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Part 1
Introduction

11 Background

In 2012, the Organisation for Economic Co-operation and
Development (OECD) began working on the problem of base erosion
and pro t shi ing (BEPS). e work on BEPS was a natural outgrowth

of the OECD work on exchange of information as a means of ceunter
ing international tax avoidance and evasion. In their June 2012 meet
ing, the G20 nance ministers emphasized “the need to prevent base
erosion and pro t shi ing”. In February 2013, in response to the G20,



established a Subcommittee on Base Erosion and Pro t-Shi ing with
a mandate to consider the implications of BEPS for developing coun



¥% An explanatory note to identify the risks baseeroding
payments

% A paper on tax policy considerations related to countermeas
ures to such base-eroding payments
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with respect to cross-border interest payments should take into account
many aspects that are not dealt with, or are dealt with only brie y, in
this Portfolia For example, some measures may be e ective in-coun
tering BEPS but may have the e ect of discouraging non-residents






of cross-border interest payment. e table of contents will be useful
for this purpose in directing readers to the relevant sections of parts
2, 3 and 4 dealing with that type of payment. Fourth, tax o cials with
a good understanding of a country’s rules and tax treaties for deal
ing with cross-border interest can focus primarily on part 2, chapter 4,
dealing with the risks of base erosion.









(b) e interest payments are not taxable or are taxable at a
reduced rate (by the country in which the payer is resident
or carrying on businessjn the hands of the recipient;

(c) Anyincome earned from the use of the funds on which the
interest is paid is not subject to tax or is taxed at a prefer
ential rate (by the country in which the payer is resident or
carrying on business); or

(d) Any combination of the preceding three situations.

Although all deductions, including interest deductions, reduce a
country’s tax base, it should be recognized that most interest payments
represent legitimate expenses incurred for the purpose of earning
income. Where interest payments are reasonable, are subject 10 with
holding tax, and the income earned by the borrower from the use of
the borrowed funds is subject to tax, the deductions claimed for the
interest payments should not be considered to give rise to improper
base erosion. However, where the interest payments are excessive or
are exempt from, or subject to, reduced withholding tax, or the related
income is not subject to tax or subject to preferential tax, a country’s



and non-resident recipients, and provides references to the section of
chapter 1 where each particular type of base erosion is discussed.

Table 1
Risks of cross-border base erosion as a result of
deductible interest payments

Risks of base erosion Reference
Deductible interest paid by residents Restrictions on deduction of
to non-residents interest (thin capitalization or
earnings-stripping rules)—
section 1.3
Withholding tax—section 1.4
Deductible interest paid by non- Restrictions on deduction of
residents to non-residents interest (thin capitalization or
earnings-stripping rules)—
section 1.3

Withholding tax—section 1.4
Deductible interest paid by residents Sections 1.6.2 and 1.6.4.2

to residents or non-residents to
earn foreign source income that ig
exempt from taxes

Some general observations may be made on the basis of table 1:

(@ Where interest is paid by a resident or a non-resident of a
country to a resident of that country, base erosion occurs if
the related income is not taxed by the country or is subject
to preferential tax.

(b) Where interest is paid by a resident or a non-resident of a
country to a non-resident, base erosion always occurs, but
may be exacerbated if the related income is not taxed by the
country or is subject to preferential tax.

(c) Where interest is paid by residents of a country or by
non-residents carrying on business in that country to
non-residents of the country, an additional base-erosion
concern arises related to withholding tax on the interest.
e interest paid is usually deductible by the payer against
the country’s tax base. Withholding tax on the interest
serves to o set the e ect of the deduction of the interest,
but may not o set that e ect completely, especially where

10



(d)

©

the interest is exempt from withholding tax or is subject to
a reduced rate of withholding tax pursuant to a tax treaty.

In all cases, there is a risk that excessive amounts of inter
est (measured by reference to some nancial ratio such as
debt/equity or interest/earnings) may be deductible against

a country’s tax base. As mentioned below, this risk is most
serious where the payer and recipient are related.

e risks of base erosion are exacerbated where inter
est is paid by a resident to a related non-resident or by a
non-resident to a related resident. Where the payer and
recipient of interest are related, the amount of debt or the
interest rate charged may be in excess of the amount of debt
or the interest rate of parties dealing at arm’s length. One
obvious response to this type of base erosion is the appli
cation of transfer pricing rules. However, transfer pricing
rules are not dealt with in detail in this

11



1.2 Basic concepts

1.2.1 ed e nition of interest and other nancing expenses

In analysing the potential base-erosion risks that arise in connection
with payments of interest, the threshold question, of course, is how to
de ne a payment that quali es as “interest” for tax purposes. is is
not a simple question.

Interest is generally understood to be compensation for the use
of money or a payment associated with a debt obligation. (By contrast,
dividends—which are generally not tax deductible—are payments
associated with equity investments in corporate entities.) Intuitively,
taxpayers and tax administrators generally know what is meant by the
terms “debt” and “equity™

¥ A debt instrument, classically a loan (from a bank, for instance)
or a bond (issued by a Government or corporate borrower}, enti
tles the holder to receive a xed, periodic return, typically called
interest. e holder does not have an ownership interest in the
borrower, so the holder does not share in pro ts of the borrower.
But, for the same reason, the holder ranks ahead of the owners
of the borrower in the event of a default or bankruptcy.

12



be partially or wholly exempt. e country from which the dividend
is paid may levy a withholding tax on the dividend, representing a tax
on the shareholder.

In addition to the fundamental di erence between debt and
equity—interest is deductible; dividends are not deductible—there
are usually other di erences in the tax treatment of debt and equity.
For example, repayments of debt are not usually taxable until the prin
cipal amount has been fully recovered, whereas partial dispositions
of equity capital are usually taxable on a pro rata basis. Moreover, any
repayment of debt is usually treated as a tax-free return of capital,
whereas the tax-free return of share capital is o en limited to certain
speci ¢ types of corporate transactions. Tax-deferred rollovers are
o en allowed with respect to several types of transactions involving
shares of a corporation, whereas rollovers for transactions involving
debt are generally more limited.

