c£E50m of interest rate swap
break costs in order to secure a long term, lower cost of debt
to finance their infrastructure project. The inclusion of such
oneoff costs in the application of the ratios proposed in the
discussion draft would have a highly distorting impact on the
tax deductibility of interest, which otherwise may have been
treated as allowable in any other year. A spreading mechanism
should be introduced for these costs (in those countries where
it is not currently available), allowing their impact to be
'smoothed' over many years

at

arrangemerfees and similar costs (which typically include
Fommitment fees, drawdown fees and legal costs) would not
appear to be in the nature of interest as they do not represent
the time value of money. These are typically levied by lenders
to cover the costs of the loan acceptance process and the on
going costs of loan administration. If such activities had been
outsourced to a third party service provider it is highly likely
that the costs would have been treated as tax deductible. It
therefore appears unfair to include such costs in the definition
of interest.




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 how could
they be included within a definition of interest
and other financial payments that are
economically equivalent to interest ?

3. Are there any other scenarios you see that
pose base erosion or profit shifting risk? If so,
give a description of these scenarios along
with examples of how they might arise

We disagree with the inclusion of scenario 4, which does not
appear to pose any base erosion risk and would only add to the
compliance burden on all companiesecessarily.

There are a number of situations where 'interest expenses' could It is not clear how the 'connection’ rules could apply to joint
arise that are not envisaged under the current broad definitionsventure arrangements, particularly if the shareholder does not have
proposed. We do not consider them as interest costs and sugg@8so or in situations where one or more investment funds may

that they are excluded from the proposed definition. Examples have made a private equity investment in a company but where
include:

A

forwardcontracts (for example, commodity or foreign

exchange) contain an element of compensation for the time
value of money. These amounts are not necessarily include
'interest’ in the profit and lo$3&() depending on theAAP

or hedge accounting approach adopted kyothpany

they have a less than 2Bi&rest.
In the UK, many companies invested in by private equity
houses would be considered small or medium sized businesses
el}/éEs) were it not for the UK 'acting together rules'. These rules
roadly deem a connection between the investee company and the
private equity shareholder, for the purposes of the UK thin

capitalisation rules. This has meant a significant compliance

businessehat accept delayed payment for goods (‘buy now burden for typically small businesses that have limited experience
pay later'), where an element of the purchase price could beof such rules. In our experience, there is a high demand by these
interest' but the 'interest expense' is accounted for as the cdgpes of business to apply for an advance thin capitalisation

of the purchase, potentially in cost of goods sold P&the

agreement from local authority so they can have a level of
certainty as to their deductions.

In line with our comments below (see question 6), we consider
that these types of businesses should be excluded from the
proposed measures.