13



Any rules with respect to the taxation of interest or the deduc
tion of interest expenses should in principle apply to both interest
and payments that are economically equivalent to interest; otherwise,
taxpayers may be able to avoid the rules with respect to interest by using
alternative payments. e extension of rules with respect to interest to
all payments that are economically equivalent to interest represents
an economic-substance approach; this approach may be inconsistent
with the reliance on the legal form of instruments and transactions

14






e challenges of properly characterizing an instrument as
debt or equity, and therefore knowing the appropriate tax treatment
of payments associated with the instrument, are daunting. Sometimes
a hybrid nancial instrument may be designed with a combination
of debt and equity features primarily for commercial rather than tax
reasons. Nonetheless, the many variations of nancing instruments
give rise to challenging issues of tax administration.

Here is a short list of hybrid nancial instruments that are
frequently encountered:

Y
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have well-established characteristics, while others are “bespoke”
and designed for a single holder.

e Organisation for Economic Co-operation and Development
(OECD) has recognized the many challenges raised by hybrid nan
cial instruments in connection with its BEPS project. e issues are
discussed in the OECD/GBEPS Action 2: Final Report: Neutralising
the E ects of Hybrid Mismatch Arrangeme¥tsCombating poten
tial base erosion in connection with these instruments can be chal
lenging because of the need for both technical expertise and bilateral
and multilateral cooperation to deal with hybrid arrangements e ec
tively. For most countries, it is likely to be su cient to protect the tax
base through more blunt, but administrable, approaches as discussed
in the presenPortfolia Furthermore, and importantly, the country in

17






Under an apportionment approach, interest expenses or debt
is allocated to assets or gross income on the basis of a formula. e
assumption underlying an apportionment method is that money is
fungible, so that all sources of funds (and, in particular, debt) support
or nance all the taxpayer’s uses of funds (that is, assets or activities)
proportionately. Under an apportionment method, the actual use of
debt and savings is irrelevant, just as it is under ordering rules.

e basic operation of tracing, ordering and apportionment
rules to determine the use of borrowed funds is illustrated in the
following example.

at 10
uch as

rest
rning
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rowed
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if there is a close personal connection between them—for example, if
they are spouses or one is the child or grandchild of the other. In the
corporate context, a corporation is generally related to or associated
with another corporation where one controls the other or both are
controlled by the same person. Domestic laws of countries may vary
considerably with respect to the scope of persons who are considered
to be related for tax purposes.

Where interest is paid by a resident of one country to a related
person resident in another country, the potential for tax avoidance and
base erosion is increased. First, transfer pricing is a serious concern
if the rate of interest charged is unreasonably high or low, or if the
amount of debt on which the interest is paid is unreasonably high
or low. For example, consider a company resident in Country A that
borrows 1,000 from a related company resident in Country B at an
interest rate of 15 per cent. Assume that the company could borrow
the same amount on the same terms from an arm’'s length lender at
an interest rate of 10 per cent. In this example, if Country A allows a
deduction for the full 15 per cent interest paid, or 150, its corporate
tax base will be reduced by that amount. However, if the company had
paid an arm’s length rate of interest, the tax base of Country A would
be reduced by only 100. Assuming that Country A imposes corporate
tax at a rate of 30 per cent, the tax of Country A has been reduced inap
propriately by 15. is type of arrangement is advantageous to taxpay
ers only if the tax imposed by Country B on the recipient of the interest
is less than the tax saving in Country A and if any withholding tax
imposed on the interest payment by Country A is less than the-reduc
tion in the corporation tax of Country A as a result of the deduction of
the interest. Country B may impose little or no tax on the interest if it
is a tax haven or if it treats the interest as an exempt dividend (see the
discussion of hybrid instruments in section 1.2.2 above).

With respect to the relationship between a country’s income tax
and withholding taxes on interest, assume, for example, that Country
A imposes withholding tax on interest at a rate of 30 per cent. In this
case, the reduction in the corporation tax of Country A as a result
of the excessive interest paid (15) would be o set by the additional
withholding tax collected on the 50 of excessive interest paid. However,
if Country A imposes withholding tax at a lower rate or if its with
holding tax is limited by an applicable tax treaty (to 10 per cent, for

22
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1.2.5 Back-ib-back nancing arrangements

Withholding taxes on interest may be imposed only on payments of
interest to certain non-residents—for example, payments to non-
residents with whom the payer does not deal at arm’s length. Similarly,
restrictions on the deduction of interest may be imposed only on inter

24



on the deduction of interest, such as thin capitalization rules or
earnings-stripping rules.

e di culty in identifying the correct lender in the case of
back-to-back arrangements is even more challenging when the inter
mediary, such as a nancial institution, is not related to the other
parties. For instance, assume that, based on the facts of the previous
example, ACo makes a deposit of 1,000 in a bank resident in Country
B. at same bank then lends 1,000 to CCo. Should the loan to CCo be
treated by Country C as a loan by ACo?

25



that arise in this context are whether the interest rate on the debt is
excessive, whether the amount of the debt is excessive, or, more gener
ally, whether the amount of interest expense claimed by the subsidiary
against the tax base of Country Y is excessive. e di cult tax policy
issue in all these situations is how to measure whether the interest rate,
the amount of debt, or the amount of deductible interest is excessive.

Countries use a wide variety of approaches to limit the deduc
tion of excessive interest. Some countries have legislative or judicial
rules that may be applied to characterize excessive debt of an entity as
equity and to disallow the deduction of any interest on the excessive
debt. Many countries apply transfer pricing rules to determine whether

26



e problem of excessive interest applies both to interest expenses
incurred by resident entities and by non-residents and to interest paid
to residents and non-residents. However, the most serious base erosion
occurs where resident entities pay excessive interest to non-residents,
and this aspect of the problem is o en the target of thin capitalization
and earnings-stripping rules, discussed in sections 1.3.2 and 1.3.3 below.
e deduction of excessive interest expenses by non-residents is also
discussed in those sections and in section 1.5.3 below.

“in capitalization” is the term usually used to describe the
situation in which a taxpayer is determined to have incurred excessive
debt and therefore excessive interest expenses. In most cases, tax rules
regarding thin capitalization focus on the debt owed and the interest
paid by resident entities to non-residents. Since the global nancial
crisis in 2008, however, non-tax regulators have increasingly focused
on thin capitalization without regard to whether the debt is owed to
residents or non-residents.

e term “earnings-stripping” is used to indicate that a taxpayer
has incurred excessive interest expense relative to the taxpayer’s earn
ings. e two terms—thin capitalization and earnings-stripping—
describe the two primary ways in which tax authorities seek to measure
whether interest is excessive:

Y
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rules apply. In theory, the rules should potentially apply to alt enti
ties, resident and non-resident, that are entitled to deduct interest in
computing income subject to a particular country’s tax. However, no
country applies such comprehensive thin capitalization rules.

Most countries view the problem of excessive interest as a trans
fer pricing issue; as a result, they apply their thin capitalization rules
only to resident entities that are controlled by non-residents. Control
for this purpose is o0 en de ned in the same way as control is de ned
for purposes of the transfer pricing rules, namely, legal control (gener
ally, the ownership of a su cient number of voting shares to elect a
majority of the board of directors of the company). In other situa
tions, these countries may rely on the absence of control as su cient
to protect against base erosion through excessive interest deductions.
However, if control for purposes of a country’s thin capitalization rules
means legal control, then those rules will not provide any protection
against base erosion in situations where a resident entity is controlled
factually, but not legally, by non-residents, or is not controlled factu
ally or legally by non-residents but pays interest to non-residents. Note
that under most countries’ thin capitalization rules, shares owned by
related non-residents are aggregated in order to determine whether a
resident company is controlled; however, shares owned by unrelated
non-residents are not aggregated for this purpose.

Some countries view thin capitalization as a problem of equity
disguised as debt. Because interest is deductible but dividends are not,
non-resident shareholders of resident companies generally prefer to
nance resident companies with debt rather than equity. is is clearly
the case with respect to resident companies that are wholly owned
by non-residents, but may also be the case with respect to substantial
non-resident shareholders of resident companies. For countries that
view the problem in this way, thin capitalization rules may be targeted
only at the deduction of interest paid on excessive debt owed to substan
tial non-resident shareholders, whether or not the shareholder controls
the company. A substantial shareholder is typically de ned as & share
holder that owns shares of the company representing at least a speci
ed percentage (10 per cent to 25 per cent) of the votes and value of all
the shares. Shares owned by related non-residents are generaHy aggre
gated for purposes of determining whether a non-resident shareholder
is a substantial shareholder.

28



Note that whether a country’s thin capitalization rules apply to
resident companies and the extent to which the deduction of interest
claimed by resident companies to which the rules apply are separate
guestions. For example, if the thin capitalization rules apply to-a resi
dent company, all the excessive interest expenses could be denied; or
only the excessive portion of the interest expenses paid to non-residents
could be denied; or only the excessive portion of the interest expenses
paid to the controlling or substantial non-resident shareholders could
be denied. e extent to which the deduction of interest is denied is
discussed in section 1.3.2.5 below.

In principle, it is unnecessary to apply thin capitalization rules
to interest paid by a resident entity to residents of the same country
because the resident recipients of the interest (other than tax-exempt
entities) are subject to tax on the interest income they receive.
However, some countries apply thin capitalization rules to such inter
est in order to prevent the rules from being considered discriminatory
under Article 24 (4) (Non-discrimination) of an applicable tax treaty.
Article 24 is discussed below in sections 2.3.2.3 and 2.3.2.4. Moreover,
for countries in the European Union, the European Court of Justice
has held that a member country cannot apply thin capitalization rules
to deny the deduction of interest paid to residents of other member

29



earnings-stripping or thin capitalization rules that apply to interest
paid to both residents and non-residents.

Although the primary focus of thin capitalization rules is inter
est paid by resident entities to non-residents, the rules should also
apply to non-residents that are allowed to deduct interest in comput
ing income subject to tax by a country. is usually occurs where
non-residents are carrying on business in a country and are taxable on
a net basis. In these situations, non-residents may claim excessive inter
est deductions; the application of thin capitalization rules can limit
those deductions and thereby prevent base erosion. e deduction of
excessive interest by non-residents is discussed in section 1.5.2 below.

If a country treats partnerships as separate taxable entities, such
as corporations, the thin capitalization rules should apply to such
partnerships without the need for any special rules. If, however, a
country treats partnerships as transparent or ow-through entities,
the thin capitalization rules should apply to any debt of a partnership
in which a resident company is a partner.

, both
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1.3.2.2 Establishing a debt/equity ratio

One of the most important decisions in developing thin capitalization

31



where a non-resident company lends funds to a related resident
company in which it does not own any shares.

nt of

If ACo loans 100 to Subco, the thin capitalization rules of
Country B will disallow the deduction of any interest paid by Subco
on that loan because ACo does not own any equity in Subco. However,
if ACo lent an additional 100 to BCo, all the interest paid by BCo to
ACo on the debt outstanding of 200 would be deductible, since the
debt/equity ratio of BCo would not exceed 2:1. erefore, in principle,
where a non-resident company loans funds to a resident company that
is a member of the same related group but in which the non-resident
company does not own any shares directly, the result should be the
same as if the loan were made to a group company in which the
non-resident company owns shares. is result can be accomplished
by applying the debt/equity ratio on a consolidated basis.

Note, however, that based on the facts of the above example,
Subco should be able to deduct interest on only 100 of debt, despite the
fact that its share capital is 200. e equity of Subco consists entirely
of share capital in BCo, which has already been counted in computing
the share capital of BCo, and debt of 100 lent to BCo by ACo, which
has been converted into share capital in Subco. erefore, under a
consolidated approach, any equity in a lower-tier company must be
reduced to the extent that it results from equity or debt in a higher-tier
company. Based on the facts of the example, the consolidated group
of BCo and Subco should have equity of 100 and should be allowed to
deduct interest on debt of 200. As can be seen from this example, thin
capitalization rules will be signi cantly more complex if they operate
on a consolidated basis. erefore, it may be preferable for the rules to

32



apply on an entity-by-entity basis and require non-resident companies
to arrange their nancing accordingly to comply with the rules.

If a country’s thin capitalization rules apply to resident compa
nies with substantial non-resident shareholders, it must be decided
whether the debt/equity ratio should apply to each non-resident share-
holder separately or to the resident company as a whole without regard
to its shareholders.

If the debt/equity ratio in the thin capitalization rules of
Country A applies to ACo as a whole, none of the interest deduc
tions of ACo would be denied because its debt does not exceed twice
its equity. If, however, the debt/equity ratio applies to each substan
tial non-resident shareholder separately, the interest of ACo on the
loans from BCo would not be deductible to the extent of the-inter
est on 200,000 because the debt/equity ratio of ACo with respect to
BCo is 4:1, which exceeds the allowable limit of 2:1. e other interest
expenses of ACo, including the interest on the loans from CCo, would
be fully deductible.

Assuming that the total debt of ACo was 3 million and its equity
was 1 million, that the debt and equity of BCo in ACo are 400,000
and 800,000, respectively, and that the debt and equity of CCo in ACo
are 250,000 and 500,000, respectively, the thin capitalization rules of
Country A would apply to deny the deduction of interest on 1 million
of the ACo debt because it exceeds the allowable ratio of 2:1. is
result would apply irrespective of the fact that the debt and equity
of ACo non-resident shareholders do not exceed the allowable ratio.
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debt for purposes of the debt/equity ratio? Although such arm’s

length debt itself is not problematic from a base-erosion per

spective, the issue is whether it should be taken into account
together with non-arm’s length debt to determine whether a

resident company is excessively funded with debt. Note that the
inclusion of arm’s length debt in the debt/equity ratio does not

necessarily mean that the deduction of interest on such debt
must be denied.

% Should arm’s length debt of a resident company that is-guar
anteed by the company’s non-resident parent company be
included in computing the amount of debt for purposes of the
debt/equity ratio? In some circumstances, such guaranteed debt
may be used as a substitute for a direct loan from the parent
company, in which case guaranteed debt can be viewed as a
technique to avoid the thin capitalization rules. However, in
other circumstances, a non-resident parent company may guar
antee arm’s length debt of a subsidiary in order to allow the sub
sidiary to get more favourable loan terms. In this situation, the
guarantee is not intended to avoid the application of the thin
capitalization rules and should probably not alter the treatment
of the debt as arm’s length debt.

¥ Are special anti-avoidance rules necessary? Special anti-
avoidance rules are probably necessary to prevent the use of
back-to-back nancing arrangements to avoid the thin capi
talization rules. For example, instead of borrowing from its
non-resident parent company, a resident company might borrow
from an arm’s length nancial institution, which in turn bor
rows an equivalent amount on similar terms from the parent
company. See section 1.2.5 above for a discussion of back-to-
back arrangements.

¥ When should the amount of debt of a company be measured?
ere are several possibilities in this regard, including a par
ticular point in time, such as the beginning or the end of the
tax year, and an average of the amount of debt computed on a
monthly or quarterly basis. If the amount of debt is measured
at a particular point in time, taxpayers may have the opportu

35



length debt shortly before the relevant date and re-establishing
the debt shortly a er that date. Computing the amount of debt
as an average of the amount outstanding monthly or quarterly
reduces the opportunities for avoidance; however, the costs of
compliance and administration increase as the frequency of the
calculation increases. e tax avoidance opportunities can be
eliminated if the amount of debt is calculated as the greatest
amount of debt outstanding at any time during the relevant
period. However, this approach may produce unfair results
where a company has an amount of debt outstanding for a
brief period.

1.3.2.4 Computation of equity

What types of amounts should be recognized as equity for purposes of
the debt/equity ratio? In general, equity should include all investments
in a company other than debt. Whether an amount is considered to

36
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Article 24 (4) and (5) of the United Nations Model Convention in
sections 2.3.2.3 and 2.3.2.4 below.

If a country’s thin capitalization rules apply to deny the deduc
tion of interest, two additional tax policy decisions must be made. First,
how should the amount of disallowed interest be characterized? For
those countries that view thin capitalization rules as being targeted at
payments on equity that is disguised as debt, the question is whether
the disallowed interest should be treated as a dividend or whether it
should retain its legal character as interest. is question may have
important consequences for a country’s withholding tax if the rates of
withholding tax on interest and dividends di er under domestic law or
under the country’s tax treaties. For example, if a country has entered
into tax treaties based on the OECD Model Converttidnticle 11 of
that Convention (Interest) limits the rate of withholding tax on inter
est to 15 per cent, but Article 10 (Dividends) limits the rate of-with
holding tax on dividends paid to a non-resident company that owns
at least 25 of the payer’s share capital to 5 per cent. erefore, if the
country’s thin capitalization rules deem any disallowed interest to be
a dividend, the result may be to confer an unintentional bene t on the
non-resident shareholder in the form of a reduced withholding tax.

Second, should a resident company be entitled to carry over any
disallowed interest to other years and deduct such interest in those years
to the extent that the debt/equity ratio of the company for those years
is not in excess of the allowable limit? Such a carry-over can provide a
measure of exibility to the thin capitalization rules, in recognition of

38



1.3.2.6 Speci c anti-avoidance rules

Speci ¢ anti-avoidance rules may be useful or necessary to supplement
thin capitalization rules. Several types of targeted rules that countries
may wish to consider are:

¥% Rules to deal with back-to-back arrangements (see section 1.2.5
above), and

% Rules to prevent arti cial increases in equity

e addition of speci c anti-avoidance rules will obviously increase
the complexity of the rules.

1.3.3 Earnings-stripping rules

1.3.3.1 Entities covered

e tax policy issues concerning the entities to which earnings-
stripping rules should apply are fundamentally the same as those with
respect to thin capitalization rules discussed above in section 1.3.2.1.
us, the rules can be applied to all resident entities, to resident enti
ties controlled by non-residents and to resident entities with substan
tial non-resident shareholders.

In deciding on the scope of earnings-stripping rules, eoun
tries should consider whether they are concerned primarily about
cross-border base erosion through interest payments or about such base
erosion more generally. If a country is concerned about base erosion
through excessive interest payments generally, it might consider
applying its earnings-stripping rules to all resident entities irrespec
tive of whether interest is paid to residents or non-residents. On the
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% A higher ratio which may be appropriate if a country does not
provide a carry-over for disallowed interest

¥ A higher ratio which may be appropriate if a country applies
additional restrictions on the deduction of interest

% A higher ratio which may be appropriate if a country has rela
tively high interest rates

¥ A higher ratio which may be appropriate if a country’s-eco
nomic policy is focused on increasing investment in infrastruc
ture projects

¥ e need to attract foreign investment

¥ e size of the multinational group to which a resident
entity belongs

e arbitrariness of limiting interest deductions to a xed
percentage of earnings can be mitigated by allowing disallowed inter
est to be carried over and deducted in other years and by providing
speci ¢ exceptions to the rules, as discussed in sections 1.3.3.5 and
1.3.3.4 below, respectively. e BEPS Action 4 Final Report recom
mends that countries adopt a xed percentage of between 10 and 30
per cent of earnings.

1.3.3.3 Net or gross interest expense

Earnings-stripping rules can apply either to the gross interest expenses
incurred by a resident entity or the gross interest expenses in excess
of the interest income received by the entity (net interest expenses).
e gross interest expense approach has the bene t of simplicity. e

net interest approach is more complicated, but avoids the duplication
of interest expenses as a result of intergroup loans. e e ects of this
duplication can be seen in example 9.
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Based on these facts, ACo and BCo each have arm’s length inter
est expenses not in excess of 20 per cent of earnings, so all the interest
should be deductible. However, the intragroup interest income received
by ACo is e ectively double-counted as interest expense of both ACo
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% Interest on arti cial debt where no additional funds are raised
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(b) An entity would be permitted to deduct its net interest expense
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In tax treaties, the challenge of establishing a proper withhold
ing tax rate is o en addressed by setting a lower rate for loans from
nancial institutions and a higher rate for other lenders.

While it is attractive to impose a withholding tax on payments
of interest to a non-resident lender, both to discourage cross-border
debt and to reduce the risk of base erosion by e ectively clawing back
some of the tax revenue associated with the tax deduction for the inter
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the source country’s tax base, just as it does with respect to inter
est expenses incurred by residents. In general, if a country does not
impose tax on income earned by non-residents that arises or has its
source in the country, that country should not allow the deduction
of any expenses, including interest and other nancing expenses
incurred by those non-residents in earning the income. Similarly,
where a country taxes income earned by non-residents, including
interest income, on the basis of a withholding tax on the gross amount
of payments, no deductions will be allowed for expenses incurred by
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consider disallowing the deduction of all interest expenses incurred
by non-residents, or interest expenses that are incurred outside the
source country or that are not incurred wholly and exclusively for pur
poses of earning the income subject to tax by the source country. ese
responses are o en considered to be Draconian and arbitrary. In addi
tion, they will not be e ective to the extent that a country has entered
into tax treaties with provisions similar to those of the United Nations
and OECD Model Conventions. Article 24 (3) (Non-discrimination)
of the United Nations and OECD Model Conventions prevents coun
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country or to non-residents. However, the risks are clearly more
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interest and other expenses in computing the pro ts attributable to the
PE that may be taxed by the country in which the PE is located. Article
7 of the United Nations Model Convention is discussed in detail in
section 2.3.1.3 below.

1.6 Residents incurring interest and other nancing
expenses to earn foreign source income

1.6.1 Introduction

ere are two basic patterns for taxing income earned by residents of
a country:

(@) Worldwide taxation, under which residents are taxable on
their income derived from the country in which they are
resident and their income from sources outside that eoun
try (foreign source income); and
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e deduction of interest and other nancing expenses by resi
dents of a country may result in the erosion of that country’s tax base
irrespective of whether the country taxes or exempts the foreign source
income of its residents. However, as explained below, therstances
under which base erosion occurs di er depending on whether foreign
source income is exempt or taxable with a credit for foreign taxes on
the income. For many developing countries, the erosion of their tax
base through interest deductions claimed by residents to earn foreign
source income is not as serious a problem as the problems described
above in sections 1.4 and 1.5 with respect to interest paymerts asso
ciated with inbound investment by non-residents. However, for some
developing countries the problem of base erosion through interest
deductions to earn foreign source income may be a growing concern
as foreign investment by their residents increases.

1.6.2 Exemption of foreign source income

If a country exempts some or all foreign source income derived by
its residents, the critical issue is whether interest and other -nanc
ing expenses incurred to earn that exempt foreign source income are
deductible. In theory, since the foreign source income is not taxable
by the country, any expenses incurred by the taxpayer for the purpose
of earning such income should not be deductible. Although this fun
damental principle is clear, it is di cult to apply in practice because
money is fungible. It is di cult to allocate sources of funds, such
as debt and equity, to assets or income in a reasonable manner that
cannot be easily avoided by taxpayers or that does not impose serious
compliance and administrative problems (see section 1.2.3 above).

If a country allows the deduction of interest expenses to earn
exempt foreign source income, the erosion of the country’s tax base
is clear. e deduction reduces or erodes the country’s tax on income
earned in the country (domestic source income), but the foreign source
income that the expenses were incurred to earn is not taxable by the
country. If the country denies the deduction of interest expenses to
earn foreign source income, the issue is whether those rules are e ec
tive or are easily avoided by taxpayers.

e base erosion from deductible interest expenses to earn
exempt foreign source income applies to both passive investment
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income and active business income, as illustrated in the follow
ing examples.
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e analysis is the same where a resident taxpayer earns foreign
source business income, as shown in the next example.




1.6.3 Taxation of foreign source income
with a credit for foreign tax

If a country taxes its residents on their foreign source income, any
interest expenses incurred for the purpose of earning foreign source
income are likely to be deductible in the same way as other expenses
incurred to earn income. Several important consequences ow from
the decision to tax residents on their foreign source income.

First, if a country taxes residents on their foreign source income,
the income derived by residents of the country will o en be subject to
double taxation—once by the country in which the income is earned
(the source country) and again by the country in which the taxpay
ers are resident. It is generally accepted that the country of residence
has the obligation to eliminate the double taxation, and must do so
either by providing a credit against its own tax for the tax paid to the
source country or by exempting the income earned in the source coun
try. e e ect of the deduction of interest expenses under the exemp
tion method for providing relief from double taxation is discussed in
section 1.6.2 above.

Second, if a country uses a foreign tax credit to eliminate double
taxation, the credit is usually limited to the amount of the country’s tax
on the foreign source income. erefore, for purposes of this limita
tion on the credit, it is necessary for the country to calculate the amount
of the foreign source income, and in particular, to determine which
expenses incurred by taxpayers are allocated to foreign source income.
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country or item-by-item), residents of a country may be able to obtain
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1.6.4 Foreign source income earned indirectly through
foreign corporations—the tax treatment of
dividends from foreign corporations

1.6.4.1 Introduction

Sections 1.6.2 and 1.6.3 above deal with interest expenses incurred by
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the deduction of interest results in the reduction of a country’s tax at
the full rate of tax, but the related income is taxable at a lower rate or
exempt from tax completely. e e ect of this mismatch is maximized
where dividends or capital gains are exempt from tax.

1.6.4.2 Exemption of dividends from foreign corporations

If a country exempts dividends received by its residents from foreign
corporations, in principle, any interest expenses incurred to acquire
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1.6.4.3 Taxation of dividends from foreign
corporations with a credit for foreign taxes

Countries that tax dividends received by residents from foreign €orpo
rations will usually allow the deduction of interest expenses incurred
to acquire the shares on which the dividends are paid. To provide relief
from double taxation, most countries allow a credit for any foreign
withholding taxes on the dividends. Some countries provide enhanced
relief by allowing a credit for the underlying foreign corporate tax paid
by the foreign corporation on the income out of which the dividends
were paid. In either case, base erosion will occur to the extent that any
interest expenses incurred to acquire the shares of the foreign corpora
tion are not allocated to the dividends for purposes of the limitation
on the foreign tax credit.

is result can be illustrated in example 16 below, which, as far
as possible, uses the same facts as examples 11-14 in sections 1.6.2 and
1.6.3 involving foreign income earned directly.
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Chapter 2

Analysis of the provisions of a country’s tax treaties
and model tax treaties dealing with payments
of interest and the deduction of interest

2.1 Introduction

In general, tax treaties impose restrictions on the taxes imposed by
the contracting States under their domestic laws. erefore, there are
two major questions with respect to the treatment of interest and other
nancing expenses under tax treaties. First, do tax treaties restrict a
country’s authority to impose withholding tax on interest payments
made to residents of the other contracting State under its domestic
law? Second, do tax treaties require countries to allow the deduction of
interest in circumstances where no deduction would be allowed under
domestic law?

e previous chapter examined how countries tax residents
and non-residents in order to provide a foundation for determining
the extent to which their tax bases can be eroded through interest
payments. Since tax treaties restrict a country’s ability to tax under
its domestic law, the provisions of a country’s tax treaties dealing
with interest payments and interest deductions may create risks of
base erosion that do not exist under domestic law. is chapter exam
ines the provisions of tax treaties dealing with interest payments and
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X pays interest to Y on debt e ectively connected to the PE of [X

in Country A
Country A can impose withholding tax subject to limitations i

Article 11 (2)
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If the debt was not e ectively connected with the PE of X in Country A
(that is, the interest was not deductible in computing the pro ts attrib
utable to the PE), the interest would be deemed to arise in Country C,
where the payer of the interest, X, is resident. In this situation, the treaty
between Country A and Country B would not apply to the interest.

2.3.1.3 e deductibility of interest expenses
under the provisions of tax treaties

2.3.1.3.1introduction

In general, the deduction of interest and other nancing expenses is
governed by domestic law rather than the provisions of tax treaties.
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Where tax treaties require income to be taxed by the source
country on a net basis, the deductibility of expenses is largely a
matter for the domestic law of the source country. However, Article
7 provides some general rules about deductions, and Article 24 (3)
(Non-discrimination) precludes a country from discriminating
against a resident of the other contracting State carrying on business
in the country through a PE (but not through a xed base).

2.3.1.3.2Deduction of interest expenses under Articles 7
and 14 of the United Nations Model Convention

Pro ts or income earned by a resident of one contracting State through
a PE or xed base in the other contracting State are taxable on a net
basis under Articles 7 and 14 of the United Nations Model Convention,
respectively. Article 7 (3) provides that expenses incurred for the pur
poses of the business of the PE “shall be allowed as deductions”. It also
provides that the deduction of these expenses must be allowed irrespec
tive of where the expenses are incurred (that is, in the country where the
PE is located or elsewhere). e deduction of notional interest expenses
for amounts advanced by a PE to its head o ce or by the head o ce to a
PE is explicitly prohibited by Article 7 (3), except in the case of nancial
institutions12 us, except for nancial institutions, only actual interest
expenses incurred by an enterprise for the purposes of a PE are-deducti
ble for purposes of computing the pro ts attributable to the PE. However,
neither Article 7 of the United Nations Model Convention nor the
Commentary indicates how a country should determine whetherinter
est expenses are incurred for the purposes of a PE. is is a matter for
domestic law. See the description of the three basic methods for attrib
uting interest expenses to income or assets in section 1.2.3 of chapter 1
above. e Commentary on paragraph 3 of Article 7 does not prescribe
any particular method for attributing interest expenses to the pro ts of

a PE. It simply recommends a “practical solution” that recognizes that
a separate and independent enterprise would have adequate fithding.

12See paragraph 18 of the Commentary on Article 7 of the United
Nations Model Convention, quoting paragraph 41 of the Commentary on
the 2008 OECD Model Convention.

13see paragraph 18 of the Commentary on Article 7 of the United
Nations Model Convention.
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In addition, it is important to understand that Article 7 (3)
deals only with the expenses attributable to a PE. As the Commentary
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Article 14 of the United Nations Model Convention does not
contain any provisions dealing with the computation of income attrib
utable to a xed base or the deduction of interest or other expenses. e
Commentary on Article 14 of the United Nations Model Convention
provides that the principles in Article 7 should apply for purposes of
Article 14, and that expenses incurred for the purposes of the xed base
“should be allowed as deductions in determining the income attrib
utable to a xed base in the same way as such expenses incurred for
the purposes of a permanent establishm&nifowever, as explained
above, Articles 7 and 14 deal only with the attribution of expenses to a
PE or xed base; they do not deal with the conditions for the deducti
bility of expenses, which is a matter for domestic law.

Article 7 of the OECD Model Convention was substantially
revised in 2010 and Article 7 (3) dealing with the attribution of
expenses to a PE was deleted. e current version of Article 7 of the
OECD Model Convention takes the separate-entity principle of Article
7 (2) to its logical conclusion and allows the deduction of notional
expenses, including interest, in determining the prots attributable
to a PE. However, it maintains that the deductibility of expenses is
a matter of domestic law. In addition, Article 14 of the OECD Model
Convention was deleted in 2000 and, as a result, income from-profes
sional and independent personal services is dealt with under Article 7.

2.3.1.3.3Determination of the debt capital of a PE

As noted in section 2.3.1.3.2, neither the provisions of Article 7 of the
United Nations Model Convention nor the Commentary on Article 7
provides any rules or guidance for determining the amount of debt
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of Pro ts to Permanent EstablishmefitAlthough this Report relates

to the attribution of pro ts to PEs under the new version of Article 7
(added to the OECD Model in 2010), which has been rejected by the
Committee of Experts on International Cooperation in Tax Matters
with respect to the United Nations Model Convention, the aspects of
the Report dealing with the allocation of capital to a PE may be useful
for developing countries in applying Article 7 or 14 of the United
Nations Model Convention.

e allocation of pro ts to a PE is part of the rst step under the
“authorized OECD approach”, which involves a functional and factual
analysis of the PE. e second step involves the application of the
OECD transfer pricing guidelines, by analogy, to the dealings between
the PE and the other parts of the enterprise of which the PE is a part.
(is second step is not relevant for the purposes of allocating capital
to a PE under the United Nations Model Convention.) e functional
and factual analysis of a PE is used to determine the amount of “free
capital” of a PE. Free capital is equivalent to equity capital—that is,
capital that does not result in a deductible return in the nature of inter
est. According to the Report, a PE should have su cient free capital to
support its functions, assets and risks. Unlike a separate entity, free
capital must follow risks with respect to a PE; capital cannot be segre
gated in another entity pursuant to a guarantee. e Report recognizes
a variety of di erent approaches for determining the amount of free
capital to be attributed to a PE, and emphasizes that these approaches
result in a range of acceptable arm’s length amounts rather than a
single number. e attribution of free capital to a PE does not require
any formal allocation of capital to the PE by the enterprise.

Under the “capital allocation approach,” a PE is allocated free
capital based on the assets and risks of the PE as a percentage of the
assets and risks of the enterprise as a whole. is approach may be inap
propriate where an enterprise as a whole is thinly capitalized or where
the PE is engaged in a business that is signi cantly di erent from the
business conducted by the rest of the enterprise. Under the “thin capi
talization approach”, a PE is allocated the same amount of free capital

160ECD, 2010 Report on the Attribution of Pro ts to Permanent Estab
lishments, 22 July 2010, available from https://www.oecd.org/ctp/transfer-
pricing/45689524.pdf.
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Article 7 (3) deals with the attribution of expenses to PEs and leaves
the deductibility of expenses to domestic law, Article 24 (3) covers the
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2.3.2.2 Relief of double taxation (Article 23)

Article 23 of both the United Nations and OECD Model Conventions
requires a contracting State to provide relief from double taxation of its
residents where they are subject to tax in the other contracting State in
accordance with the treaty. Under Article 23 of both Models, the resi
dence country may provide relief from double taxation by exempting the
income from tax (Article 23 A) or granting a credit for the tax paid to the
other country against the resident country’s tax (Article 23 B). Article
23 A (2) allows a country that generally uses the exemption method to
apply the credit method to dividends and interest (and royalties in the
case of the United Nations Model Convention) that are taxable by the
other State. Conversely, a country that uses the credit method may be
required by certain provisions of the treaty to exempt income because
that income is taxable exclusively by the source country (for example,
Articles 8 (Shipping, inland waterways transport and air transport), 18
(Pensions and social security payments) and 19 (Government service)).

Where the United Nations or OECD Model Conventions
authorize the use of the credit method for relieving double taxation
(that is, Article 23 A (2) or Article 23 B (1)), both Model Conventions
provide explicitly that the credit shall be limited to the amount of resi
dence country tax that is attributable to the income that may be taxed
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only 30 per cent. Under Article 23 B of the United Nations and OECD
Model Conventions (assuming that Country B is entitled to tax the
income in accordance with the treaty), Country A is obligated to allow
a credit for the tax paid to Country B. However, the credit is limited to
Country A tax attributable to the income taxable by Country B under
the treaty, which is 30. If Country A were required to provide a full
credit for the tax paid to Country B without any limitation, it would be
necessary for it to provide a refund to the taxpayer of 10, which would
represent a reduction of Country A tax, not on the income taxable by
Country B, but on other income taxable by Country A.

Although Article 23 A and 23 B of both the United Nations and
OECD Model Conventions provide for the general principles of exemp
tion and credit, respectively, they do not provide detailed rules for the
limitations on the amount of income to be exempted or the amount of
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royalties and other disbursements made by an enterprise of that State
to a resident of the other contracting State under the same conditions
as if the amounts had been paid to a resident of the rst State. is
provision is subject to the transfer pricing rules in Article 9 (1) and the
rules in Articles 11 (6) and 12 (6) with respect to excessive payments of
interest and royalties.

Article 24 (4) prevents a country from imposing conditions on
the deduction of interest paid to a resident of the other contracting
State that are di erent from the conditions imposed on the deduc
tion of interest paid to residents of the country, or from disallowing
the deduction of interest paid to a resident of the other contracting
State if interest paid to residents of the country is deductible. erefore,
for example, Article 24 (4) would prevent a country from imposing
thin capitalization or earnings-stripping rules on a resident enterprise
under which the deduction of interest paid by such an enterprise to
non-residents is limited to interest on debt that does not exceed-a spec
i ed debt/equity ratio or a percentage of the earnings of the enterprise.
However, such thin capitalization and earnings-stripping rules can be
applied if they are compatible with the transfer pricing rules in Article
9 ()—in other words, if they comply with the arm’s length standard.
For this reason, some countries include provisions in their thin capi
talization rules to the e ect that the restrictions on the deduction of
interest do not apply if a taxpayer can establish that the amount of
debt and interest are in accordance with the arm’s length standard.
in capitalization and earnings-stripping rules can also be applied
without violating Article 24 (4) if they apply to interest paid to-resi
dents as well as non-residents, although it is questionable whether it is
necessary for the rules to be applied to residents. Alternatively, coun
tries might consider speci cally excluding their thin capitalization
rules from the scope of Article 24 (4) in order to allow those rules to
be applied to the residents of treaty countries, although this approach
will usually be too drastic.

Article 24 (4) does not prevent a country from imposing with
holding tax on interest paid to residents of the other contracting State.
Article 24 (4) prevents discriminatory treatment of interest paid by resi
dents of a country to residents of its treaty partners; it does not prevent
taxation of non-residents on a basis that is di erent from that applied
to residents. Nor is there any other provision in Article 24 that would
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prevent a country from imposing a withholding tax on interest paid
to residents of the other contracting State even if the country does not
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to shareholders resident in the other country. Although Article 24 (5)
does not contain the exceptions for Articles 9 (1), 11 (6) and 12 (6) that
are contained in Article 24 (4), the Commentary indicates that those
exceptions apply equally to Article 2495).

2.3.3 Other relevant treaty provisions

Article 11 of the United Nations and OECD Model Conventions applies
only to interest that arises in a contracting State and is paid to- a resi
dent of the other contracting State. Where the interest arises in a third
State, Article 11 does not apply; instead, Article 21 (Other income)
applies to such interest. Under Article 21 (1), such interest would be
taxable exclusively by the country in which the taxpayer is resident.
However, if the resident carries on business in the other contracting
State through a PE or xed base there and the interest is e ectively
connected with the PE or xed base, the interest income is taxable
in accordance with Article 7 (Business prots) or 14 (Independent
personal services). For example, assume that Company A is a resi
dent of Country A and carries on business through a PE in Country
B. Company A receives interest from a person resident in Country C;
however, the interest is e ectively connected to a receivable held in
connection with the PE of Company A in Country B. In this situa
tion, the interest would be taxable by Country B under Article 21 (2),
assuming that Country A and Country B have a tax treaty similar to
the United Nations Model Convention. is would not appear to raise
any serious base-erosion concerns with respect to Article 21 and inter
est expenses.

271bid.
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Flow chart 1
Residents paying interest to non-residents

Is the payment subject to withholding tax under

domestic law?

|

Is the rate of withholding tax reduced pursuant to

an applicable treaty?

|

Is the interest paid to a related non-resident?

No

l

Is the payment excessive?

l

Is the amount of deductible interest
limited pursuant to thin capitalization,
earnings-stripping or other rules?

l

Do the limits apply to interest paid to
residents as well as interest paid to
non-residents? otherwise, Article 24 (4) and
(5) of an applicable treaty may apply.
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Yes

|

Is the payment excessive or in excess of
an arm’s length amount?

l

Is the amount of deductible interest
limited pursuant to transfer pricing,
thin capitalization, earnings-stripping
or other rules?

Does Article 9 or 11 (6) of an applicable
tax treaty apply?

|

Do the limits apply to interest paid to
residents as well as interest paid to
non-residents? otherwise, Article 24 (4)
and (5) of an applicable treaty may
apply.



Does the country tax on a territorial or worldwide basis?

Territorial Worldwide

Are interest expenses
incurred by residents to
earn exempt
foreign-source income
deductible?

l

Are taxpayers able to
manipulate the rules for
attributing interest
expense to exempt
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Flow chart 3
Non-residents incurring interest expenses to earn
domestic source income

Is interest deductible under domestic law in
computing the profits derived by a non-resident
earning income in the country?
